ln(cma‘lional Transfer Pricing ,
International transfer pricing refers 1o the pricing of transfers of goods, SQW'C’CS s
bct}vccn related subsidiaries in diffsrent countries. The advent of nultinational €0 no™ This 1S
their continued growth has added a more complicated dimension 10 (ransfer prict Bx
because international transfer pricing must meet not only the objectives of profit ma
and performance evaluation but also a wide variety of bther objectives
Objectives of international transfer priciog
The two basic objectives of fransfer pricing are. (a) profit
congruence, and (b) performance evaluation. But international
variely of other objectives also. These other objectives are sometil
objectives may be considered secondary or unachievable. Hence, |
the other considerations/factors involved in international transfer pricing an
transfer pricing. The key objectives of international transfer pricing are:
| Moving funds internationally

.8 By charging high transfer prices to an
- transfer funds out of that country.
) By charging low transfer prices to an affi
~ high transfer price, the MNC can finance an afliliate |
¢) By charging low transfer prices to an affiliatc and/ or purchasing from an afTiliatc al &

iate better than il

high transfer price, the MNC can depict the position of the aﬂ'xlh
actually is and improve an afTiliato’s credit rating thus cnabling it to borrow funds

locally.

d)  When host governments try to regulate corporatc profits ti
MNCs try to disguise the true profitability of the afTiliates
o) MNCs can check trade union demands for higher wages by sh

afliliate by manipulqﬁin%transfcr prices.

2. Miimising taxces

The objective of overall tax minimisation is fulfilled by shifting prolit from a countiy with a high

tax burden to & country wiiii a low iax burdea. This can be done by charging low transfer prices

for goods and services bought in and high transfer prices for goods and scrvices sold by an
d for an afliliate operating 1n

alliliatc in a low tax country. The reverse procedure is (0 be applie

a lugh tax country.

3. Minimising tariffs’/ import dulies
Charging low transfer price to a high tarifT country can help to minimise the impact of tanils

However, the impact of taxation and tariffs should bc considered together. Since, the burden of
tax is usually more than the burden of tariffs, charging low transfer price to a high tanf{l but low

tax country usually does not help.

4. Avoiding exchange controls and quoltas
@rmwl‘cr nrices may be used to cancel the volume effects of foreign exchange quotas. Low

iransfer prices may be used to increase the quantity/ volume of imports where government
imposcs restrictions on the amount of foreign exchange that can be used to import a particular

type of good) Similarly, where the government excrcises control on the repatriation of dividends
(0 the parent, this rule can be bypassed by the parent charging high transfer prices on goods sold

(o the subsidiary in that country.

5. Minimising forelgn exchange risks
Ql s oflen argued that in internafional transfers, foreign exchange loss to one subsidiary situated

in one country is compensated by foreign exchange gain to another subsidiary operating in
another country and from the pareat’s point of view this should have no impact on the overall

position of the parent. This argument does not hold good in reality because of difference in
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‘misation

it is necessary Lo U
d their impact On

afTiliate located in & country, the MNC can

liate and/ or purchasing from an affiliatc at &

wrough regulatory techniques,
by using transier prices.
owing lower profit of the

l



Ique to maximise its share of profits from a joint

S the joint venture at a higher price or transfer
4 subsidiary at a lower price and thereby increase its own share of

I'ransfer prices: based on the arm'
Incentives through proper evaluatio

transfer Priogs are established by the
managerial disincentives arise and

8 }éfl'g'th'principlo are useful for optimising managerial
n:of corporate performance. But if somewhat arbitrary

headquarters for fulfilling the other objectives of business
performance evaluation becomes difficult,

Indian Scene - The Finance Act 2001 introduced the detailed Transfer Pricing Regulations

S&{’_.R*) mdlndia w.c.L.IstApril 2001 corresponding to the assessment year 2002-2003. The
lons and rules under the Income Tax Act, which deal with Transfer Pnicing Regulations arc

scclio.n_s 92 10 92F and rules 10A (o 10E and sections 271(1)(c), 271AA, 271BA and 271G
Definition

The term arm’s length price" is defined (o mean a pricc applicd 1n uncontrolled conditions In
other words it refers to the market value of a particular transaction 1gnoring the impact on pncing

duc to existence of special relationship between associated enterpnses. The term
A - " ° . . 3 . . o 8 '
enternige” 18 widely dafined (o includs eny nerson cacTyling out commersial activitics of various

¥ W htlJ

types specified in the relevant section.

Choosing the transfer Price

liive criteria for an efficient international transfer pricing sysien

Provide an adequate profit measurement for performance cvaluation. |
Provide adequate information to top management for managerial decision making
Facilitation profit maximisation.

Motivate managers of afTiliates. o .
Minimiso international transaction costs of the MNC by minimising border and tncome tax

liabilities, foreign exchange risks, cic. and conflict with host govemments' policics.

Methods for Determining Arm’s Length Price

\ )
Comparable Uncontrolled Price Method (CUP) | | ;
The iDUI’ method compares the price charged for property of scrvices U“%fm IL: : mczmtd
ion)in comparablc circumstances. m gt ¢ vl
:ir;r;{?c:;::%'sn'g lc‘:)nglh principle and henee the samo i3 preferable over all other mathods

ctions. Adjustments may be
. : narable uncontrolled transa _ Lt
wherever it is possible to D o {crms, transportation COsts and other factors. 1This

Ng O - ' antity, ; % TP . L
made for differences in quality, quantity 8 R I produels § gy az
method 18 however very JUMCHICERRYN PIRTES “Hm & wﬂié.%t}i \nbeyna | Hrams action,

Resale Price Method (]U,M) - y h a product that has heen pu:clmscd frony
' ‘L. ale price method begins ptatie prge 4 gt "ﬂ" I ¢ For example, company A has sold
o i eold 1o an independent enterprise. FOT 4 G o
an associated enterprisc is (esold to Rs 1000, Company 3 has resold the si

g product to an associated compuny 1Bat
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plu? Method; first the cost incurred by the supplier of goods or services 1s determined.

' | plus mark-up is then added to the cost, to arrive at an approprate profit in
the light of the functions performed and market conditions, The resultant figure is the arm's

Lcr:g)t:tr;f:& So wl)’, CPM involves comparability of gross margins earned by suppliers in

. transactions. This method is uscful for sale of semi-finished goods, rendering of

5?“’1003, etc.

@ omparable Profits Method (CPM )

This mc!.hoq was introduced in the USA by revised transfer pricing regulations. The underlying
assumption Is that similarly gifualed taxpayers should carn similar returns.over reasonable time
pcniods, Thfﬁ mcthod relies on comparability in factor or capital markets rather than strict
cquivalency in functional or product content. Reasonable similarity in functions and product
markets are desirable. One important variation of this method is the refurn on capital employed

(ROCE). In this variant, the raflo of operating income to average capital employed of the

C?mparal?lo 18 compared with the ROCE of the company in question. |
Under this method adjustments have to be made for any differences between the comparables for

factors such as differences in sales conditions. differences in cost of capital, foreign exchange

risk, differences in accounting measurement practices, ctc.

Profit Split Method (PSM)
I'his method is applicable where transactions aro so inter-related that they cannot be evatuated

mrutc_ly'for the purpose of determining arm'’s length price of any one transaction, There are
two variations of the profit split method. Under one variant of this approach, the comparable

profit split method, the profit generated by a related party transaction is divided in the same way

as those applicable to similar types of uncontrolied enterpriscs.
A more sophisticated method is the residual profit split method. Under this method, first the
routine functions performed by the parent and subsidiarics arc priced using relevant benchmarks.

Any difference between the total profits earned by the afTiliated enterprisos and those atinbutable
to the routine functions is considcred as residual profits. Then the residual profit so determined

18 split betwoen tho associated enterprises on the basis of functions performed, asscts employed
or to be employed and risks assumed by cach enterprise, Such contribution is valued to the extent

possible by any available relisble éxternal data.

Iransactional Net Margin Method (INMM)  «
This is similar to the Comparablo Profits Method of the USA. In case of this method, the net

profit margin realised by the enferprise from an international transaction entered into with an
associated enterprisc is compubed in relation to costa incurred or sales effected or asscts
employed or to be employed in the enterprise or having regard to any other relevant base. Such
net margin then may be compared with a comparable uncontrolled transaction, which the tax-
payer has entered into with an unrelated enterpnise (internal comparison). i this 1s not possible,
net margin that would have boen eamed in comparable transuctions by an independent enterprise

muy be compared (external comparison).




