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The Delhi High Court held that actual business transactions that are 
legitimate cannot be restructured. Interest rate should be market 

determined and correspond to the currency of the loan 

Background 

 
Recently, the Delhi High Court (High Court), in the case 
of Cotton Naturals India Private Limited

1
  (the taxpayer), 

held that Transfer Pricing (TP) determination is not 
primarily undertaken to re-write the character and nature 
of the transaction. The High Court also ruled that actual 
business transactions that are legitimate cannot be 
restructured. It also said that the interest rate should be 
market determined and should be applicable to the 
currency in which the loan is borrowed/repaid. 
 

Facts of the case 

 

 The taxpayer was engaged in the business of 
manufacture and exports of rider apparels. The 
taxpayer selected the Comparable Uncontrolled 
Price (CUP) method to benchmark the interest 
received on loan advanced to the associated 
enterprise (AE).  In the TP documentation 
maintained by the taxpayer, it declared that the 
interest received at the rate of 4 per cent was 
comparable with the export packing credit rate 
obtained from independent banks in India. 

 
 
 
 
 
____________ 
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 The Transfer Pricing Officer (TPO) observed that 
lending or borrowing is not one of the main 
businesses of the taxpayer and London Inter 
Bank Offered Rate (LIBOR) is not a proper 
reference to calculate the corresponding interest 
on loan. He/she also stated that the interest rates 
for outbound loans from an Indian company to its 
foreign AE would be benchmarked against 
interest rates prevailing in India for investing in 
corporate bonds or other investment avenues.  
 

 Although, the TPO determined the arm‘s length 
interest rate to be 14 per cent  p.a., the  Dispute 
Resolution Panel (DRP) granted partial relief in 
the form of reduction of rate of interest to 12.20 
per cent. Both, the TPO and the DRP referred to 
domestic rates only by way of analogy, however 
while applying CUP method for comparability, the 
LIBOR rate was referred to, along with a mark-up 
of 700 points on account of low credit rating of the 
AE and the cost of transaction. 
 

Tribunal’s ruling 

 

 The Tribunal followed its earlier order relating to 
subsequent assessment year (AY) 2008-09 
wherein it was held that: 
 
− CUP method is the most appropriate method 

in order to ascertain arm’s length price (ALP) 
of the international transaction of the 
taxpayer. Where the transaction is of lending 
money in foreign currency to its foreign 
subsidiaries, domestic prime lending rate 
(PLR) would have no applicability and LIBOR 
should be considered as the benchmark rate. 
This view is duly supported by various case 
laws relied upon by the taxpayer.  
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− The taxpayer had an arrangement for a loan with 
Citi Bank, for less than 4 per cent interest. 
However, for a loan provided to its AE, it 
charged 4 per cent p.a. interest. Hence TP 
adjustment was not warranted.  
 

− The taxpayer's profits were exempt under 
Section 10B (special provisions for 100 per cent 
EOUs). Thus, the taxpayer would not have any 
motive to shift profits outside India.  
 

− The rate of interest charged by the taxpayer was 
at arm’s length and no TP adjustment was called 
for.  

 

Issue before the High Court 

 
Whether the Tribunal was right in following their earlier 
order for AY 2008-09 and in holding that the interest at 4 
per cent  p.a. charged by the taxpayer from its subsidiary 
was arm‘s length rate of interest? 

 

High Court ruling 

 

 TP determination is not primarily undertaken to re-
write the character and nature of the transaction, 
though this is permissible under two exceptions 
(Paragraphs 1.36 to 1.38 of the Transfer Pricing 
Guidelines for Multinational Enterprises and Tax 
Administrations, 2010 published by the Organization 
for Economic Cooperation and Development). 
Chapter X and TP rules do not permit the Revenue 
authorities to step into the shoes of the taxpayer and 
decide whether or not a transaction should have 
been entered into. Actual business transactions that 
are legitimate cannot be restructured. In support of 
the above, the High Court referred to the ruling by 
the Delhi High Court in EKL Appliances Limited

2
. 

The High Court also referred to the judgment 
delivered by the Delhi High Court in the case of 
Sony Ericsson Mobile Communication India Pvt. Ltd

3
 

wherein the above principle, based on the EKL 
ruling, was upheld. A reliance was also placed by 
the High Court on the UN Model Double Taxation 
Convention between Developed and Developing 
Countries (OECD Model Convention Commentary 
on Paragraph 6 of Article 11). 

 

______________ 

2
 CIT v. EKL Appliances Limited [2012] 345 ITR 241 (Del) 

3
 Sony Ericsson Mobile Communication India Pvt. Ltd v. CIT (ITA No. 16/2014) 

 
 
 
 
 
 
 
 

 TP rules treat the domestic AE and the foreign AE 
as two separate entities but do not ignore that the 
two entities have a business and a commercial 
relationship. The terms and conditions of the 
commercial business relationship as agreed and 
undertaken between the two entities are not to be 
rewritten or obliterated.  
 

 The High Court referred to the OECD Guidelines, 
the United Nations Practical Manual of TP for 
Developing Countries as well as Rules 10B and 
10C of the Income Tax Rules, 1962 (Rules) to 
reject the reasoning given by the TPO that TP 
adjustment could restructure the transaction. The 
High Court held that Chapter X of the Act and the 
Rules neither curtail commercial freedom nor 
prohibit a legitimate transaction. The subject 
matter of the inter-company transaction should be 
arm‘s length determination of the rate of interest 
and not its re-classification.  
 

 The comparison for application of the CUP 
method has to be with comparables and not with 
the options or choices which were available to the 
taxpayer for earning income or maximising 
returns.  
 

 The High Court rejected the finding of the TPO 
that the comparable test to be applied is to 
ascertain what interest would have been earned 
by advancing a loan to an unrelated party in 
India. Since the loan to the AE in the instant case 
is not granted in India and is not to be repaid in 
the Indian Rupee, it is not a comparable 
transaction.  
 

 As regards to the transaction cost, the High Court 
held that transaction or hedging cost is borne and 
paid by the borrower. Since, in the instant case, 
the taxpayer is the lender and not the borrower, 
the transaction cost is not applicable. Also, 
comparison drawn between the taxpayer and 
banks on account of risk borne on loan advanced 
to the AE, is unsound. It ignores aspects such as 
the close relationship between the two AEs, the 
funds being shareholder funds and not borrowed 
money, etc. 
 

 The High Court held that interest rate should be 
market determined interest rate applicable to the 
currency of loan. It should not be computed on 
the basis of legal tender of the place or the 
country of residence of the parties involved in the 
transaction. 
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 Drawing reference to Klaus Vogel’s recommendation 
on the Double Taxation Conventions, the High Court 
held that the currency in which the loan is to be re-
paid normally determines the rate of return on the 
money lent. Klaus Vogel, on Double Taxation 
Conventions (Third Edition) under Article 11 in 
paragraph 115 states that the existing differences in 
the levels of interest rates do not depend on any 
place but rather on the currency concerned. A 
differentiation between debt-claims or debts in 
national currency and those in foreign currency is 
normally no use. Moreover, a difference in interest 
levels frequently reflects no more than different 
expectations in regard to rates of exchange, rates of 
inflation and other aspects. Hence, the choice of one 
particular currency can be just as reasonable as that 
of another, despite different levels of interest rates.  
 

 With regard to Revenue’s, reference to Chapter 10 
of the UN’s TP Manual, the High Court disagreed 
with the position set out and held that the reasoning 
given therein is contrary to accepted international tax 
jurisprudence. The High Court held that the said 
Chapter sets out an individual country‘s view point 
and its experiences for the information of the readers 
and does not reflect the view of the Manual. 
 

 Based on the above, High Court ruled in favour of 
the taxpayer.  
 

Our comments 

 
The question relating to the basis of benchmarking the 
rate of interest on loan lent or borrowed by the taxpayer 
in India has been perceived as a controversial topic. This 
ruling helps provide clear directions on the issue by 
citing the importance of business and commercial 
principles involved in an inter-company transaction of 
loan extended to an AE. This could enable taxpayers to 
agree to the terms and conditions of relevant inter-
company transactions on an accepted basis.  
 
Another important principle laid down by the ruling which 
states that actual business transactions that are 
legitimate cannot be restructured, it re-emphasises the 
importance of the business decision of the taxpayer in 
inter-company transactions, after it was first established 
by the Delhi High Court in EKL Appliances Limited case. 
Thus, the ruling comes as a much awaited relief to 
taxpayers facing aggressive positions taken by revenue 
authorities trying to restructure genuine business 
transactions to make unwarranted TP adjustments. 
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