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Glossary

AE Associated Enterprises APA Advance Pricing Agreement 

INR Indian National Rupee SWD / IT Software development services

AO Assessing Officer ITeS Information Technology enabled services 

CBDT Central Board of Direct Taxes TNMM Transactional Net Margin Method

DTAA Double Tax Avoidance Agreement TPO Transfer Pricing Officer

AY Assessment Year ALP Arm’s Length Price

PY Previous Year R&D Research & Development

TP Transfer Pricing IRA Indian Revenue Authority 

the Act Income Tax Act, 1961 USD / $ United States Dollar

the Rules Income-tax Rules, 1962  ITAT Income Tax Appellate Tribunal

FAR Function, Asset and Risk analysis SHR Safe Harbour Rules

FY Financial Year

ROI Return of income
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Introduction



Manufacturing sector – an overview

• 5th largest
manufacturing country
in the world

• 16% contribution to
GDP – Targeted at 25%
by 2022 (US$ 1
Trillion)

• Contributes to 2.2% of
global manufacturing
output

Types of manufacturing

Manufacturing

Contract manufacturing

Licensed manufacturing

Full fledged 
manufacturing 

Sector wise contribution towards 
manufacturing in India

Food Products, Beverages and 

Tobacco 10.1%
Textiles, 

Apparel and 
Leather 
Products

12.4%

Metal 

Products
14.4%

Machinery and Equipment 22.8%

Other 

Manufactured 
Goods 40.4%
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Transfer Pricing in manufacturing sector

• Manufacturers operating structures
generally fall under (a) contract
manufacturing, (b) licensed manufacturing,
and (c) full fledged manufacturing.

• Operating structures differ on account of
functions and risks of the manufacturing
entities.

• Contract manufacturers have functions and
risks which are least in comparison, and
hence earn limited returns. For licensed
manufacturers, the returns are higher as
they assume higher risks.

• Full-fledged manufacturers are
entrepreneurs carrying significant functions,
own intangibles, bear significant risks and
thus earn entrepreneurial profits.

Contract Manufacturer

Licensed Manufacturer

Full Fledged Manufacturer 

Increasing functions, risks and 
intangibles

Supply Chain and return distribution

Local
reward
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IT & ITeS sector – an overview

• India is the leading
sourcing destination,
accounting
approximately 55% of
global market share

• The industry is
expected to grow to
US$ 350 billion by
2025.

Types of Service providers

Service provider

Full Fledged Service Provider

Contract Service Provider 

Sector wise contribution in India

IT services
52%

Business 
process 

management
19%

Software 
product and 
engineering 

services
20%

Hardware
9%

SECTOR WISE BREAKUP OF INDIAN MARKET
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Transfer Pricing - Service Providers

• Develops and markets its own services 
to its own clients

• Usually has the strategic marketing and 
operational responsibilities of its 
operations 

• The main functions performed by full 
service providers may include all or any 
of the following: 

 providing services; 

 market research; 

 strategic marketing; and 

 service advertising. 

• Risks borne include market risk, credit 
risk etc. 

• May also develop marketing intangibles 
such as customer relationships, 
trademark recognition and specialized 
customer service expertise

• Entitled to residual profit

Full Fledged Service Provider 

Performs services not for itself but on behalf 
of other entities under following contractual 
terms and conditions: 

• The contractor, i.e., entity performing the 
service, will bear no market risk (i.e. the 
risk associated with fluctuations in 
demand), as the developer or entity 
acquiring the services will agree to 
purchase the output produced under the 
contract service agreement

• The developer will provide the contractor 
with detailed specification based on its 
know-how and intellectual property 
developed as a result of research and 
development 

• The contract service provider will bear all 
the risks associated with the ownership, 
maintenance and operation of the 
equipment it uses

• Normally compensated in following models: 

 a cost-plus mark-up model; or

 a standard rate card model.

• Enjoys relatively lower though stable 
margins; principal is entitled to residual 
profits

Contract Service Provider 
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IT & ITeS

IT Service Providers ITeS Service Providers

ITeS services means the following business 
process outsourcing services provided mainly 
with the assistance or use of information 
technology, namely:—
i. back office operations;
ii. call centres or contact centre services;
iii. data processing and data mining;
iv. insurance claim processing;
v. legal databases;
vi. creation and maintenance of medical 

transcription excluding medical advice;
vii. translation services;
viii.payroll;
ix. remote maintenance;
x. revenue accounting;
xi. support centres;
xii. website services;
xiii.data search integration and analysis;
xiv.remote education excluding education content 

development; or
xv. clinical database management services 

excluding clinical trials.

Does not include any research and development 
services whether or not in the nature of contract 
research and development services.

IT services means,—

i. business application software and 
information system development using 
known methods and existing software 
tools;

ii. support for existing systems;
iii. converting or translating computer 

languages;
iv. adding user functionality to application 

programmes;
v. debugging of systems;
vi. adaptation of existing software; or
vii. preparation of user documentation.

Does not include any research and 
development services whether or not in the 
nature of contract research and development 
services.
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Transfer Pricing Audit – An 

Overview



Key Observations from the latest round of TP 
assessment

Major TP Audit Issues in India

Overall Margins
Even after adoption of multiple year data 
and moving to an arm’s length range, the 
median for the set of comparable companies 
proposed for IT and ITES industry is around 
30%; the lower quartile is around 25% 
(Bangalore jurisdiction)

02

01
Applicability of MAP/APA/ITAT 
results
APA/MAP/ITAT results of taxpayers 
not considered in earlier/later years 
although no change in functional 
profile of Assessee

04

03

05
Impact of safe harbour/APA
Safe Harbor and APA results have no 
bearing on arm’s length mark-
up/comparable companies proposed in TP 
audit

Inconsistency in adoption of 
Positions taken in earlier years
Resistance in change of position 
leading to adjustment in spite of 
new evidence/defense. Revenue 
may not always be true

Issues on comparables
Inconsistency in selection of comparable 
companies across jurisdictions
All the companies proposed as comparable 
have high margin. Hence rejection of a few 
companies do not impact the median 
significantly
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• Entity level adjustments proposed even if segmental data provided (this 
year relief given in some cases)

• Segmental results not considered in most cases, if the same are prepared 
only for TP purposes and are not audited

• TPOs are considering the application of Profit Split Method in cases where 
patents bear the name of the Indian employees / if the Indian entity is 
carrying out high end activities as per the TPO

• Clarifications sought from taxpayers on use of free of cost assets
• Comparability/ economic adjustments
• Adjustment on outstanding receivables beyond the credit period

• Marketing services may enhance PE Risks
• Comparability/ economic adjustments
• Enhanced focus on FAR in TP Doc

• Profit split method in case of royalty
• Focus on DEMPE functions in case of inbound companies undertaking software 

development/contract R&D functions

Key Observations from the latest round of TP assessment – Other 
Issues

Major TP Audit Issues in India
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TP Audit Scenario

Multiple and Repetitive Appeals
• Taxpayers are at appeals for 
same issues year on year before 

various authorities 

Department Appeal
• Income tax department 

is in appeal against 
orders favorable to tax 

payers 

Set Aside Matters
• Lower authorities are 

required to redo 
assessments from scratch 
when no specific direction 

provided by higher 
authorities  

• Tax demands at initial stages may cause cash flow issues to the taxpayer.

• Significant financial cost and time spent by both taxpayer and revenue officials often leading to status quo.

• Actual tax collections are significantly lower than the primary adjustments made at TPO level
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Case Studies



IT & ITeS



15

Case Study 1

Facts

 ABC India, is the Parent company of ABC
Group.

 ABC Inc is a subsidiary of ABC India in
USA.

 ABC India develops the software (end-to-
end) and licenses it to ABC Inc.

 ABC Inc identifies the customers in USA
and sub-licenses the software in the US
market

Issues

 Advice on how as a Consultant one could
help ABC India with structuring the
transfer pricing policy for ABC group?

ABC Inc

ABC India

Customers 
In USA
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Case Study 2

Facts

 ABC India, is the Parent company of ABC
Group.

 ABC Inc is a subsidiary of ABC India in
USA.

 ABC India renders end to end software
development to the clients

 ABC Inc identifies the customers in USA
and enters into contract for rendering
software development services

 ABC Inc subcontracts the work to ABC
India, who renders the services directly to
the customer.

Issues

 Advice on how as a Consultant one could
help ABC India with structuring the
transfer pricing policy for ABC India?

ABC Inc

ABC India

Customers 
In USA

Identifies 
customer and 
enters into 
contract
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Case Study 3

Facts

 ABC Inc, is the Parent company of ABC
Group.

 ABC India is a subsidiary of ABC Inc.

 ABC India renders software
development services to Group
entities and also to third party
customers in India

Issues

 What would be the key points in your
analysis of the function-asset-risks of ABC
India?

 What would be your views on the transfer
pricing policy for ABC India?
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ABC Inc

ABC India

Customers 
In USA

Identifies and 
enters contract
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Customers 
in India

Renders 
software 
development 
services
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Manufacturing sector
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Case Study 1

Facts

 ABC India, an Indian company is a joint
venture held by DEF India, an Indian
Company and ADC Inc US company.

 DEF India hold 74% in ABC India. ADC Inc
hold 26% in ABC India.

 ABC India manufactures goods and
supplies to DEF India. DEF India does
assembly and sells to ADC Inc.

Questions

 Whether transaction between ABC India &
DEF India is covered by Indian TP
regulations?

 Whether transaction between DEF India &
ADC Inc is covered by Indian TP
regulations?

ADC Inc

DEF India

ABC India

2
6
%

Manufactures goods and 
supplies

Assemblies and sells the final product
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Case Study 2

Third Party 
Vendor

ABC Inc.

ABC India

Other AEs

Facts

 ABC India is a manufacturer of auto-
components for sales to its group
companies

 ABC India has invested in putting in place
additional facilities which are yet to be
operational

 The company wants to determine a
defensible approach for its transfer pricing
arrangements

 The Group wants to optimize its
procurement costs hence wants ABC India
to be the manufacturing hub

 For the purpose of manufacture of the
products, ABC India requires to purchase
certain key components from suppliers
identified by the Group.

 ABC India relies on the technology
provided by its HQ for manufacture of the
products

Issues to address

 What would be the key points in your
analysis of the function-asset-risks of ABC
India?

 What would be your views on the transfer
pricing policy for ABC India?

Technical Services

Sale of Finished Goods
Purchase of materials
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Case Study 3
Facts

 ABC India is a manufacturer of bottle caps
and stickers and has been in operation for
nearly 20 years

 The taxpayer (ABC India) has transactions
with its AEs and third parties.

 The ABC Ind charges ABC India a royalty
for use of brand and technology. Royalty is
paid as a percentage of the total turnover
of ABC India

 Certain personnel from ABC Inc technical
and sales team travel to India periodically
for business support to ABC India

 The taxpayer wishes to evaluate the
appropriateness of the transfer pricing
policy for its transactions with AEs.

Issue

 What would be the important
considerations for determining the transfer
pricing policy and selection of the most
appropriate method?

Third Party 
Vendor

ABC Inc.

ABC India 
(manufactures 

bottle caps)

Other AEs
Third Party 
Customers

Raw Materials 
Purchased License of brand and 

technology

Sale of Goods

21



22

Case Study 4

ABC Inc. 

ABC India

Facts

 ABC India (manufacturer of adhesives) is a
subsidiary of ABC Inc.

 ABC India has an R&D team that reports to
ABC Inc. R&D team.

 ABC India pays royalty to ABC Inc. for the
technology used by ABC India to
manufacture products.

 However, ABC India makes customization
to all the products on the basis of their
local requirements and does not exactly
follow the AE’s formula (intangible) for
producing adhesives.

Issue

 What are the questions you would have for
the taxpayer to help set a defensible
transfer pricing policy for them.

 Any other considerations that will need to
be borne in mind?

USA

India
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Case Study 5

ABC India (R&D Team + Manufacturing 
Team)

Customers (Third 
Parties)

Related Parties

Facts

 ABC India is a manufacturer of shoes and
is in the second year of its business
operations.

 ABC India has two teams. One team
belongs to research division (developing a
cutting-edge technology for new variety of
shoes) and the other team belongs to
manufacture of shoes (leveraging on the
R&D).

 ABC India is the owner of the shoe brand
name “ABC”. ABC India licenses the brand
name and provides technical know-how to
its AEs and is compensated by the AEs for
the same.

 ABC India is now contemplating to
bifurcate two segments as R&D division
and Manufacturing division

Issue

 Advice on how as a Consultant one could
help ABC India with allocation of costs and
revenue between the two segments.

 What would be the important
considerations while drawing up the
segment. How would you ensure, keeping
in mind the India TP litigation process, that
the returns earned in both the segments
are as per accepted practices.

Sale of Shoes to 
third party 
customers 

Licensing Brand name 
and Providing 
Technical Know-how 
(Developed in-house) 
to AEs
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Questions & Answers
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Thank You! – trust the session was 

insightful


