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interest-free advances upheld  
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Background 

The Chennai Bench of the Income-tax Appellate 
Tribunal (the Tribunal) in the case of TVS Logistics 
Services Ltd.

1
 (the taxpayer) ruled that: 

 Interest-free loan extended to Associated 
Enterprises (AEs) is an attempt of the taxpayer to 
reduce tax burden, and such interest has to be 
computed on notional basis by applying LIBOR

2
 

rate. 

 Corporate guarantee extended by the taxpayer to 
its AEs has no bearing on profits, income, loss or 
assets of the taxpayer and transfer pricing (TP) 
adjustment should be deleted (relying on Tribunal 
decision in case of Bharti Airtel

3
 and Redington 

India
4
). 

 Letter of Comfort (LOC) is similar to guarantee and 
does not involve any cost to the taxpayer and 
hence outside the ambit of international 
transactions; any adjustment on this account 
should be deleted. 

Facts of the case 

Issue 1 – Interest-free loans advanced 

 During AY 2011-12, the taxpayer advanced funds 
to its AEs without charging any fee/interest, with 
the sole intent of business expansion outside India. 
These advances were not made from its 
borrowings, instead, the taxpayer had surplus 
funds in the form of equity capital and termed this 
activity as shareholder activity. 

________________________ 

1
 TVS Logistics Services Ltd. v. DCIT (ITA No.458/Mds/2016) – 

Taxsutra.com 
2
 London Interbank Offered Rate 

3
 Bharti Airtel Limited v. ACIT [2004] 43 taxmann.com 150 (Del) 

4
 Redington (India) Limited v. ACIT [2015] 41 ITR 646 (Chen)  

 During the same year, the taxpayer also paid 
INR10.05 crore towards interest on borrowed 
loan. Accordingly, providing an interest-free loan 
to AEs and subsequently paying interest on 
borrowed loan was looked upon as shifting of 
profits outside India. Interest on advanced loans 
was computed using LIBOR by the Transfer 
Pricing Officer (TPO), and the same was 
confirmed by the Dispute Resolution Panel 
(DRP). 

Issue 2 – Free of charge guarantee 

extended 

 The taxpayer had extended the corporate 
guarantee on behalf of its AE for which no 
guarantee fee was charged. The taxpayer 
contended that guarantee extended does not 
involve any cost, therefore, has no bearing on 
profit, income, loss or asset of the taxpayer. 

 The adjustment made by the TPO adopting 
LIBOR rate of interest. DRP upheld the 
adjustment further stating that in the event of 
failure of the AE to repay the loan, the taxpayer 
would have to naturally repay the loan resulting 
in shifting of profit and tax outside India. 

Issue 3 – Free of charge letter of comfort 

extended 

 The taxpayer had issued an LOC to its AE 
claiming it as an obligation on the part of the 
taxpayer to give an LOC to enable the AE to 
borrow funds comfortably. As there was no profit 
element present, it was outside the purview of 
international transaction. 
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1. TP adjustment on corporate guarantee 

 The tax department argued that by giving a 
bank guarantee to its AE, the taxpayer is 
inviting a risk by itself. In the event of a failure 
by the AE to repay the loan, the taxpayer 
would have to naturally repay the loan, 
thereby shifting profits outside India. 

 Guarantee to the banker in most cases results 
in a loan with lower rate of interest and hence 
there is a cost saving as a whole to the group 
concern. The benefit to AEs owing to the 
guarantees received has to be estimated by 
applying LIBOR rate of interest. 

 It further stated that the decision of the 
Tribunal in the case of Redington India has not 
reached finality, and the matter is pending 
before the High Court.  

2. TP adjustment on LOC 

 The taxpayer is exposed to risk as it is taking 
over the risk of the AE by issuing an LOC to 
enable it to get monetary benefit by way of 
loan from financial institutions. 

 It is appropriate to compute the arm’s length 
price by taking into consideration the actual 
payment made by the taxpayer close to 1 per 
cent of the guarantee. 

Tribunal Ruling 

3. Interest-free loans advanced to AEs 

 The equity shares raised by the taxpayer is 
only for the purpose of expansion of its 
business and there is no compulsion for the 
taxpayer to utilise funds raised in the form of 
equity capital within India. 

 There is no prohibition for expanding the 
taxpayer’s business outside India after 
observing necessary formalities. However, on 
account of the taxpayer borrowing loans and 
paying interest to the extent of INR10.05 crore 
in India, it would naturally reduce the tax 
liability in India. 

 In an event of the taxpayer not diverting the 
equity capital to its AE and instead using it in 
its own business would not have necessitated 
the taxpayer to borrow funds in India; this is a 
clear case of an attempt to shift profits outside 
India and reduction of tax burden in India by 
claiming the interest payment as expenditure. 

 Interest on funds advanced to AEs outside 
India has to be computed on the notional basis 
by applying LIBOR rate. 

4.  

 The TPO imputed a recovery charge of 1 per 
cent for the risk exposure of the taxpayer 
resulting from the LOC extended for the loan 
taken by the AE. DRP confirmed the method 
adopted by the TPO and upheld the adjustment. 

Taxpayer’s contentions 

5. TP adjustment on interest-free loans 

 The taxpayer is the ultimate authority to decide to 
expand its business in other countries. 
Accordingly, it is under the obligation to advance 
money to its AEs being a shareholder. 

 The money advanced was not from its 
borrowings but surplus funds in the form of equity 
capital. The funds were to be used for the sole 
purpose of business expansion, and hence 
adoption of LIBOR rate of interest was not 
warranted. 

6. TP adjustment on corporate guarantee 

 Providing guarantee to the AE does not involve 
any cost to the taxpayer, hence, it has no bearing 
on profit, income, loss or asset. Accordingly, the 
guarantee is outside the ambit of international 
transaction. 

7. TP adjustment on LOC 

 The LOC was issued by the taxpayer as a 
procedural formality as well as the obligation on 
the part of the shareholder to enable a subsidiary 
to borrow funds from banks, and the taxpayer 
has not derived any benefit out of the LOC. 

 In the absence of any benefit received and profit 
element, there is no justification for imputing 
recovery charges of 1 per cent on the amount 
borrowed along with incidental charges incurred 
by the taxpayer for issuing an LOC, as the same 
cannot be termed as an international transaction. 

Tax department’s contentions 

8. TP adjustment on interest-free loans 

 The taxpayer advanced interest-free funds to its 
AEs but however paid INR10.05 crore towards 
interest on borrowed loan. 

 This resulted in reducing/shifting of taxable 
profits outside India to the extent of payment of 
such interest and hence interest was computed 
at the LIBOR rate by using Comparable 
Uncontrolled Price (CUP) method/Yield 
Approach Method. 
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9. TP adjustment for corporate guarantee and 

LOC 

 Relying on the decision in the case of Bharti 
Airtel, and Redington India, the Tribunal upheld 
that the guarantee extended by the taxpayer 
does not involve any cost to the taxpayer and 
hence, was outside the ambit of international 
transaction. Accordingly, determination of arm’s 
length price may not be necessary. 

 Mere pendency of appeal against the decision of 
this Tribunal in Redington India cannot be a 
reason to take a different view, unless and until 
the order is reversed by the Madras High Court. 

 An LOC is similar to a guarantee, and hence, the 
stand taken by the Tribunal shall hold good for 
an LOC. 

 The adjustment made by the TPO as confirmed 
by the DRP is not justified, and hence, the 
addition may be deleted for both corporate 
guarantee and LOC. 

Our comments 

Interest-free loans 

In the present case, though loans have been 
extended by the taxpayer out of its surplus funds, 
payment of interest on loans borrowed locally, may 
have triggered this adjustment. The Tribunal has 
decided on the principle of base erosion and thus 
concluded the issue against the taxpayer. However, 
the Tribunal decided that interest on funds 
advanced to AEs had to be computed on the 
notional basis by applying LIBOR rate. 

Corporate guarantee and LOC 

In addition to various decisions, this case further 
strengthens the key principle envisaged by Chapter 
X of the Act, i.e. transfer pricing provisions should 
not be applied in the absence of any income arising 
from a particular transaction. The Tribunal has relied 
on the fact that the corporate guarantee and LOC 
did not involve any cost to the taxpayer, and relying 
on the jurisdictional ruling in the case of Redington 
(India) Limited and Delhi Tribunal in the case of 
Bharti Airtel, has concluded that it was outside the 
ambit of an ’International Transaction’ and that 
determination of arm's length price may not be 
necessary. Further, mere pendency of the appeal 
before the jurisdictional high court cannot be a 
reason to take a different view.  

However, it is to be noted in this case that there is 
no discussion on the retrospective amendment to 
the definition of the international transaction under 
Section 92B of the Act. 

 

However, it should be noted that as part of Action 
Plan 8 of the BEPS initiative, the OECD 
has interalia revised Chapter I of its TP 
guidelines, where the issue relating to corporate 
guarantee has been elaborately dealt with. The 
guidelines have explained the position with the 
concepts of implicit and explicit guarantees.  

In the case of implicit guarantee (shareholder 
activities), the parent company need not charge 
any guarantee commission for such automatic 
extension of implicit support. However, if the 
parent company provides an express or explicit 
guarantee with respect to such loan availed of by 
the subsidiary company, as a result of which, the 
rate of interest dips/enhances credit rating of the 
subsidiary company, then for the savings in 
interest rate the parent company can be said to 
have provided services to the subsidiary 
company, warranting an arm’s length 
compensation.  
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