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Indian Safe Harbour Rules - 
An Analysis

Backdrop
The subject of transfer pricing (“TP”), though not very 
old in India, has seen considerable disputes between 
taxpayers and the tax administration. The staggering 
upsurge in the quantum of TP adjustments1 continues 
to consume significant time and resources and the 
consequent uncertainty adversely impacts investor 
sentiments. Realising the need for reform in this area, 
the Central Board of Direct Taxes (“CBDT”) was 
empowered to frame safe harbour rules vide insertion of 
Section 92CB in the Income-tax Act, 1961 (“Act”). The 
explanatory notes to the provisions of the Finance Act 
(No. 2) of 2009 describe the rationale behind this move:

“In order to reduce the number of transfer pricing 
audits and prolonged disputes, a new section 92CB 
has been inserted to provide that the determination of 
arm’s length price under section 92C or section 92CA 
shall be subject to Safe Harbour rules.” 

Section 92CB of the Act defines the term Safe 
Harbour as “Circumstances under which the income-
tax authorities shall accept the transfer price declared 
by the assessee.”

The Concept of Safe Harbour
Internationally, the concept of safe harbour is embedded 
in TP regulations of several tax jurisdictions, which 
includes both developed (e.g. United States, Australia 
and Japan) as well as developing (e.g. Brazil, Mexico 
and South Africa) countries. It is a widely deployed 
tool to simplify compliance process for eligible 
taxpayers and provide administrative convenience to 
the tax authorities.The Organisation for Economic 
Co-operation and Development (“OECD”) has also 
approved2 revision of the section on Safe Harbour 
in its TP Guidelines by recognising the fact that 
safe harbours are adopted by a number of countries 
and favourably evaluated by both taxpayers and tax 
administrations3.

Transfer Pricing is often identified as one of 
the most serious tax issues facing corporates in 
India. In the face of growing uncertainty and 
litigation, the Government’s announcement 
of safe harbour rules has been welcomed 
by all quarters. These rules, first released 
as draft in August 2013, have been further 
refined to reflect representations made by 
various stakeholders. The final rules are 
an improvement over the draft version and 
are expected to benefit taxpayers. However, 
doubts remain on whether these rules will 
entirely help achieve the stated objectives 
of reduced Transfer Pricing disputes and 
usher in more certainty unless resolved 
appropriately.

1	 As	per	a	written	reply	filed	by	Minister	of	State	for	Finance,	Shri	J	D	Saleem	in	the	Lok	Sabha	recently,	the	total	quantum	of	TP	adjustments	has	increased	
multi-fold	from	R23,237	crore	in	FY	2011-12	to	R70,016	crore	in	FY	2012-13

2	 Approved	on	16th	May	2012
3	 Para	4.94,	Revised	Section	E	on	Safe	Harbours	 in	Chapter	 IV	of	 the	2010	OECD	Transfer	Pricing	Guidelines	 for	Multinational	Enterprises	and	Tax	
Administrations	(“OECD	Guidelines”)
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4	 	Para	4.94,	2010	OECD	Guidelines
5	 Para	4.95,	2010	OECD	Guidelines

The OECD Guidelines4 define the term safe 
harbour as “…a statutory provision that applies 
to a given category of taxpayers and that relieves 
eligible taxpayers from certain obligations otherwise 
imposed by the tax code by substituting exceptional, 
usually simpler obligations.” Prices established under 
safe harbour are automatically accepted by the tax 
administrations as arm’s length price (“ALP”).

Safe harbours may broadly take two forms5 —(a) 
outright exclusion of certain classes of transactions 
from the purview of TP regulations (i.e. by setting 
thresholds); or (b) simplification of provisions 
applicable to such categories of transactions (i.e. by 
designating range, within which prices/profits should 
fall). 

Benefits of Safe Harbour
Safe harbours carry certain benefits which are 
described below:
• Compliance Relief: Safe harbours tend to substitute 

simplified requirements in place of existing 
regulations, thereby reducing compliance burden 
and associated costs for eligible taxpayers, who 
would otherwise be obligated to dedicate resources 
and time to collect, analyse and maintain extensive 
data to support their inter-company transactions.

• Certainty: Electing safe harbours may grant a 
greater sense of assurance to taxpayers regarding 
acceptability of their transfer price by the tax 
authorities without onerous audits. This conserves 
administrative and monetary resources for both the 
taxpayer and the tax administration. 

• Administrative simplicity: Since tax administrations 
would be required to carry out only a minimal 
examination in respect of taxpayers opting for 
safe harbours, they can channelise their efforts to 
examine more complex and high-risk transactions 
and taxpayers.

Concerns over Use of Safe Harbour
While safe harbours generally are beneficial, their 
availability is not without concerns, some of which 
are:
• Lack of Precision: Safe harbours often pose a trade-

off between strict compliance to the arm’s length 
principle and simplicity of operation. Even though 
they offer a simplified TP approach, they cannot be 
expected to fit in each and every taxpayer’s matrix 
of facts and circumstances. Thus, the possibility 
of determining a safe harbour rate, that is different 
from the ALP, is quite high.

• Risk of double taxation: When adopted unilaterally, 
safe harbours pose risk of double taxation since 
reporting of higher than arm’s length level of 
income in one jurisdiction (to comply with safe 
harbour levels) need not be necessarily accepted 
by the tax administration in the other jurisdiction.
To eliminate this problem of potential double 
taxation, OECD has recommended the use of 
bilateral/multilateral safe harbours.

• Equity and uniformity issues: Safe harbours could 
end up creating two distinct sets of taxpayers—
those who must abide by rigorous TP analysis 
and documentation requirements, and those who 
merely need to comply with a simplified set of 
rules. It is, therefore, necessary to frame a clear 
and carefully-designed criterion to minimise the 
possibility of differential tax treatment to a similar 
category of taxpayers.

 
Safe harbour rules in India
The Hon’ble Prime Minister constituted a Committee 
on 30th July 2012 (headed by former CBDT Chairman 
N. Rangachary) to review taxation of Development 
Centres (“DCs”) and Information Technology (“IT”) 
Sector whose terms of reference, inter-alia, included 
“Engage in sector-wise consultations and finalise 
the safe harbour provisions sector-by-sector.” 
The Committee, after consultation with various 
stakeholders, submitted its detailed recommendations 
in a report to the Government. On the basis of this 
report, the CBDT released draft safe harbour rules 
on 14th August 2013, inviting public comments and 
subsequently notified the final rules on 18th September 
2013.

The notification introduces new Rules 10TA to 
10TG which contain the procedure for adopting 
safe harbours, the transfer price to be adopted, the 
compliance procedures upon adoption of safe harbours 
and circumstances in which a safe harbour adopted 
may be held to be invalid.

The CBDT released draft safe harbour rules on 
14th August 2013, inviting public comments and 

subsequently notified the final rules on 18th 
September 2013. The notification introduces new 
Rules 10TA to 10TG which contain the procedure 

for adopting safe harbours, the transfer price to be 
adopted, the compliance procedures upon adoption 
of safe harbours and circumstances in which a safe 

harbour adopted may be held to be invalid.
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International Transactions and Applicable Safe Harbour Transfer Price
The transfer price declared by an eligible taxpayer shall be accepted by the tax authorities for the below 
mentioned international transactions (eligible international transactions) subject to the ceilings/circumstances 
stated as under: 

Eligible international 
transaction

As per the draft rules As per the finally notified rules
Threshold 
limit 
prescribed

Safe harbour margin Threshold 
limit 
prescribed

Safe harbour 
margin

Provision of software 
development services other 
than contract Research & 
Development (“R&D”) with 
insignificant risks

Up to R1 
billion

20% or more on total 
operating costs

Up to R 5 
billion

20% or more on 
total operating 
costs

Above R5 
billion

22% or more on 
total operating 
costs

Provision of information 
technology enabled services 
(“ITeS”) other than contract 
R&D with insignificant risks

Up to R1 
billion

20% or more on total 
operating costs

R5 billion 20% or more on 
total operating 
costs

Above R5 
billion

22% or more on 
total operating 
costs

Provision of information 
technology enabled services 
being knowledge processes 
outsourcing (“KPO”) services 
other than contract R&D with 
insignificant risks

Up to R1 
billion

30% or more on total 
operating costs

Threshold limit 
removed

25% or more on 
total operating 
costs

Advancing of intra-group 
loan to a non-resident wholly 
owned subsidiary

Up to R500 
million

The interest rate 
declared in
relation to the 
international 
transaction, is equal 
to or greater than the 
base rate of State 
Bank of India (SBI) 
as on 30th June of the 
relevant previous year 
plus 150 basis points.

No change

Advancing of intra-group 
loan to a non-resident wholly 
owned subsidiary

Above R500 
million

The interest rate 
declared in relation 
to the international 
transaction is equal 
to or greater than the 
base rate of SBI as 
on 30th June of the 
relevant previous year 
plus 300 basis points

No change
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Eligible international 
transaction

As per the draft rules As per the finally notified rules

Threshold 
limit 
prescribed

Safe harbour margin Threshold 
limit 
prescribed

Safe harbour 
margin

Providing explicit corporate 
guarantee to wholly owned 
subsidiary (“WOS”)

Up to R 1 
billion

The commission or 
fee declared in relation 
to the international 
transaction is at the 
rate of 2% or more per 
annum on the amount 
guaranteed.

Up to R1 
billion

The commission 
or fee declared 
in relation to 
the international 
transaction is at 
the rate of 2% or 
more per annum 
on the amount 
guaranteed.

Above R1 
billion, 
provided the 
WOS has been 
rated to be 
of adequate 
to highest 
safety by a 
rating agency 
registered with 
SEBI

The commission 
or fee declared 
in relation to 
the international 
transaction is 
at the rate of 
1.75% or more 
per annum on 
the amount 
guaranteed.

Provision of specified contract 
R&D services wholly or 
partly relating to software 
development with insignificant 
risks

No limit 30% or more on total 
operating costs

No change

Provision of contract 
R&D services wholly or 
partly relating to generic 
pharmaceutical drugs with 
insignificant risks

No limit 29% or more on total 
operating costs

No change

Manufacture and export of 
core auto components

No limit 12% or more on total 
operating costs

No change

Manufacture and export of 
non-core auto components 
where 90% or more of total 
turnover during the relevant 
previous year is in the 
nature of original equipment 
manufacturer (“OEM”) sales

No limit 8.5% or more on total 
operating costs

No change

In order to identify an eligible taxpayer with 
insignificant risk, the factors outlined in the rules are 
similar to the conditions stated under Circular 6 of 
2013 for identifying contract R&D centres bearing 
insignificant risks. These conditions broadly require 

the foreign principal or its Associated Enterprises 
(“AEs”) to perform economically significant functions 
and provide capital and other economically significant 
assets. The Indian entity is expected to work under the 
supervision of the foreign principal or its AEs who 
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have capability to control or supervise the work of the 
Indian entity. The Indian entity should not assume any 
economically significant risk. 

The terms software development services; ITES; 
knowledge processes outsourcing services; intra-group 
loan; corporate guarantee; contract R&D services 
wholly or partly relating to software development, 
generic pharmaceutical drugs; core auto components, 
non-core auto components, operating expense, 
operating revenue, operating profit margin in relation 
to operating expense have been defined in the safe 
harbour rules.

Filing of Form 3CEFA
Any taxpayer who has entered into an eligible 
international transaction and who wishes to exercise 
the option to be governed by the safe harbour rules is 
required to file a specified form (Form 3CEFA) and 
furnish it before the due date of filing of return of 
income for 
• the relevant financial year (April-March), in case 

the option is exercised only for that financial year 
or;

• the first of the financial years, in case the option is 
exercised for more than one financial year. 
The form is in the nature of a self-declaration and 

needs to be signed by the person who is authorised to 
sign the tax return. The option for safe harbour validly 
exercised shall continue to remain in force for the 
period specified in Form 3CEFA or a period of five 
years, whichever is less. Form 3CEFA requires the 
taxpayer to declare the following:
• Transaction entered with an AE is an eligible 

international transaction;
• Quantum of the international transaction;
• Whether the AE’s country or territory is a no tax or 

low tax country or territory; and
• Operating profit margin/ transfer price.

The safe harbour provisions shall not be applicable 
to a taxpayer who has entered into an eligible 

international transaction with an AE located in a 
country or territory notified under Section 94A of 

the Indian tax law, or in a no tax or low tax country/
territory. No tax or low tax country/territory has 

been defined as a country or territory in which the 
maximum rate of income tax is less than 15% in 

respect of the AE. 

Validity of safe harbour option
The safe harbour option shall remain in force in respect 
of any financial year unless:
• The option is held to be invalid for the financial 

year by the transfer pricing officer (“TPO”) in 
respect of an objection filed by the taxpayer against 
the order of TPO; or

• The taxpayer opts out of the safe harbour for the 
relevant tax year by filing a declaration to this 
effect with the Assessing Officer (“AO”).

Assessment procedure 
The Rules empower the AO/TPO to verify whether 
the taxpayer exercising the safe harbour option is 
an eligible taxpayer and whether the transaction in 
respect of which the option is exercised is an eligible 
international transaction or not. The AO/TPO is also 
empowered to call for any information/documents/
explanation for verifying any of the above. Where the 
AO/TPO is of the opinion that the option exercised by 
the taxpayer is valid, he shall intimate acceptance of 
the transfer price declared by the taxpayer within the 
specified timelines and after following the specified 
procedure. However, if the AO/TPO is not satisfied 
that that the option exercised by the taxpayer is valid, 
then he shall proceed to determine the transfer price in 
accordance with the other tax provisions and without 
having regard to the safe harbour price/margin. Such 
order of the TPO can be appealed against before the 
Commissioner (to whom the TPO is subordinate).

The Rules also provide that where the transfer 
price declared by the eligible taxpayer is accepted by 
the income-tax authorities, such taxpayer shall not be 
eligible to invoke the Mutual Agreement Procedure 
(“MAP”) under the relevant tax treaty.

Further, the rules also provide timelines within 
which the tax authorities need to take action on the 
option exercised by the taxpayer. These are:

Action Timeline
Reference by AO to TPO 
to determine eligibility of 
assessee or international 
transaction or both for 
purposes of the safe 
harbour

Two months from the 
end of the month in 
which Form 3CEFA is 
received by AO

TPO to pass an order after 
determining validity or 
otherwise of the option 
exercised by the assesse

Two months from the 
end of the month in 
which reference from 
AO is received
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Action Timeline
Commissioner to pass 
an order in respect of the 
validity or otherwise of 
the option exercised by 
the assesse

Two months from the 
end of the month in 
which the objections 
filed by the assessee 
are received

If the AO/TPO or the Commissioner, as the case 
may be, does not make a reference or pass an order, 
as the case may be, within the time specified above 
timelines, then the option of the safe harbour exercised 
by the assesse shall be treated as valid. 

Ineligible taxpayers
The safe harbour provisions shall not be applicable to a 
taxpayer who has entered into an eligible international 
transaction with an AE located in a country or territory 
notified under section 94A of the Indian tax law, or 
in a no tax or low tax country/territory. No tax or low 
tax country/territory has been defined as a country or 
territory in which the maximum rate of income tax 
is less than 15% in respect of the AE. However, till 
date no country or territory has been notified for the 
purposes of Section 94A of the Act.

Other key aspects
• The transfer price contained in the safe harbour 

rules shall be applicable for five years beginning 
from financial year 2012-13.

• Taxpayers can elect to be governed by the safe 
harbour rules for all or any of the five-year period.

• Taxpayers electing for the safe harbour will not be 
able to claim any further adjustment to the price, 
either on account of comparability differences or 
the benefit of the range as prescribed under the 
second proviso to Section 92C(2) of the Act.

• Taxpayers opting for safe harbour shall be 
required to maintain the mandatory prescribed 
transfer pricing documentation and also file the 
Accountant’s report in Form 3CEB.

Analysis
The draft rules have undergone a change and the 
Government must be lauded for its efforts in heeding 
representations made by various industry bodies and 
practitioners. This displays a consultative attitude and 
is much appreciated by all stakeholders. 

The rules are effective for five years and ensure 
greater stability over the long term horizon. Taxpayers 
electing the safe harbour can accordingly better 
plan their business affairs. Laying out a time-bound 

procedure for determining validity of the safe harbour 
election and subsequent appeal by the taxpayer should 
also alleviate doubts on how a potential dispute 
regarding safe harbours will be dealt with. 

The safe harbour rules, while welcome, do not 
address all concerns. The correlation between higher 
turnover and higher margins is not empirically proven 
and there was no requirement to have different margins 
for different size of taxpayers. 

It was expected that the safe harbours would be 
higher than the arm’s length margins. However, some 
of the rates are very high and reflect neither industry 
benchmarks nor the current economic environment. 
The IT/ITeS sector has been concerned about the 
emergence of other low-cost jurisdictions shifting 
work away from India. Continued insistence on such 
high margins under the safe harbour rules exacerbates 
this concern and may impact competitiveness of 
Indian contract service providers.The automobile 
industry which is witnessing a downturn may also not 
be able to avail the benefit of the safe harbour since the 
prescribed margins are very steep and conditions are 
restrictive.

A major concern on the safe harbour rules stems 
from definitional aspects. The industry at large feels 
that segregating IT services into software services and 
contract R&D services is complicated since many of 
the activities may be overlapping and would require 
a more technical analysis than envisaged in the rules. 
Similarly, it is difficult to categorise IT-enabled 
services into BPO & KPO activities without taking 
into account the nature of services, the skill set of 
employees performing these and most importantly the 
contribution of these services to the overall value chain. 
Using mere nomenclature of services to conclude that 
it is high-end or low-end is not justifiable. Hence, 
greater clarity may be required to guide the taxpayers 
and the tax authorities in these aspects to mitigate the 
risk of subjectivity and litigation.

Financial transactions are typically fact-sensitive 
and generally require greater analysis while 
determining the arm’s length price. Safe harbour rules 
in this respect only prescribe interest rates/guarantee 

A major concern on the safe harbour rules stems from 
definitional aspects. The industry at large feels that 
segregating IT services into software services and 

contract R&D services is complicated since many of 
the activities may be overlapping and would require a 
more technical analysis than envisaged in the rules. 
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commissions but do not throw any light on the 
methodology to be adopted to arrive at these rates. This 
is a critical facet and may have important implications 
for different types of commercial facts. Furthermore, 
by addressing only outbound transactions, the rules 
leave out taxpayers who receive loans and guarantees 
from their related parties overseas.  

The fact that taxpayers electing the safe 
harbour would still be subject to TP documentation 
requirements and may undergo an audit by the AO/
TPO is a dampener and imposes the same burden as 
that on a taxpayer not electing the safe harbour. 

Interestingly, the safe harbour rules exclude 
taxpayers transacting with low tax or no tax 
jurisdictions. This appears to be in line with the 
Government’s measures to crack down on perceived 
tax havens. However, a unilateral safe harbour should 
have applied equally to all taxpayers irrespective of the 
country with whom they transact or the applicable tax 
rate there. This has resulted in an avoidable distinction 
between different taxpayers in India. 

Since the safe harbour margins are very high, there 
is a risk of double taxation if the country where the 

associated enterprise is resident does not accept the 
safe harbour norm. The fact that the rules also preclude 
invoking MAP under the tax treaty increases this risk 
of double taxation and restricts the options available 
for redress. 

The Road Ahead
Introduction of safe harbours is a taxpayer-friendly 
measure. The CBDT has clarified that the safe harbour 
rates would not apply to normal assessments6. The 
Government would do well to address in an appropriate 
manner some of the concerns still persisting in the 
minds of taxpayers. A well-administered safe harbour 
regime with unambiguous rules is in the interest of the 
entire nation and will arrest the spurt in TP litigation 
and boost investor confidence. 

In an increasingly dynamic environment, a taxpayer 
now needs to carefully consider his options of dispute 
resolution and controversy management and determine 
the comparative benefits of electing the safe harbour, 
engaging in domestic litigation or pursing an advance 
pricing agreement. 

6	 		http://www.financialexpress.com/news/safe-harbour-margins-no-benchmark-for-transfer-pricing-finance-ministry/1173718
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