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The tax courts in India have been increasingly attempting to provide clarity on recurring 
transfer pricing issues such as payment of royalty, functional characterization, etc. This 
edition of the newsletter, we bring you key findings of the Delhi High Court (HC) on long 
drawn issue of categorizing the taxpayer services as Knowledge Process Outsourcing (KPO) 
or Business Process Outsourcing (BPO) wherein the HC on the perusal of the agreement 
categorizes the activities of the taxpayer to be in the nature of KPO services. In the same 
case, on the issue of overdue outstanding receivables, the HC has distinguished delay in 
receivables from associated enterprise to be independent of the transaction of provision of 
service, requiring a separate benchmarking and compensation to the taxpayer. This ruling is 
alarming to all multinational enterprises, requiring them to give attention to delay in 
receivables from associated enterprises at the time of transfer pricing certification and 
documentation. 

In the section for key regulatory updates in India, we bring you the recent amendments in 
the tax audit report from transfer pricing perspective, especially, the disclosure 
requirements pertaining to secondary adjustments provide tax authorities with relevant 
information in useful format for further analysis. On the other hand, the additional 
disclosure requirements enhances the role of the tax auditor requiring them to verify 
additional details. 

The section on key judicial pronouncements outside India covers rulings in USA, the big win 
by IRS in the case of Altera Corporation on treatment of ESOP cost, which potentially has far 
reaching impact on the taxpayers in USA.   

Lastly, the section on key regulatory updates outside India covers some developments in the 
USA on guidance issued for carrying out transfer pricing examination by IRS Officers, key 
statistics on Advance Pricing Agreement program introduced in Canada and changes in 
documentation requirements in France. 

We hope you find this newsletter useful and look forward to your feedback. You can write to 
us at skp.tp360@skpgroup.com. 

Warm Regards, 
The SKP Team 

http://www.skpgroup.com/
mailto:skp.tp360@skpgroup.com?subject=TP360%20-%20August%202018
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A. Judicial 
Pronouncements  

Firmenich Aromatics India 
Pvt Ltd1 - ITAT deletes 
adjustments made in respect 
of royalty payments and 
software services availed 
because of estimations used 
by the TPO to determine ALP  

Facts of the case   

The taxpayer was engaged in the 

business of manufacturing and 

marketing of industrial flavors, 

fragrances and chemical specialties. 

The taxpayer had paid a royalty to its 

Associated Enterprise (AE) for availing 

the technical know-how. 

Furthermore, the taxpayer had made 

payments for the software services 

received from the AE. The taxpayer 

had also benchmarked the stated 

transaction using the Transactional 

Net Margin Method (TNMM), by 

aggregating it with certain other 

international transactions related to 

manufacturing.  

Approach of the tax authorities  

With respect to royalty payments, the 

Transfer Pricing Officer (TPO) alleged 

that the taxpayer did not derive any 

benefit from such payment and that 

only 10% of the royalty paid was 

justified and made transfer pricing 

adjustment towards balance 90%. 

Similarly, with respect to the 

payments that were made for the 

software services, TPO made an 

adjustment stating that the taxpayer 

had failed to demonstrate the 

benefit, while the latter claimed to 

have received. TPO used an 

estimated man-hour rate to 

determine the Arm’s Length Price 

(ALP) and then made the transfer 

pricing adjustment. The Dispute 

Resolution Panel (DRP) upheld such 

adjustments. 

The Ruling of the Income Tax 

Appellate Tribunal (ITAT)  

The ITAT deleted the above transfer 

pricing adjustments on the following 

grounds: 

 TPO cannot make an ad-hoc 
adjustment on an estimation basis 
and doubt business expediency. 

 TPO is duty bound to determine 
ALP by using methods prescribed 
in the domestic law.  

 The taxpayer had paid royalty in 
the previous years as well, which 
were held to be at ALP by the tax 
authorities. The principle of 
consistency will apply. 

 Regarding the availing of software 
services, if the TPO wishes to rely 
on Comparable Uncontrolled Price 
(CUP) method, appropriate 
comparable should be brought on 
record to support its claim.  

McKinsey Knowledge Centre 
India Pvt Ltd2 - Research and 
Information services, a KPO 
service and not BPO, an 
outstanding receivable is a 
separate international 
transaction 

Facts of the case  

The taxpayer has a wholly owned 

subsidiary of a US-based company 

that is engaged in the business of 

providing Research and Information 

(R&I) services and IT support 

services. The services with respect to 

the  R&I comprised journalistic 

research, information support, 

domain-specific research support, 

analytics involving time-intensive 

analysis requiring expertise, as well 

as analytical tools and techniques.   

Provision of R&I services  

The taxpayer benchmarked the 

captioned transaction by 

characterizing these services as 

Business Process Outsourcing (BPO) 

services using TNMM. 

Approach of the tax authorities  

The TPO alleged that the services of 

the taxpayer should be characterized 

as Knowledge Process Outsourcing 

services (KPO).  Accordingly, he 

rejected almost all the comparable 

companies that were selected by the 

taxpayer himself and introduced his 

own set of comparable companies. 

The DRP strongly upheld the order of 

the TPO.  

Ruling of the ITAT  

The ITAT chiefly relied on the findings 

of the TPO and DRP to characterize 

the taxpayer as KPO service provider 

because of the considerable expertise 

and skills that was involved. 

Furthermore, as regards the selection 

of comparable companies, the ITAT 

accepted the taxpayer’s grounds that 

none of the companies proposed by 

the tax department meet the 

functional similarity criteria. 

 

1.
 

ITA No. 2590/Mum/2017 – AY 2012-13  2.
 

ITA No. 461/2017, ITA 526/2017, ITA 590/2017, ITA 

82/2018 - AY’s 2011-12 & 2012-13  
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Ruling of the High Court  

The High Court (HC) perused the 

master service agreement besides 

the invoices shared between the 

taxpayer and the AE and concluded 

on the two questions of law raised 

before it. They are as follows: 

 That taxpayer’s functions were 
more akin to a KPO comprising of 
knowledge-based research and 
information services rather than 
BPO services (ruled in favor of the 
tax department);  

 That the nature of services 
provided by the comparable 
companies do not demonstrate 
even a degree of similarity with the 
services rendered by the taxpayer, 
and that the risk profiles were very 
different (ruled in favor of the 
taxpayer). 

Interest on receivables  
The HC also upheld ITAT’s ruling on 
adjusting for non-charging of interest 
on outstanding receivables and 
rejected taxpayer’s contention that 
sales transaction encompasses the 
effect of early or late realization of 
proceeds from AE. It was also stated 
that no separate benchmarking is 
required. The HC held that 
international transaction, in the 
nature of interest on overdue 
receivables, needs to be 
benchmarked separately and not in 
an aggregated manner. 

Note: The transfer pricing related 
issues on overdue receivables was a 

most contentious issue until the 

recent past. However, the recent HC 

level rulings in few cases have clearly 

suggested that working capital 
adjustment is the most appropriate 

barometer to test the arm’s length 

nature of excessive credit period if 

any (aggregated approach).  

Contrary to this settled position, the 

above ruling in the case of McKinsey 
India which suggests that the 

notional interest on overdue 

receivable shall be benchmarked 

separately (segregated approach) 

may open Pandora’s box for litigation 

in India on this issue. 
 

 

 

 

 
 

 

 

B. Regulatory 
Updates 

Transfer pricing 
consideration for revised tax 
audit report in India 

The Central Board of Direct Tax has 

vide Notification No. 33/2018 dated 

20 July 2018 effective from 20 

September 2018 made revisions in 

the Form 3CD/Tax Audit Report (TAR). 

Secondary transfer pricing 

adjustments 

 A new Clause 30A has been 
introduced in the revised TAR for 
reporting of primary adjustments. 

 It has been clarified in the ICAI 
implementation guidelines that 
primary adjustments need to be 
reported in the year in which it has 
been made. E.g., Suo-moto 
adjustments made for FY 2016-17 
in November 2018 will be 
published in TAR of FY 2017-18.  

 Furthermore, the said guidelines 
also clarify that primary 
adjustment shall be reported in 
TAR, even if it does not qualify 
below-mentioned conditions 
stipulated in the definition of 
secondary adjustment viz: 

- The primary adjustment amount 
is less than INR 10 million 
(approximately 0.14 Million 
USD); and 

- Primary adjustment pertains to 
the financial year prior to FY 
2016-17. 

Reporting for Country-by-Country 

Reporting (CbCR) filed in India 

 A new Clause 43 has been 
introduced in the revised TAR. 

 It has been clarified in the said 
guidelines that reporting in TAR is 
intended in only below-mentioned 
circumstances, wherein, the CbCR 
is furnished in India by: 

 The taxpayer in the capacity of 
the parent entity; 

 The taxpayer in the capacity of 
Alternate Reporting Entity (ARE) 
of the group; 

 Parent entity of the taxpayer 
which is also resident in India; 

 A fellow subsidiary of the 
taxpayer, in the capacity of ARE, 
where the fellow subsidiary is 
also resident in India. 

If none of the above four scenarios 
exist, the reply under this clause 
will be in negative. 

 CbCR of FY 2016-17 which was 
furnished by 31 March 2018 will 
be reported in the TAR of FY 
2017-18 and so on. 
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A. Judicial 
Pronouncements  

United States of America – 
should the stock-based 
compensation cost be 
included in the cost base for 
cost sharing agreement? 

Facts of the case  
Altera Corporation, US (taxpayer) 
had entered into a Cost Sharing 
Agreement (CSA) for research and 
development services with its 
subsidiary in the Cayman Islands. 
The taxpayer granted stock-based 
compensation to employees, but the 
cost of these SBC’s was not included 
in the cost base used for allocation 
of cost under the CSA. The stand 
taken by the taxpayer was based on 
1995 cost-sharing regulations, which 
did not specifically cover SBC costs.  

Contentions before the US Tax 
Court (2015) 
The Inland Revenue Services (IRS) 
contended that the taxpayer had 
violated the relevant regulations 
issued in 2003 that mandated the 
SBC cost to be included in the cost 
base used for allocation of cost 
under CSA.  

However, in 2015, the US Tax Court 
rejected the contentions of the IRS 
and stated that the 2003 regulations 
were invalid inasmuch as the IRS 
had failed to respond to significant 
comments by various 
commentators. The commentators, 
in this case, had proved that the 
parties in an uncontrolled condition 
would not share SBC’s cost under 
the CSA. Accordingly, in the absence 
of similar transactions in an 
uncontrolled situation the US Tax 
Court held that the regulations are 

invalid and lack basis.  

Decision of Ninth Circuit Court 
(2018) 
The Ninth Circuit Court of Appeals 
invalidated the above referred Tax 
Court decision of 2015, which 
mandated that the SBC costs should 
not be treated as costs to be shared 
in a cost sharing arrangement (CSA).  

The Ninth Circuit Court validated the 
approach of the IRS, by stating that 
it had adequately considered the 
submissions of the commentators. 
Furthermore, it should be noted 
that IRS is empowered to use any 
method to allocate income as long 
as it assures income follows 
economic activity. In fact, the 
Section 482 as amended in 1986 
(inclusion of commensurate with 
income) allows IRS to determine 
arm’s length results without 
reference to comparable arm’s 
length transaction.  

Note: This ruling after having been 
passed on 24 July 2018 has been 
currently withdrawn to allow time 
for the reconstituted panel to confer 
on this appeal. Therefore, given that 
the Ninth court circuit’s ruling has 
been withdrawn, the decision of US 
Tax Court prevails in the in the 
instant matter. 

However, in case if the reconstituted 
panel has a similar opinion, then it 
will have a far-reaching impact on 
other taxpayer’s who have taken 
similar positions, and they have to 
revalidate their position in light of 
the development in Altera’s case. 

United States of America – 
what should be the most 
appropriate method to 
benchmark royalty 
transaction? 

Facts of the case 
Medtronic Inc (Medtronic US - 
taxpayer) and its consolidated 
subsidiaries (Medtronic) are 
engaged in the manufacturing and 
marketing of medical devices and 
leads. Medtronic US is the parent 
company of the group, and its 
subsidiary in Puerto Rico is the 
manufacturer. The Puerto Rico 
subsidiary has paid the royalty to 
the taxpayer for the use of 
intangibles to manufacture highly 
regulated medical devices. 

The taxpayer used the Comparable 
Uncontrolled Transaction (CUT) 
method for benchmarking the 
royalty rates. The IRS disregarded 
the method adopted by the taxpayer 
and considered the comparable 
profits method. By using the 
comparable profits method, IRS 
increased the tax liability of the 
taxpayer for 2005 and 2006 by USD 
1.4 billion.  

 
Contentions before the US Tax 
Court 

The taxpayer challenged the above 
transfer pricing additions before the 
United States Tax Court, which ruled 
in favor of the taxpayer stating that 
the IRS had not given due weightage 
to the Puerto Rican subsidiaries 
role, in ensuring the quality of the 
manufactured products. Also, the 
court found several flaws in the 
transfer pricing method adopted by 
the IRS. However, the tax court also 
did not agree with the valuation of 
the taxpayer and relied on a CUT, 
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which was a license agreement from 
the year 1992. 

The IRS appealed against the 
judgment of Tax Court to the US 
Court of Appeal/Eight Circuit. 

Decision of the Eights Circuit US 
Court of Appeal 

The court of appeals remanded the 
matter for reconsideration stating 
that there was no information 
provided on how the 1992 license 
agreement was comparable to inter-
company arrangements during the 
year under consideration. Also, the 
ruling of the Tax Court did not have 
any findings on intangibles being 
different in the CUT agreement.  

Furthermore, with respect to the 
comparable profit methodology 
adopted by the IRS, the Court of 
Appeal stated that there were no 
specific finding as to what amount of 
risk and product liability expense 
were attributable to the Puerto Rican 
subsidiary. Hence, in the absence of 
the required information, the Court 
of Appeal could not determine 
whether the profit allocation was 
appropriate.  

Based on the above findings, the 
Court of Appeals reversed the 
decision of the Tax Court and 
remanded the matter for 
reconsideration. 

B. Regulatory
Updates

US - Detailed transfer pricing 
examination process 
guidance for IRS officers 

The US IRS has issued Transfer 
Pricing Examination Process (TPEP) 
replacing the Transfer Pricing - Audit 
roadmap issued in 2014. The TPEP is 
a guideline and tool for IRS officers 
for examination of transfer pricing 
issues. The TPEP clearly mandates 
that if it is found that the taxpayer’s 
results are within arm’s length range, 
then the resources should be 
deployed elsewhere and with an 
open mind, the taxpayer’s results 
should be accepted. The TPEP also 
requires IRS to assess the 
opportunities available to resolve the 
transfer pricing issues with taxpayer 
on a continuous basis. 

The guideline provided for the three 
major phases of transfer pricing 
examination: planning, execution, 
and resolution.  

Planning phase - This would involve 
conducting an initial transfer pricing 
risk assessment that would enable 
determination of the scope of the 
audit. The objective would be to 
identify controlled transactions that 
may warrant examination.  

Execution phase - This would involve 
the development of the issue 
identified based on the facts, 
application of the law and 
understanding the tax implications. 
The issue thus identified will be 
tested based on additional facts 
gathered, and a notice of proposed 
adjustment would be issued. 

Resolution phase - This would 
involve either reaching an agreement 
with a taxpayer on the tax treatment 
of the issue identified, or issuing a 
Revenue Agent Report to the 
taxpayer. 

The TPEP provides a sample 
examination with a timeline of two to 
three years for conducting a transfer 
pricing examination. Also, this guide 
would be shared with the taxpayer’s 
at the start of the examination so that 
the entire process is understood and 
the taxpayer’s effectively work with 
the IRS officers.  

The TPEP provides information for 
each stage of transfer pricing 
examination which includes: 

Audit steps to be followed in the 
examination of transfer pricing 
issues; 

 Tools that can be used to examine
transfer pricing issues;

 Guidance notes and other
reference materials, which include
IRS manual, forms and other IRS
documents;

 Best practices for auditing issues
regarding transfer pricing.

Key statistics of 2017 
Canada’s APA program 
released 

Canada Revenue Agency (CRA) 
released the Advance Pricing 
Arrangement (APA) program statistics 
for the year 2017. 

The key takeaways from the 2017 APA 
program statistics reveal the 
following: 

 Out of the 36 APA’s completed
during the year, about 30 were
bilateral APA’s. Out of the pending
APA cases (67 in number), about 59
cases are bilateral or multilateral.

 There has been an increasing trend
in the number of APA’s completed
by CRA. Most number of APA’s
were completed in the year 2017.
Furthermore, the statistics also
suggest that the closing balance of
the APA’s has also been reduced to
67 from 90 in the previous year.

 Most of the APA’s concluded
pertain to the transaction of
transfer of tangible property.

 The methodology followed in most
of the APA cases is TNMM.

 The operating margin is most
commonly used the profit level
indicator for TNMM proposed

under APA cases. 

 About 53% of the Bilateral APA’s in
the process is with the United
States of America.

France – Changes in the 
documentation requirements 
introduced by way of Decree 

The French government had issued a 
Decree on 29 June 2018 in respect to 
the revised transfer pricing 
documentation requirements 
applicable to taxpayer’s for all fiscal 
years beginning on or after 1 January 
2018. This decree may be called a 
detailed transfer pricing 
documentation regulatory guidance 
pursuant to the completely revised 
version of France’s transfer pricing 
documentation law, through Finance 
Bill 2018, published on 30 December 
2017.   

The French tax authorities have opted 
for a digital push in designing the 
said guidelines. The key highlights of 
the stated guidelines are summarized 
herein under: 

 Transfer pricing documentation
report must be submitted in an
electronic format. More
specifically, the guidelines
recommend that tables and
quantitative data shall be provided
in a format that would ease out the
verification process for the tax
authorities.

 The guidelines suggest that the
Master File will be presented in the
sequential order of these following
five items:

- Organizational structure

- Description of the domain(s) of
multinational groups

- Intangible assets

- Multilateral group inter financing
activities

- Multinational group financial
and tax situation.

 The local file must be presented in
the following three sequential
order:

- The entity in France;

- Related-party transactions; and,

- Financial information.

Furthermore, the Master File 
requirements under the decree are 
slightly more detailed as compared to 
OECD version of the Master File. A 
few additional requirements under 
the decree are: 

 Details on R&D activities
subcontracted to related parties;

 Details of providers of main intra-
group service transactions;

 Details of statutory accounts
impacted by the intra-group
transactions.
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