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INCREASE in the volume
I and complexity of e-com-

Transfer pricing msuesareammng ing

In the case of e-/
commerce

Generally speaking. e.com-
merce transactions cover the deliv-
ery of information, products, set-
vices, or payment by telephone,
computer or other automated
media. It incdudes ATMs, tele-
phone, banking and stock market
transactions, telephone sales, the
extranet, the intranet, e-mail, fax-
es, credit and debit cards, and elec-
tronic data interchange .

The OBCD has issued draft
guidelines for dealing with tax
issues in the context of e-com-
merce transactions. Another issue
of concem for tax authoritles, the

the case of cross-border transac-
Hons between related parties.

In India, transfer pricing pro-
visions are. on the anvil, The
€xpert group, constituted by the
government of India to look into
issuies relating to transfer pricing
has already submitted its report
to the CBDT, When these provi-

sions are made applicable in India
and the guidelines on ‘docu-
mentation’ are implemented, the
taxpayer will be required to pos-
sess a detailed documentation
report at the time of furnishing
the return of income or other-
wise for the relevant assessment
period, to indicate whether its
transfer prices conform to the
arm’s length standard, that is, the
prices transacted at should be the
same if the parties were unrelat-
ed, This, coupled with issues like
source rule, permanent estab-
lishment status in case of airline
reservation systems, access to
computer hub et al will lead to
complex issues that require app-
ropriate, practical and salisfying
solutions. 5
Transfer pricing issues in con-
trolled cross-border transactions
Ine e are the appli
tion of arm’s. length principle,
functional analysis, economic
analysis and use of third party
parables, In the changed sce-
nario as well, the requirements of
Mhaving ‘documentation” as reg-
ards the transfer prices will be the
same as in the case of conven-
tional cross-border transactions.

Merce fransactions causes tax  transactions
authorities to question whether  just as in con-
the existing tax principles on sou-,  ventional ones,”
ree, residence and permanent et determining
blish will be adequate topro- | whether conti-
tect thelr respective tax bases. ! olled and unco-

world over, is transfer pricing in’

ntrolled transac-
tions or entities
are comparable, B
requires a comparison of the
functions performed, risks ass-
umed, and resources employed
by the taxpayers, involved in each
transactlon. |

This is made possible by func-
tional analysis: Tt is a general view
that In e-commerce situations, the
functional analyss poses problems,
However, it should be noted that
functional analysis helps put the
controlled transaction in context

for the augiting tax authority. Fu-
netional analysis is a useful tool for
the taxpayer in the conventional
contralled transaction. ‘The func.
tional analysis helps identify and
evaluate the role and contribution
of each related party, including the
ecanomic risks assumed and the

rowing concern with increasing
these principles apply in the case of

slength in cyb

It follows
that if there is
material differ-
ence in types of
assets used, ma-
terial risks as-
sumed, and the
functions perf-
ommed by the re-
lated parties in
the controlled &r-
ansaction and the entities in the
uncontrolled transactions, suitable
adJustments need to be made.

Functional analysis Is not a
method of transfer pricing and
does not, by ltsell, determine the
arm’s length result, However, it
helps identify and assess the com-
parability of transactions or enti-
ties and indicates the distortions in
the margins of related parties.
Functional analysis facilitates the

fon of an “approy
mark-up or a “reasonable’ profit
contribution by providing the tax-
payer a benchmark with which to
idemtify and assess comparability
of transactions ot entities and help-
to identify severe distortions in the
margins of related parties.

1,

degree of responsibility for various In the case of e-commerce, the
organisational functions like engi-  preparation of funcional analysis
neeting ahd production, conti p a big chall

ing research, management and
administration, marketing, and
customer services.
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ge as it s dif-
ficult to define the functions and
risk of a virtual presence,

The next issue that requires
is the review of the trans-

of the aspects-of uncontrolled and’
controlled transactions or entities

that should be documented for the

tax authorities. It includes: the

functions perforined, risks assu-

med, assets employed and also the

structure and organisation of the

corporate group and the juridical ,
capacity with which the taxpayer

functons.

fer pricing methods that can be
applied in the circumstances. In
conventional transactions, first, the
applicability of each acceprable
method s assessed and only then
the most appropriate method is
selected, that can derive an arm's
length result in the drcurustances.
In e-commerce, this approach will
ot be altered. In this case also, the

-

attempt will have to be made to

o ‘ 10 Teby
erspace
cross-border transactions between related parties. How do
e-commerce. Vishwanath Kane analyses

ered electronically. For Instance, ;

ek

in the US, that sold

use comy Med pri-
ces 1o determine an arm’s length
price for controlled transactions
involving e-commerce.

However, the changed envi-
Torment may pose some prablems
that may need to be addressed. For
example, In a regular transaction,
itmay be possible to determine an
arm’s length price for the produce
purchased by an offshore entity for
resale in the importing country,
based on the price previously paid
by the independent distributors,
However, if ‘alfshore entity” is sub-
stituted by *virtual distribution
operation’ (that s, the server), the
situation changes,

Given the low cost of operat-
ing such a virtual distribution
operation, the availability of
these controlled transactions may
make it possible to shift signifi-
cant profits (o low-tax jurlsdic-
tions. It gives rise to the question
whether a server, located any-
where In the world, retains the
economic value of the real world
entities it has replaced? Also,
whether the same conventional,
uncontrolled transactions that no
longer exists, continues to be
relled upon as a basis for deter-
mining transfer prices? Thus,
though the basic requirement of
1 fer pricing doc ion
remains the same, the question
whether the same kind of com-
parables that exists in conven-
tional transactions can still be
used in case of e-commerce tran-
sactions needs to be resolved.
Generally, the comnparison betw-
een controlled and uncontrolled
transactions Is done by having an
acceptable profit level Indicator,
say gross margin and operating
expense to sales ratio.

hard and soft cover books to
Indlan retailers, through a distri-
bution subsidiary. In an.e-com-
merce situation, those books may.
now be sold electironically to the
Indian consumer, directly thro-
ugh a website that is connected
to a server in a low-tax jurisdic-
tion. i

Since the new entity in tle
low-tax Jurisdiction is operating
as a virtual retailer, it may be pos-
sible to use the previcus uncon-
trolled transactions between the
old distribution subsldiary and
the Indian rerailers to establish a
transfer price.

However, the use of such
transactions implies that identi-
cal functionality would only be
available in the near term and
assumes that either the whole-
sale price of electronic books is
comparable to the price of con-
ventional books or that the mar:
gins realised by conventional a
nd virtual retailers should be
the same.

In the presence of uncon-
trolled transactions, taxpayers
may be able to rely on transac-
tional or profit-based variations
of traditional transfer pricing
methads to establish an arm's
length price for controlled e-.om-
merce transactions involving dig-
ital and tangible property.

However, in situations involy-
ing global collaboration within a
multinational corporation via e-
commerce, the conventional app-
roach ta establish transfer prices
have their limitations, This may
necessitate a taxpayer to rely an
some form of profit-split method
or resolve the Issue through a pre-
arranged cost sharing or contrae-

It is common k ledge that
the cost of operating a virtual dis-
tribution operation is lower than
in a traditional business, Hence, if
the gross margin Is accepted as a
yardstick in case of comparables
and the same is applied to the vir-
tual distributor, it implies that a low
level of profit may be attributed to
the virtual distributor. Compar-
ability in this case might be affeci-
ed. The challenge faced In estab-
lishing an arm's length price
intensifies when the e-commerce
transactions involve a “product’
that was previously distributed
as a tangible item but in the
changed environment, is deliv-

tual relationship

An Advance Pricing Agr-
eement (APA) may be effective
and also provide the taxpayer an
opportunity to apply unspecified
transfer pricing methods. In a cou-
nitry like India the problem of lack
of availability of information as
regards the comparables will be
further aggravated due to non-
availabiliry of comparables in a vir-
tual economy. It will be a major
hurdle in the implementation of
transfer pricing regulations, par-
tcularly in case of e-commerce
transactions.
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