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Secondary Adjustment Creates Further 
Ripples in the Transfer Pricing Arena

The Indian Government vide Finance Act, 2017 has introduced a new Section (i.e. Section 92CE) in 
the Income-tax Act, 1961 (the Act) which permits undertaking a “secondary adjustment” (SA), where 
PA to the transfer price has been undertaken. The concept of secondary adjustment has been very well 
recognised even by the OECD. Many countries like the UK, the USA, Korea, France, Germany, South 
Africa, Canada, Luxemburg, the Netherlands etc. have provisions for secondary adjustments in their 
legislations. Read on to know more…

(Contributed by Committee on International Taxation of ICAI. Comments 
can be sent to citax@icai.in.)

emphasising on fair distribution of income between 
jurisdictions, aligned to value creations. India  
too has adopted various measures to check tax 
leakages and tried to align its policies to meet global 
best practices and meet its obligations under the 
BEPS initiative. 

Even in the past, the Indian Revenue authorities 
have considered transfer pricing as an important 

As the tug-of-war between jurisdictions continue 
to amass bigger share of taxes into its kitty, the  
OECD has under its Base Erosion and Profit Shifting 
(BEPS) initiative laid down further guidelines 
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avenue for enhancing their tax collections and 
have been closely monitoring any tax leakages 
caused due to arrangement of affairs between the 
group companies. Where the Arm’s length price 
(ALP) of a transaction is different from the price at  
which the transaction has been executed and 
recorded in the books of accounts, Transfer Pricing 
adjustments are made. This is called the Primary 
adjustment (PA). Thus, there could be a tax impact 
on the taxpayer in the jurisdiction in which such 
adjustment is made. 

Even though the taxpayer suo-moto or at the 
instance of the revenue authorities may make-good 
the taxes in that jurisdiction where PA has been 
made, the position shall still not been restored  
exactly to what it would have been had the 
transactions taken place at ALP. This is so because,  
as a matter of fact, the money representing the  
profits which are the subject matter of the  
adjustment are lying in the hands of one of the 
enterprises instead of the other. It is this cash benefit 
that is being targeted and is aimed to be reversed 
by a secondary adjustment rule, which applies  
a tax charge on the excess cash arising from non-
arm’s length pricing. 

What is Secondary Adjustment?
The OECD Guidelines defines secondary  
adjustment as ‘an adjustment that arises from 
imposing tax on a secondary transaction. 

A secondary transaction is further defined as a 
constructive transaction that some countries will 
assert under their domestic legislation after having 
proposed a primary adjustment in order to make 
the actual allocation of profits consistent with 
the primary adjustment. Secondary transactions 
may take the form of constructive dividends,  
constructive equity contributions, or constructive 
loans.
• Under deemed dividend approach, the amount 

of primary adjustment is re-characterised as 
‘dividend’ paid by the taxpayer to its shareholder 
viz. the AE. There is an obligation to deduct 
withholding tax (WHT) on the taxpayer. Certain 
tax jurisdictions provide an option to escape 
secondary adjustment by way of repatriating 
the amount within the prescribed time frame. 
The deemed dividend approach is followed by 
France, the USA, Canada, South Africa, Korea, 

Spain, Bulgaria, Luxembourg, the Netherlands, 
Germany, and Austria among other countries. 

• Under capital contribution approach, 
the amount of primary adjustment is re- 
characterised as a ‘capital contribution’ by the 
parent taxpayer in its subsidiary AE. 

• Under deemed loan approach, the amount of 
PA is re-characterised as a ‘loan’ advanced by 
the taxpayer to its AE on which an obligation 
to repay within reasonable period is deemed to 
arise. If the amount is not repatriated within the 
prescribed time frame, secondary adjustment 
would be in the form of imputed arm’s length 
interest.

Indian Regulations on Secondary 
Adjustments
Though the concept of SA has been introduced in 
Indian legislature lately, it is not new to the Indian 
Transfer Pricing (TP) system. Even in the past, 
the Indian revenue authorities have litigated the  
same in the case of Vodafone India Services Private 
Limited vs. UOI & Others1 and Shell India Markets 
Private Limited vs. ACIT2. However, since in the 
aforesaid rulings, the PA made by the tax officers  
was struck down by the Hon’ble Bombay High 
Court, the issue of SA was consequently negated. 
Also in case of PMP Auto Components Pvt. Ltd3., 
the Revenue authorities deemed the excess transfer  
price paid to the AE as an advance and sought to 
make a SA on account of notional interest that  
should have been charged on such advance. 
Subsequently, the Mumbai Tribunal dismissed the 
PA stating that the Indian TP regulations as they 
stood then did not permit SAs.

As the law stands today, sub-Section 3 of Section 
92CE of the Act explains the term secondary 
Adjustment as

“"secondary adjustment" means an adjustment in 
the books of account of the assessee and its associated 
enterprise to reflect that the actual allocation of profits 
between the assessee and its associated enterprise are 
consistent with the transfer price determined as a 
result of primary adjustment, thereby removing the 
imbalance between cash account and actual profit of 
the assessee..” 

When there is enhancement of taxable profits 
or reduction in losses due to adjustment to transfer 
prices charged to AE, the additional amount 

1 Writ Petition No. 871 OF 2014; [2014] 50 taxmann.com 300 (Bom.)
2 Writ Petition 1205 of 2013; [2014] 51 taxmann.com 519 (Bombay HC)
3 TS-263-ITAT-2014 (Mum)-TP
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receivable from the AE should be repatriated by 
the taxpayer and offered for tax in the country 
of the taxpayer (in this case India). If the same is 
not received by the taxpayer, then a secondary 
adjustment in the form of notional interest on 
the outstanding amount receivable from the AE 
(deemed as an advance) should also be offered to tax 
as income of the taxpayer.

As per the CBDT Notification4 dated 15th June 
2017, it is expected that the ‘excess money*’ that is 
lying with the associated enterprise (AE) should be 
repatriated into India, where:
Primary adjustment is 
made

To repatriate excess 
funds within 90 days 
from

Suo motu by the taxpayer in 
the return of income 

Due date of filing the 
return of income

By the Assessing Officer 
(AO) during assessment 
proceedings or the Appellate 
authority, and has been 
accepted by the taxpayer

Date of order of AO or 
Appellate Authority

By an Advance Pricing 
Agreement (APA) entered 
into by the taxpayer 

Due date of filing a 
modified return under 
section 92CD

As per the safe harbour 
rules i.e. where taxpayer has 
adopted Safe Harbour Rules 
under section 92CB read 
with rules 10TA to 10TG of 
the IT Rules

Due date of filing of 
return of income

Arises as a result of 
resolution of an assessment 
by way of the mutual 
agreement procedure (MAP) 
under an agreement entered 
into for avoidance of double 
taxation

Due date of filing of 
return of income**

*Excess money is explained as the difference between the arm’s length 
price determined in primary adjustment and the price at which the 
international transaction has actually been undertaken.
** Further clarification would be required on this date as normally a 
MAP resolution is reached after few years from assessment year in 
which the return of income is filed

The provisions of SA are applicable only in cases 
where the PA exceeds INR 10 million; and can be 
made on and from assessment year (AY) 2018-19, 
with respect to PA made for financial year (FY) 
2016-17 and subsequent years. The rationale being, 
the deemed advance (leading to SA) arising out of 

PA made for FY 2016-17, can emerge for the first 
time only in FY 2017-18, i.e. at the time of filing of 
return of income due by 30th November 2017 (upon 
suo-moto offering of PA by taxpayer in his return 
of income). Thus, any imputation of interest in the 
form of SA, can take place for the first time only 
in FY 2017-18, i.e. relevant to AY 2018-19. No SA 
can be imposed for any PA made with respect to FY 
2015-16 or earlier FYs.

The Rules further provide that if the “excess 
money” is not repatriated into India within the 
prescribed time limit of 90 days as explained 
above, notional interest shall be computed as 
under:
Currency of international 
transaction

Rate of interest

Indian National Rupee One year marginal cost 
of funds lending rate 
(MCLR) of State Bank of 
India as on 1st April of the 
relevant previous year 
plus 325 basis points.

Foreign currency Six-month London Inter-
Bank Offer Rate (LIBOR) 
as on 30th September of 
the relevant previous 
year in the relevant 
foreign currency plus 
300 basis points.

4	 Notification	dated	15	June	2017,	issued	by	the	Central	Board	of	Direct	Taxes	(CBDT),	Department	of	Revenue,	Government	of	India,	(new	Rule	10CB	
of	the	Income-tax	Rules,	1962	(IT	Rules))
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FEMA regulations and the documentation 
required for the same may have to be looked 
into. 

3. Double Taxation
 The tax laws of the AE’s country may not 

allow deduction of such sum if it’s not actually 
regarded as arm’s length price in the AE  
country. This may lead to double taxation. 
Here, Article 9(2) of the OECD Model Tax 
Commentary (MTC) is generally used for 
consideration of corresponding adjustments in 
order to eliminate the effect of double taxation 
arising out of primary adjustment. However, 
Article 9(2) of MTC does not cover secondary 
adjustments and hence, does not provide 
any corresponding relief on them. Therefore,  
in case the taxpayer is unable to repatriate 
cash for the SA, it would result in an  
interest charge, which might not be tax 
deductible in the overseas jurisdiction where 
the AE is based.

4. Delay not Attributable to Taxpayer or its AE
 Another grey area is whether the SA would 

trigger in cases where there is a delay in 
repatriation of money by AE due to reasons 
not attributable to taxpayer. The delay 
in repatriation may arise on account of  
application of other legal and regulatory 
requirements such as application of exchange 
control regulations, Goods and Services Tax, 
customs regulations and applicability of thin 
capitalisation rules in the tax jurisdiction of 
the AE. It is a well-known legal principle that 
“Lex non cogit ad impossibilia” (i.e. the law 
does not require the performance of impossible 
acts). Thus, imposition of interest for no fault 
attributable to the taxpayers may be against 
the principle of natural justice. Thus, suitable 
clarification is required to exempt such period 
of delay not attributable to the willful default by 
the taxpayer or it’s AE. 

5. Period of Imputation of Interest
 As India follows deemed loan approach, 

the amount of PA not repatriated would be 
deemed as loans advanced to the AE on which  
obligation to repay is deemed to arise. The 
legislature has not provided any clarity in  
respect of the time period up to which 

Issues Surrounding Imputation of 
Secondary Adjustments
The air around imputing the SA is not clear and is 
covered with certain grey areas. This may more be 
attributable to the novice of the provisions in India. 
Some of them may be discussed as under:
1. Entries in the books of Accounts of both 

taxpayer and AE
 The section contemplates passing of book 

entries in the hands of both the taxpayer as well 
as the books of the AE in respect of the SA. The 
requirement of adjusting the books of the AE 
appears to be quite burdensome. Here a question 
arises as to whether the Indian Income-tax 
Act, 1961 has extra territorial power to enforce 
passing of book entries in the books of overseas 
AEs. Even ignoring such power to enforce extra 
territorial jurisdiction, practical difficulties 
would arise since the books of accounts would  
be closed by the time such secondary adjustment 
is determined and recording the same in 
books of the relevant financial year would be a 
challenge. 

2. Impact of FEMA regulations
 Foreign Exchange Management Act, 1999 

(FEMA) provisions requires mandatory 
repatriation of funds within specified period 
(9 months) in respect of any amount receivable 
from outside India. If the Indian entity fails to 
receive the amount within such specified time, 
implications under FEMA (including Penalties) 
may ensue.

 The complexity increases in case where the  
PA is on account of disallowance of expenditure 
(i.e. considered as excess payments to AEs). 
In such a case, how the said amount can be 
repatriated back in India in accordance with 
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such interest may be imputed in case such 
repatriation is not done within the specified 
period. The situation is worsened where the  
AE does not accept the liability to remit the 
amount of PA or is unable to remit the amount 
due to legal or other regulatory restrictions 
in the AE country. In such a case, whether 
interest is to be computed in perpetuity? If so, 
the amount of interest may exceed even the 
amount of PA beyond a point. This may lead 
to anomaly. In such a case, another question  
arises is whether having recognised the 
receivable amount in the books of the taxpayer 
as deemed loan/advance, can the same be 
claimed as a loss/deduction subsequently, once 
the same is found to be irrecoverable from 
the AE (since the same can be said to take 
color of irrecoverable trade receivables)? If the 
same is possible, the intent of the legislature 
in introducing secondary adjustments may be 
defeated. At this juncture, more clarity needs 
to be brought in these provisions by suitable 
legislative amendments. 

6. Impact on Minimum Alternative Tax (MAT) 
Computation

 Making an accounting entry may have an  
impact on “Book Profits” for calculations under 
Section 115JB, in the year of passing such entry 
and may have some further implications if 
tax computed as per MAT provisions exceeds  
tax computed as per normal provisions of 
the Act. Clarification is required on whether  
interest computed on account of secondary 
adjustment would be deductible for MAT 
purposes.

7. Impact on Cessation of AE or AE Relationship
 There may be a time lag between undertaking 

an international transaction with the AE and  
the determination of PA. If during this period, 
the AE relationship ceases to exist or the AE 
ceases to exist (like in case of liquidation etc.), 
there is little clarity as to how the provisions of 
s. 92CE is to be given effect to. 

8. Definition of Acceptance
 One of the events triggering the provisions 

of SA is where PA made by the Revenue  
authorities is accepted by the taxpayer.  
However, the definition of ‘acceptance’ is not 

free from doubt. Whether not preferring an 
appeal before the higher forum with a view to 
buy peace would also amount to acceptance, 
needs to be clarified.

9. Some Other Issues
 Certain other concerns include whether 

deemed loan would be considered as an 
international transaction and interest needs to 
be also benchmarked as per transfer pricing 
regulations? Further, whether interest is also 
required to be repatriated and any PA/SA, in 
respect of such interest, is possible. Many such 
issues are unclear as of now and the sooner 
clarity is brought on such issues, the better it 
would be for the taxpayers at large.

Conclusion
With dynamic changes engulfing the tax and 
regulatory environment, businesses are now 
required to pull up their socks and critically  
analyse their existing transfer pricing policies 
and intragroup activities. Failure to do so may 
expose them to not only PA but also SA coupled 
with regulatory implications if funds are not 
repatriated within specified time. One should bear in  
mind that, the move to introduce SA in the domestic 
legislature was born out of the need to align Indian 
Transfer Pricing regime with the global best 
practices. With a number of issues arising around  
the implementation of SA, the legislature and 
the CBDT is required to come up with further 
clarifications and/or amendments to ease up the 
process of complying with the SA provisions. With 
the motto of the government to promote ease 
of doing business in India, it would be the need 
of the hour to take appropriate steps to simplify 
the working of the SA, failing which the same  
is bound to contribute to the pile of already existing 
litigation. 
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