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Income Tax – Transfer Pricing – ALP adjustments - it is immaterial as to whether or not the income of the assessee was exempt from income tax. Special Bench decision in Aztec Software [which was stayed by Karnataka HC]followed: a Division Bench cannot even diregard decision of another Division Bench, let alone that of a Larger Bench. Five Member Special Bench decision in the case of Aztech Software Technology followed and the conclusion of the CIT(A) to the effect that the transfer pricing provisions could not have been invoked on the facts of this case, as the assessee did not have any tax avoidance motive, is vacated. Interestingly in this case, the Special Bench decision reliep upon by the Revenue and respectfully followed by the Tribunal, hads been stayed by the Karnataka High Court and apparently this fact was not brought to the notice of the Tribunal by either parties. So in effect after a scloarly discussion on judicial discipline, what the Tribunal followed was a non-existing judgement!
Arms Length Price: In a situation in which the revenue authorities seek to disturb the method of determining the arms length price, as adopted by the assessee, it is necessary for them to demonstrate that, on the given facts of the case, a particular method will be more appropriate vis-à-vis the method adopted by the assessee, and such an appropriateness of method must be shown on the touchstone of the factors set out in Rule 10C(2) above. The ALP adjustments are counter measures to ensure that the prices at which
ternational transactions are entered into by the associated enterprises are not so contrived as to adversely affect the domestic tax base, and, therefore, most appropriate method should be decided in the light of this basic governing principle alone.
In a situation in which the assessee has followed one of the standard metods of determining ALP, such a method cannot be discarded in preference over transactional profit methods unless the revenue authorities are able to demonstrate the fallacies in application of standard methods. In any event, any preference of one method over the other method must be justified by the Transfer Pricing Officer on the basis of cogent material and sound reasoning.
ORDER
Per : Pramod Kumar :
1. This is an appeal filed by the Revenue and it challenges correctness of the Commissioner (Appeals) order dated 22 nd October 2006, in the matter of assessment for the assessment year 2003-04. The focus in dispute is an adjustment in arms length price (ALP adjustment) of Rs 56,35,952 , as made in the impugned assessment order, which has been deleted by the Commissioner (Appeals).

2. The grievances of the appellant are two fold – first, that the Commissioner (Appeals) erred in allowing relief “on the ground that there is no necessity to manipulating assessee's income as the unit is 100% EOU”; and – second, that, even on merits, the Appellate Commissioner erred in deleting the ALP adjustment since (a) the method adopted by the Revenue, in making this adjustment, was most appropriate method best suited to the facts and circumstances of the case, and (b) the ALP adjustments were made on the basis of comparable cases which have not been rebutted even in proceedings before the Appellate Commissioner. For the sake of record, however, the grounds of appeal taken by the Revenue are reproduced below:

That the learned CIT(A) erred in law and on facts in allowing relief of Rs 56,35,952 on the ground that there is no necessity of manipulating asseessee's income as the unit is a 100% EOU ignoring that the facts and circumstances of the case prove to the contrary.

That the learned CIT(A) erred in law and on facts in allowing relief of Rs 56,35,952 the adjustment of which was made by the Transfer Pricing Officer on the basis of comparable cases which were not rebutted in appeal.

That the learned CIT(A) erred in law and on facts in allowing relief of Rs 56,35,952 ignoring the report of the TPO and further ignoring the method adopted by the TPO which was the most appropriate method best suited to the facts and circumstances of the case for determining arms length price.
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3. The taxpayer before us is a 100% Export Oriented Undertaking (EOU) engaged in the business of manufacturing and supplying high quality kits of components to European Original Equipment Manufacturers (OEMs) and power engineering customers in Gulf and Asia Pacific Region. The taxpayer is mainly engaged in manufacturing of strap connectors. Its entire shareholding is held by Bryden Properties Limited, UK , which in turn is closely connected with MSS Investments Limited, UK , in as much as the shareholdings in these two companies have common ownership. The transactions entered into with these companies admittedly classify as transactions with associated enterprises (AEs). During the relevant accounting period, the assessee entered into following transactions with its associated enterprises (AEs):

	Particulars of transaction
	Amount
	ALP         computation Method applied

	Purchases         of         raw

material                          and
components

Export of Finished Goods
	1,76,64,181 4,03,67,972
	Cost     Plus     Method Cost Plus Method

	Borrowing      of      foreign currency loans
	1,04,65,500
	Comparable Uncontrolled       Price (CUP) method


4. In the course of assessment proceedings, a reference was under section 92CA(1) made to the Transfer Pricing Officer for ascertaining the arms length price in respect of the aforesaid international transactions that the assessee entered into with associated enterprises. While the TPO accepted the transaction price of foreign currency borrowing as at arms length price, he did not accept the contention of the assessee that the transactions with the associated enterprises, in respect of purchase of raw material and component as also in respect of export of finished goods, are at arms length price. As regards the purchase of raw materials, the TPO took note of assessee's contention that the raw material, which mainly consists of copper and lead, are charged by the AE on the basis of rates prevailing at London Metal Exchange, and certain mark up thereon. This mark up ranging between 2% to 6%, according to the assessee, was quite insignificant and it was charged for services rendered by the AE in connection with purchases. The assessee also submitted that it is neither practical nor desirable for the assessee company to directly deal with third party suppliers in UK – particularly when the assessee has an AE, with several decades of experience in this line, in UK . The fact that the assessee is a vendor to OEMs in Europe, which necessarily requires top quality input material, and that the assessee needs only small quantities of several items, which need to be consolidated and shipped together by the AE in order to make the imports economical and feasible, also requires the involvement of AE in the entire import process. While the Transfer Pricing Officer did not find any defects in the above submissions of the assessee, the Transfer Pricing Officer also noted that the assessee has not given any material to support the contention that the service charges paid by the assessee to the AE are at arms length prices. It was also noted that the assessee has claimed that the loss incurred by the assessee at 7.63% is lower than the average loss of
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23.35% loss incurred by the comparable companies, and, for this reason, the transaction price shown by the assessee should be accepted as an arms length price. As regards the export of finished goods to the AEs, the TPO noted that the assessee has exported 83.33% of its finished goods to the AEs while the balance goods is sold to other unassociated enterprises. It was also noted that the assessee has sold goods worth about Rs 1 crore in the domestic market. The assessee claimed, based on the details given below, that the net margin of the assessee at – 7.63% is lower than the average of comparable cases which comes to -23.25%

	Sl No.
	Name of the company
	PBT/ Sales (%)

	1.
	G K W Limited
	-36.42%

	2.
	Shardlow India
	- 7.78%

	3.
	Sunderam Industries Limited
	- 7.92%


5.
As the assessee was not able to give details on the basis of which the above
companies were selected, all these comparables were rejected. The contention of the
assessee that cost plus margin method was also rejected. The reasoning given by
the Transfer Pricing Officer was as follows:

It (the assessee) has applied cost plus margin method to suggest that margins earned by the assessee is comparable to those earned in export to non-AEs. The basis of calculation of the gross margin is not clear. While distributing various costs, it is always difficult to exactly find out the correct ratio in which all these costs should be allocated and if the distribution of all these costs is not done correctly, it may give undesirable results.

6.
It was in this backdrop and having rejected the contentions of the assessee about
the transaction prices being arms length price that the Transfer Pricing Officer
proceeded to determine the arms length price. The TPO noted that the assessee had
started his operations in the financial year 1999-2000, and right from beginning,
with solitary exception of the current financial year, the assessee has earned profits.
It was also noted that the profit before taxes (PBT), as a ratio to sales, shown by the
assessee for the financial years 1999-2000 to 2004-05 was 11.51%,
6.59%,17.27%,(-)2.35%, 10.34% and 15.05% respectively. The TPO thus noted
that except for the year before us, i.e. financial year 2002-03, the assessee has
show a positive PBT/Sales ratio in every year. It was also noted that the assessee
has not been able to give any reasonable explanation for incurring the loss in this
year. The turnover of the assessee has gone up from Rs 3.38 crores in the
immediate preceding year to 5.62 crores in the present year, and yet the assessee
has suffered a loss. The TPO thus inferred that “ the loss in the present year can
be explained only by way of some extraordinary expenses, which pertains
only to the current year or the transactions with the AEs have not been at
arms length ”. On further examination of data relating to this year, the TPO found
that the material consumption to sales ratio in the current year has been 76.24% as
against 46.75% in the immediate preceding year. The TPO obsereved that “ In view
of the increase in cost of raw material, it is expected that the assessee
ould have charged correspondingly higher figures for its sale to AE, which has not been done and this is one of the major reason for assessee making the loss only in this financial year ”. The TPO thus concluded that “ In other words, the assessee has absorbed the increase in cost of raw material instead of passing on the same to its AE also ” and that “ in the light of the above discussions, an adjustment is required to be made and the same is done as per TNMM method ”. The TPO then picked up four companies, from prowess database, which were dealing in ‘connectors'. Out of this one company had NIL sales in the current year, and the balance companies, the details of which are tabulated below, were accepted as comparables :

	
	2000-01-02     02-03     Product 01

	FCI         Oen Connectors Ltd
	35.07%
	22.39%
	18.71%
	Connectors

	Salzer Electronics Ltd
	12.77%
	5.94%
	4.67%
	Connectors

	Salzer      Exports
5.05% Ltd
	0
	Connectors and its -1.68%
accessories


7. The stand of the assessee that the product dealt with by these companies are not the same as being dealt with by the assessee company was brushed aside by the TPO, on the ground that “under TNMM method, comparable need be only broadly similar and significant product diversity and some functional diversity between the controlled and the uncontrolled parties is acceptable” and that “in this case, comparable chosen are having the product connectors which is similar to the product made by the assessee”. The TPO thus adopted average of PBT/ Cost ratio of these three companies, which worked out to 7.23%, and computed the arms length operating profit at Rs 42,68,141. Accordingly, the arms length operating reveue was computed by the Transfer Pricing Officer at Rs 6,33,01,901. On this basis, an adjustment of Rs 56,35,952 was made to the total income disclosed by the assessee.

8. Aggrieved by the arms length price adjustment so made, the assessee carried the matter in appeal before the Commissioner (Appeals). In the course of appellate proceedings, a remand report was also called from the Transfer Pricing Officer. Vide remand report dated 21 st December 2006, a copy of which was also placed before us at pages 42-44 of the paperbook, Transfer Pricing Officer reiterated his stand. With regard to import of raw material from associated enterprises, the TPO noted assessee's stand that the AE purchases raw material on behalf of the assessee and exports the same to the assessee company on bulk basis. The assessee's submission was that the AE is allowed a mark up of 2% to 6%, but, in consideration of the same, the AE sources the raw material, consolidates shipping of all these purchases and does all the necessary ground work and follow up. It was also submitted that the AE has charged a very nominal mark up, the import transaction can also be treated as arms length price on the CUP (Comparable Unctrolled Price) method basis as well. It was also pointed out that in the subsequent years, the same method has been
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accepted by the revenue athoorities and no arms length price adjustments have been made. All these arguments were brushed aside by the learned Transfer Pricing Officer. He observed that the assessee has not furnished group transfer pricing policy nor has the assessee specified as to what is the amount the associated enterprises is charging from the other parties. Justifying the need of information about the prices being charged by the AE from other unrelated parties, the Transfer Pricing Offcier observed that “ comparability can be established only when comparision is made in an uncontrolled situation” and added that “While determining the prices, the AE considers its own prices but does not consider the return that the assessee should have earned”. “Moreover”, added the Transfer Pricing Officer, “the assessee itself had rendered itself to benchmarking by the TNMM, wherein it was established that the assessee's margins were lower than that of comparables as identified by the TPO”. The Transfer Pricing Officer also took note that “the material consumption ratio on sales has gone up from 46.75% in FY 2001-02 to 76.24% in the currentv fiscal year” and that “in view of the increase in cost of raw material, it is expected that the assessee should have charged correspondingly higher figure for its sale to AE which has not been done and this is the major reason for the assesse making loss only in this financial year”. In the remand report thus, all the contentions of the assessee were once again rejected. Be that as it may, learned Commissioner (Appeals) did not quite agree with the Transfer Pricing Officer on these issues and he upheld the grievance of the assessee. Learned Commissioner (Appeals) deleted the impugned arms length price adjustment, and, in his brief operative portion of the order, observed as follows:

The TPO has disregarded the comparables submitted by the assessee and has selected some other comparables and followed TNMM method and made the adjustments. The assessee also objected to the comparables adopted by the TPO for the purpose of carryng out adjustments under section 92CA(3) of the Act.The assessee was able to explain the losses during the FY 2002-03 stating that there was substantial increase in material consumption (70 to 75%) due to low end products. The assessee also expained that the losses were due to lower capacity utilization.I also agree with the assessee argument that there is no necessity for manipulating the export prices in view of the fact that theirs is a 100% EOU. Thus, the assessee was able to explain the low profitability with facts and figures but the TPO rejected the assessee's argument without any reasonable and strong basis. Even the comparables adopted by the TPO for the purpose of adjustment are not really comparable in view of assessee's objections. Even as per Rule 10C of the IT Rules, the TPO should adopt the most appropriate method which is best suited to the facts and circumstances of each particular international transaction which provides most reliable measure of arms length price in relation to international transaction. The TPO totally ignored the intent behind these rules and carried out the adjustments on a strong presumption that the increase in costs have not been passed to the AEs and thus the losses are incurred. I am unable to agree with TPO's presumptions which I have already discussed above. Therefore, the adjustments made by the TPO are not justifiable, hence deleted.
9.   The  Assessing   Officer  is   aggrieved   of the   relief  so  given   by  the  Appellate Commissioner and is in appeal before us.
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10. We have heard the rival contentions, perused the material on record and duly considered factual matrix of the case as also the applicable legal position.

11. One of the grievances of the Assessing Officer, as we have noted earlier in this order, is that the Appellate Commissioner erred in holding that the assessee did not have any reasons to manipulate the prices as assessee was a 100% EOU, suggesting that since entire income of the assessee was exempt from tax, no arms length price adjustment can be made in respect of international transactions that the assessee entered into with its associated enterprises. We will take up this issue first.

12. Shri Kaushal, learned Commissioner appearing for the Revenue, submits that, so far arms length price adjustments are concerned, it is immaterial as to whether or not the income of the assessee was exempt from income tax. Our attention is invited to a five Member bench of this Tribunal in the case of Aztec Software and Technology Services Ltd Vs Assistant Commissioner of Income-tax ( 294 ITR AT 32 ) wherein it is held that, in order to invoke transfer pricing provisions, it is not necessary for the Revenue to establish any tax evasion. It is, therefore, immaterial whether or not the assessee derives any tax advatage by entering into transactions which are not arms length price. As long as the transactions are not at arms length prices, the Assessing Officer cannot be faulted for making transfer pricing adjustments. He, therefore, submitted that the CIT(A) has clearly erred in deleting the impugned additions, inter alia, on the ground that “ there is no necessity for manipulating the export prices in view of the fact that the assessee is a 100% EOU (eligible for income tax exemption) ”.
13. Dr Pathak, on the other hand, relies upon a recent decision of a co ordinate bench in the case of Philips Software Centre Pvt Ltd Vs ACIT, Bangalore wherein it is, inter alia, held that Since the basic intention behind introducing the transfer pricing provisions in the Act is to prevent shifting of profits outside India, and the assessee is claiming benefit under section 10A of the Act, the transfer pricing provisions ought not to be applied to the assessee. He submits that the Bangalore bench has duly considered the impact of Aztec decision (supra) by the five Member bench of the Tribunal, and yet the Division Bench was of the considered view that the transfer pricing provision cannot be applied in a case where profits of the assessee are fully exempt from tax under section 10 A. It is contended that once a co ordinate bench comes to a conclusion on a set of material facts, it cannot be open to another coordinate bench of equal strength, on materially identical facts, to come to any other conclusion. We are thus urged to confirm the order of the Commissioner (Appeals) for this short reason and decline to interfere in the matter. While learned counsel for the assessee made elaborate arguments on merits, he also submitted that all these arguments may not be necessary to deal with in view of the fact that the assessee did not stand to gain by distorting the transfer prices, and, for this reason alone, transfer pricing adjustments could not be made. When asked to reconcile between the views of the five Member bench vis-à-vis the Division Bench and when asked as to which of these benches should be followed in case there is a conflict in the views of these benches, learned counsel placed his reliance on the reasoning adopted in the decision of the Division Bench. He was, however, gracious enough to state that as a counsel, it was his duty to invite our attention to the judicial precdents applicable on the facts of the assessee's case, and that is precisely
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what he has done by referring to the said Division Bench. It is not for him to comment upon whether the Division Bench was right or not in not following, even if that be so, the Special Bench decision. He added that it is not the case that the Division Bench was ignorant about the Special Bench decision in Aztec's case, as evident from the fact that the Division Bench has duly note of and discussed the Aztec decision and it was a conscious decision on the part of the Division Bench to do so. He, however, does not dispute the fact that there is an element of conflict between the decisions in the case of Aztec Software (supra) and Philips Software (supra) and that the former is by the larger bench.

14. Shri Kaushal submits that the Division Bench decision is clearly per incurium and it has no precedence value. It is submitted that once a five member Special Bench has taken a view, it is not possible for any Tribunal bench consisting of lesser number of Members, which will be lower is hierarchy, to take a view contrary to the view so taken. The decision of the Bangalore Division Bench in Philips Software's case (supra) thus, according to the learned Commissioner (DR), diregards the basic principles of judicial precedents. Such a decision cannot have any binding character on another Division Bench. It is also submitted that the issue is squarely covered in favour of the Revenue by a larger bench of this Tribunal which is binding on us. We are thus urged to vacate the findings of the CIT(A) in this regard.
15. We see substance in Shri Kaushal's submissions. No doubt, as pointed out by Dr Pathak, Bangalore Division Bench of the Tribunal, in Philips' case (supra), has held that , “Since the basic intention behind introducing the transfer pricing provisions in the Act is to prevent shifting of profits outside India, and the assessee is claiming benefit under section 10A of the Act, the transfer pricing provisions ought not to be applied to the assessee”, but then this view of the Division Bench is is diametrically opposite to the views of an earlier five member Special Bench of this Tribunal in the case of Aztec Software & Technology Services Ltd (supra) wherein this larger bench, inter alia, observed as follows:
21. It is abundantly clear that Legislature while introducing the enactment did comprehend a situation requiring investigation and addition on account of computation of arms' length price in cases of the assessee entitled to benefit under sections 10A/10AA or section 10B of the Act. In the light of specific provision, it is difficult to contend that arms' length prices cannot be determined under section 92C or 92CA where assessee is entitled to benefit of above sections.

In the light of above discussion, we hold that although Chapter-X has title "Special provision relating to avoidance of tax" and aim of various sections under Chapter-X is to check avoidance of taxes, diversion of income and funds by non​residents from India, it is not necessary that Assessing Officer must demonstrate such avoidance and diversion of tax before invoking provisions of section 92C and 92CA. Consequently, question No. 1 is answered in negative i.e. against the assessee and in favour of the Revenue. It is further held that the ld. CIT (Appeals) was wrong in attaching importance to the fact that the taxpayer s entitled to benefit under sections 10A/10AA of Income-tax Act. 16. There is, thus, no meeting ground between the decision of the Special Bench in Aztech Software's case (supra) and the decision of Division Bench in Philips Software's case (supra). We are in a difficult situation in which both these contradictory decisions are cited before us and it is also pointed out to us that the Division Bench was fully aware of the Special Bench decision and yet, based on its independent analysis, came to a conclusion other than the conclusion drawn by the Special Bench. It is only elementary that a judicial forum's approach to disregard a binding precedent from a superior judicial forum, including by larger benches of the same judicial institution, is contrary to the first principles of the theory of judicial precedence. This legal position in this regard is very elaborately set out in a number of judgments by the Hon'ble High Courts and Hon'ble Supreme Court, including by Hon'ble Andhra Pradesh High Court's full bench judgment in the case of CIT Vs B R Constructions Pvt Ltd (202 ITR 222) and Hon'ble Supreme Court's judgment in the case of Union of India Vs Paras Laminates Pvt Ltd (186 ITR 722). As a matter of fact, a Division Bench cannot even diregard decision of another Division Bench of equal strength, leave aside a larger bench. The fact that this a conscious decision not to follow the larger bench does not make things better. When the law mandates that a Division Bench cannot diregard another Division Bench, and here is a Division Bench decision which is directly contary to a larger bench decision, the order so disregarding the larger bench cannot be said to have any binding force. A decision does not have binding precedence value because the reasoning of the decision is undisputable or because the matter is not capable for another view being taken, even if that be so, but the decision is binding because it is delivered by a higher judicial forum and the elementary principles of judicial discipline warrant that superior wisdom of the tier below has to give way to the higher wisdom of the tier above. It is in this backdrop, we are unable to follow the decision of the Bangalore Division Bench in Phillips Software's case (supra), so far as the question of applicability of transfer pricing provisions in a case in which assessee is eligible for tax exemption under section 10 A is concerned, and we respectfully follow the Five Member Special Bench decision in the case of Aztech Software Technology (supra), and adopt the reasoning of the said decision. We, therefore, uphold the objection raised by Shri Kaushal. The conclusion of the CIT(A) to the effect that the transfer pricing provisions could not have been invoked on the facts of this case, as the assessee did not have any tax avoidance motive, is hereby vacated.

18. Ground No. 1 is thus allowed in principle, but having regard to the fact that the learned CIT(A) has also decided the issue in favour of the assessee, on merits of the arms length price adjustments made by the Assessing Officer, it is necessary to deal with the issue of ALP adjustments on merits.

19. That takes us to the second set grievance raised in the appeal, i.e. by grounds of appeal numbers 2 and 3, to the effect that the Commissioner (Appeals) erred in deleting the ALP adjustment since (a) the method adopted by the Revenue, in making this adjustment, was most appropriate method best suited to the facts and circumstances of the case, and (b) the ALP adjustments were made on the basis of comparable cases which have not been rebutted even in proceedings before the Commissioner (Appeals).

20. order to adjduciate on this set of grievances raised by the Assessing Officer, we have to analyze the facts of the present case in the light of the principles which govern determination of arms length price under the transfer pricing regulations in India. The first grievance of the revenue authorities is that the method adopted by the Revenue, i.e. Transacational Net Margin Method (TNMM), was the most appropriate method best suited to the facts and circumstances of the case and that the same ought to have been applied by the learned Commissioner (Appeals).

21. In terms of the provisions of Rule 10 C (1) of the Income Tax Rules, 1962, the most appropriate method of ascertaining the arms length price is the “method which is best suited to the facts and circumstances of each particular transaction, and which provides the most reliable measure of an arm's length price in relation to the international transaction”, though, in relatively more specific terms, Rule 10 C (2) provides that while selecting the most appropriate method following factors are to be taken into account:

(A) the nature and class of international transaction;

(B) the class or classes of associated enterprises entering into transactions and the functions performed by them taking into account assets employed or to be employed and risks assumed by such enterprises;

(C) the availability, coverage and reliability of data necessary for appliation of the method;

(D)
the degree of comparability existing between the international transaction and
the uncontrolled transaction and between the enterprises entering into such
transactions;

(F)
the extent to which reliable and accurate adjustments can be made to account
for differences, if any, between the international transaction and the comparable
uncontrolled transaction or between the enterprises entering into such transactions;
and

(G)
the nature, extent and reliability of assumptions required to be made for
application of the method.

22.
In a situation in which the revenue authorities seek to disturb the method of
determining the arms length price, as adopted by the assessee, it is necessary for
them to demonstrate that, on the given facts of the case, a particular method will be
more appropriate vis-à-vis the method adopted by the assessee, and such an
appropriateness of method must be shown on the touchstone of the factors set out in
Rule 10C(2) above. The ALP adjustments are counter measures to ensure that the
prices at which international transactions are entered into by the associated
enterprises are not so contrived as to adversely affect the domestic tax base, and,
therefore, most appropriate method should be decided in the light of this basic
governing principle alone. The consideration as to which method will be more
beneficial to the revenue authorities is certainly not germane to the selection of most

ppropriate method. While there is no particular order or priority of methods which the assessee must follow, and no method can inavariability be considered to be more reliable than others, on a conceptual note, transactional profit methods (i.e. Transactional Net Margin Method and Profit Split Method) are treated as methods of last resort which are pressed into service only when the standard methods, which are also termed as ‘traditional methods', ( i.e. Comparable Uncontrolled Price Method, Resale Price Method and Cost Plus Method) cannot be reasonably applied. The OECD Guidelines also recognize this fact and state that transactional profit methods might be used to “approximate arms length conditions when traditional metods cannot be relied applied alone or exceptionally cannot be applied at all”. We are in considered agreement with this approach. In our considered view, the transaction profit methods should be applied only when standard or traditional methods are incapable of being properly applied on the facts of a case. While traditional methods seek to compute the prices at which international transactions would normally be entered into by the associated enterprise, but for their interdependence and relationship, transactional profit methods seek to compute the profits that the tested party would normally earn on such transactions with unrelated parties. It is only aximomatic that the profits earned by an enterprise is dependent on several factors, and not only on the prices at which trasactions have been entered into with the associated enterprises. The profit based results thus admit possibility of vitiation of results by a number of factors which are not relevant to the determination of prices at which international transactions are entered into by the associated enterprises. These methods, which are a step removed from the methods of computing the prices at which independent transactions would normally take place in respect of the product or service, must therefore be put to service when the traditional methods, which seek to compute prices in independent situations, fail or are incapable of being implemented, as there are large number of situations in which, for a variety of reasons, traditional methods are simply unworkable. The inputs necessary for applying the traditional methods are not always available and that is the reason that despite better results produced by these methods, these methods are not as much put to use. However, whenever necessary inputs for applying one of these methods are available and there is no dispute about comparability of those inputs, there is no good reason to resort to transactional profit methods. It would thus follow that in a situation in which the assessee has followed one of the standard metods of determining ALP, such a method cannot be discarded in preference over transactional profit methods unless the revenue authorities are able to demonstrate the fallacies in application of standard methods. In any event, any preference of one method over the other method must be justified by the Transfer Pricing Officer on the basis of cogent material and sound reasoning. Let us , in the light of this factual position, revert to the facts of this case.

23. It is an undisputed position that the imports of raw material, which mainly consists of copper and lead, are charged by the AE on the basis of rates prevailing at London Metal Exchange, and certain mark up thereon. This mark up ranging between 2% to 6%, according to the assessee, was quite insignificant and it was charged for services rendered by the AE in connection with purchases. The assessee was asked to submit the details of mark up and, on the details of mark up having been furnished by the assessee, the Transfer Pricing Officer observed that, “ it is seen that mark up charged is around 2% to 6% in most of the cases and this mark up includes
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freight and insurance which is paid by the associated enterprise”. The Transfer Pricing Officer himself observes that “ in view of the above (submissions), it can be seen that the AE has rendered significant service in procuring the raw material but the assessee has not been able to give any comparable to suggest that service charges are at arms length”. In the remand proceedings, the TPO has observed that the assessee has not furnished group transfer pricing policy nor has the assessee specified as to what is the amount the associated enterprises is charging from the other parties and that “comparability can be established only when comparision is made in an uncontrolled situation”. Interestingly, the TPO states that “While determining the prices, the AE considers its own prices but does not consider the return that the assessee should have earned”. The Transfer Pricing Officer also took note that “the material consumption ratio on sales has gone up from 46.75% in FY 2001-02 to 76.24% in the current fiscal year” and that “in view of the increase in cost of raw material, it is expected that the assessee should have charged correspondingly higher figure for its sale to AE which has not been done and this is the major reason for the assesse making loss only in this financial year”. Interestingly, however, for the subsequent year, he accepts the same import prices in respect of three major items, i.e. Antimony Lead alloy, Tinned Copper Foil/ Strip of various sizes and Electrical fuses, as arms length price. The true reason of ALP adjustments in respect of imports thus is not the prices being not at the arms length price but the loss having been incurred by the assessee in the relevant previous year. As far as exports of finished goods is concerned, the Transfer Pricing Officer has noted the assessee's contention that “margin earned by the assessee (on exports to AE) is comparable to those earned in exports to non AE” but rejected the cost plus method on the ground that “the basis of gross profit margin is not clear” and that “while distributing various costs, it is always difficult to exactly find out the correct ratio in which all these costs should be allocated and if the distribution of these costs are not done correct, it may give undesirable results”. He has further observed that “cost plus method is not applicable here because the gross margins of the comparable companies are difficult to find in Prowess database or CapitalLine database”. That again proceeds on the fallacy that for application of Cost Plus Method, internal comparables are not sufficient. The Transfer Pricing Officer, having noted that the cost of material consumption in the relevant previous year was 76.24% as against 46.75 % in the immediately prceding year, has also observed that “in view of the increase in the cost of raw material, it is expected that the assessee should have charged correspondingly higher figure for its sale to the AE, which has not been done and this is one of the major reason for the assessee making the loss in the this financial year”. He then added that “in other words, the assessee has absorbed the increase in cost of raw material instead of passing it on to the AE” and, therefore, “an adjustment is required and the same is done as per TNMM method”. The Transfer Pricing Officer has also observed that “the assessee has not been able to rebut the non-passing of unabsorbed costs to the AE”. It is on the strength of this reasoning that the Transfer Pricing Officer has rejected the Cost Plus and CUP method advocated by the assessee, and proceeded to adopt TNMM as method for determining the arms length price.

24. In our considered view, once it is not in dispute that the billing by the AE for raw materials supplied to the assessee is done on the basis of the London Metal Exchange  prices  plus  certain   mark  up,  there  is  no further need  of the internal
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comparables since Lodon Metal Exchange, being an independent organization entering into transparent and arms length transaction with a number of other organization, provides the most reliable prices at which uncontrolled comparable transactions are entered into. The comparable prices of uncontrolled transactions are available in the public domain and in fact these comarable prices are the prices which are the basis of prices at which the internationa transactions have been entered into with the associated enterprises. The only variation, which was between 2% to 6%, in these prices is the mark up factor and that mark up is attributed to the costs of ‘ significant service in procuring the raw material' and ‘freight and insurance which is paid by the associated enterprise'. There is no dispute about this position as evident from the observations made by the Transfer Pricing Officer himself. It is not even the case of the revenue authorities that the consideration paid by way of this mark up is excessive or unreasonable vis-à-vis, to use the words of the Transfer Pricing Officer, ‘significant services provided in procuring the raw material' and ‘freight and insurance costs'. One of the objection taken by the Transfer Pricing Officer is that the service charges charged by the AE from other uncontrolled transactions is not available but then it is nobody's case that the AE is enaged in providing similar services to unrelated enterprises. The external CUP, by way of London Metal Exchange prices, is the basis of determination of transaction prices and all that the Transfer Pricing Officer is to see is whether the variation in such prices vis-à-vis the prices at which the assessee has entered into transactions with the AE is reasonably explained. As a matter of fact, Rule 10B(1)(a)(ii) categorically provides that price charged for the property transferred in comparable uncontrolled transaction, which London Metal Exchange price inherently is, to be ‘adjusted on account of differences, if any, between the international transaction and the comparable uncontrolled transactions or between the enterprises entering into such transactions, which could materially affect the price in the open market”. What is translates into, on the facts of the present case, is that the adjustment on account of services rendered by the AE and the insurance and freight costs are required to be made to the LME prices. An adjustment of 2% to 6%, for such factors, cannot be said to be unjustified. The Transfer Pricing Officer has made no efforts to demonstrate unreasonableness of this mark up. In any event, in view of a series of judgments of this Tribunal, the benefit of the + 5% range is available to the taxpayers in all the cases and the TP adjustment should be restricted only on the net amount remaining after allowing the benefit of 5% range provisions . Therefore, even if we were to assume that, what the Transfer Pricing Officer himself terms as ‘ significant services provided in procuring the raw material' were were worth nothing - an unrealistic assumption anyway, at best an adjustment could be made in the cases of uncontrolled transaction price, i.e. LME price, was found to be less than 5% of the international transaction price minus freight and insurance costs. When admittedly the maximum mark up is 6% and the freight and insurance costs far in excess of 1%, obviously no such adjustments are really possible. We have noted that the Transfer Pricing Officer, in his remand report, observed that “While determining the prices, the AE considers its own prices but does not consider the return that the assessee should have earned” , but then we are unable to understand relevance of this observation in deciding the arms length price. As long as the assessee has entered into raw material purchase transaction with the AE at an arms length price, it is of no consequence whether or not the assessee makes sufficient profits on manufacturing products from such raw material. There are a number of factors governing the profits that the assessee earns in ts
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business and merely because the assessee's business results are not showing profits, or showing lesser profits than industry averages, such profits per se cannot lead to the conclusion that purchase of raw material is not at an arms length price. On the given facts, particularly when the comparable uncontrolled prices of the raw materials are readily available, it is not at all necessary to jump to TNMM method. The only factor which has prevailed on the Transfer Pricing Officer in rejecting the method adopted, or canvassed, by the assessee is the fact that the assessee has incurred loss in the relevant previous year, but, in our humble understanding, such a consideration is wholly irrelevant. The Transactional Net Margin Method, on a conceptual note, is described as one of the method of last resort and is put into service only when no standard or traditional method of ALP determination is appropriate for determination of arms length price.

25.
We have also noted that the Transfer Pricing Officer himself has noted that “the
material consumption ratio on sales has gone up from 46.75% in FY 2001-02 to
76.24% in the current fiscal year” and that the loss in the relevant previous year is
attributed to this high ratio of material consumption to sales. We have also noted
that even on the same prices of raw materials, the assessee has made profits in the
subsequent years. It is thus clear that the loss of the assessee is not explained by
the prices at which the raw materials are purchased but by the special factors which
applied to this particular year alone. The assessee has justified the loss by pointing
out several peculiar factors which applied to this year alone such as lower capacity
utilization and efforts in developing new product lines which resulted in higher
consumption ratio of the raw materials. The Transfer Pricing Officer has not even
gone into merits of these explanations and simply brushed aside the same by
observing that the assessee should have passed on these additional costs to the AE.
We are unable to undestand the rationale of this approach at all. The transfer pricing
regulations do require that the transactions should be entered into at an arms length
price, as close to the independent transactions between unrelated transactions as
possible, but there is certainly no such requirement that the AE must enter into
transactions in such a manner as to ensure that the AEs are allowed to make a
reasonable profit margin. As long as the prices at which international transactions
are entered into are arms length prices, it is hardly relevant whether or not the AE
has ensured that the assessee makes reasonable profits. As much as hypothetical
independence of the transactionsit does not permit artificially low profits by
manipulating prices at which transactions are entered into by the associated
enterprises, it does not also require that the transactions must also be entered into
such a manner as to ensure that the assessee must make reasonable profits. The
question of reasonableness or profits is relevant only when transaction profit
methods are applied, but such a situation arises only when standard or traditional
methods fail. That is not the situation before us. We are in sesisn of a situation in
which traditional method is not properly faulted with and the parameters necessary
for application of the same are available. The consideration about lower profits
having been earned by the assessee, even if that be so, are not at all germane to the
occasion.

26.
In any event, the assessee has given reasonable explanation for higher consumption of raw material in the relevant previous year and no specific defects have been pointed out in the said explanation. However, since we see no need of applying the transactions profit methods on the facts of this case, we need not address ourselves to the explanation of the assessee with regard to, what the Assessing Officer perceives as, lower profits.

27. As far as determiation of ALP of exports to the AEs is concerned, the Assessing Officer has duly noted assessee's contention that the profit margin earned by the assessee on exports to AEs vis-à-vis exports to unrelated enterprises is comparable and, accordingly, it cannot be said that the exports to the AEs are not made at ALPs. The Assessing Officer has not found any inconsistencies or factual errors in this expalantion but has brused aside the same on the ground that the assessee should have passed on higher raw material costs to the AEs. We are unable to approve this approach or the reasoning thereof. When we are applying a traditional or standard method of ALP determination, all that is to be seen is whether or not the mark up over costs relating to such sales to AEs or the prices of such sales to AEs are comparable with mark up over costs relating to such sales to non AEs or prices at which same product is sold to non AEs. The ultimate profit or loss of the assessee is not a relevant factor in this exercise. Unlike in a transaction profit method, in which the basis of determination of ALP is comparability of the profit margin on independent transactions, the basis of determination of ALP in a traditional or standard method is the price of the product or the mark up over costs of sales in independent transactions. Whether or not the additional costs are to be passed on to the AEs is a business decision, which may or may not be relevant in an ALP determination on the basis of transactional profit methods, but when traditional methods of ALP determination are being pressed into service, such consideration are wholly irrelevant. We are, therefore, not inclined to approve the line of reasoning adopted by the Trasfer Pricing Officer in adopting this approach.We have also noted that the TPO has observed that Cost Plus Method cannot be applied as the relevant data is not available in the databases available to him, but this reaoning proceeds on the fallacy that for application of Cost Plus Method, internal comparable uncontrolled transaction is not sufficient. Rule 10 B(c)(ii), inter alia, provides for determination of the amount of normal gross profit mark up to direct and indirect costs, computed according to the same accounting norms as followed in the transaction with AE, by the enterprise in a comparable uncontrolled transaction. In the present case the assessee has entered into export transactions with the unrelated parties and the assessee's mark up on such transactions is admittedly comparable with the exports to related parties.

28. We have also noted that the Transfer Pricing Officer had rejected the cost plus method on the ground that “the basis of gross profit margin is not clear” and that “while distributing various costs, it is always difficult to exactly find out the correct ratio in which all these costs should be allocated and if the distribution of these costs are not done correct, it may give undesirable results”, but then merely because a method of ALP determination presents complexity in approach, it cannot be discarded. That apart, as we have noted above, Rule 10B(c)(ii) requires that the the mark up has to be computed according to the same accounting norms as followed in the transaction with AE, and, therefore, when internal comparison is being made, and as long as the assessee does not follow different accounting norms for different transactions, these nuances of allocation of costs are not relevant. What is material is that the  norms should  be the same for allocation  of costs to controlled  and
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uncontrolled transactions, and since the comparison is with other transactions of the same enterprise, where accounting norms have to be the same, this test is satisfied. Complexity of method, as Transfer Pricing Officer puts against the assessee, is not an issue anyway. The test in selecting the most appropriate method of ALP determination does not have ‘complexity of the method' as one of the factors. All that is to be taken into account for the said purpose is the nature and class of international transaction, the class or classes of associated enterprises entering into transactions and their FAR,the availability, coverage and reliability of data necessary for appliation of the method, the degree of comparability existing between the international transaction and the uncontrolled transaction and between the enterprises entering into such transactions, the extent to which reliable and accurate adjustments can be made to account for differences, if any, between the international transaction and the comparable uncontrolled transaction or between the enterprises entering into such transactions; and the nature, extent and reliability of assumptions required to be made for application of the method. On none of these tests, the method adopted by the assessee can be discarded. As regards non availability of gross margins of the comparable companies in Prowess database or CapitalLine databases, it is sufficient to take note of the provision of Rule 10(1)(c)(ii) which refers to the gross profit mark up to such costs arising from the transfer of similar property by the assessee in a comparable controlled transactions. The assessee had offered the comparison of gross profit mark up margin of the assessee company on transactions with AEs with gross profit mark up margin of the assessee company on transactions with unrelated parties, which, in our considered view, was a sufficient basis for determination of ALP under rule 10(1)(c). The Transfer Pricing Officer therefore did not have any good reasons to reject the method adopted by the assessee. As regards the the lack of clarity about the gross profit margin and difficulties in allocation of costs, it is only elementary that the same parameters was to be applied to the gross profit margin on uncontrolled comparable transactions and therefore the difficulties perceived by the Transfer Pricing Officer were not of much consequence. Having regard to these discussions, and bearing in mind entirety of the case, we are of the considered view that the Tranfer Pricing Officer did indeed err in applying the TNMM method on the facts of this case and thereby disturbing the ALP determined by the assessee. We agree with the assessee that, on the facts of the present case, the ALP could be best determined by the CUP and Cost Plus Method. We, therefore, agree with the learned Commissioner (Appeals) that the facts and circumstances of the case did not warrant or justify any ALP adjustments.

29. We have noted that the assessee has himself given certain comparables but as evident from the perusal of records these comparables were given by the assessee without prejudice to his argument that TNMM was not the most appropriate method of deremining ALP on the facts of this case and when the Transfer Pricing Officer insisted that the assessee must furnish some comparable cases anyway. Now that we have held that TNMM was indeed not the appropriate method of determining ALP on the facts of this case, these comparables are no longer relevant. We decline to go into that aspect of the matter issues as it is now purely academic academic aspect.

30. Ground Nos. 2 and 3 are, accordingly, dismissed.
31. Our reasoning of having come to the same conclusion as the learned Commissioner (Appeals) arrived is altogether different than the reasoning adopted by him, and, therefore, even as we decline to interfere with his conclusions, we disapprove the reasoning adopted by him. Subject to these observations, the appeal is dismissed. Pronounced in the open court today on 29 th day of May, 2009.
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