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There is often a prayer, which taxpayers make before the Government, that the two departments/ offices of
customs duty regulations and transfer pricing (TP), both operating under the Ministry of Finance, need to be
aligned or harmonised in approach, when it comes to the issue of valuation of import of products by an Indian
company from its overseas related party. It is the common apprehension that the two regulations work at
cross-roads or diametrically opposite to each other’s interests, as the TP regulations and their guardians,
seek to lower the price of imported goods in order to increase the profits; and accordingly the income tax
thereon, while the customs duty regulations and their guardians, aim at enhancing the valuation of imported
goods in order to collect higher customs duty thereon. However, the above apprehension is more of a fear of
the unknown in reality, since the regulations of customs duty and TP are in practice complementary to each
other; and if the taxpayers are prepared to adopt common, yet proper and scientific methods of valuation of
imported products before the two authorities, then there is no doubt that the two optically illusionary parallel
straight lines, would actually converge, harmonise and meet.

As I shall try to briefly explain, the regulations of customs duty and TP are not divergent, but are identical
and complementary to each other. Thus, instead of asking the Ministry of Finance to introduce harmonisation
between the two regulations, which, in my view, are already synchronised, the taxpayers would need to take
the first steps of approaching the two authorities with a common methodology of valuation of imported
products under the touchstones of fundamentals of economics; and thereafter assist the authorities to
converge by reposing complete faith, trust and confidence upon them.

Let me take up the example of import of branded products by an Indian company from its overseas related
party, carrying a relative high rate of customs duty. Let us assume that the products are blessed with a
strong global trademark; and the foreign company (F Co), which owns the technology and trademark,
manufactures the product overseas, whether itself or through contract manufacturers within the MNE group;
and sells the same to its Indian subsidiary company (I Co), for distribution in the Indian market, under an
agreement/ arrangement for distribution of products. Now, let us compare the various valuation methods
available under TP and customs duty regulations to identify the commonality between them. For the sake of
brevity, I shall not get into an in-depth technical discussion in this regard, however, shall attempt to bring out
the appropriate logic behind any averment.

The customs regulations provide for the method of transactional value of identical or similar goods, which
corresponds to the comparable uncontrolled price (CUP) method under TP. Now, one cannot apply CUP or
transactional value method as a matter of preference or whim. The circumstances of the case must justify
the application of such method. Typically, CUP or transactional value method would apply in the context of
unbranded goods or commodities, which are generally available in the market; and which an enterprise may
wish to buy/ sell at the most optimal price to maximise its profits against the seller/ buyer. However, in the
case of proprietary and branded products, which are exchanged between the manufacturer, owning the
technology and trademark; and the distributor, the CUP/ transactional value method can hardly be applied
due to the following most logical reasons :

1.     As per the distribution agreement, the distributor (in this case, I Co) is only authorised to sell products
under the trademark of the manufacturer (here, F Co), which are manufactured by the latter; and not
products belonging to any other manufacturer. Thus, the question of the distributor being capable of buying
any similar/ identical product from third parties, for the purposes of comparison of prices of such products
under CUP or transactional value method can never arise in the context of distribution of branded products.

2.     Similarly, F Co, as the manufacturer of proprietary and branded products, is highly unlikely to sell the
same to third parties, whether in India or in overseas jurisdictions, for distribution, for the purposes of
comparing the selling price of similar/ identical products in the hands of F Co under CUP or transactional
value method. 
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3.     Further, in case F Co exports similar or identical products for distribution to related party distributors
located in other countries, such prices cannot automatically be compared with the price of products exported
by F Co to I Co, for the purposes of application of CUP or transactional value method, since, firstly, both the
transactions would be between related parties, thus lacking the attribute of sacrosanctity; and further, the
export prices to various countries would be significantly influenced by several factors, namely purchasing
power, stage of business cycle, business models for distribution adopted in the different countries, etc.   

4.     Even otherwise, two separate brands, though they may appear to belong to a certain genre in the eyes
of customers, can never be compared in terms of value. For instance, though a BMW 7 series and Mercedes
Benz S Class may appear to belong to the same product segment, yet the prices at which the headquarters
of BMW and Mercedes Benz would sell such cars to their respective Indian subsidiaries for distribution in the
Indian market, can never be compared, for the following reasons – 

a)     First of all, both the transactions are controlled, in the sense taking place between related parties, thus,
neither can be taken as sacrosanct for the purposes of being treated as a benchmark for the other. 

b )    Secondly, the pricing policies of BMW and Mercedes Benz may be significantly different, having regard
to the business models adopted by them for the purposes of the Indian market, vis-à-vis sharing of functions;
and accordingly risks between the manufacturer and the distributor.  

5.     Let me also deal with the scenario where, say I Co acts in a dual capacity of a distributor and agent of F
Co, in the sense, while I Co may act as a buy-sell distributor of F Co at most times, however, in some of the
cases, particularly at the instance or behest of customers, F Co may sell identical products directly to third
party customers in India, where I Co would typically play the role of an agent. In such scenario, the price at
which F Co would sell the products to third party customers, being the end customer price, would always be
more than the price at which F Co would sell identical products to I Co for further distribution, since I Co
would need to incur necessary expenditures; and also earn arm’s length reward for distribution functions, on
top of the import price of products, prior to selling the same in the market to third party customers in India.
Thus, since the characterisation of the two importers, albeit of identical/ similar branded and proprietary
products in the present case, are different, namely the third party customers are end-users and I Co is a
distributor, the import prices of identical/ similar products under the two scenarios can never be compared
under the CUP or transactional value method, as per the fundamentals of economics, being the touchstone
of valuation of property under any legislation. 

Having discarded the CUP or transactional value method in the present context of importation of branded
and proprietary products by a distributor under an agreement or arrangement of distribution, which is so
elementary so as to raise an exclamation towards any challenge thereto, one may proceed to examine other
methods under customs duty and TP regulations. Since it is not possible to measure or compare absolute
prices of similar or identical products in the instant case, one would need to measure the levels of profits
retained by either the manufacturer or the distributor, in a manner, which is most appropriate, having regard
to the facts and circumstances of the case. 

The computed value method under customs duty regulations measures the correctness of such profitability
in the hands of the manufacturer or supplier of products. The corresponding method under TP would be
either cost plus method (CPM) or transactional net margin method (TNMM), depending upon whether the
margins of the manufacturer are tested and examined at the gross or net profit level respectively against
those of similarly placed comparable routine manufacturers in the jurisdiction of the manufacturer, being
referred to as the process of economic or comparability analysis. 

On the other hand, the deductive value method under customs duty regulations measures the correctness of
such profitability in the hands of the importer of products, namely the distributor. The corresponding method
under TP would be either resale price method (RPM) or TNMM, depending upon whether the margins of the
distributor are tested and examined at the gross or net profit level respectively against those of similarly
placed comparable distributors in the jurisdiction of the distributor, through the process of economic or
comparability analysis.  

Here again, neither the Revenue Authorities nor the taxpayer has the freedom to choose to test the
profitability of either the manufacturer (i.e. F Co) or the distributor (I Co) to suit each other’s convenience.
The selection of the “tested party” has to be made having regard to the functional, asset and risk (FAR)
profiles of F Co and I Co. 

As per the fundamentals of economics, when a product is embedded with significant intangible assets, in the
form of technology and trademark, then the enterprise in a transaction, which exploits the same, either as
the legal owner or licensee thereof, being referred to as the entrepreneur, is in a position to appoint another
party for provision of services in order to promote the interests of the entrepreneur. In such case, the
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entrepreneur provides a market driven return, which is referred to as arm’s length price, to the service
provider, who carries out minimal functions and accordingly bears minimal risks, as compared to the
entrepreneur, while the residual profits in the supply chain, which represent the rewards relating to the
unique intangible assets; and functions resulting in strategic decision making, including the decision to
appoint such service provider, reside with the entrepreneur company.  The service provider, which does not
own unique intangibles; and also performs relatively routine or less functions, as compared to the
entrepreneur, is automatically the least complex of the two entities involved in the transaction; and is
selected as the “tested party” for measuring adequacy/ inadequacy of profits in the context of a transaction
of supply of goods or services. This is an elementary aspect under the principles of TP; and there is no reason
as to why the same should not be applied under the customs duty regulations as well. 

To put it more simply, in case such entrepreneur appoints a manufacturing entity to merely manufacture the
products with the help of technology made available to it by the entrepreneur; and thereafter sell the same
to the entrepreneur for subsequent sale by the entrepreneur through exploitation of its unique intangible
properties, then the manufacturer, carrying out such routine manufacturing activities, acts as the contract
manufacturer; and would deserve a routine return for such activities, while the residual profits in the supply
chain would belong to the entrepreneur. In such a scenario, for determination of arm’s length price of supply
of the products, the profitability of the manufacturer needs to be measured by adopting the computed value
under customs duty regulations, corresponding to the CPM or TNMM under TP. 

It is clear that the present case does not fall into the above category. F Co owns the unique intangibles
relating to technology and trademark; and as the entrepreneur, has appointed I Co to distribute the products
supplied by F Co to I Co, in the Indian market. Thus, in normal parlance, I Co, acting as a provider of
distribution services to I Co, would deserve steady but routine returns for such functions; and accordingly,
the transfer price of the finished products, supplied by F Co in favour of I Co, should be determined with
reference to I Co earning a market driven or arm’s length reward for distribution functions.  

Thus, in such scenario, the deductive value method under customs duty regulations needs to be applied,
which corresponds to RPM or TNMM under TP. Adopting a computed vale method under customs duty
regulations in such case would lead to incongruous results, where the derived profits residing in the hands of
the entrepreneur, namely F Co, if extrapolated over its manufacturing costs, may result in either abnormal
mark up or even losses, since the business risks relating to exploitation of the unique intangibles and also
performance of strategic functions, are being borne by F Co in the capacity of the entrepreneur.  

So far, I have dealt with only simple facts, which, should not ideally raise complications either under customs
duty or TP regulations, if the taxpayers are prepared to present their cases before the two authorities with
correct and logical approaches, as discussed above.  Let me now deal with a more complicated set of facts in
the context of the current case. Let us assume that the financial results of I Co and comparable distribution
companies, selected by the taxpayer under the process of economic analysis, are as follows : 

Ratios I Co Comparable companies
Average Interquartile

range
Median

Selling & General Administrative (SG&A)
expenses/ Turnover

40% 16% 11% to 18% 15%

Advertisement, Marketing & Sales
Promotion (AMP) expenses/ Turnover

20% 4% 1% to 6% 3%

Gross Profit Margin 48% 19% 15% to 20% 18%
Net Profit Margin 8% 3% 1% to 4% 2%

Now, if the taxpayer submits the aforesaid analysis under deductive value method under customs duty
regulations and RPM or TNMM under TP regulations with the respective authorities, then without any doubt or
fail, the analysis would be susceptible to challenge by both the authorities, particularly by the customs
authorities, in case the relevant product carries a relatively high rate of customs duty, with the resultant
pecuniary implications in the hands of the taxpayer. 

The customs duty authorities would challenge the taxpayer, stating that in case I Co itself believed that the
deductive value method was most appropriate in its case; and further, the selection of the comparable
companies was as per the satisfaction of I Co, then clearly I Co has retained significantly higher profit
margins, both at gross profit and net profit levels, thus denoting under invoicing of products or deflation of
the import price of products, leading to substantial loss of customs duty revenue for the Government
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exchequer.  

While the taxpayer, i.e. I Co, may feel that its far superior status or financial results as compared to the
comparable distribution companies, as reflected in the aforesaid table, would ensure a smooth sailing in the
TP assessment, then the taxpayer should rightly be in for an unpleasant surprise; and in fact, deservingly. I
am not for once referring to the mundane and irrational manner of TP adjustments, which have been made
by TP authorities over the last decade on account of excessive AMP expenses; and with respect to which,
both taxpayers and Revenue have been locked in horns in protracted and unwanted litigation ascending to
the Supreme Court on a meaningless legal question as to whether incurring of AMP expenses constitute an
international transaction, for being subjected to TP adjustment on a standalone basis, since the said litigation
does not address the larger issue of the impact of marketing intangibles, if any, created by the AMP
expenses.  

However, any reasonable and erudite TP authority would be within his rights and jurisdiction to state that in
case the comparable distributors selected by the taxpayer, i.e. I Co, were the closest to the FAR profile or
intensity of functions of the taxpayer, being reflected by the ratios of SG&A expenses/ Turnover an/d or AMP
expenses/ Turnover, that were available in public databases, then the taxpayer would clearly appear to be
much superior in such attributes as compared to the comparable companies, leading to a possible
contribution of unique marketing intangibles on the part of the taxpayer, as a result of which a “one sided
testing” under RPM under TNMM may have to be rejected, since mere higher gross profit and net profit
margins of the taxpayer, as against the comparable companies would not automatically demonstrate the
impact of such possible economic ownership of marketing intangibles by the taxpayer, again through a “one
sided testing” under RPM or TNMM. 

Thus, adoption of deductive value method under customs duty regulations and RPM or TNMM under TP
regulations with reference to the aforesaid economic analysis would most likely have exposures in the hands
of the taxpayer, both from the perspectives of customs duty and TP regulations.  

Now, I am not for once concluding that the gross profit margin of 48%; and net profit margin of 8%, earned
by the taxpayer distributor, do not represent arm’s length rewards for distribution functions. In fact, they
may actually represent arm’s length rewards, however, the taxpayer would need to travel the extra miles to
justify the same by adopting more sophisticated methods of economic valuation, rather than resorting to one
sided testing under deductive value method under customs duty regulations and RPM or TNMM under TP
regulations.  

The taxpayer may most likely need to resort to residual profit split method (RPSM) or other method in TP to
justify that the aforesaid profit margins do comply with arm’s length principles, even after factoring in of
possible unique marketing intangibles contributed by it through significantly higher spend around SG&A and/
or AMP expenses, as compared to the comparable companies. Such RPSM or other method under TP
regulations would surely conform to the residual value method under customs duty regulations, if conceived
of and executed by the taxpayer with passion and precision. I am not delving deep into the intricacies of such
RPSM for the sake of brevity.  

Thus, in case the taxpayer were to be served tax demands and face punitive measures, both from the
customs duty and TP authorities by submitting the economic analysis captured in the aforesaid table, then
the taxpayer should not automatically blame the two authorities to be ex facie unreasonable. The taxpayer
cannot expect the Revenue Authorities or even the Judicial Authorities to put their houses in order. The first
initiative for a harmonised approach under TP and customs duty regulations would need to be taken by
taxpayers, which if properly done; and represented before the two authorities with passion and by reposing
necessary trust and faith on the Revenue Administration, there is no reason to doubt that the two authorities
would certainly render justice and adopt a harmonised and convergent approach in the manner of valuation
of goods, both under customs duty and TP regulations. 

If at all a prayer is to be made before the Government, it would be for setting up of a common forum for
addressing disputes under customs duty and TP regulations, whether for the purposes of advanced
determination of prices; or in maters relating to assessments/ proceedings under the respective regulations. 
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