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COVID-19 impact: Benchmarking in uncertain times

Keynote by Akhilesh Ranjan
Member (Retd.), Central Board of Direct Taxes, India

The unique and large-scale disruptions to the economic
environment caused by COVID-19 have severely affected
revenues and profits across industry sectors and
businesses. Sudden disruptions in supply chains have
forced businesses to scale down their operations with
a consequent fall in production volumes. Cash flow
constraints caused by lower sales and recoveries have
led to new business strategies aimed at conserving cash
and resources and even re-negotiation of agreements.
Changes in consumption behaviour, partly necessitated by
government restrictions, have resulted in the collapse of
demand for several types of goods and services. These and
other disruptions have posed unprecedented challenges for
businesses and the industry. In the context of multinational
enterprises, an additional major challenge is benchmarking
intra-group transactions to set transfer prices.
Ordinarily, under the arm’s length approach and
particularly while using the Transactional Net Margin
Method (TNMM), prices are set on the basis of historical
data of margins earned by comparable enterprises
operating in comparable circumstances. The assumption
made is that of a certain degree of stability and continuity
in business operations and in the economy at large,
which would enable a reasonable estimation of the arm’s
length margins for the current and ongoing period based
on the historical data. This critical assumption has been
negated by the COVID-19 pandemic, making it difficult
for enterprises to continue with these traditional ways
of establishing transfer prices. The problem is especially
acute for enterprises operating in India, given the
emphasis in the Indian transfer pricing regulations on
use of contemporaneous data in the comparability and
benchmarking analysis.
It could be argued that the arm’s length standard
represents a principled approach to establishing
transfer prices and the existing guidance, including the
Organisation for Economic Co-operation and Development
(OECD) Transfer Pricing Guidelines (OECD TP Guidelines),
The United Nations Practical Manual on Transfer Pricing
(UN TP Manual) and the Toolkits for developing countries
brought out by the Platform for Collaboration on Tax,
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should prove to be equally effective in dealing with the
COVID-19 situation. It is gathered that the OECD is, in fact,
coming out shortly with a report on how the existing OECD
TP Guidelines can be applied to the new fact patterns to
effectively meet the practical challenges posed by the
pandemic. However, considering the variety of different
and often unique COVID-19-impacts encountered by
businesses in India, together with the relatively high level
of specificity contained in the Indian TP regulations, this
existing guidance may have limited utility in enabling
adequate compliance.
This paper prepared by Deloitte is a refreshing and
honest attempt to find solutions to the COVID-19induced benchmarking challenge in the Indian context.
It examines the extent to which the existing guidance
can provide answers, stressing on the need to maintain
extensive documentation in regard to the factual
matrix, the new and additional risks assumed, and the
assumptions made while fixing transfer prices. It looks
into the availability of contemporaneous data in the
form of corporate quarterly reports and analyses; the
trends noticed in different industry sectors during the
current year; and their adequacy and usefulness in
making ex-ante pricing analyses. While acknowledging
that such contemporaneous data is available only for a
limited number of large and listed companies, the paper
suggests that certain economic adjustments could still
be made to historical data of comparables on the basis
of the current-year trends observed. Further, an analysis
is made of exceptional or abnormal costs arising due to
COVID-19 and how they could be dealt with to enable
comparison using historical data. There is an interesting
suggestion on adjusting the profit margin of the tested
party itself by eliminating the impact of COVID-19-induced
exceptional or abnormal items, and then benchmarking
the adjusted profit against historical data of comparables.
The suggestion, together with other suggestions on
using a term-testing approach or the full range of arm's
length price (ALP) (instead of the prescribed inter-quartile
range), may not be strictly in conformity with the rules but
can nevertheless be helpful in validating transfer prices
established otherwise.
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Finally and most importantly, the paper lays
out an alternate analytical framework that uses
econometric tools to analyse relationships between
company-level parameters (such as profit margins)
and macroeconomic indicators (such as Gross
Domestic Product (GDP) growth rates). These
relationships ascertained and validated for different
industry sectors can then be used to predict profit
margins of specific companies in those sectors on
the basis of observed changes in the macroeconomic
parameters over the relevant periods. This approach
to transfer pricing using econometrics deserves
serious consideration, not just because it offers an
alternate and reasonable way of setting intra-group
prices in a year impacted by a pandemic, but mainly
because it has the potential to considerably reduce
the inherent subjectivity in transfer pricing that is
the root cause of massive litigation and increased
tax-uncertainty.
Globally, transfer pricing is recognised as a major
contributor to the generation of tax disputes and
consequent litigations, along with being a subject
of a very large number of double taxation issues
awaiting resolution under bilateral tax treaties.
This is especially true for developing and emerging
economies, such as India, for whom transfer pricing
represents the principal way of preserving and
protecting the tax base, given the decided tilt of
the prevailing international tax rules in favour of
capital and technology exporting countries. At the
same time, the emergence of new business models
with their heavy reliance on digital technology
and hard-to-value intangibles has shown up the
inherent limitations of the arm’s length principle,
leading to even greater subjectivity in its application.
Countries across the world are increasingly seeking
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standardised and formulaic solutions to complex
issues of profit allocation, as can be seen from
the recently published OECD report on the Pillar 1
Blueprint to meet the tax challenges of the digitalised
global economy. Ongoing multilateral discussions
on enhancing the efficacy of the mutual agreement
procedure under tax treaties in resolving transfer
pricing disputes and concluding Advance Pricing
Agreements (APAs) are also exploring the use of
mathematical and statistical approaches in setting
objective benchmarks.
The Indian tax administration itself has not been
averse to resolving transfer pricing issues through
mathematical and statistical analysis. Just a few
years ago, hundreds of transfer pricing disputes with
the The United States of America (US) were resolved
on the basis of a formula-based framework. There
have also been several instances of constructive use
of statistical tools, such as regression analysis, in
negotiating APAs.
The global and domestic contexts are thus conducive
to adopting novel approaches, including those
based on econometrics as suggested in this paper
for the ex-ante setting of intra-group transfer
prices (particularly in the absence of adequate
contemporaneous data of independent enterprises).
I congratulate the Deloitte team for their innovative
thinking and hard work to put together this paper –
“The impact of COVID-19 on transfer pricing analysis”
− and commend it to businesses and tax authorities
for consideration and acceptance.
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Executive summary
COVID-19 has created a spell of disruptions and
changes that have left practically no facet of
business untouched. The impact of the pandemic
has extended to multinational corporations and
their entities across the globe, including India. In this
context of COVID-19, we are pleased to present our
thought leadership publication on determination
of arm’s length margins. The pandemic has
unsettled the normal price-setting mechanism that
is predominantly based on historic (multiple year)
data, thereby calling for a forward-looking approach
to set transfer price amongst associated enterprises
in a multinational group. This paper sets out the
framework for an advance determination of
transfer prices using a multi-pronged approach
of predictive modelling, quarterly trends, and
adjustments to costs. This paper is divided into
three parts:

Part 1 examines the relevance of the ex-ante
(i.e., proposed) price setting analysis during the
COVID-19 period. It also covers guidance from Indian
regulations, OECD, and the UN, and explains how to
determine transfer prices using regression analysis
and corroborating it with quarterly data pertaining to
the COVID-19 period. It is the why, how, and now.
Part 2 considers the adoption of the ex-ante
analysis for transfer pricing documentation
purposes. It suggests how the basis of price
setting could be used to demonstrate adherence
to the arm’s length standard. It simultaneously
recommends making adjustments to the tested
party for items of exceptional costs or revenues,
supported by judicial precedents. It is the what
is to be.
Part 3 shares the conclusion and provides
approaches to audit defence and key
recommendations for the ex-ante basis to come
together.
In this way, the paper attempts to provide a tool kit
to key stakeholders to address the determination
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of transfer prices in an ex-ante, contemporaneous
setting, during unusual circumstances (comprising
quarterly data analysis, regression analysis, and
adjustments to comparables/tested party).
Being the last quarter of the financial year (FY)
2020-21, the next three months are decisive and
we are certain that the techniques outlined in this
publication (drawn from the legislation in other
jurisdictions, jurisprudence in Indian tribunals,
transfer pricing guidelines, and economic analyses)
would enable Multinational Enterprises (MNEs)
to arrive at a reasonable understanding of the
comparable companies’ trends. This would allow
them to take conscious decisions on their transfer
pricing positions and changes, if required. A key
question arises pertaining to the timing of an exante analysis. In our view, the analysis has to be
performed concurrently with the transaction and
should be implemented at the same time, without
having to wait for results to come in post-facto.
Specifically, the regression analysis, which predicts
the margins of comparable companies based on
an independent variable, is a trend-setting exercise
that requires to be adopted and factored in to the
transfer pricing reset exercise without delay and
before the end of the FY 2020-21. This is because
the exercise helps taxpayers in discharging their
obligation to demonstrate a contemporaneous
attempt to set their transfer prices.
Indian transfer pricing regulations, and for that
matter global guidelines, have been developed
without a direct reference point or experience
of such a pandemic. However, regulations and
guidelines did keep the door open on the possibility
of using budgets and forecasts, and laid emphasis on
the adoption of contemporaneous documentation.
The ex-ante application of the TP guidelines will
be put to test for the COVID-19 period. We believe
that this paper will serve to enable multinational
corporations to plan their transfer pricing policies
and defend their approaches on various forums.
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Illustrative framework
for COVID-19 TP analysis

01

06

Determine exceptional costs
that would otherwise not have
been incurred but for COVID-19
situations, that could call for
adjustment.

07

Determine variances in operations
and the financial impact thereof at
the entity/transaction level.

Make economic adjustments
to the operating results of the
tested party or the comparable
companies.

02

08

Identify group impact of the
pandemic on revenue and
credit flows.

03

Assess impact on current TP
arrangements and benchmarking
strategy to assess if any changes
are required.

04

Prepare a robust ex-ante
analysis to determine the
expected arm’s length range for
FY ending March 2021.

Consider undertaking an estimate
of the margins of comparable
companies by applying statically
robust regression models.

09

Establish the arm’s length range
to determine any updates to the
transfer prices for FY 2020-21.

10

Put in place intercompany
agreements or addendum to
reflect the ex-ante change in
transfer prices,if any.

05

Undertake an analysis of the
quarterly data to comprehend
contemporaneous financial
performance trends, to arrive at
an arm’s length range.

Taking a cue from the OECD TP Guidelines on
documentation, the ex-ante arm’s length analysis
during COVID-19 is time-sensitive. Hence, taxpayers
should be aware that the aforesaid framework needs
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11

Document the ex-ante analysis
in the annual TP report.

to be put in place by the end of the current FY, i.e., 31
March 2021 to reflect good faith and due diligence.
We hope that you find this paper useful and timely,
and would be pleased to receive your comments.

COVID-19 impact: Benchmarking in uncertain times
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Part 1 Price setting using ex-ante
analysis during the COVID-19 situation
Chapter 1: Making a case for the ex-ante approach to benchmarking
analysis during the COVID-19 situation
COVID-19 has disrupted global economies
and businesses
The black swan event of this decade, COVID-19,
has led to an unprecedented health and economic
crisis that ironically has known no borders. Per
International Monetary Fund (IMF), the global
economy may shrink by 4.4 percent1 and GDP
numbers across the world continue to decline, with
a projected the cumulative loss in output relative to
the pre-pandemic projected path will grow from USD
11 trillion over this year and next to USD 28 trillion
by end of 2025. This also suggests that this economic
recession following the pandemic shall be the most
severe slump since the Great Depression of 1929.
Impact of the pandemic on the Indian economy
The influence of the pandemic has been far reaching
and significantly disruptive in India. For the first
time in decades, Indian GDP growth rate is expected
to decline, with forecast ranging from -4.5 percent
to more than -9 percent for FY 2020-21, with the
severity of impact being much greater in the
manufacturing and services sectors.
Why is the economic impact of COVID-19 relevant
for transfer pricing: Ex-ante versus (vs.) ex-post
benchmarking analysis
The global recession is expected to lead to losses/
significant decline in earnings and profits for MNEs.
Under the arm’s length principle, transfer pricing
seeks to establish that the transactions between an
MNE’s associated enterprises are determined as if
they took place between two unrelated parties. In
this context, in many cases, the losses incurred by an
MNE’s entrepreneur/parent entity may sought to be
allocated across subsidiaries, giving rise to TP litigation
concerns. Apart from current losses/low profitability,
companies are dealing with business exigencies, such
as delayed recoveries and even increasing risk of trade
defaults; and exceptional COVID-19 costs (extent of

1
2

which may vary across businesses/geographies even
within the same country). These are likely to put stress
on present inter-company arrangements and by
consequence, on the transfer pricing analysis
and positions.
The fulcrum of the transfer pricing analysis lies in
the benchmarking studies. While this paper’s
objective is to primarily focus on comparability
issues, some other transfer pricing challenges, to
the extent that they affect comparability, are also
discussed in this part.
When there is an unprecedented economic
disruption, an ex-ante benchmarking analysis
should not be replaced by an ex-post analysis.
Most of the benchmarking analyses have historically
relied on a comparison of profit margins of an MNE
enterprise with the profit margins of independent
companies. During an economic downturn of this
scale and sweeping scope, the profitability earned
by independent entities can also be expected to be
on a downward trend. However, the extent of the
quantitative impact on the full year (i.e., FY 2020-21)
data for the comparable companies, will be known
and available only towards the end of the FY, i.e., Q3
or Q4 of 2021.
This poses a peculiar problem for MNEs, including
taxpayers in India, to comply with transfer pricing
regulations. While multiple-year data is now permitted
under Indian TP regulations, for a due analysis to
ensure comparability for the impact of COVID-19, data
over multiple years will not be helpful.
In particular, companies in India are required to
determine contemporaneously that their related
party transactions during the current FY 2020-21 are
priced based on the arm’s length criteria. In a normal
economic scenario, historical comparable data would

https://www.imf.org/en/News/Articles/2020/10/13/tr101320-transcript-of-october-2020-world-economic-outlook-press-briefing
https://www.imf.org/en/News/Articles/2020/10/13/tr101320-transcript-of-october-2020-world-economic-outlook-press-briefing
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ordinarily be used to set transfer prices for the current
year, as it represented conditions that were broadly
similar to the relevant FY. The unprecedented scale
of the current economic crisis has led to a breakdown
of this “normal” as well. The past years’ data cannot
be expected to provide a reliable range of what
the revenue and profits will be for independent
companies in the current year, i.e., 2020-21.
The conundrum here is that while relevant and
useful data of comparables will not be available to
taxpayers by the time the return of income for the
relevant year is to be filed, actual data for FY 2020-21
will be available in the public domain by the time the
TP assessments/audits are undertaken and the tax
authorities will be entitled under the rules to use
such contemporaneous data while carrying out the
TP audits/assessments. This will lead to a situation
not seen hitherto in the Indian context. This drastic
information asymmetry is arising because in the
current pandemic situation the assumption that
averaging over a multi-year period will provide a
stable arm’s length range, will no longer be valid.
New normal – Making a case for relying on an
ex-ante analysis over an ex-post analysis for the
COVID-19 period
In the present scenario, different taxpayers can be
expected to adopt varying analyses to base their
pricing decisions on an ex-ante approach. In 2008,
during the global financial crisis, several developed
economies, such as the US and Europe, had
experienced a similar transfer pricing challenge.
During that time too, taxpayers had responded by
adopting various mechanisms to adjust pre-crisis
data to approximate as closely as possible to crisis
and post-crisis economic reality.
Most of these approaches entailed the following:
• Regression analysis
• Putting back loss-making comparables into the
comparability set
• Targeting a full range of comparables as against the
arm’s length range
• Making adjustments to the cost components of
the comparables based on the changes in the cost
structure of the tested party (vis-à-vis the previous
year)

3

Ex ante vs Ex post: What the Indian TP regulations say3
The Finance (No. 2) Act, 2014 provided for application of
multiple year data and an arm’s length range with effect
from 1 April 2014 in certain cases. The specific rules were
prescribed by the The Central Board of Direct Taxes (CBDT)
vide notification dated 19 October 2015:
• Selection of comparable companies- These companies can
be selected by applying quantitative and qualitative filters on
current year data (if available) or immediately preceding FY
data, in cases where the most appropriate method selected
are Resale Price Method (RPM), Cost Plus Method (CPM), or
TNMM.
However, for the Comparable Uncontrolled Price Method
(CUP), Profit Split Method (PSM), and other methods,
only current year data will be used to select comparable
companies.
• Data to be used for ALP determination- After selecting the
comparable companies, the weighted average of the three
years’ data or less (whichever is available) would be used
to determine data values in a comparable company set to
fix the ALP. Further, multiple year’s data concept cannot be
applied on CUP, PSM, and other methods.
However, the moot point is that the notification also
prescribed that if the current-year data, related to the relevant
tax year becomes available during the course of assessment
proceedings, such data shall be used irrespective of the fact
that it was not available at the time of furnishing the return
of income for the relevant assessment year. Taxpayers will
have to decide on the basis
of FY 2020-21 transfer
prices without having
access to comparable
contemporaneous data.
Given the pandemic, this
information asymmetry may
prove to be highly litigious.

• Adjusting the cost and revenue elements of the tested party
to remove the effects of the crisis by adjusting it to the
pre-crisis levels
• Applying multiple-year analysis on the tested party
(term testing), etc.

https://www.incometaxindia.gov.in/communications/notification/notification83_2015.pdf
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The subsequent chapters of this paper discuss these
approaches in the Indian context.
In addition to considering such adjustments in the
current context of COVID-19, some tax authorities,
such as Australian Tax Office (ATO) and Inland
Revenue Administrative Service (IRAS), have started
issuing guidance for TP documentation during the
COVID-19 crisis. Herein, the ATO guidance
acknowledges that traditional comparable
benchmarking may not reliably support the arm’s
length outcomes of current transfer pricing
arrangements. This will particularly be the case in the
short term, given the likely effects of COVID-19 on the
financial performance of many companies across
different market sectors. The ATO has indicated that
it will instead adopt a ‘but for COVID-19’ approach to
understand the transfer pricing/financial outcomes
of companies affected by COVID-19. This will place
greater emphasis on a budget vs. actual comparison
at both the income and expense levels, an
understanding of the wider industry dynamics, and
an explanation of how a company has changed its
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business strategies in light of COVID-19. In other
words, stress is laid on conducting a comparative
analysis of budgeted and actual performance, and
establishing the reasons for deviations. Similarly in
its guidance, IRAS has emphasised that the TP
documentation should comprise an analysis of how
the taxpayer’s industry has been affected and the
direct impact of COVID-19 on the taxpayer. This
guidance also talks about delineating whether any
contractual arrangements have been amended in
light of COVID-19 and taxpayers are to also provide a
comparison of the budgeted (pre-COVID 19) and
actual results of the company’s profit and loss
analysis, providing explanation and evidence to
support variances.
This paper seeks to discuss all of the above aspects
and challenges. The objective of the discussion is to
analyse the methodology (ies) that can be proposed
to arrive at a robust ex-ante arm’s length analysis
that may not be supplemented by ex-post analysis
during TP examination.

COVID-19 impact: Benchmarking in uncertain times

Chapter 2: Deep-dive into OECD TP Guidelines, UN guidelines, and Indian judicial
principles for guidance on an ex-ante analysis during the COVID-19 crisis
Finding guidance in the Indian context for
application of the arm’s length principle during
peculiar and unforeseen circumstances, such as
the current pandemic
The transactions for which price-setting and price-testing
are based on profit-based methods, which is mostly the
case, the view from a different lens may be required to
undertake arm’s length analysis for the years affected
by COVID-19. Such an approach that breaks from the
traditional accepted ways of undertaking comparables
analysis, can lead to disputes with the tax authorities.
Therefore, before we start discussing potential different
benchmarking approaches that can be considered, we
aim to draw technical support from OECD TP Guidelines,
UN TP Manual, Guidance Note on Report Under Section
92E of the Income-Tax Act, 1961 - Transfer Pricing (ICAI
Guidance note), and Indian jurisprudence. The objective is
to glean relevant guidance that may provide support while
adopting alternative approaches in conducting transfer
pricing analysis in an economic downturn.

5

Section 5.47 of the ICAI TP Guidance Note 2020
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Specifically, the focus is to provide support in analysing
lower-than-usual business results; conducting
comparability analysis required to factor in the cause
for these low results; making economic adjustments
required for such a comparability analysis; and ensuing
documentation and disclosures, etc. (all the factum that
can be expected to occur, with greater intensity across
most businesses preparing their TP documentation for the
COVID-19 period).
Guidance on how to factor in pandemic impact in
comparability analysis
The OECD TP Guidelines, inter alia, list business strategies
and economic circumstances as relevant parameters for
undertaking comparability analysis. In our view, these
become even more relevant in the pandemic period. ICAI
TP Guidance Note 2020 also echoes OECD guidance when
it lays down the importance of economic principles while
undertaking benchmarking analysis.4
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• Responding to the pandemic-induced crisis
through business strategies and resultant
plunge in financial results
Most businesses have responded to the challenges
posed by the pandemic by changing or adapting
their business strategies. The main objective of
most taxpayers during the COVID-19 period will
be to adopt strategies that can be considered as
survival strategies. Taxpayers may continue to
incur losses and witness a drop in revenues. Some
of the strategies may also entail “COVID-19-specific”
costs.
The OECD TP Guidelines5 acknowledge that
genuine losses may arise out of specific business
exigencies, such as heavy start-up costs or
unfavourable economic conditions similar to the
current pandemic situation. In such cases, the
OECD TP Guidelines, inter-alia, consider that a
business strategy adopted by an enterprise that
results in losses or decreased profits is justifiable if
it is supported by commercial rationale that would
be accepted in an arm’s length arrangement under
the respective economic circumstances and
competitive conditions.
• Documenting changes, if any, in the functional
analysis and contractual terms during the
pandemic
The questions around functional characterisation
and contractual terms are expected to primarily
arise for MNE transactions that involve limited risk
arrangements, such as contract manufacturing
or captive service providers. The germane issue
here is whether a hitherto risk mitigated business
can claim the right and the ability to participate
in “unforeseen business risks” arising from
“supernormal” economic downturn as opposed to
“foreseen and planned business risks“ arising from
a “normal” fluctuation or downturn in businesses.
Herein, per the OECD guidance, for instance, such
additional risks may not arise for consideration
in long term, limited-risk arrangements where
transfer prices have been set on the basis of
contemporaneous information available at the
time of negotiation of the arrangement.

• Comparability adjustments for economic
differences arising from the pandemic
The available TP guidance provides the principles
for making adjustments to enhance comparability.
The OECD TP Guidelines have bucketed the
adjustments as:6
– Adjustments for accounting practices between
the controlled and uncontrolled transactions
– Adjustments for differences in capital, functions,
assets, and risks
Per OECD TP Guidelines, it is inappropriate
to view some comparability adjustments as
routine and uncontroversial (e.g., working capital
adjustment); and other adjustments as more
subjective (e.g., such as country risk) requiring
additional proof and reliability. The adjustments
that claim to improve comparability should be
considered.7
This OECD guidance on “appropriateness”
of non-routine or new type of comparability
adjustments become especially important in
the context of the pandemic, when material
differences exist between controlled transactions
and uncontrolled transactions, such as capacity
utilisation, working capital, abnormal costs, asset
impairment and levels of inventory.
• Comparability adjustments for differences
arising out of the time-lag affecting nonavailability of robust data on COVID-19 impact
on comparable companies
Information asymmetry will be at play here
also, because while the quantification of the
adjustments for the Covid-19 impact is possible for
taxpayers, it may not be possible for comparable
companies. However, there are some tested
approaches. For example, undertaking a capacity
utilisation adjustment, wherein one may take the
ratio of fixed cost to sales in case of the tested
party and appropriately adjust the quantum of
fixed cost while computing the margins of the
comparable companies. This approach has also
been upheld by various courts in India.

Para 1.129 of the OECD TP Guidelines for Multinational Enterprises and Tax Administrations, July 2017
Para 3.48 of the OECD TP Guidelines
7
Para 3.53 of the OECD TP Guidelines
5
6
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In case of HCL Technologies BPO Services Ltd,8 the taxpayer argued that it was a start-up enterprise
as it was in the first year of business. Hence, due adjustment ought to have been made for startup cost as one-time costs, which lead to losses. It was further submitted that for the purpose of
benchmarking international transactions, effect of underutilisation of capacity and excess fixed
costs should be eliminated in computing operating margins. The Income-tax Appellate Tribunal
(ITAT/ Tribunal) considering the facts, directed the Transfer Pricing Officer (TPO) to adjust
operating cost by excluding abnormal cost incurred on account of starting up the company such
as salary, rent, and depreciation. While dealing with the issue, the Tribunal relied on various
cases,9 which held that idle capacity/under-utilisation adjustment must be granted.

•

Whether COVID-19 required comparability
adjustments can be made on the tested party
It is also interesting to note that the ICAI TP
Guidance Note 2020 and delete guidelines, while
discussing the documentation requirements
under transfer pricing, suggest that the economic
adjustments are required to be made to the
margins or transaction values of the tested
party.11 On the contrary, the UN TP Manual
usually suggests that adjustments should
be made on the margins of the comparable
companies,12 though it also provides an
alternative approach for undertaking the
adjustments on the margins of the tested party.13

The Indian TP regulations currently provide
that the adjustments to enhance comparability
may be made on comparable data. However,
there are judicial decisions that have upheld
the application of economic adjustments on
tested party data. As an instance, the Tribunal
in case of Pangea3 &
Legal Database Systems
Pvt Ltd vs ITO11 held
that an adjustment
may be made either
in the margins of
the tested party
or the comparable
companies.

Question of use of multi-year or single-year data
for benchmarking analysis for the COVID-19 period
•

Issues to be considered while using multipleyear data of comparable companies for the
COVID-19 period
After the amendment made to the Indian transfer
pricing regulations in 2014, use of multiple-year
data up to two preceding FYs is permitted if
current year data is not available.
Similarly, the OECD TP Guidelines also state that
examining multiple-year data is often useful in a
comparability analysis, but it is not a systematic
requirement. Multiple-year data should be used
where they add value to the transfer pricing
analysis.14 It further states that data from years
following the year of the transaction may also
be relevant to the analysis of transfer prices.
However, care must be taken to avoid the use
of hindsight.15 Given the problem of information
asymmetry that the COVID-19 impact has led to,
preferring an ex-post analysis over an ex-ante
analysis, may fall into a similar trap of hindsight.

•

Term testing/multiple-year data for tested
party for the COVID-19 period benchmarking
The existing practice is to benchmark the
profitability of relevant FY of the tested party
with the multiple-year data of the comparables
set. Given the present scenario, an option that
can be considered is to benchmark the Profit

HCL Technologies BPO Services Ltd [TS-330-ITAT- 2015(DEL)-TP]
Mando India Steering Systems Pvt. Ltd. vs. ACIT (ITA No. 2092/Mds/2012), Amdocs Business Services Pvt. Ltd. vs. DCIT (ITA No. 14212/PN/11),
Global Turbine Services Inc. vs. ADIT (ITA No. 3484/Del/2011), ACIT vs. Fiat India Pvt Ltd (ITA no 1848/Mum/2009), Brintons Carpets Asia Pvt. Ltd.
vs. ACIT (ITA No. 1296/PN/10), E.I. Dupont India Pvt Ltd vs. DCIT (ITA No 5336/D/2010), Genisys Integrating Systems (India) Pvt. Ltd vs. DCIT (ITA No
1231/Bang/2010), DCIT vs. Panasonic AVC Networks India Co. Ltd. (ITA No. 4620/0eI/2011).
10
Pangea3 & Legal Database Systems Pvt Ltd vs ITO [TS-148-ITAT-2017(Mum)-TP]
11
Section 7.73 and 7.74 of the ICAI TP Guidance Note 2020
12
Section B.2.3.5.1, B.2.3.5.7 and B.2.3.5.11 of the UN TP Manual (2017 edition)
13
Section B.2.3.5.9 of the UN TP Manual
14
Para 3.75 of the OECD TP Guidelines
15
Para 3.74 of the OECD TP Guidelines
8
9
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Level Indicator (PLI) for the tested party based
on its multiple-year data rather than single-year
data. At present, Indian regulations do not
provide for this.
It is interesting to note that in Singapore, the IRAS
has been amenable to consider ‘term testing',
i.e., testing the margins of the tested party
over multiple years (usually over three years), for
taxpayers who have specifically requested the
IRAS for such ‘term testing’. In the current COVID19-related guidance also, the IRAS allows use of
‘term testing’ for 2021, in cases where testing of
single-year margins may result in volatile results
due to the impact of COVID-19 without requiring
any specific request for the same to the IRAS.
However, the IRAS has cast the responsibility
on the taxpayers to substantiate the need for
the use of term testing through appropriate
evidence. The IRAS also requires the taxpayers
to clarify how term-testing was applied in their
cases and state in the documentation that this
is a ‘one-off event’. Given the extraordinary
business circumstances, taxpayers may consider
using multiple-year data for their operations as
an additional support for their ex-ante analysis.
Evaluate persistent loss-making comparable
companies to be included for COVID-19 period
benchmarking
The OECD TP Guidelines, even under normal
circumstances, provide for inclusion of loss-making
transactions in the comparability analysis, depending
on loss-making companies’ facts and circumstances
surrounding the transaction in question.16 Per the
OECD TP Guidelines, loss-making comparables that
satisfy the comparability analysis should not be
rejected on the sole basis that they suffer losses.17
Hence, drawing guidance from this, during the
current pandemic scenario, when most businesses
in India are expected to make losses or have
adverse profitability impact, it may be advisable to
include companies even with persistent losses for
arriving at the arm’s length range (when using the
prior multiple-year data, for the purpose of setting
prices and defending the resultant profitability in the
local file).

This is also supported by the guidance provided in
the UN TP Manual. The UN TP Manual specifically
deals with treatment of losses while undertaking
comparability analysis.18 It lays down that analysis
of the losses of an enterprise in an MNE group is an
important process both in selecting comparables
and making comparability adjustments to the tested
party or comparables. This requires careful scrutiny
focusing on the type and nature of losses, period of
losses, and reasons for such losses. It also lays down
that the tax authorities must appreciate the fact
that the losses, if short term, may be the result of a
deliberate business strategy for market penetration.
Further, while discussing the causes of losses,
natural disasters are listed as one of the parameters.
The UN TP Manual discusses the treatment of losses
during a recession.19 Although it states upfront that
such a treatment would entirely depend on the facts
and circumstances of each case, it does bring this
out as an important factor in relation to search for
comparables during the benchmarking process.
In this context, the UN TP Manual20 has a pertinent
example where losses are due to a recession year
that has affected the controlled and uncontrolled
transactions in the same way, such comparables
need not be rejected.
Treatment of extra-ordinary and abnormal costs
in determining ALP during the COVID-19-affected
period
Meaning of ‘extraordinary’ or ‘abnormal’ cost
At this juncture, it may be worth mentioning that
the term “extraordinary” or “abnormal” cost is not
specifically defined under the Indian tax laws. One
may refer to the Indian Safe Harbour Rules,21 which
defines operating expenses to, inter-alia, exclude
extraordinary expenses and other expenses not
relating to normal operations of an assessee. While
this rule would be applicable to the taxpayer opting
for a safe harbour, it can serve as an indicative
approach that may be adopted in identifying
abnormal costs. Further, the disclosures made on
account of the Impact of Coronavirus on Financial
Reporting and the Auditors Consideration (ICAI
COVID-19 advisory on financial reporting) on
financial reporting could be helpful in identifying any

Para 3.64 of OECD TP Guidelines
Para 3.65 of OECD TP Guidelines
18
Section B.2.4.5.1 of the UN TP Manual (2017 edition)
19
Section B.2.4.5.7 to section B.2.4.5.10 of the UN TP Manual (2017 edition)
20
Section B.2.4.4.2 of the UN TP Manual (2017 edition)
21
10TA(j) of the Income Tax Rules, 1962
16
17
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extraordinary or abnormal cost, while recognising
that such disclosures would be a post-facto event.
As the impact of the pandemic may vary by industry
and business model, analysing the nature of specific
costs in each case is necessary to decide whether
they represent extraordinary or abnormal costs.
Deciding how such extraordinary costs should be
allocated amongst the parties to the transaction
may also be necessary. Such allocation would be

16

based on an assessment of how independent parties
would behave in stressed circumstances. Allocating
the costs to the counter-party would imply including
them in the tested party’s cost base, allotting them
to the tested party would imply exclusion from the
cost base. In any case, the inclusion or exclusion of
costs in the cost base must be done consistently at
the level of the tested party and the comparables.
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Some Indian judicial decisions can provide
guidance for both taxpayers and tax authorities
on the treatment for costs arising out of specific
circumstances. In some of these cases, Indian
courts have also upheld making adjustments to
the cost base of the tested party.
• Expenses arising out of closure of office and
shifting to "Work from Home" (WFH), and idle
and unproductive time of employees:
Indian courts have held that costs of office
closure and relocation, and idle time of
employees (in this case, caused by relocation)
can be considered as non-operating expenses to
compute income under a cost-plus arrangement.
In the current pandemic situation, Indian
companies may be forced to give up office or
work premises while adapting the work from
home strategy. This may entail additional cost
to set up infrastructure to enable employees
to work from home. In case of Transwitch
India Pvt. Ltd.,22 the Tribunal had to deal with
extraordinary expenses in the nature of
relocation expenses incurred by taxpayers due
to sealing drive of local municipal authorities.
The taxpayer had shifted its office due to this
drive by the local municipal authorities wherein
the company had to pay two months of extra
rent for the year and brokerage to engage the
new office. Further, this shifting caused the
employees to be idle and unproductive for a
certain period. The taxpayer was following the
cost-plus model and the above-mentioned
costs, being unproductive in nature, were not
billed to the parent company. The TPO rejected
the claim of the assessee, but the Tribunal
agreed with the taxpayer and directed that
the cost base of the taxpayer be adjusted to
exclude these expenses in determining the
arm’s length cost-plus markup earned by the
taxpayer. This decision has been upheld by the
High Court.23

•

Costs arising from staff redundancy caused by
the pandemic:
Herein, in a case involving Voluntary Retirement
Scheme (VRS) costs, Indian courts have held that
such costs can be considered to be non-operating
while computing operating margins if it can be
demonstrated that the comparable companies
have not incurred similar expenses.
In the current pandemic, companies may be
forced to reduce the staff as a measure of cost
reduction to ensure long-term sustainability
of business. The question may arise as to
whether such expenses could be treated as
non-operative and extraordinary in nature.
The Pune Tribunal has dealt with a similar
issue in case of Vishay Components (P) Ltd.24
The taxpayer had launched a VRS, which was
opted by a few employees. The restructuring
cost, in the nature of VRS cost, incurred by the
taxpayer was claimed to be for managing the
business in more cost-effective and efficient
manner. The taxpayer claimed that the said
expenditure should be excluded from the
operating expenses while computing its
margins. The tax authorities contended that as
the cost was incurred during normal business
operations and were incidental to the business
operations, it was to be considered as part of
operating expenses. The Tribunal observed
that where the comparable companies have
not incurred any VRS expenses, these expenses
are to be excluded (being extraordinary cost
incurred by the taxpayer during the year).

Transwitch India Pvt. Ltd. v. DCIT – (ITA No. 6083/Del/2010)
DCIT vs. Transwitch (India) Pvt. Ltd., ITA 678/2012 and CM 20555/2012, order dt.17.07.2013
24
Vishay Components (P) Ltd v. ACIT (79 taxmann.com 281) (Pune ITAT)
22

23
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•

Expenses arising out of impairment of assets/
write-off of assets caused by the pandemic:
There have been a number of judicial
pronouncements in India that support treatment
of asset write-off in peculiar situations, as nonoperating expenses, in computing cost-plus
markup of the Indian service provider.25
In one of the case before the Tribunal,26 the
taxpayer being engaged in the business
of manufacturing chocolate and other
confectionary products, had purchased certain
machinery. These items of machinery could
not be used as the taxpayer did not start the
relevant commercial activities. The taxpayer
provided for impairment of assets. The TPO
considered the provision for impairment of
assets as operating expense. The Tribunal
observed that impairment of assets is neither
recurring in nature nor related to normal
business operations. The Tribunal held that the
cost is to be adjusted considering impairment
of assets as an inoperative expense.

•

Expenses arising out of inventory
obsolescence caused by the pandemic:
Due to COVID-19, huge losses may be incurred
because of either recognition of inventory at net
realisable value (which may be significantly lower
than its cost or nil due to absolute inventory
obsolescence). The question that may arise is
can these losses be treated as extraordinary.
Reliance can be placed on the Tribunal’s decision
in case of Safilo India P. Ltd.,27 wherein it was
held that writing-off of obsolete goods was an
extraordinary event.

•

Treatment of subvention payment received
during the pandemic:
Indian courts have held that subvention income
to be treated as operating income for the
purpose of computing PLI for the tested party.
The current pandemic situation may lead to
liquidity crises due to working capital blockage,
downturn of the business, and supply chain
disruption. Apart from loan and guarantees,
the group company may extend subvention
payment or subsidy to the Indian company
to recoup losses. The question arises on
the treatment and taxability of subvention
payment received by the Indian companies. On
similar facts, in case of Nalco Water India Ltd.,28
the TPO treated the subvention income as
non-operating and proposed a TP adjustment.
The Tribunal observed that the Nalco India was
a subsidiary of Nalco US. As it was incurring
losses, the parent company allowed an
exceptional allowance to prevent Nalco India
from becoming a sick company. The Tribunal
held that though the item of receipt was
undoubtedly an exceptional item of income
but was not an extraordinary item of income.
Thus, it was treated as part of operating income
while computing PLI and the transfer pricing
adjustment was deleted.

25
Claas India Pvt. Ltd (ITA No.3883/Del/2010); M/s.ThyssenKrupp Industries India (ITA No.6460/Mum/2012);
Owens-Corning (India) Private Limited (ITA NO. 5959/MUM/2017)
26
Imsofer Manufacturing Pvt. Ltd. [TS-439-ITAT-2020(DEL)-TP]
27
Safilo India (P.) Ltd. v. Dy. CIT [2018] 90 taxmann.com 122 (Mumbai). Also refer DCIT v.
Federal Mogul Automotive Products (India) (P.) Ltd. [2015] 57 taxmann.com 188 (Delhi - Trib.)
28
Nalco Water India Ltd vs. ACIT, ITA No.742/Pune/2017, order dt.06.09.2019
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Learnings for comparability analysis and
computing PLI during the COVID-19 crisis
OECD TP Guidelines, UN TP Manual, ICAI TP Guidance
Note 2020, and the Indian judicial precedents all
task the taxpayers and tax authorities to rely on a
detailed and robust factual framework to arrive at
the arm’s length analysis. A similar approach may
be followed to determine the ALP during the current
pandemic. The way forward for taxpayers could be to
prepare a detailed analysis and maintain extensive
documentation to demonstrate what the underlying
contemporaneous assumptions, risks, and inputs
were and how these were weighed in the ex-ante
analysis used for arriving at the conclusion that their
transfer prices met the arm’s length standard.
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Herein, it is suggested that in order to alleviate
the hardship of maintaining such detailed
documentation for small taxpayers, the tax
authorities may prescribe some limited information
for the ex-ante analysis to be acceptable without
being replaced by an ex-post analysis. In case
this is not deemed feasible, a safe harbour for
variation between the ex-ante and ex-post analysis
can be considered (such as a 20 percent range
recommended for the “Hard to Value Intangibles”
(HTVI) analysis by the OECD).
Having set out the contours of the guidelines and
judicial precedents, the first leg of our discussion, in
our quest for a robust ex-ante analysis, deals with
the data available from quarterly financials. More
information is provided in the next chapter.
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ATO Guidance on TP aspects of COVID-19
In June 2020, the ATO released guidance on transfer pricing aspects of
COVID-19. The guidance provides an insight into how the ATO expects
taxpayers to analyse and document the adverse effects of COVID-19 for
transfer pricing purposes. The guidance deals only with documentation and
contractual issues and does not opine on the wider arm’s length issues of
restructuring or termination of related party arrangements due to COVID-19.
The guidance states that taxpayers should analyse and document the
impact of COVID-19 in their transfer pricing documentation. The transfer
pricing documentation could include the following:
•

•
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Changes to the business:
– The function, asset, and risk profile of the
Australian entity before and after COVID-19
– Economic circumstances, i.e., the actual
economic impact of COVID-19 on the
Australian operations, including an analysis of
how the relevant industry has been affected
– Contractual arrangements between the
Australian entity and its related parties,
and if any obligations or material terms and
conditions have been varied, amended, or
terminated
– Evidence of the impact (if any) of COVID-19 on
the specific product and service offerings of
the Australian entity and how this has affected
the financial results
– Evidence of changes in business strategies as
a result of COVID-19, including decisions made,
outcomes achieved, and actions taken to give
effect to those strategies.
Arm’s length nature of transfer
pricing outcomes
– A detailed profit and loss analysis showing
changes in revenue and expenses, with an
explanation for variances resulting from
COVID-19; this may include a variance analysis
of budgeted (pre-COVID) versus actual results

– Details of profitability adjusted to where
the taxpayer’s outcome would have been
if COVID-19 had not occurred; this should
consider all factors that have a positive or
negative impact on the taxpayer’s profits and
should be supported by evidence
– The rationale and evidence for any increased
allocation of costs or a reduction of sales (and
subsequent changes in operating margins) to
the Australian entity, taking into consideration
its function, asset, and risk profile
– Evidence of any government assistance
provided or affecting Australian operations
Further, the ATO’s guidance acknowledges that
there may be potential changes to the related
party arrangements that may produce tax
benefit/withholding tax advantages or involve the
contractual movement of risk and global losses,
etc. In this connection, the ATO has clarified that it
would consider what independent parties would
have agreed in comparable circumstances, the
substance of actual dealings vis-a-vis changes
to the related party agreements, commercial
rationale, whether the purpose was to obtain an
Australian tax benefit or a Diverted Profits Tax
benefit.
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IRAS Guidance on TP challenges arising from the COVID-19 pandemic
In September 2020, the IRAS has introduced guidance to help navigate
businesses through the transfer pricing challenges arising from the
COVID-19 pandemic. The guidance largely covers documentation
expectation, use of data for benchmarking, and dealing with APA for the
years affected by COVID-19.
•

–

–

–

–

–

–

–
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Documentation
The guidance states that the following
information should be included in the transfer
pricing documentation, where applicable:
A broad analysis of how your industry has
been affected by COVID-19 and the direct
impact of COVID-19 on your company
Documentation of who and which entity within
the group made decisions relating to the
management of risks relating to COVID-19; this
information will help indicate which entities
are in control of the decisions and thus, should
bear the related risks
The functional analysis of the company and
the related parties before and after COVID-19
(i.e., any re-allocation of functions, assets,
risks, and any re-characterisation)
The contractual arrangements between the
company and its related parties, and highlight
whether any obligations or material terms
and conditions have been varied, amended, or
terminated in light of COVID-19
A comparison of the budgeted
(pre-COVID 19) and actual results of the profit
and loss analysis of the company, providing
explanation and evidence to support the
variances
Reasons and supporting evidence to justify
how the taxpayer company’s profitability has
been negatively affected by COVID-19
Details relating to COVID-19 specific
government assistance that the company has
received or government regulations imposed
on the company that has an impact on its
operations

• Guidance on APA
For existing APA agreements, the IRAS has
encouraged taxpayers to proactively engage with
them in case terms and conditions, including
critical assumptions in the APA, have been
breached due to the negative impact of COVID-19
on businesses. Under such circumstances, with
the information available, IRAS will evaluate
what is the best possible outcome and the next
course of action for taxpayers. Further, for the
ongoing unilateral APA negotiations, the IRAS
has suggested to assess the transfer pricing
implications that may impact the APA application
and furnish the relevant details to enable the
IRAS to review the case and decide on the next
steps. Based on the review, the IRAS may consider
putting the case on hold
or terminate the ongoing APA process. In the case
of a bilateral/multilateral APA, IRAS will
need to discuss the case with the other competent
authority and come to a mutually acceptable
conclusion.
For taxpayers contemplating to file a new APA
application or request for renewal of an existing
APA, the IRAS has advised to file an application/
renewal request only when there is a greater
level of certainty on the factors that may affect
the determination of arm’s length transfer prices
between two related parties. This is in view of
the larger business uncertainties that have been
unleashed as a result of the pandemic. Essentially,
the IRAS recommends APA filing/renewal request
only if the company’s business operations and
economic performance are not significantly
affected by COVID-19.
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Chapter 3: Conducting an ex-ante analysis: Using quarterly trends from financial
statements for comparability during the COVID-19 crisis
How can the quarterly data be used for benchmarking
analysis for the COVID-19 period?
This chapter discusses the use of trends that can be drawn
from the quarterly results of the listed companies, in
the context of the benchmarking analysis. The quarterly
data can be used to analyse the impact of COVID-19 on
revenues, costs, and profits, on each specific sector and/or
subsector in which the taxpayer operates. In this manner,
the quarterly data can be used as a reference point to set
ex-ante transfer prices or support the year-end results for
a company with cross-border related party transactions.
This data can also be used to quantify the comparability
adjustments that may then be performed on the historical
data of the comparable companies considered in the TP
documentation.
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We have presented some broad trends that could be
observed on the basis of Q12021 data. These trends, seen
across a few sample sectors, show that the extent and
depth of the impact of COVID-19 is quite varied across
sectors. However, the extent of impact on Q12021 (and
later quarters when that information is available) can be
used as one of the information points to gauge the impact
of COVID-19 on the arm’s length margins derived from
historical information (not affected by COVID-19) of the
non-listed companies.
The ensuing discussion on some sectors seeks to illustrate
that the quarterly data provides quantifiable insights on
the impact of the pandemic on revenues, costs, and profits
across a spectrum of industry sectors.
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Illustrating the use of quarterly data for a few sectors
Automotive sector29
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•

GP

The automotive sector saw a dip in revenue
from Q2 2020, i.e., pre-COVID-19, due to the
economic slowdown in the country, resulting from
lower consumer spending and reduced private
investments. Amongst others, the rural economy
with a lower annual rainfall had a significant impact
on two-wheeler demand.

•

Transition to Bharat Stage VI (BS6), and other stricter
safety and security norms (such as Corporate
Average Fuel Efficiency (CAFE) norms and axle load
reforms) contributed to the slump in FY 2020.
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•

In Q1 2021, due to the COVID-19 impact, the sector
further saw a steep 65 percent decline in revenue
over Q4 2020; gross profit (GP) margin remained
consistent (implying a proportionate reduction in
cost of revenue).

•

Average operating profit on sales fell drastically
to (-20 percent, while average operating profit
decreased by about 500 percent in Q1 2021 vis-avis Q4 2020).

Consumer Products sector30
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29
The above Q1 2021 for for 26 listed companies operating in automotive sector and the analysis is based on the average financial information (in
INR Crores) available for Q1 2021 for these companies in the database as on August 2020.
30
The Q 2021 for 90 listed companies operating in the consumer products sector and the analysis is based on the average financial information (in
INR crore) available for Q1 2021 for these companies in the database, as on August 2020.
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•

Several companies in the FMCG sector capitalised
on the rising in-home consumption, driven by
lower consumption by customers at local eating
joints. Several companies also launched new
products across the food, hygiene, and health
categories.

•

Revenues and operating profit margin witnessed
a noticeable decline in Q1 2021 compared with
Q1 2020. The revenue drop was about 21 percent.

However, the GP in absolute terms does not show
a similar extent of decline, mirroring the trend
of a corresponding decline in Cost of Goods Sold
(COGS).
•

Volumes in several discretionary products or
goods of conspicuous consumption also declined
significantly. The industry’s overall operating
profitability declined from 16 percent to 14
percent, arising from a lower offtake.

INR Crores

Life sciences and healthcare sector (LSHC)31
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During the pandemic, there was an increased
demand for healthcare services but an adverse
impact on demand for elective treatments due to
infrastructure constraints and the lockdown.
Some key takeaways for Q1 2021 are mentioned
below:

OP

OP/Sales

• Increase in GP (8-9 percent) vis a vis prior
quarter, as well as increase in OP margin ratio
• Some key factors that appear to have
contributed include increased demand and
saving in Selling, General and Administrative
(SG&A) expenses (9-10 percent) vis-à-vis
preceding quarter (Q4 2020).

• Increase in revenue (5-7 percent) vis-à-vis prior
quarter

31
The Q 2021 for 36 listed companies operating in LHSC sector and the analysis is based on the average financial information (in INR Crores)
available for Q1 2021 for these companies in the database as on August 2020.
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Technology sector32
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•

The technology sector saw an overall dip of ~3.79
percent in revenue in Q1 2021 vis-à-vis Q4 2020.

•

In the technology sector, revenues earned from
certain industry verticals were more affected due
to COVID-19. The travel and tourism, consumer
packaged goods and retail, manufacturing, and
energy and utilities industries were affected
the most. The impact on revenues from the
Banking, Financial Services and Insurance (BFSI),
communication, media and technology, and
life sciences and healthcare industries were
less affected

•

Avg OP (Crores)

OP/ Cost (%)

companies would also be offset by foreign
exchange gain on account of depreciation in
rupee vis-à-vis other currencies during the
COVID-19 period.
•

The performance of the listed entities, especially
the leading Information Technology (IT)
companies demonstrate that the companies
were able to optimise their costs.

•

Companies have reduced their discretionary
spend, such as travel cost, staff welfare, and
sub-contracting costs, by increasing utilisation of
on-roll employees.

A part of the impact on revenue for a majority
of the export-oriented technology services

32
The Q1 2021 for 38 listed companies operating in Consumer Products sector and the analysis is based on the average financial information (in
INR Crores) available for Q1 2021 for these companies in the database as on August 2020.
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INR Crores

Industrials Products and Construction sector33
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•

The Industrials Products and Construction (IPC)
sector was observed to be significantly affected
by the pandemic. It saw a considerable dip of ~30
percent in revenue in Q1 2021, compared with Q4
2020 and a dip of ~39 percent vis-à-vis Q1 2020.

•

The industry result was also adversely affected
in Q1 and Q2 2020 with a steep fall in the
operating margin ratio, though profitability
improved during Q4 2020 and Q1 2021 (broadly
similar to Q1 2020), largely buoyed by a cost
reduction (such as, contract labour reduction and
deferment of capex expenditure).

•

The reduction in revenue in IPC (being a capitalintensive sector) led to an increase in capital
expense ratio34 for Q1 2021 (8.10 percent),
compared with Q4 2020 (4.42 percent) and Q1
2020 (3.82 percent).

•

The results of the selected key players in the
industry for Q1 2021 are broadly in line with
industry trends, having a significant decline in
the revenues during the quarter while observing
improved operating margin.

It can be seen from the above analysis that the
quarterly data provides information on major heads

GP

OP

OP/Sales

of revenues and costs. Therefore, the analysis can
be used to arrive at the quantification for economic
adjustments to be made to historical financial data
of TP comparables to account for the impact of
COVID-19. An example could be that the data can
be used to compute the change in the ratio of fixed
costs to sales for the listed companies of a sector.
This change may be considered as arising from the
change in capacity utilisation, especially where the
listed companies are engaged in manufacturing
activity.
Limitation of the use of quarterly data for
COVID-19 period benchmarking
The quarterly data represents the contemporaneous
trends in the leading companies of a sector or an
industry. However, the limiting factor here is that
in most cases, the number of listed companies
for specific sectors/sub sectors is not sufficient to
perform a robust qualitative analysis to construct a
comparable set.
Hence, in the next chapter, we address the ability to
use regression analysis to set the ex-ante transfer
pricing, which can enable companies to statistically
predict the outcome of comparable companies’
results.

The above quarterly data is for 40 listed companies operating in IPC sector and the analysis is based on the average financial information (in
INR Crores) available for Q1 2021 for these companies in the database as on August 2020. The Sector comprises of cement manufacturers and
manufacturers of industrial goods.
34
Depreciation expense ratio is computed as ratio of depreciation expense to revenue
33
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Chapter 4: Using econometrics to predict arm’s length margins for the
COVID-19 period
COVID-19 has disrupted the “normal market”
scenario that underlies benchmarking analysis
In a benchmarking analysis, the application of
transfer pricing methods depends, amongst other
things, on the assumption that the tested party
and the comparable companies operate in stable
markets with a viable market-driven economy.
Typically, the benchmarking analysis, especially
under the TNMM analysis, is based on the
assumption of the economy and businesses
operating under “normal market” events.
This significant assumption has acted, in many ways,
as a bridge between the ex-ante analysis and ex-post
analysis. As businesses were expected to experience
only “normal” business upcycles and down cycles,
too much deviation is not expected in the arm’s
length range derived over a multiple-year period
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analysis done for a set of scientifically selected
comparable companies. Therefore, decisions
regarding an appropriate profit margin for a business
activity, such as provision of engineering services,
could be decided on the basis of an ex-ante analysis.
Based on historical experience, taxpayers and the
tax authorities had a reasonable degree of certainty
that the decisions based on such an ex-ante analysis
will be more likely supported in an ex-post analysis
as well. Thus, the year-end profitability in a current
or next financial year for a set of comparable
companies could be determined by undertaking
an averaging analysis of their historical profitability
data. COVID-19 has disrupted this well-established
methodology.
In this case, the question then arises can one apply
a scientific framework to determine/ predict the net
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level margins of comparable companies. That can
then be used to arrive at an arm’s length range. This
chapter seeks to provide some answers/insights into
this question.
As we have seen earlier, in a recession of the
current scale and depth, the market dynamics may
be disturbed in many industries. Companies may
not be able to sustain profits or may incur losses.
Benchmarks may have to be revisited to take into
account the business impact of COVID-19. This paper
discusses approaches where the business impact of
this pandemic is baked into comparables analysis by
quantifying the impact based on quarterly trends
and/or by making certain economic adjustments,
including undertaking “But for COVID-19” analysis.
We now discuss another analytical methodology that
may be deployed to compute the estimated profit
margin for comparable companies for the current
and future FYs.
This alternative analysis employs econometric tools
to establish or quantify the impact of declining
or varying GDP on comparable companies. This
approach is for TP analysis where TNMM has been
selected as the most appropriate method, with the
Indian company as the tested party. This is because
the econometric study seeks to establish the
COVID-19 impact on Indian comparable companies
operating in the domestic economy.
Determining arm’s length range for the COVID-19
times: Predicting micro-level results by linking
them to a macroeconomic framework
Benchmarking profitability of comparable companies
will still be required to establish arm’s length.
Therefore, historical data may still be used but under
the aegis of econometric analysis that will enable us
to analyse the relationship between company-level
profitability with key macroeconomic parameters.
By establishing such relationships, the companylevel profitability can then be predicted by applying
official forecasts for the identified macroeconomic
parameters.
COVID-19 has created a situation where profitability
of independent companies needs to be derived,
not on the basis of averaging past performance,
but by linking the past performance with the
macroeconomic framework, and then scientifically
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determining/ predicting profitability of the selected
comparable company.
Why is the linkage with the macroeconomic
framework required?
As it has been discussed earlier, the COVID-19
outbreak has brought about an unforeseen and
almost catastrophic economic disruption across
the globe. This has caused an unprecedented
contraction in the Indian economy − a contraction
which is almost universal with a steep decline in
revenues across businesses and sectors. It has
emerged as the single biggest threat to the Indian
economy and several economists do not expect the
economy to reach the pre-COVID-19 growth rates for
the next two-three years.
More significantly, it has led to a steep increase in
the uncertainty being faced by both the global and
Indian businesses. The trajectory of the pandemic
is still uncertain. Therefore, the pace and timing of
economic recovery at micro levels is still a matter of
constantly changing expectations both at India and
global arena.
Current year is a year of financial stress, nosediving
profits, and shrinking cash flows. This scenario may
continue for some more globalised sectors in the
next few FYs well.
Therefore given the effect of the pandemic, the
underlying assumption of a “normal market
economy” is no longer operative for most
enterprises, regardless of industry or sector.
Therefore, the profits in a single quarter or year,
the period often referred to as a “short-term
period”, are now being driven by the almost daily/
weekly fluctuations in the intensity and spread of
the pandemic, incidence, and duration of “local”
lockdowns. The daily news is replete with examples
of how the pandemic has affected both short-term
and long-term business strategies being adopted
both by governments as well as companies.
Therefore, when historical data by itself cannot be
relied to determine future expectations, that data
has to be interpreted along with the independent
factors influencing this deviation between the past
and the future.
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Using regression analysis to establish a
relationship of corporate profitability with GDP
growth
In the current downturn, the margins earned by
independent entities are being reduced and can
be expected to be on a downward trend. However,
the full-year data will be available only when the TP
compliance cycle (in India) is closed towards the later
part of 2021.
As we have discussed in the earlier chapters of this
paper, there may be absence/limited number of
comparable companies available to benchmark as:
• Appropriate comparables may be hard to find.
This is because though the comparable may have
similar functions and risk profile as the tested
party, it may be in a different industry segment or
catering to another customers’ profiles (which may
not experience the same economic pressure at the
same time as the tested party).
• Financial data is typically derived from external
databases that provide data that is many months
old. Given the dramatic changes in various
markets, financial results of comparable companies
with a time lag cannot be compared with the
tested party’s present financials due to significant
deviations.
• Quarterly data for listed companies may not
provide a sufficient number of comparable
companies.
Therefore, the overall quantitative impact is
now required to be assessed by observing a
predictive relationship between historical data of
macroeconomic variables and comparability data
over a reasonable period.
It may be possible to re-assess arm’s length
profitability based on macroeconomic observations
that are inherent in the market. If a relation with
key macroeconomic variables and arm’s length
results of accepted comparable companies can be
established, it may help estimate the tested party’s
profitability in line with predictable macroeconomic
environment that drives business and market. If an
econometric relationship is established, it would
indicate how profitability or PLIs are expected to be
affected in the future and through forecast cycles of
independent macroeconomic parameters.
Statistical and econometric tools can provide a
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scientific methodology to arrive at the impact of
significant business events or economic events at an
enterprise level. In the TP context, this can provide
a reliable and replicable strategy to estimate and
predict the arm’s length range for a set of selected
comparable companies.
Predictive models for Indian comparables
developed by Deloitte
We have undertaken an econometric analysis to
develop a robust framework to predict profits for
Indian companies in various sectors of the Indian
economy. Our framework uses the fluctuation in the
Indian GDP growth rate as the primary independent
variable. We have modelled the relationship between
the change in the GDP growth with the change in
company-level profits. These models have been
designed to serve the purpose of the transfer pricing
analysis. They can be used to predict PLIs (where
arm's length margin is determined using TNMM) and
have been developed using public domain data of
Indian uncontrolled companies.
The scope of the study entailed a period ranging
from 2007 through 2019. The study’s objective,
as discussed above, was to help understand how
comparable companies’ PLI reacted to GDP growth
fluctuations.
GDP growth has been used as it subsumes the
impact of vagaries of both demand and investment
and supply-side disruption and/or response. As
the current FY unfolds, this can be expected to
capture the impact of localised disruption on an
increasingly “one India market”. GDP growth can be
considered an appropriate indicator of the impact of
an overarching pandemic because the growth in the
domestic economy is what has fueled businesses’
growth in India. Hence, the corporate performance
over the past couple of decades can expected to
be driven and explained by the changes in GDP
growth. We have used this intuitive logic to develop
regression models that enable taxpayers to be able
to predict the arm’s length profit range for their
comparability analysis during periods of significant
economic changes similar to the present one.
The Indian economy has not experienced a
comparable contraction in modern times. This is
also because at the time of the global financial crisis,
India was largely insulated from its effects. This
was the time when the Indian economic growth
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pattern had started exhibiting decoupling from the
global economic pattern. Therefore, it could be an
argument that in the absence of such a contraction,
Indian data may not be able to provide for a
relationship that captures the impact of an economic

downturn on corporate profits. However, the
Deloitte analysis showed that a statistically robust
relationship exists that shows how PLIs are expected
to be affected on account of economic growth
(therefore, de-growth) cycles.

Showing predictive results Operating Margin (OM) on an Indian Manufacturing comparable set
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The above chart shows the predicted operating
profit to sales ratio for a set of companies that may
be selected as comparable data for manufacturing of
auto components. The chart depicts the comparison
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FY2020P
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FY2021P

A- Actual)

between the predicted and actual arm’s length range
for FY 2018-19 as well as the predicted arm’s length
range for FY 2019-20 and FY 2020-21.
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Showing predictive results OM on an Indian Trading comparable set
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This chart depicts the predicted operating profit
to sales ratio for a trading activity. Herein also the
model has been used to predict margins for FY 201819, FY 2019-20, and FY 2020-21.
Thus, using predictive models to arrive at an arm’s
length range can help in substantiating realised
profits/losses with both financial auditors and tax
authorities. It may also be used for controversy
management, including both litigation and APAs.
It may be noted that the results of predictive models
are subject to projected estimates of Indian GDP
growth. As these forecasts vary, the predicted arm’s
length range may also be expected to vary. As a
result, the actual results of comparable companies
(whenever available) may vary from the predicted
results because of an expected difference between
actual and forecast GDP growth. However, as we
have discussed in this paper, the taxpayer will not
be privy to the actual GDP growth rate before March
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2021 and the predictions will have to be based on
the latest available projection from an internationally
recognised institution such as the RBI or the IMF.
In summary: Relying on predictive models to
bridge the issues arising from “time lag” during
the COVID-19 period
A robust econometric model that establishes a
statistically and intuitively explainable relationship
between corporate profit ratios and macroeconomic
parameters can provide quantitative insights to
arrive at a conclusive benchmark range for COVID-19.
This approach is supported by the existing
framework of Indian TP regulations that allows
taxpayers to make adjustments to comparable
companies’ profit margins in response to economic
circumstances and to enhance comparability of the
data under consideration.
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Part 2- TP documentation: Building
robust COVID-19 defense using
ex-ante analysis
Part 2 deals with the compliance documentation
exercise that taxpayers are required to maintain on an
annual basis. After performing a robust ex-ante price
setting exercise, taxpayers must document it in their
transfer pricing study reports by relying thereon and
supplementing it with adjustments to costs and revenue
for the tested party.

analysis, taxpayers may consider using the range of
adjustment derived based on contemporaneous data
for listed comparable companies as a separate or
corroborative analysis for the range of adjustment
applied on annual financial data. In effect, these
adjustments would present a “but-for-COVID-19” scenario,
establishing that in the absence of such items, the
taxpayer would have landed at an arm’s length outcome
consistent with prior years.

To this end, in this chapter, we examine specific
comparability adjustments that can be applied on the
historical annual financial data. For a robust ex-ante

Chapter 5: Economic adjustments to historical data to arrive at better
comparability for the COVID-19 impact
As discussed in this paper, with an unprecedented
change in the economic scenario, accurate financial
data to ascertain the impact of COVID-19 on the
arm’s length is not currently available. It may also
be the case that comparable companies and tested
party experience dissimilar impact and level of
economic demand/supply factors.
In such a scenario, economic adjustments to
enhance comparability may be undertaken as part
of the TP documentation on past pre-COVID-19
data. TP documentation is maintainable during the
September 2021−October 2021 timeframe. It is more
than likely the comparable financial data for FY 202021 will not be available by then. Hence, calling for
such adjustments either to the historical information
of the comparables or the tested party. To clarify,
the ex-ante analysis would be carried into the TP
documentation and supplemented by adjustments
to financial information with a view to demonstrate
a scenario that “but-for-COVID-19”, the company
would have attained results in FY 2020-21 that
would have been equivalent to those of uncontrolled
comparables in prior years.
If the tax authorities insist on using an ex-post
analysis during TP assessments, such adjustments
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may also be undertaken at the time of the ex-post
analysis, during the TP audit stage where the
COVID-19 affected data for FY 2020-21 may be
available, with a view to bridge the gap due to the
COVID-19 factors.
•

Ex-ante economic adjustments for COVID-19
induced economic impact
Adjustments in relation to variation in sale and/
or cost elements arising from the pandemic
–
To simulate the impact of COVID-19 on
comparable companies, the past year(s)
results of such comparable companies
may be adjusted per the trend for the
specific industry or subsector (on the basis
of quarterly data). This may further be
validated by analysing the trend for the
tested party for the same period.
–

In some cases, the taxpayer may quantify
the adjustment per the trend for the tested
party maybe because of factors such as
lack of sufficient quarterly data points. This
approach will be similar to the adjustment
for capacity utilisation using a ratio of
fixed cost/sales discussed in Chapter 2.
As mentioned therein, this methodology
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Illustration: Adjustments in relation to sale and/or cost elements
The tested party (a distributor) experienced a 10 percent reduction in revenue during Q1 2020-21 and a 5
percent decrease in costs on account cost optimisation, a reduction in workforce, etc. This reduction may be
imputed on the historical data of the comparable companies in the following manner:

Particulars

Reference

Company A

Company B

Company C

Sales

A

100

200

300

Cost

B

90

185

278

Operating Profit (OP)

C = A-B

10

15

22

OP/Sale

D = C/A

10.00%

7.50%

7.33%

Adjusted sales

E = A *90%

90

180

270

Adjusted cost

F = B*95%

85.5

175.75

264.1

Adjusted OP

G= E-F

4.5

4.25

5.9

Adjusted (OP/Sale)

H = G/E

5.00%

2.36%

2.19%

Weighted
average

7.83%

2.71%

Hence, in the present example, the taxpayer in FY 2020-21 should earn at least an operating profit
margin of 2.7 percent or more to meet the arm’s length standard. If the assumptions and methodology
used to determine this adjusted arm’s length margin is found to be reasonable, then it is suggested that
the tax authorities consider accepting the taxpayer margin if it is 2.7 percent or more and not draw any
adverse inference especially in cases where there may be a variation from an ex-post working

–

for fixed cost adjustment has been upheld
in certain Tribunal decisions. Hence, a
reference may be drawn to those case laws
in the present context.
If the adjustment is quantified using tested
party data, it may be noted that adjustment
factor should be based on “untainted”
financial items, i.e., revenue or cost
streams that arise from unrelated party
transactions.

Adjusting tested party’s profit computation to
adjust for abnormal/extra-ordinary items arising
from COVID-19
–
Under this approach, if the economic
impact of COVID-19 on a tested party can
be reasonably delineated, such enhanced
costs may be considered to not relate to the
normal business operations of the tested
party. In such a case, the tested party’s
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–

results may be adjusted to remove the
impact of such extra-ordinary/abnormal
items. Thereafter, the adjusted/normalised
margin of the tested party may be
evaluated against the normal/pre-COVID-19
results of the comparable companies to
ascertain the arm’s length nature of the
tested party. If such arm’s length nature
can be demonstrated, no further price
adjustment may be required considering
such additional costs as extra-ordinary/
abnormal items. The present Indian judicial
jurisprudence also supports this approach,
as discussed in Chapter 2.
Herein, the taxpayer will be required to
maintain robust documentation to support
the incidence and quantification of the
identified extraordinary items.
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Re-analysing the arm’s length range for the
COVID-19 period benchmarking
Use of full-range for TP documentation for the
COVID-19 period
–
The downturn caused by COVID-19 has a
varied impact on industry players and thus
in certain cases, the margins earned/prices
charged or paid by the taxpayer may not fall
within the prescribed arm’s length range of
the 35th-65th percentile.
In this regard, the OECD TP Guidelines36
recommend that while using a range/subset
of the data points available, the underlying
assumption is that the certain data points
(for instance, beyond the inter-quartile
range) may not be considered as reliable
comparables. However, the OECD TP
Guidelines37 also provide that if taxpayers
are able to support that data points in the
comparable set represent comparable
observations that are of equal reliability, the
full range may also be considered.
–
Where a taxpayer is able to establish
that based on available comparables’
data, the full range comprises results
of relatively equal and high reliability, a
full range may be applied instead of the
35th-65th percentile to determine ALP of
the transaction. In other words, if it can
be demonstrated that all data points in
the comparable set are comparable with
an “equal and high reliability” (instead of
adopting a sub-set of the comparable set),
the entire data set may be considered as
arm’s length. In practice, this could be
contentious at the field audit level and
hence, should be used with caution.
Use of wider range in case of arithmetic mean
for the COVID-19 period benchmarking
–
At the time of introduction of TP provisions
in India, it was envisaged that the ALP is
bound to vary in different situations and
circumstances. Therefore, a reasonable
tolerance band of 5 percent was provided.
Subsequently, the tolerance bands were
reduced to 3 percent/1 percent.
–
Hence, it can be inferred that when there
was higher uncertainty towards ALP
determination in the initial years of Indian
transfer pricing regulation, the mechanism
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Para 3.59 of the OECD TP Guidelines
Para 3.62 of the OECD TP Guidelines

35

of tolerance band was used for normal
business years that did not face any sort
of global economic crisis. In the present
circumstances, wherein the taxpayer is
unable to resort to a range and has to rely
on arithmetic mean, the tax authorities may
notify an increased tolerance band for the
COVID-19 period.
Inclusion of loss-making comparables for the
COVID-19 period benchmarking
–
Loss-making companies, which were earlier
rejected as abnormal based on quantitative
screening, may need to be re-analysed to
ascertain whether they can be included in
the final comparable set. Their inclusion
will be akin to introducing a quantitative
adjustment to account for the adverse
impact of the pandemic on the prior
historical data. For this, quantitative screens
of persistent losses, declining sales trend,
etc., may need to be excluded from the
benchmarking analysis process.
Other economic adjustments that may be
continued to be considered for benchmarking
during this COVID-19 period
–
Working capital adjustment – Due to
COVID-19, several MNE groups are evaluating
adjusting the credit period for intra-group
transactions, to ease the increasing pressure
on various group entities’ working capital.
Such an impact is further intensified on
account of customers requesting for
additional credit period and slow movement
of inventories.
Working capital management mechanisms
are being sought to be used by independent
companies. However, the extent of
difference in the working capital costs
incurred by the tested party and the
comparable companies may not be known
and hence, cannot be considered in an
ex-ante analysis. Therefore, if the tax
authorities do use the ex-post analysis
during assessments, a working capital
adjustment may be used, especially with
an objective to explain the variation, if any,
between the ex-ante results and ex-post
workings.
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–

•

Currency adjustment – This may be
required in cases where a substantial
impact on profits is derived from imports.
In the present crisis, foreign exchange
fluctuations have resulted in an abnormal
increase in import costs. This has been
offset by a reduction in import volumes.
However, for the full FY, a decline in volumes
may not be sufficient to completely negate
the impact of currency depreciation.
Herein, a “but for COVID-19” adjustment
can be considered. Import prices may be
analysed with a reference to a “normalised”
currency exchange rate. The difference in
the INR costs of imports may be taken as
a comparability adjustment applied on the
tested party. It may be noted that a reverse
adjustment can be applied in case of service
providers.

Specific considerations for economic
adjustments that may be applied during an
ex-post analysis conducted for TP scrutiny
While all of the above economic adjustments
may be applied in an ex-post analysis, there are
certain specific considerations when the actual
comparable data for FY 2020-21 may be available.
These aspects would be particularly relevant
during assessment proceedings.

Appropriate data period for benchmarking for
COVID-19 affected period: Single-year vs. multipleyear data
• For the present economic environment, in an
ex-post analysis also, arm’s length results can
be based only on the data for FY 2020-21 as past
years have not been affected by COVID-19. This
will be a departure from the normal practice
of using multiple-year data, as advocated and
adopted by most taxpayers. It is suggested that
the tax authorities recognise the unprecedented
circumstances and not disagree with taxpayers’
documentation, especially if the selection of
comparable companies and other aspects of the
benchmarking analysis are found to be reasonable.
• Use of multiple-year data of tested party: In case
of a risk bearing entity, if multiple-year data will
be used for the comparability purpose, comparing
three-year weighted average margin of the
tested party (instead of single year) with the
three-year weighted average of financial data of
comparable companies is appropriate. This will
even out the differences in financial data of the
tested party and the comparable companies and
bring them at the level-playing field. Referred to as
“term test”, this is explained with the help of the
following illustration:

Illustration: Use of multiple-year data of the tested party
Particulars

Tested party margin

Range of comparable margins

FY 2020-21

5%

4−8%

FY 2019-20

12%

11−15%

FY 2018-19

14%

12−16%

Weighted average of 3 years

10%

8−12%

From the above scenario, it is apparent that the margin of the tested party (5 percent) for FY 2020-21, which is a COVID-19affected year is lesser compared with a three-year weighted average range of comparable company margins (8−12 percent).
However, the term-tested margin of the tested party for the three years FY 2018-19 through FY 2020-21 taken together (10
percent) is within the range. Although “term test” is not expressly provided for in the Indian transfer pricing regulations, it is a
useful corroborative analysis to provide weightage to the ex-ante TP documentation.
During the course of the audit, it is additionally useful to rely on specific financial information provided by comparable
companies about their COVID-19 impact as mandated by international accounting bodies for the purpose of financial
reporting.
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The ICAI has issued an advisory note on ICAI COVID-19 advisory on financial reporting, which highlights
certain disclosure requirements in the financial statements on account of the impact of COVID-19. The
guidance includes the following disclosures for the FYs that are affected by the pandemic:
• Material uncertainties that might cast significant
doubt upon an entity's ability to continue as
a going concern under The Indian Accounting
Standards (Ind AS) 1

• Details of a fall in revenue due to a decrease in
market demand, shortage of labour, an increase in
sales return, a decrease in volume discount, higher
price discounts, etc., per IND AS 115

• Disclosures and explanatory notes regarding
the impact of COVID-19 on financial position,
performance, and cash flows

• Impact of COVID-19 on various credit-related
aspects, such as methods, assumptions, and
information, used in estimating Expected Credit
Loss (ECL), policies, and procedures for valuing
collaterals, etc., in respect of IND AS 107 on
Financial Instruments Disclosures

• Significant write downs due to reduced movement
in inventory, a decline in selling prices, or inventory
obsolescence due to lower than expected sales
• Details of impairment of assets
• Goodwill impairment due to an adverse effect in
operations of cash generating units

•
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• Disclosures pertaining to fair value measurement
of assets and liabilities
• Additional disclosures in interim financial
statement to reflect COVID-19’s financial impact
and the measures taken to contain it

In summary: Using tested party data to enhance comparability can augment the TP documentation and
be useful to support TP assessment proceedings that may take place for FY 2020-21 in later years.
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Part 3: Preparing for TP assessments–
Key takeaways
The foregoing chapters have dealt with a “troika”
of techniques to address the determination of
transfer prices in an ex-ante contemporaneous
setting during unusual circumstances – quarterly
data analysis, regression analysis, and adjustments
to comparables/tested party. Some of these (such
as the “but for COVID-19” approach) have received
endorsement from revenue authorities in overseas
jurisdictions, while others (such as effecting
adjustments to comparables’ or tested party data)
have been approved by Indian tribunals. Finally,
econometric techniques, such as regression analysis,
provide a scientific basis to bridge the time lag and
provide for a reasonably reliable contemporaneous
basis to decide on TP positions during a period of
economic upheaval.
Such an ex-ante price setting is intended to replace
an ex-post price determination, by conducting an
analysis that is accepted by way of international
guidance and/or judicial precedents in setting and
re-calibrating its transfer prices. Taxpayers may
consider adopting the multi-pronged approach to
determine the arm’s length range for their specific
factual, and functional and risk analysis, and prepare
themselves on these lines for an assessment.

in producing documentation. Therefore, tax
administrations should balance requests for
documentation against the expected cost and
administrative burden to the taxpayer of creating it.
Where a taxpayer reasonably demonstrates,
having regard to the principles of these guidelines,
that either no comparable data exists or the
cost of locating the comparable data would be
disproportionately high relative to the amounts at
issue, the taxpayer should not be required to incur
costs in searching for such data.
Based on the above guidance, for taxpayers, the
need of the hour (and this cannot be emphasised
enough) is to consider their business circumstances
and that of the MNE group that they belong to. They
also need to proactively use the tools and techniques
suggested in this paper and findings that would
form the basis of contemporaneous ex-ante arm’s
length pricing. This pricing should be accepted as the
basis for an ex-ante documentation by the revenue
authorities upon audit.
To conclude, the following is an illustrative
framework for taxpayers:
•

So what should taxpayers do to prepare
themselves for audit?
As a point of reference, to cite the relevant
paragraphs from the OECD TP Guidelines 2017 on
maintenance of contemporaneous documentation:
5.27 Each taxpayer should endeavour to determine
transfer prices for tax purposes in line with the arm’s
length principle, based on information reasonably
available at the time of the transaction. Thus, a
taxpayer ordinarily should give consideration to
whether its transfer pricing is appropriate for
tax purposes before the pricing is established
and should confirm the arm’s length nature of its
financial results at the time of filing its tax return.
5.28 Taxpayers should not be expected to incur
disproportionately high costs and burdens
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•
•

•

•

•

Determine variances in operations and the
financial impact thereof at the entity/transaction
level.
Identify the group impact of the pandemic on
revenue and credit flows.
Assess impact on current TP arrangements and
benchmarking strategy to assess if any changes
are required.
Prepare a robust ex-ante analysis to determine
the expected arm’s length range for FY ending
March 2021.
Undertake an analysis of the quarterly data
to comprehend contemporaneous financial
performance trends to arrive at an arm’s
length range.
Determine exceptional costs that would
otherwise not have been incurred but for
COVID-19 situations, which could call for
adjustment.
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•

•

•
•

•

Make economic adjustments to the operating
results of the tested party or the comparable
companies.
Consider undertaking an estimate of the margins
of comparable companies by applying statistically
robust regression models.
Establish the arm’s length range to determine any
updates to the transfer prices for FY 2020-21.
Put in place intercompany agreements or
addendum to reflect the ex-ante change in
transfer prices, if any.
Document the ex-ante analysis in the annual
TP report.

Should the tax authorities use an ex-post
analysis during the TP audits, apart from the
abovementioned framework, taxpayers should
also be prepared to analyse the FY 202-21 data for
comparable companies to assess the differences/
similarities of the COVID-19 impact on the
profitability of the comparables vis-a-vis taxpayers’
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profitability. To the extent the data and information
is available in the annual reports, taxpayers should
be prepared to analyse the variance in factors such
as revenues, fixed costs, capacity utilisation, credit
period, and foreign exchange fluctuations that may
have affected the comparable companies’ profit
margins. This detailed analysis will also help explain
differentials in the arm’s length range derived from
the abovementioned ex-ante approach and the expost analysis.
Ex-ante transfer pricing during COVID-19 is timesensitive. Hence, taxpayers should be aware that this
framework needs to be put in place by the end of
the FY (31 March 2021), to reflect good faith and due
diligence. As the OECD TP Guidelines suggest, the
revenue authorities should correspondingly respect
such an ex-ante analysis and documentation upon
audit and appreciate its rationale and adoption in
these unusual times.
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Glossary
ALP

Arm's Length Price

APA

Advance Pricing Agreements

ATO

Australian Tax Office

BFSI

Banking, Financial Services and Insurance

BS6

Bharat Stage VI

CAFE

Corporate Average Fuel Efficiency

CBDT

The Central Board of Direct Taxes

COGS

Cost of Goods Sold

CPM

Cost Plus Method

CUP

Comparable Uncontrolled Price Method

ECL

Expected Credit Loss

FMCG

Fast Moving Consumer Goods

FY

Financial Year

GDP

Gross Domestic Product

GP

Gross Profit

HTVI

Hard to Value Intangibles

ICAI COVID-19 advisory on
financial reporting

"Impact of Coronavirus on Financial Reporting and the Auditors
Consideration"

ICAI TP Guidance Note 2020

Guidance Note on Report under Section 92E of the Income-Tax Act, 1961 (Transfer Pricing) Revised 2020

IND AS

The Indian Accounting Standards

IPC

Industrials Products and Construction

IRAS

Inland Revenue Administrative Service

IT

Information Technology

ITAT/ Tribunal

Income-tax Appellate Tribunal

MNE

Multinational Enterprise

OECD

Organisation for Economic Co-operation and Development

OECD TP Guidelines

OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations, July
2017

OM

Operating Margins

OP

Operating Profit

PLI

Profit Level Indicator

PSM

Profit Split Method

RPM

Resale Price Method

SG&A

Selling, General and Administrative
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TNMM

Transactional Net Margin Method

TP

Transfer Pricing

TPO

Transfer Pricing Officer

UN

The United Nations

UN TP Manual

The United Nations Practical Manual on Transfer Pricing

US

The United States of America

VRS

Voluntary Retirement Scheme

vs.

Versus

WFH

Work From Home
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