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Illustration 1 
Explain the meaning of term “Arm’s Length Principle”: 

 

Solution 

“Arm’s length price” means a price which is applied or proposed to be applied in a transaction between 

persons other than associated enterprises, in uncontrolled conditions. 

The Arm’s Length Price of a transaction between two associated enterprises is the price that would 

be paid if the transaction had taken place between two comparable independent and unrelated parties, 

where the consideration is only commercial. 

The Arm’s Length Principle [ALP], in context of taxation, is explained in the OECD Model Tax 

Convention as under – “Where conditions are made or imposed between two associated enterprises in 

their commercial or financial relations which differ from those which would be made between 

independent enterprises, then any profits which would, but for those conditions, have accrued to one 

of the enterprises, but, by reason of those conditions, have not so accrued, may be included in the 

profits of that enterprise and taxed accordingly”. 

The OECD transfer pricing guidelines provides guidance on the application of the arm’s length principle 

in order to arrive at the proper transfer pricing range between associated enterprises.  Market 

forces determine business relations between independent parties.  The arm’s length principle seeks 

to adjust the profits between two associated enterprises by comparing the same as if the transaction 

is carried out between two independent enterprises.  It treats each enterprise as a separate 

independent entity rather than as inseparable parts of a single unified business. 

 

Illustration 2 

How is income/expenditure from international transactions or specified domestic transaction 

computed? 

 
Solution 

Computation of income from international transactions having regard to arm’s length price [Section 

92]: 

1) Income to be computed as per ALP: The allowance for any expense or interest arising from an 

international transaction shall also be determined having regard to the arm’s length price. 
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Expense or interest also to be determined at ALP: The allowance for any expense or interest 

arising from an international transaction shall also be determined having regard to the arm’s price 

[ALP] 

2) Allocation / apportionment of common costs shall be done having regard to the ALP: Where in 

an international transaction or specified domestic transaction, two or more associated enterprises 

enter into a mutual agreement or arrangement for the allocation or apportionment of, or any 

contribution to, any cost or expense incurred or to be incurred in connection with a benefit, service 

or facility provided or to be provided to any one or more of such enterprises, the cost or expense 

allocated or apportioned to, or, as the case may be, contributed by, any such enterprise shall be 

determined having regard to the arm’s length price of such benefit, service or facility, as the case 

may be. 

3) Any allowance for an expenditure or interest or allocation of any cost or expense or any income in 

relation to the specified domestic transaction shall be computed having regard to the arm’s length 

price. 

Provisions of ALP not to apply if it results in reduction of income/increase of losses:  The  

provisions shall not apply in a case where the computation of income or the determination of the 

allowance for any expense or interest or the determination of any cost or expense allocated or 

apportioned, or, as the case may be, contributed, has the effect of reducing the income chargeable 

to tax or increasing the loss, as the case may be, computed on the basis of entries made in the books 

of account in respect of the previous year in which the international transaction or specified domestic 

transaction was entered into. 

 

Illustration 3 

When a transaction shall be considered as ‘International Transaction’?  In what circumstances a 

transaction entered into with a person other than an associated enterprise shall be deemed to be 

transaction between two associated enterprises? 

 
Solution 

The relevant provisions are discussed as under: 

(1) International Transaction [Section 92B]: “International transaction” means a transaction which 

satisfies the following criteria – 

a) It is a transaction between two or more associated enterprises, either or both of whom are non-

residents. 

b) Such transaction is in the nature of: 
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i) Purchase, sale or lease of tangible or intangible property, or provision of services, or lending or 

borrowing money, or any other transaction having a bearing on the profits, income, losses or assets 

of such enterprises; 

ii) A mutual agreement or arrangement between two or more associated enterprises for the allocation 

or apportionment of, or any contribution to, any cost or expense incurred or to be incurred in 

connection with a benefit, service or facility provided or to be provided to any one or more of such 

enterprises. 

Deemed associated transaction:  A transaction entered into by an enterprise with a person other 

than an associated enterprise shall, be deemed to be an international transaction entered into 

between two associated enterprises, if in relation to that transaction – 

(i) There exists a prior agreement in relation to the relevant transaction between such other person 

and the associated enterprise, or 

The terms of the relevant transaction are determined in substance between such other person and 

the associated enterprise where the enterprise or the associated enterprise or both of them are not-

residents irrespective of whether such other person is a non-resident or not. 

 

Illustration 4 

Discuss the concept of arm’s length price as envisaged in Section 92C of Income Tax Act, 1961.  

What are the methods under which arm’s length price is determined? 

 
Solution 

Arm’s length price & methods for determining arm’s length price [Section 92C]: 

1) Meaning of Arm’s length price [Section 92F(ii): “Arm’s length price” means a price which is 

applied or proposed to be applied in a transaction between persons other than associated 

enterprises, in uncontrolled conditions. 

2) Methods for computation of Arm’s length price [Section 92C(1): The arm’s length price in 

relation to an international transaction or specified domestic transaction shall be determined by 

any of the following methods, being the most appropriate method, having regard to the nature of 

transaction or class of associated persons or functions performed by such persons or such other 

relevant factors as the Board may prescribe, namely – 

a) Comparable uncontrolled price method [CUPM]; 

b) Resale price method [RPM]; 

c) Cost plus method [CPM]; 

d) Profit split method [PSM]; 

e) Transactional net margin method [TNMM]; 

Such other method as may be prescribed by the Board. 
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Illustration 5 

Zonik Inc of Canada holds 35% shares of Gama India Ltd.  Gama India Ltd. Imports 2000 unit of 

product X from Zonik Inc Canada at a price of Rs. 1,500 per unit and these are sold to Sunil Regency 

Ltd. At a price of Rs. 1,700 per unit.  Gama India Ltd. Has bought similar products from Ronak India 

Ltd. And sold to Vijay Ltd. At a gross profit of 14% on sales.  Zonik Inc Canada offers a quantity 

discount of Rs. 15 per unit whereas Ronak India Ltd. Does not offer such quantity discount.  Gama 

India Ltd. Incurred freight of Rs. 10 per unit and customs duty of Rs. 30 per unit in case of purchases 

made from Zonik Inc Canada. 

 

On the basis of these facts explain the method which would be applicable for determination of 

Arm’s Length Price [ALP] under Income Tax Act, 1961.  Determine the Arm’s Length Price on the 

basis of the method as found to be applicable and also determine the effect on the net 

Profit/Income of Gama India Ltd. [assuming that there is no advance pricing agreement] in the 

scenario discussed above. 

 
Solution 

Computation of arm’s length price under resale price method [amount in Rs./unit]    

Re-sale price charged from unrelated buyer 1,700 

Less: Normal GP Margin in comparable uncontrolled transaction [14% of sales] 238 

 1,462 

Less: Expenses in course of purchase from associated enterprise 40 

Adjusted cost of purchases 1,422 

Less: Quantity discount allowed by Zonic Inc.  [The gross profit would be higher on 

account of quantity discount received from associated enterprise] 

15 

Arm’s length price 1,407 

Price paid to Zonic Inc. 1,500 

Difference to be adjusted [added to the income of Gama India Ltd.] 93 

The income of Gama India Ltd. Shall be increased by Rs. 1,86,000 [i.e. 2000 units x Rs. 

93] 
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Illustration 6 

Bangalore is engaged in IT Enabled services.  It is the subsidiary of ABC Inc.  in US.  It also provides 

similar services to a company SAK Ltd. At Singapore.  Its billings and other information is as given 

hereunder: 

i) Billings per month to ABC Inc.              USD  85000 

ii) Billings per month to SAK Ltd.    USD  70000 

iii) ABC Inc has provided a loan of USD 100000 to Amar P. Ltd. Towards purchase of hardware for 

executing its project.  Rate of interest charged for the said loan is at 3% p.a. 

iv) Direct and indirect cost incurred are USD 100 and USD 200 per hour respectively. 

v) Amar P. Ltd. Works 9 hours per day for 15 days to execute the projects for ABC Inc. and 8 hours 

per day for 15 days to execute projects for SAK Ltd.  Service was provided by the company to 

both its customers throughout the year. 

vi) Warranty was provided to SAK Ltd. For a period of 2 years.  Cost of warranty is calculated at 1% 

of direct cost incurred.  The cost of warranty is neither included in the direct nor indirect cost. 

Assume conversion rate 1 USD = Rs. 64 Compute Arm’s Length Price as per the cost-plus method and 

the amount to be added if any to the income of Amar P. Ltd. 

 
Solution 

Determination of Gross Margin of Comparable Uncontrolled transaction i.e. of SAK Ltd. 

                                   [Amount in US$] 

Direct cost of Service [$ 100 x 8 x 15] 12,000 

Indirect cost of Service [$ 200 x 8 x 15] 24,000 

Total Direct and Indirect cost of service 36,000 

Billing per month 70,000 

Gross Margin being gross profit 34,000 

Gross margin to Cost percentage [34,000 x 100 + 36,000] 94.44% 

Adjustment for functional difference on account of cost of warranty   

Total Direct and Indirect Cost 36,000 

Add: Cost of warranty [1% of direct cost of USD 12,000] 120 

Total Cost 36,120 

Billing per month 70,000 

Margin after cost of warranty being profit margin 33,880 

Profit margin to cost [%] [after considering functional difference on account of cost 

of warranty [33,880 x 100 + 36,120] 

93.80% 
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Computation of arms length price using cost plus method                                    [amount in US$] 

Direct cost of Service [$ 100 x 9 x 15 13,500 

Indirect cost of Service [$ 200 x 9 x 15] 27,000 

Total Direct and Indirect cost of Service 40,500 

Add: Interest on loan of US $ 1,00,000 borrowed for purchase of hardware [USD 

3,000 (i.e. USD 1,00,000 @ 3%)/12] 

250 

                                         Total Cost 40,750 

Profit margin by applying the margin of 93.80% of total cost of USD 40,750 38,224 

Arm’s Length price 78,974 

Actual Billing per month 85,000 

 

In the present case, since actual billing of USD 85,000 per month to the ABC Inc., an AE, is higher 

than the Arm’s length price of USD 78,974 determined by applying cost plus method, no adjustment 

is to be made to the income of Amar P Ltd. 

 

Illustration 7 

Discuss the factors to be considered by the Assessing Officer while selecting the appropriate 

transfer pricing method.  [3 marks, Dec. 2019] 

 

Solution 

Rule 10C deals with the determination of the most appropriate method.  Under this Rule, the method 

which is best suited to the facts and circumstances of each particular international transaction, and 

which provides the most reliable measure of an arm’s length price in relation to the international 

transaction will be considered as the most appropriate method. 

For the purpose of selecting the most appropriate method, the following factors should be taken into 

account: 

(i) The nature and class of the international transaction; 

(ii) The class or classes of associated enterprises entering into the transaction and the functions 

performed by them taking into account assets employed or to be employed and risks assumed by 

such enterprises; 

(iii) The availability, coverage and reliability of data necessary for application of the method; 

(iv) The degree of comparability existing between the international transaction and the uncontrolled 

transaction and between the enterprise entering into such transactions; 

(v) The extent to which reliable and accurate adjustments can be made to account for differences, 

if any, between the international transaction and the comparable uncontrolled transaction or 

between the enterprises entering into such transactions; 
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(vi) The nature, extent and reliability of assumptions required to be made in application of a method. 

 

Illustration 8 

State the power of Board to make safe harbor rules: 

 

Solution 

Power of Board to make safe harbor rules [Section 92CB]: 

1) Meaning of Safe harbor: “Safe harbor” means circumstances in which the income=tax authorities 

shall accept the transfer price declared by the assessee. 

2) Determination of ALP to be subject to safe-harbour rules:  The determination of arm’s length 

price under section 92C or section 92CA shall be subject to safe harbor rules. 

3) Board to make rules:  The Board may, for the purposes of this section, make rules for safe harbor. 

 

Illustration 9 

Explain the provisions of advance pricing agreement: 

 

Solution 

Advance pricing agreement [Section 92CC]: 

 

Illustration 10 

Write a note on effect to advance pricing agreement: 

 

Solution 

Effect to advance pricing agreement [Section 92CD]: 


