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Introduction 

 

Transfer Pricing is the general term used for the pricing of cross-border, intra-firm transactions 

between related parties and associated establishments. Around 60% of world trade actually 

takes place within multinational enterprises₁ having presence in different locations in the world. 

With growing global trade, the Indian Government, like the others has made various laws 

regarding Transfer Pricing, with a view to maximize tax revenues, along with the benefits to the 

society. India, introducing its focused TP laws in 2001, ranks amongst the top three countries in 

terms of TP litigation with meager 2 % share in global trade today₂. Ironically, only 10% of the 

TP cases litigated are decided in the favor of tax authorities₃. The legitimacy and efficacy of the 

tax enforcement becomes questionable with such a mismatch between the additional tax 

demands (amounting to Rs 46,466 Crores for the year 2014-2015₃) and the judicial verdicts.  

This mismatch can potentially endanger the MNCs perceptions about the ease of doing business 

in India and consequently future Foreign Direct Investment. At the same time, it demoralizes the 

tax enforcement machinery which is not conducive to good governance. 

Although the issue of TP is complex and multi dimensional it needs a workable model as an 

alternative to overcome the present predicament. This paper attempts to interpret as well as 

The issues of tax enforcement and avoidance are one of the most important agendas of the 

world governance. It involves economic, legal and enforcement considerations which have 

been studied extensively so far. However, the dynamics of human discretion involved in tax 

compliance and tax enforcement as the fourth dimension, is generally understated in the tax 

policy formulation. Such a study becomes even more relevant in a developing country such as 

India, having a complex blend of governance predicaments. This complexity is further 

deepened when issues in international trade between associated enterprises are under 

consideration. This paper attempts to study and theorize the application of human discretion in 

tax compliance from a behavioral perspective. It attempts to suggest an alternative pragmatic 

model to derive a solution to the problem of tax evasion or tax avoidance with a specific 

context of Transfer Pricing.  
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suggest a model, to overcome the said mismatch by applying the basic principles of Behavioral 

Economics.  

MNCs or tax authorities are the human elements attempting to further their respective interests 

and objectives. Tax is not, as commonly misunderstood, an absolutely objective, certain, 

pre-defined amount owed by the tax payer to the tax authorities. Rather than just being an issue 

of enforcement, ascertainment of exact liability of tax is also a matter of discovery and voluntary 

disclosure. Any such situation of discovery or disclosure of tax liability involves an element of 

human discretion, which would essentially involve a behavioral aspect. Traditionally economic 

theory presumes an abstract “rational economic individual and firms” as its building block. The 

psychological and behavioral elements involved in the decision making of the individuals/ a firm 

is assumed to be a universal constant. However, in view of the element of human discretion, in 

the matters of taxation, the issues in TP cannot be theorized without the incorporation of the 

behavioral dynamics of not only tax payment, but also enforcement. Thus, the behavioral 

elements in the process constitute a third dimension to the current Cartesian understanding of 

the dynamics of transfer pricing. 

The complexity of the issue requires multidisciplinary synthesis to be studied from various 

angles including Behavioral Economics. It would provide a multi-wavelength color spectrum 

depicting the nuisances created by the complex reality. This paper attempts to revisit the issues 

of tax assessments and enforcements in a multi dimensional perspective. It suggests an 

alternative outlook so that the MNCs are encouraged for honest income disclosure with 

minimum oversight from the tax authorities, while the state can have a legitimate and enhanced 

tax collection with minimum apprehension of litigation, without compromising its ranking in the 

“ease of doing business”.  India ranked 130 among 189 nations reviewed in the World Bank’s 

Doing Business Report 2016; however, no improvement has been seen from the last year as its 

rank has been downgraded to 131.  This clearly poses a challenge to the country. Out of the 10 

parameters, India has slipped down in 5 parameters and on other 3, there is a status quo. This 

loss of international perception has not even succeeded in improving the tax revenue from TP. 

The suggestions made in this paper are based upon a survey(See Appendix 1), in the form of an 

exploration into the perceptions and predicaments experienced by various parties connected 

with TP issues namely, MNCs, TP officials in Income Tax Department, Chartered Accountants, TP 

consultants, Legal Experts and Finance Managers, Analysts and Finance Academicians. 

 

The Historical Perspective of Tax Compliance 

Transfer Pricing is the general term for the pricing of cross-border (international as well as 

national), intra-firm transactions between related parties and associated establishment. It 

involves buying and selling of goods, patents or services between a parent company and a 

subsidiary, or between two subsidiaries controlled by a common parent or companies associated 

on grounds of common management or source of investments. Since India was under British rule, 

the Indian Income tax Act reflected the international understanding created after WWI in Europe. 

As a result Section 42(2) in the Income tax act 1922 dealt with the situation concerning 

“Transfer pricing” making scanty provisions. After decades, with minute changes the Indian TP 

provisions were reintroduced under “Chapter X :  Section 92 of the Income Tax Act (1961) and 
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Rule 10A-D of the Income Tax Rules (1962). The first ever serious legislation in India regarding 

TP was introduced in Union Budget 2001, via Finance Bill, under “Special Provisions relating to 

avoidance of tax” [Chapter X] [Sections 92 to 92 F of the Income Tax Act 1961].But Additionally, 

MNCs can use overpriced imports or underpriced exports to circumvent governmental ceilings 

on profit repatriation, thereby causing a drain of foreign exchange) of dyestuff raw materials by 

MNCs affiliates in India were overpriced in the range of 124 to 147 per cent.₄ Later, in The 

Finance Act 2012, the scope of TP provision to ‘Specified Domestic Transactions’ between 

related parties was added , along with a legal framework of Advance Price Arrangements (APA) 

which was based on the concepts prevailing in the developed countries.  The issue of TP is not 

just a matter arising out of potential attempts to shift the profits to other jurisdictions for the 

purpose of tax avoidance. It should be understood that MNCs operating through various 

establishments globally connected through interconnected production/ market chains. MNCs 

have to account for the profitability of investments at the corporate level and make the further 

business decisions. All the improvisations in the law  were mostly to be at par with the pacing 

law evaders, and no attention was paid towards unconventional ways(such as Behavioral 

Economics) in solving the issues for changing the very perception of the taxpayers towards host 

country and its governance. 

The Current Scenario in the enforcements of tax provisions and litigations in TP in 

India 

  

TP has generally been a contentious issue between the Income tax department and the MNCs for 

more than 20 years world over.  It has become particularly visible in India from 2003 i.e.  2 

years after the special enactment for TP issues was made in India. 

 

The TP litigation, which has occurred in last decade consistently, shows an upward trend, as 

evident from the chart below: 
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(Source: Statistics appearing in Annual Reports 2013-14 and 2014-15 published by Ministry of 

Finance) 

 

With about 3,500 disputes₃, India has the third largest number of pending cases related to TP in 

the world. This appears even more surprising when the Indian share in the world exports is 

around 2 percent, for years together. 

The pending disputes are inclusive of the cases pending with Dispute  Resolution Panel (DRP), 

Commissioner of Income Tax (Appeals) and Income Tax Appellate Tribunal (ITAT).The report 

further states "Based on the current caseload of TP reviews, the top five jurisdictions (in order) 

are Japan, Canada, India, Germany and the United Kingdom "  

The main observations from this flood of TP litigation in India can be summarized as follows:  

1. That, of all the cases referred to the TP officers, more than half end up in upward 

adjustments in the tax payable. 

2. Those, almost all the tax payers in the cases, wherein such an upward adjustments are 

made, prefer to challenge these additional demands for taxes at the judicial- 

quasi-judicial forums which take about 3 to 5 years to be decided on an average.  

3.  That, of the cases referred to these judicial and quasi judicial authorities, only 10 % 

cases are decided in favor of the tax authorities, 69% in favor of tax payers₃ and others 

fall in the partial relief to both category.  

4.  That, the net result of this TP litigation is discouraging for the State as it does not add to 

the revenue significantly; and additionally they also have to pay interest to the litigant 

tax payer which may exceed the extra tax demanded. 

5. That, it does not benefit the tax payers as well, since they too are required to spend on 

the litigation, lock up their funds in paying 50% of the adjustments₃ as deposits and also 

have to put their pricing and investment decisions on hold till final judicial clarity on 

various issues is obtained.           

 

The Behavioral Perspective of Tax Compliance₅ 

Theoretical Framework: 

The purpose of this paper is not merely to describe, analyze and conclude; but to understand, 

acknowledge and recommend as well. It is not merely aimed at interpretation but also for 

intervention in a creative manner.  

Societies are comprised of people who are not just numbers and figures; but are entities of 

variable and influential perceptions and ideologies. This is seen to be reflected in the tax 

compliance behavior with reference to transfer pricing as well. Hashimzade et al. (2012) give a 

comprehensive account of behavioral economic tax compliance models. Behavioral Economics is 

a field which understands the society in its root, a micro level analysis of a response to stimuli 

with respect to all the social science fields. Hence the study proposes to analyze the TP situation 

in terms of the behavioral choices of the parties involved, rather than a purely ‘objective’ abstract 

analysis of tax laws & compliance. This analysis can constitute an important input to recommend 

a course of action which can lead to better tax compliance, better revenue collection resulting in 
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least number of litigation and finally transforming the perception of India as a better place for 

doing business. This is vindicated by the fact that world over the Governments are drastically 

changing social, economic, political course of actions, by understanding the general human 

behavior. 

Tax enforcement – compliance as well as the litigation is substantially influenced by the 

subjective responses of the all the human agencies involved. (Any intervention that increases 

one’s identity as a virtuous person increases the likelihood that they will make virtuous choices 

in future. However, it is important that the intervention happens before the choices have to be 

made. Economic studies of tax compliance predominantly investigate individual income taxes 

(Alm 2012, p. 53),of self-employed or workers, whose income is not directly taxed at the source 

can evade the taxes ,by understating their true income .For example, as per laboratory and field 

experiments, reversing the order of the current practice, an easy-to-implement method was 

used to discourage dishonesty. Many written forms required by businesses and governments 

rely on honest reporting.  Proof of honest intent is typically provided through signature at the 

end of, e.g., tax returns or insurance policy forms. By signing at the beginning rather than at the 

end of a self-report, there was a fall from 79% to 39% in the number of people who cheated in 

the first scenario₆. 

 

Thus, the behavioral factors in tax compliance constitute an essential aspect of any solution 

oriented research. The conditions of tax assessments and the resultant amounts payable in a 

situation, cannot be objectified beyond a certain limit. Every business situation, arrangement, 

contract has a temporal and contextual aspect. This is more so in case of internationally spread 

and interconnected MNC’s business. Therefore, tax assessments necessarily involve a subjective 

element of discretion and interpretation, on the part of tax authorities as well as the tax payer. 

Exclusive “rational economic” understanding of TP issues does not incorporate any room for 

such an element of discretion all together. Not acknowledging the legitimate discretion and 

subjectivity is unrealistic and essentially leads to distrust, litigation and corruption in certain 

cases. On the contrary, the institutional allowance for the element of discretion on both the sides 

will lead to qualitative accountability, responsibility and minimization of cost of litigation. 

 

Application and Practices of Behavioral Framework of Tax Compliance  

Tax compliance can be defined as the absence of tax evasion. Tax evasion is a crime that 

adversely affects a nation’s economy and the tax morale of citizens by reducing the nation’s 

capacity to provide government services or manage its debt and by placing a disproportionate 

burden on those who regularly pay their share₈. The OECD defines tax evasion as “illegal 

arrangements where liability to pay tax is hidden or ignored”₇ 

Although this formal definition makes it straightforward to distinguish compliance from 

non-compliance, moral judgment might also evaluate tax avoidance as inappropriate–potentially 

even more than some cases of non-compliance.₈ All revenue bodies share a common mandate. 

This mandate is to ensure a high level of compliance with the various tax laws and regulations in 

place within their jurisdiction. In order to ensure compliance, it is incumbent upon a revenue 
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body to influence the compliance behavior of its taxpayer population. Thus the deterrence model 

has dominated explanations of tax-evasion and avoidance (Allingham and Sandmo, 1972) for 

years together. 

 The literature in Behavioral economics by the OECD concluded the following aspects which 

might affect the tax compliance behavior. On analysis and their applicability to the TP concepts, it 

seems promising to study their effect on the basic practices and rules which are devoid of the 

behavioral aspect of tax compliance and evasion habits: 

 

1) Deterrence- The core concept is that the risk of detection and punishment will improve 

compliance behavior, mainly to prevent tax evasion but the concept also includes the 

idea that the punishment of an evader will discourage future evasion. In neoclassical 

economic models of tax evasion, the taxpayers’ compliance decision is usually pictured 

as a choice under risk with known information on the probability of being detected and 

fined₉.  

 

The Issue–The more stringent view by the tax authorities against the MNCs necessarily 

help the tax compliance. 

Even though deterrence is the most accepted course of action to improve the TP 

situation, there have been no official studies which guarantee that trying to deter a 

non-compliant taxpayer, will lead to improved behavior. This is the oldest and the most 

practiced method to improve the tax compliance behavior. This model conceives 

taxpaying as a decision that individuals make through comparing the financial gain of 

not paying tax, with the loss incurred, should penalties be imposed₂₄.Thus this widens 

the gap between the tax authorities and the tax payers as the authorities become 

revenue gatherers, rather than revenue collectors, thereby trying to grasp as much 

revenues as they can, without withholding the negative consequences it has on the 

psychology of the tax payer. Braithwaite, Schneider, Reinhart and Murphy (2003) linked 

discontent with public goods and services received, and dissatisfaction with government 

spending more generally, to promote resistance amongst taxpayers. The individuals, 

who are dissatisfied with government, will engage in tax evasion, but they also suggest 

indirect effects may occur, involving a watering down of the legitimacy of government’s 

authority.  

 

Observation- It is observed in many cases, that in the absence of a proper back up 

examination of the MNCs by the tax authorities, the additional demands for taxation 

raised against them, appear to be coming from the unreasonable revenue collectors.  

The crux of the prevailing situation in TP is that the MNCs are litigated not on legal 

default grounds but on the grounds of revenue collection to be made somehow, many a 

time. As a result, the cases are buried in the courts for years, which not only blocks 
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MNC’s capital but also incentivize them to take wrongful means for future legal matters. 

This creates a vicious moral hazard which forces the ethical tax complaint companies to 

opt for unethical means.   

      (2) Norms: Taylor (2001) points out that even though there is a connection between risk  

of detection, formal sanctions and compliance, the research shows that the fear of experiencing 

feelings of guilt and the risk of social stigmatization has a considerably greater deterrent effect₆. 

The psychological cost of the social stigmatization and public defamation, pushes the probable 

tax evaders towards tax compliance as one of the most precious asset i.e. goodwill of the 

individuals/firms is at stake. 

 

The issue – Social stigmatization of MNCs for tax avoidance may lead to better tax compliance. 

Norms are basically divided into personal and social norms. Personal norms are basically 

taxpayer’s ethics and principles which are a result of one’s deeply rooted convictions i.e. tax 

ethics, tax morale, etc. Social norms can be defined as the behavior, ideas and convictions among 

social groups. First of all, behavior of others signals, so-called social proofs, that the behavior is 

the right behavior in the given circumstances (Cialdini, 2001). Secondly, people tend to behave as 

others do because of the threat of social exclusion. People do not want to deviate from the 

majority, even if they do not entirely agree with the consensus behavior (Asch, 1956)₆.            

Thus the taxpayers are highly influenced by their surroundings and they are highly concerned 

about their goodwill.  

 

Observation- The idea of being charged for tax evasion when other neighboring MNCs are tax 

complaint, itself is a nightmare for the existentiality of the firms. The firms are highly defamed, if 

they are charged of tax evasion, cases like Enron etc. Thus, if the Government could certify 

companies for their tax compliance, it will incentivize firms and restore stakeholder’s trust in the 

firms. Revenue bodies should constantly look for ways to create a good image of themselves in 

the eyes of the tax payers by offering such clarifications and justifications so that the trust in the 

tax authority is strengthened. 

 

 (3) Opportunity: Opportunities for tax non-compliance emerge as an important determinant 

of tax evasion or tax avoidance in a large number of studies (Antonides & Robben,  1995). 

Opportunities for tax evasion are result of the complexity of law and the lassitude of tax payers.  

The issue - MNCs are guided by the predictable and known interpretations of the accounting 

methods, simpler documentation, procedures which would reduce the opportunities of tax 

avoidance and lead to better tax compliance. 

The tax payers are inherently not inclined to evade taxes. When taxes are not paid at source, 

opportunities to evade taxes become higher. If people think it is extremely easy to comply and 

impossible to commit fraud, they won’t even think of  trying to evade taxes. 

  

Observation- In TP regulations, the tax authorities need to simplify the documentation and the 

other legal requirements (easily accessible websites, easy tax forms, more automatic tax  

calculation methods, accessibility of personally relevant information, and simplification of the 
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tax system and reduction of rules etc.).This will ensure that the taxpayers are incentivized to pay 

the taxes on time. Simultaneously, they should make legal consequences of tax evasion, more 

severe such that the value of the benefits of tax avoidance is substantially less than the cost of 

being charged for the same. In their pursuit for compliance, revenue bodies should constantly 

focus on influencing the actual and perceived opportunities. Reducing opportunities for evasion 

is equally important as providing increased opportunities for compliance. 

 

(4) Fairness and Trust; Braithwaite points out the importance of mutual trust and cooperation 

between the taxpayers and their tax authority, in order to achieve voluntary compliance 

(Braithwaite, 2008). Kirchler and Hoelzl, (2006) argue that fair treatment of taxpayers and 

trustworthiness of tax authorities will enhance voluntary compliance. According to Valerie 

Braithwaite, (2008) the authorities develop trust and build their legitimacy, not through giving 

people the outcomes they want (which is often impossible)  but rather through observing their 

right to a “fair hearing and respectful treatment.”  

 

The issue - The relationship of trust between the tax authorities and MNCs can exist and flourish.  

It can even be improved so that tax authorities and MNCs work in synergy with full faith. 

Studies show that the perception of procedural fairness is linked both to the acceptance of a 

specific decision and to the inclination to comply with laws and rules more generally (Tyler 

2001)₂₅.The Tax authorities need to understand that the country cannot benefit unless the 

Government and the Business sector work in a unison and they need to complement each other, 

rather than contradict. The taxpayers need complete transparency and fairness from the 

Government in order to eradicate the idea of tax evasion. Reciprocity plays a very important role 

especially in the tax-related issues. 

 

Observation- Tax authorities in TP jurisdiction need to restore trust amongst the tax payer 

MNCs by catering to their problems such as understanding the business specificities, having an 

unbiased consensus, etc. The infusion of the third party experts, in the line of the tax 

enforcement (on temporary basis) to help the IT officers, may improve the quality of the tax 

scrutiny, focused attention, better appreciation of the business practices etc. These behavioral 

changes can hugely improve the attitude of tax payers. Simple positive gestures from the tax 

authority can positively change the conduct of tax payers as the rule of thumb is “Humans (large 

group of humans) have simple needs and catering to those will drastically affect their reciprocal 

conduct”. The Government needs to search for behavioral and qualitative incentives rather than 

the usual quantitative ones.   

 

(5) Economic factors: The only economic factor, that has received a lot of attention, is the 

amount of taxes to be paid or the tax rates. The companies, which are ethically tax compliant, do 

not wish to engage in any tax evasion as their agenda is business expansion rather than tax 

evasion. Thus, the tax authorities need to provide maximum tax knowledge and clarifications so 

that every corporation, irrespective of their revenue generation, understands the taxes rather 

than being averse to them. Sometimes poor knowledge of accounting and finance, which is more 

common in small businesses, also results in tax evasion (Webley, 2002). Thus, the economic 
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factors play a vital role in tax compliance. A general conclusion is that factors, that are positive 

for economic growth, also tend to promote tax compliance. 

The above mentioned factors thus surely affect tax behavior of the taxpayers to a very large 

extent. Cummings et al. (2001) conducted laboratory experiments on tax compliance in 

Botswana, South Africa and the United States. It predictably presented a varied outcome, 

justified on the basis of the difference in the risk attitude of the people of different countries. In 

India, the tax behavioral scenario is completely different from that of the developed or even the 

developing nations.  It cannot be measured from a same measurement instrument as that of the 

other nations. India is completely deprived of the behavioral economics aspect of solving the 

issues of the country; it is next to being non-existent. The Government needs to understand that 

the world is a dynamic and drastically changing system. Continuous researches and studies are 

being done to explore new fields of study into the economic behavior of its people. Thus sticking 

to traditional economic idea may not be only wrong but can prove to be very costly in the long 

run.  

It should be understood from the previous section that decisions of the tax payers and the tax 

enforcing officers are not , thoroughly objective or mutually exclusive and independent of each 

other.  

The tax payers design their tax compliance decisions, not in isolation but in anticipation, in the 

context of the past experience of the tax authorities as well as in anticipation of the 

consequences of their behavior. On the other hand, the tax authorities too are conditioned by the 

experience as well as anticipation of the tax compliance behavior of the tax payers. 

A tax payer’s decisions to disclose full income and pay taxes accordingly, are conditioned by 

many factors beyond the immediate economic considerations. They include the values of honest 

business commitment, perceptions of tax enforcement, consideration for friction free tax 

environment, broader  recognition by the state and society, practices followed by the other tax 

payers and their resultant experiences 

The treatment of every company as the tax evader leads to indiscrete and presumptive upward 

demands of taxes in the transfer pricing situations. This in turn may lead to counter measures of 

falsification or artificial paper arrangements or litigation tactics to delay the matters in a 

calculated matter or corrupting the critical nodal points all leading to enhanced tax evasion and 

increased cost of tax recovery, uncertainty of tax recovery due to decisions of the adverse judicial 

decisions, etc.  Over the years, the Indian taxation landscape has been characterized by 

ambiguous legislation posing interpretational challenges. A long-drawn dispute-resolution 

mechanism as adverse tax assessments make their way through a clogged court system, and the 

requirement to pay up disputed tax claims (or run the risk of more punitive action) while the 

dispute resolution is still under way₁₀. On the other hand recognition of honest tax payers 

differently and treating them leniently in a progressive manner promotes the pride in tax 

compliance and can enhance the revenue in low cost in addition to other desirable ethical 

business practices with social benefits. Thus, a mutually conditioned behavior pattern emerges 

in all situations of tax assessments and compliance. 

In the light of the above it can be inferred that the tax payers, being human elements with 

discretion, would vary in their perception, character orientation and situational context. 

Therefore, treating all the taxpayers with one common measure would be unrealistic. Treating 
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this divergence with identical means would not be conducive for better tax compliance. Hence, it 

would be appropriate that the companies involved in TP examination be classified into different 

categories based on their tax behavioral pattern. It is suggested that the taxpaying companies 

could be classified into the following categories. This categorization is not absolute or based 

upon norms of fixed quantitative nature. It involves the following factors of consideration which 

essentially influence the tax behavior and its assessment. 

1. Consistency and transparency of business operations 

2. Consistency of full self disclosure of income 

3. Voluntary compliance of tax liability 

4. Professional character of management 

5. Best practices of management 

The companies falling in different classes would be examined with different concentration:  

           Tier 1- Ethically Committed Firms  

           Tier 2- Ethically Compromised Firms 

           Tier 3 – Essentially Tax Evasive Firms  

1) Tier 1- Ethically Committed Firms 

These companies represent the ideal model, wherein the intention of business is growth 

and development, with continuous scope of expansion and progress of the firm. These 

firms are highly motivated to provide the best of their skills and services, with the most 

efficient efforts and optimum utilization of the resources. The compliance to law is an 

unquestionable pre requisite and they have no intention of evading the tax as they are 

law-abiding and are fully aware of the consequences of following unlawful practices. 

They are fundamentally oriented in earning profits through ethical means. Their books 

of account reflect a through and fair view of the actual facts of their business. Such 

companies are over-awed by the retrospectively applicable and unpredictable tax 

liabilities which can potentially be imposed upon them. Such tax enforcements put such 

companies in the gear of refraining away from investments in India. These companies 

are conceptually and practically on the same line with the vision and motive of the 

business. 

 

2)  Tier 2- Ethically Compromised Firms 

These types of companies have a skewed motive, which are partially lawful and 

conveniently unlawful. They do not intend to evade the law, but are easily compromised 

in case of a legal issue. They choose to take the “road most travelled” i.e. consider 

unlawful alternatives to get their way out of the legal mess. Such corporate houses are 

not committed to ethical business but comply with the tax provisions partially and 

conveniently. In such companies,  tax “planning” actually amounts to tax avoidance as 

unreal entities and transactions are likely to be created, to reduce the tax liabilities. 
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However, the basic motive and purpose of such company is not fraudulent but the 

conduct is oriented towards underpayment of tax or profit shifting.  

They are apparently lawful; but practically & potentially tax evasive and fraudulent. 

 

3) Tier 3 – Essentially Tax Evasive Firms 

As the name suggests, these firms are born and bought up with the sole motive of 

evading tax and avoiding encounters with tax officials. They camouflage their liabilities 

in various ways through which they can conveniently shift profits, transfer taxes, reduce 

or eliminate the payment of tax. Certain corporate entities, which are formed and run 

with committed fraudulent purposes like money laundering, illicit finance flows in and 

out of India. These companies have no profit motive in terms of business profits, no 

intention of complying with the law, no interest in providing any sort of value addition to 

the system. These are mere parasites which breed on the residues of the above two tiers 

of companies. They are conceptually and practically a disgrace to the system. 

 

The tax authorities and the lawmakers always have a dilemma to choose between 

reliance upon the tax payers and higher tax compliance. There appears to be a tradeoff 

between the two because more of one leads to compromise on the other. Hence the 

lawmakers, to be on the safer side, prefer to have stringent and elaborate tax provisions 

on one hand and leave its actual enforcement entirely at the discretion of the tax 

authorities. In fact, they are fully aware of the non practicability of many of the 

provisions made in the tax legislation. However, they presume in their mind that legal 

provision anyhow is diluted at the level of tax enforcements in any case. Hence, they end 

up making stringent though non practicable provisions. 

The tax enforcement authorities on the other hand, being aware of this dichotomy in the 

thinking of the legislatives, execute the tax laws absolutely at their “discretion”. They 

make the demands in the highest possible and impracticable, unrealistic terms. 

The essence of the TP scrutiny is to look through the books of accounts of the associate 

enterprises and also read between the lines of their business results and their conduct so 

as to explore the true nature of the transactions. TP scrutiny is beyond the usual 

parameters of financial audit examination because the same is restricted to arriving at 

the depiction of the true and fair view, merely in financial terms. Normal assessment for 

tax liability is based on such “true and fair” accounting window of their business. 

Logically the results of all businesses are expressed in the liquid forms of finance, 

wherein the peculiarities of businesses get dissolved to a common expression of finance. 

The purpose of TP scrutiny and the financial view available from the normal books of 

accounts may become the mismatches as the peculiarities/specificities of the nodal 

points of value addition as well as the source of value addition can be missed out 
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completely unless the businesses are not categorized differently on the basis of the 

above. 

It is appropriate to analyze the business results of a given associate enterprise in the 

value chain of MNCs without going into the specificities and the nodal points of the value 

addition. The “one size fits all” principle lead to a realistic examination of the underlined 

business processes. The accounting norms and principles, for the specific purpose of TP 

scrutiny must be based upon the appropriate categorization. The focus of such 

categorization is to avoid a mismatch between the actual valuation of the product or 

service as per its attributes and the conclusions of TPO which are based on their 

discretionary interpretations. The MNCs as well as TPO can differentiate the products/ 

services according to their objective nature such that the cases are scrutinized as per the 

specificities of the business. 

As per the analysis of the data surveyed, the fundamental improvements can only be 

made in the current system by a creative and solution based thinking for generating 

viable alternatives to this chaotic scenario in TP. The need of the hour is to understand  

the general tax compliance behavior; and offering an unbiased forum for the MNCs and 

Tax authorities to simply discuss and understand each other’s point of view. The tax 

authority needs to understand forceful compliance is a temporary phenomenon. So, they 

need to create a positive rapport which justifies and restores common faith of the tax 

payer, by simply creating a structure with severe non tax compliance consequences and 

easy tax compliance options. Behavioral economics is precisely the field to be considered 

on a serious note as these psychological sciences do not merely provide imaginative 

solutions but help us achieve realities, proven with studies and researches every day. It 

should be borne in mind that spending hundred thousand Crores does not always change 

societies. Societies are comprised of people who are not just numbers and figures but are 

bundles of perceptions and ideologies.  

The world has accepted behavioral economics as the branch of economic discipline 

widely. Several countries are using the UK Behavioral Insights Team as a model for their 

own efforts to implement more behaviorally informed approaches to policy design, 

including Australia, Canada, Denmark, France, Saudi Arabia, Singapore, and the United 

States (Bell 2013, Subramanian 2013)₁₃. It has influenced economic policies in many 

countries like USA, UK, Australia, Canada etc. and drastically changed their public 

attitude, without spending millions of dollars, but by simply incorporating experiments 

of behavioral economics. They simply understand the general human behavior and 

accordingly change the system such that public action at large is altered by targeting 

desirable habits naturally. The world is faced with myriad of choices and people have a 

normal tendency of getting confused in this maze of chaos. Thus the concept of choice 

architecture is introduced which simply influences the choices of people in manner that 
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their actions can be controlled by simply understanding the human behavior. Thus, 

world over, the Governments are drastically changing social, economic, political actions, 

by simply understanding the general human behavior.  There is a tremendous scope of 

study to be done in this field. The Government of India needs to incorporate such 

developing sciences into their general conduct. The world is growing at tremendous rate, 

the laws and crimes are in a race to compete with each other. Changing times calls for 

changing perceptions. The authorities need to widen their knowledge basket and add 

few more fields which are excessively fruitful not just in taxation compliance issues, but 

also issues of general public behavior in terms of environment, health, investments etc.   

Conclusion and Suggestions 

 

 Conclusion and Suggestions 

Having taken an unconventional view of all the issues connected with transfer pricing, 

along with the broader systemic issues involved therein, the following conclusions 

emerge: 

In the given scenario of TP taxation there appears to be a wall between the potential tax 

payer and the tax authorities due to a continued and basic distrust. Such a disconnect 

deepens the uncertainties and litigations. There is enormous scope for establishing a 

workable coherence of purpose and practice through the application of principles of 

Behavioral Economics. Tax enforcement cannot be converted into hide and seek game, 

between the taxpayers and the tax authorities. There has to be a creative and practical 

intervention by favorably inducing the behavior of tax compliance amongst the tax 

payers and discouraging tax evasion. Recognition and categorization segregating honest 

taxpayers from actual and potential tax evaders is necessary for tax compliant behavior. 

The MNCs, with their positive inclination towards international image and goodwill, 

should be promoted to obtain the certification, as discussed in the paper. On the other 

hand, firm and harsh action must be taken against the willful defaulters. The principles 

of behavioral economics need to be studied and applied in the given TP scenario, in 

India. 

 

 Scope for further studies 

During the course of this study, following key areas were noticed, wherein more in-depth 

analysis and synthesis is required. TP is a multi faceted global issue, having its roots in 

governance, tax enforcement, business management, globalization of capital, etc. Therefore, with 

the changing global scenario in reference to the above factors, the following areas require more 

exploration.  
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 The concept of Global Formulary Apportionment, evolving a globally acceptably formula 

for apportioning the value additions and tax liability at the respective local centers of 

associated enterprises. The inputs for devising such formula with reference to 

institutional factors, interest of various stake holders and the actual economic process, 

need to be researched further. 

 For public recognition of good tax compliance and tax payers, a global certification needs 

to be promoted. Such a certification can entitle the concerned taxpayer a ‘green channel’ 

treatment which can reduce the resources and mental energy lost in getting the accounts 

certified as tax compliant. The authority for such a certification has to be researched into, 

on the ‘ISO certification’ lines.₁₂ 

 Behavioral study in terms of laboratory and field experiments having way more 

advantages as compared to theoretical modeling, estimations and survey evidence. Alm 

(2012, p. 65) argues that experiments, compared to survey evidence, allow for a direct 

observation of decisions to evade. Field experiments yield an increased external validity 

of the results. The government needs to construct an independent Department within 

the administration. States can reframe their tax enforcement and machinery accordingly, 

for better compliance, at minimum cost, based upon the concrete research made in this 

direction. 

 The possibilities of the self promotion of business entities into ethically compliant 

organizations need to be explored for better tax compliance and governance. 
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Appendix 1 

Population, Sampling Frame, Data Collection Method and Sample Size 

This research has used a combination of unstructured interviews (6) and structured 

questionnaire (30).This study uses a semi-structured methodology with a purposive sampling as 

the population was selected on the basis of the expertise and experience in the subject. However, 

due to the contentious nature of the topic, the identity of the interviewees is not disclosed in the 

research, at their request. The MNC Management population was selected on the basis of the 

main activity of the firm, being export and import. Further the interviews were taken from the 

Income tax officials, which were selected on the basis of their experiences in the TP Department. 

Both the identities need to be kept confidential.  

The questionnaire was filled (through manual and Google forms) by the Sample consisting of   

Chartered accountants with experience in TP practices, along with Legal Associates, 

Academicians, Financial Analysts, etc. 

Respondent log 

1. Questionnaire 

Respondents Questionnaire 

Chartered Accountants and Chartered Secretaries 20 

Legal Associates and Law Academicians 2 

Finance Managers, Analysts and Finance Academicians 8 

Total 30 

2. Interview  

Respondents Interview 

Income Tax Officials 3 

Company Management 3 

Total 6 

Questionnaire Design and Testing 

1. The Questionnaire consisted of 15 Questions, which were objective in nature, with the 

provision to express personal views. The questions were structured and non 

disguised.Further; the responses of the respondents were analyzed using Microsoft 

Excel. 
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Questionnaire 

The Current Challenges in Transfer Pricing Regulation in India 

Transfer price is the price charged by a business entity to its associate units. Transfer pricing 

issue becomes significant for the Governments due to potential loss of tax revenue since 

charging lower transfer prices may be a tool to avoid high tax rates in an exporting country to 

give higher profit opportunity to the importer unit.  

Even though all the governments in the world are regulating the transfer prices, India has the 

third largest number of pending cases (3500) related to transfer pricing with less than 1.5% 

share in the global exports. A research into the causes and outcomes of such large litigation has 

become necessary. 

Such an inquiry is not possible without your valuable inputs. 

* Required 

 

   

Q1 Name and Profession * 

      

 

Q2) Do you think that Transfer Pricing provisions in India are sufficiently elaborate and               

detailed? * 

A. Yes 

B. No 

C. Other : 

 



International Journal of Research in Economics and Social Sciences (IJRESS)                                              
Vol. 6 Issue 11, November - 2016 
ISSN(o): 2249-7382     |     Impact Factor: 6.225 
 

  

  
International Journal of Research in Economics & Social Sciences  

      Email:- editorijrim@gmail.com, http://www.euroasiapub.org  

  (An open access scholarly, peer-reviewed, interdisciplinary, monthly, and fully refereed journal) 

79 

Q3) Are you aware of the similar laws in some other countries? If yes, what do you think of the 

Transfer Pricing laws in India in terms of scope and coverage? * 

A. Yes, it covers each and every aspect of the issue 

B. Yes, although it covers most of the important aspects, it can be improved 

C. Yes, it needs to be more detailed and elaborate than the current provisions 

D. No, it has a wide scope for loopholes 

E. Other : 

       

 

Q4) Does India have sufficient tax enforcement machinery (expertise and personnel) 

commensurate with detailed provisions in regulation of Transfer Pricing? * 

A. Yes, It has adequate machinery 

B. Yes, It has adequate machinery but lacks back up office and database support 

C. No, It does not have the required machinery 

D. It is at a developing stage 

E. Absolutely lacking the machinery and is arbitrary in nature 

F. Other : 

       

Q5)  How is your experience in terms of documentation required in Transfer Pricing? * 

A. Good 

B. Fair 

C. Hard to comply with 

D. Anti business 

E. Other : 

       

 

Q6) Are tax authorities appreciative of the business practices and the accounting norms specific 

to the respective nature of industry and practices of the organization? * 

A. Good 

B. Workable 

C. Unrealistic 

D. Impossible to comply with 

E. Other : 
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Q7) In your perception, does India have a disproportionately high TP litigation in proportion of 

the number of cases presented before the TP officer? * 

A. Yes 

B. No 

C. Other : 

       

 

Q8) If yes, which of the following could be the possible reasons? (choose one or more options) * 

A. The legal provisions are too detailed and unrealistic 

B. The system is based on the total distrust of the tax payers 

C. There is too much of discretion with the tax officers for interpretation 

D. The inconsistency in the interpretations by department officers 

E. Other: 

     
   

 

 

Q9) which are the areas in TP norms enforcement require urgent attention and improvement?     

(Choose one or more options) * 

A. Procedural delay 

B. Sensitivity of tax officials towards relevant business practice 

C. Mutual understanding over terms of laws and its exact requirements 

D. Legislative amendments in the TP laws 

E. Stringent view against the evaders of law 

F. Prevention of malpractices at every level 

G. Other: 

       

 

Q10) In your opinion, are the strict TP regulations and heavy litigation arising out of the claims 

of tax authorities (particularly in cases such as Vodafone, shell, Cadbury etc) sufficient to 

discourage MNCs to invest in India? * 

A. Yes 

B. No 

C. Can’t say 

D. Other : 
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Q11) On the basis of your experience what is the average time taken, starting from filing the 

application with Dispute Resolution Panel till the judgment of Tribunal ? * 

A. Less than a year 

B. 1-3 years 

C. 3- 5years 

D. 5-10 years 

E. More than 10 years 

F. Other : 

       

 

Q12 )Do you think, firms which are tax compliant, are focused upon more as easy options for 

raising the tax revenue than the companies, which are habitually into the tax evasive practices? * 

A. Yes 

B. No 

C. Other : 

        

 

Q13) In view of limited resources and machinery with the Government, is it prudent to focus 

selectively upon the probable tax evaders rather than applying the scrutiny mechanism to all 

cases of associated enterprises in international business transactions? * 

A. Yes 

B. No 

C. Other : 

        

 

Q14) Do you think that the TP laws should categorize the taxpayer companies such that firms 

which are essentially tax complaint do not have to face the excruciating tax examinations. Can 

the categorization be made as : 1) Ethically committed firms 2) Ethically compromised firms 3) 

Essentially tax evasive companies * 

A. Yes 

B. No 

C. Other : 

       

 



International Journal of Research in Economics and Social Sciences (IJRESS)                                              
Vol. 6 Issue 11, November - 2016 
ISSN(o): 2249-7382     |     Impact Factor: 6.225 
 

  

  
International Journal of Research in Economics & Social Sciences  

      Email:- editorijrim@gmail.com, http://www.euroasiapub.org  

  (An open access scholarly, peer-reviewed, interdisciplinary, monthly, and fully refereed journal) 

82 

Q15) In your opinion, open categorization of the respective assesses as per their tax compliance 

behavior would lead to............ * 

A. A feeling of discrimination amongst the assesses 

B. Misuse of general discretionary powers in the hands of tax authorities 

C. No positive and negative effect 

D. Positive results, if certification is made by an independent third party agency(as is done 

by ISO9000, CRISIL and such other agencies) 

E. Other : 

       

 

 

Q15) Do you think that the TP laws should categorize the taxpayer companies on the basis of 

nature of business and exports to avoid a mismatch between the expectations and the tax 

compliance? Can the basis of categorization be as follows: 1) Patent based 2) Brand based 3) 

Generic product based 4) Jobbing based 5) Service based * 

A. Yes 

B. No 

C. Other : 

       

 

 

 


