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Overview

Banking and Capital Markets- Typical operating structure in
India...
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Overview

Transfer Pricing Coverage
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Overview

Typical transactions in Banking and Capital Markets

Financial/ Capital Integrated Service
Market transactions transactions transactions

« Treasury e Investment « Relationship
transactions Banking management
such as forex,

Iendlng_/ . Offshore Loans « Advisory /
borrowing and S Research
L and derivatives
derivatives support to Group
« Equity Broking « HO Allocation/

Cost recharges
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Overview

Transfer Pricing issues peculiar to Foreign Banks

* Transactions between Indian branch of foreign bank and its domestic
affiliates do not lead to erosion of tax base in India (Memorandum
explaining the provisions of the Finance Bill, 2002 (254 ITR 215).

* Recognition of different policies followed by foreign banks on account of
group structure, business dynamics etc.

* Wide ranging operations and multiple classes of international transactions

- Difficulty in benchmarking each transaction class separately

April 23, 2010
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Treasury transactions

Issues

e Transactions include high volume treasury products
« Difficulty in maintaining easily retrievable historic data owing to
- High volume of transactions. For ex : Forex, derivative, etc.

- Volatility in markets especially interest rate/ currency movement
affecting lending/ borrowing, derivate transactions

- Transactions happening on a real time basis in accordance with market
practices
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Treasury transactions

Best Practices

* Maintain systems and processes to
- ldentify and extract detailed transactional data
- Collate documentation on real time basis

* Analysis of sample transactions representative of major product/
currencies.

« Comparison of transaction rates with various publicly available reference
rates

* Relying on internal controls and documenting exception reports useful

during TP audits

April 23, 2010
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Equity Broking

Typical transactions

ABC Global Markets Ltd.

(Resident)

ABC Singapore (FlI)

Third-party Singapore (FII)

Outside India

India

Third-party

(Domestic Fls)

April 23, 2010
Slide 14



Equity Broking

FAR Analysis
Particulars AE Third Party
Identifying possible opportunities & Marketing C A
efforts
Origination & maintaining client relationship on an C A
ongoing basis
Functions _ _ _ -
Preparation and circulation of research reports C O
Volume of trades and the certainty in the business O C
Deal execution function C C
Market risk C O
Risks )
Price Risk C O
Equipments and infrastructure for research team C O
: : C .
Assets Equipments and infrastructure for sales team O
Professional / trained staff and infrastructure for o A
trade execution
April 23, 2010
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Equity Broking

Transfer Pricing Challenges

Possibility of using CUP as a method

- Commission rates vary based on client relationship, volumes, type,
competition, etc.

- Appropriate comparability adjustments would need to be made

Rule 10B(3) of the Rules to the Income Tax Act, 1961 provides that an
uncontrolled transaction shall be comparable to an international transaction
if

“(i) none of the differences, if any, between the transactions being compto

materially affect the price or cost charged or paid in, or the profit arising
from, such transactions in the open market; or

(i) reasonably accurate adjustments can be made to eliminate the material
effects ared, or between the enterprises entering into such transactions are

likely of such differences.”

April 23, 2010
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Equity Broking

Transfer Pricing Challenges (contd...)

« Para 2.9 of the OECD Guidelines comments on considering the impact of
functional differences while evaluating reliability of CUP method :

“2.9 In_considering whether controlled and uncontrolled transactions are
comparable, regard should be had to the effect on price of broader
business functions other than just product comparability (i.e. factors
relevant to determining comparability under Chapter |). Where differences
exist between the controlled and uncontrolled transactions or between the
enterprises undertaking those transactions, it may be difficult to determine
reasonably accurate adjustments to eliminate the effect on price.”

Need to validate using TNMM

April 23, 2010
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Equity Broking

TP Audit Experience

« Tax authorities keen to apply CUP Method and not necessarily conclude
based on TNMM

« Adjustments for volumes, marketing / selling efforts to the brokerage rate
for differences between controlled and uncontrolled transactions. However,
no single approach in applying this.

Emphasis on price setting mechanism e.g. group policy, negotiations,

discounting based on expected volumes, etc. is key to audit defence

April 23, 2010
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Investment Banking

Case Study

Y7 Ltd. ABC India

(Investment Banker)

Wishes to acquire

company in Pharma
Sector
India
Overseas / \
v

Overseas ABC UK éingmlé
. Execution Team
Target Co ( ) Sector Team)

« ABC Group is one of the leading Investment Banking Groups, headquartered in the UK.

 The Group takes an integrated approach to client coverage, organizing bankers that have
industry- specific and geographic expertise across all investment banking products.

o XYZ Ltd. has compensated ABC India for the provision of services, whereas the client service
teams comprise IB staff across a number of legal entities.

e Split of revenues / profits across group affiliates

Select the most appropriate method to price the transaction?

April 23, 2010
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Investment Banking

Transfer Pricing method

Profit Split
« Applicable for two reasons:

- High level of integration - as functions involved in the investment
banking business are performed on a geographical, industry and product
level in order to deliver efficient solutions to clients

- The services cannot be deconstructed to derive a stand alone value
because similar integration by competitors means that there are no
comparables

« The OECD Guidelines permit the use of a profit-based method “where
transactions are very interrelated [and] it might be that they cannot be
evaluated on a separate basis. Under similar circumstances, independent
enterprises decide to set up a form of partnership and agree a form of profit
split” Para 3.5

« This may be the most suitable method to investment banking given the

business function/risk profile

April 23, 2010
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Investment Banking

Type of analysis

« Residual analysis
- Used where some functions

may be categorised as ‘routine’

« Contribution analysis
- Used when all participants
possess unique and valuable
assets that generate a return,
l.e., where there are no routine

functions

Residual analysis

« each controlled party receives a rate of
return for the routine economic functions that
it performs.

« Any residual combined profit is allocated
among the controlled parties based on the
relative value of the intangibles they have
contributed to the combined enterprise.

Contribution analysis

- total profits to be divided between the
associated enterprises based upon the
relative value of the functions performed by
each of the associated enterprises (OECD
Guidelines, Paragraph 3.16)

- split of the actual profit may not always be
appropriate. At times a revenue split may be
used.
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Investment Banking

TP issues

« Degree of integration - Relative contributions of country and sector/product
teams in the origination and execution functions

« Integrated nature of functions necessitates residual revenue or profit split

- Transactional or aggregate level?- depends on data availability and
nature of transactions

« Basis to substantiate Global revenue allocation policy is critical e.g.
Independent Surveys etc.

« Underwriting

- How do you determine real capital at risk?

- Will it differ in relation to equity vs. debt products?
« Transition issues e.g. cost plus to revenue split
« Impact of loss splits

April 23, 2010
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Emerging Global Trends

« Part Il — OECD approach for attribution of profits to permanent
establishments (PEs) of Banks

- Focus on traditional banking activities of borrowing and lending and
attribution of profits arising there from to a PE of a banking enterprise

- Role of KERTs and capital in that context

« Part lll — OECD approach for attribution of profits to permanent
establishments (PES)

- Enterprises carrying on Global Trading of Financial Instruments
« Business restructuring and OECD paper on the subject.
« Advance Pricing Agreements
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