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International Taxation

In the last decade, the Indian taxpayers have faced significant litigation on account of arm’s length 
value of international transactions with Associated Enterprises (‘AEs’). This has consumed significant 
time and resources and consequently it has adversely affected investor’s sentiments. In order to reduce 
the number of transfer pricing audits and disputes, Safe Harbour Rules (‘SHRs’) were introduced 
in the Indian transfer pricing regulations in September 2013. SHRs prescribes margins for certain 
eligible transactions and which are accepted by the tax authorities in specified circumstances. 
Recently, the Central Board of Direct Taxes (‘CBDT’) has amended the existing SHRs in relation to 
transfer pricing. The revised SHRs attempted to address the issues of taxpayers in the earlier SHRs in 
relation to high margins, ambiguity in classification of services etc. With the introduction of revised 
SHRs, the Indian Govt. clarified its intention to move ahead with non-adversarial tax regime. Read 
on to know more…….
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sectors. It has been observed that a large number 
of taxpayers have not adopted the safe harbour  
route due to high rate of margins prescribed under 
the rules. The margins as per the Tribunal rulings 
and Advance Pricing Agreements (‘APAs’) turn 
out to be much lower, ranging between 15 to 20 
percent. Accordingly, in order to make the SHRs  
attractive for the taxpayer, the Govt. reviewed 
the safe-harbour margins and recently issued a 
notification with regard to revision in safe harbour 
rates. The amended SHRs have also been extended 
to include additional category of international 
transaction. 

Amended Safe Harbour Margins
The amended SHRs are applicable for the period  
of 3 years (from AY 2017-18 to AY 2019-20), 
unlike the pre-amended SHRs which were valid 
for the period of 5 years ( from AY 2013-14 to  
AY 2017-18). The taxpayers have the option  
to choose the amended SHR or pre-amended SHR 
for AY 2017-18, whichever is more beneficial to the 
taxpayer. 
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Background
Section 92CB of the Act defines the term Safe 
Harbour as “circumstances under which the 
income-tax authorities shall accept the transfer 
pricing declared by the assessee”. The SHRs provide 
minimum operating profit margin in relation to 
operating expenses a taxpayer is expected to earn 
for certain categories of international transactions, 
that will be acceptable to the income tax authorities 
as arm’s length price. The rule also provides 
acceptable norms for certain categories of financial 
transactions such as intra-group loans made or 
guarantees provided to non-resident affiliates of an 
Indian tax payers.

Under the erstwhile SHRs, CBDT prescribed 
margin between 20 to 25 percent for various 
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The comparative analysis of pre and post amendment safe harbour margins are as under:
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Sr. 
No.

Eligible International 
Transactions

Erstwhile SHRs
(upto FY 16-17)

Post amendment SHR
(FY 16-17 to FY 18-19)

Value of 
International 
Transactions

Safe 
harbour 
margin

Value of 
International 
Transactions

Safe harbour margin

1. Provision of Information 
Technology (‘IT’) and 
Information Technology 
enabled Services (‘ITeS’)

<INR 500 crores 20% <INR 100 crores 17%
>INR 500 crores 22% >INR 100 crores 

but <INR 200 
crores

18%

2. Provision of Knowledge 
Process Outsourcing 
(‘KPO’) services

No Threshold 25% <INR 200 crores 24% (employee cost is at least 
60% of operating expenses)
21% (employee cost is 40% 
or more but less than 60% of 
operating expenses)
18% (employee cost not 
more than 40% of operating 
expenses)

3. Provision of contract 
research and development 
services with respect to 
software development 

No Threshold 30% <INR 200 crores 24%

4. Provision of contract 
research and development 
services with respect to 
generic pharmaceutical 
drugs

No Threshold 29% <INR 200 crores 24%

5. Providing corporate 
guarantee

Up to INR 100 
crores

1.75% Up to INR 100 
crores

1%

Above INR 100 
crores, provided 
the wholly owned 
subsidiary has 
been rated to be of 
adequate to highest 
safety by a rating 
agency registered 
with SEBI

2% Above INR 100 
crores, provided 
the wholly owned 
subsidiary has 
been rated to be of 
adequate to highest 
safety by a rating 
agency registered 
with SEBI

6. Advancing of intra-group 
loans denominated in INR

- Up to INR 50 
crores

- Above Rs 50 
crore

- Base rate 
plus 150 
basis points

- Base rate 
plus 300 
150 basis 
points

No threshold 
value prescribed 
except where credit 
rating of AE is not 
available

One year marginal cost of 
fund lending rate plus
- 175 basis point, for AAA to 

A or its equivalent rating;
- 325 basis point, for BBB-, 

BBB or BBB+ or its 
equivalent credit rating;

- 475 basis point, for BB to 
B or its equivalent credit 
rating;

- 625 basis point, for C to 
D or its equivalent credit 
rating; or

- 425 basis point, for credit 
rating of the AE is not 
available and the amount 
of loan advanced to the AE 
including loan to all the AEs 
in INR does not exceed INR 
100 crores.
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Sr. 
No.

Eligible International 
Transactions

Erstwhile SHRs
(upto FY 16-17)

Post amendment SHR
(FY 16-17 to FY 18-19)

Value of 
International 
Transactions

Safe 
harbour 
margin

Value of 
International 
Transactions

Safe harbour margin

7. Advancing of intra-group 
loans denominated in 
foreign currency

No separate safe harbour specified 
for foreign currency denominated 
loans  

No threshold 
value prescribed 
except where credit 
rating of AE is not 
available

Interest rate not less than 6 
months LIBOR plus
- 150 basis point, for AAA to 

A or its equivalent rating;
- 300 basis point, for BBB-, 

BBB or BBB+ or its 
equivalent credit rating;

- 450 basis point, for BB to 
B or its equivalent credit 
rating;

- 600 basis point, for C to 
D or its equivalent credit 
rating; or

- 400 basis point, for credit 
rating of the AE is not 
available and the amount 
of loan advanced to the AE 
including loan to all the AEs 
in INR does not exceed INR 
100 crores.

8. Manufacture and export 
of core auto and non-core 
auto components

No threshold 12% - core
8.5% - non-
core

No threshold 12% - core
8.5% - non-core

9. Receipt of low value-
adding intra-group 
services 

Not applicable Not 
Applicable

<INR 10 crores 
(Value including 
cost plus 5%)

Mark-up on cost of 5%; and
- Reasonableness of allocation 

keys used for allocation 
of costs to the Assessee 
by AEs, cost pool etc., 
have to be certified by an 
accountant

Key Analysis of the Amended Provisions
(i) Provision of IT/ITeS services
 The revised SHRs have reduced the margin for 

IT & ITeS segment and accordingly aligned  
the margin to the outcome in the APA and 
Mutual Agreement Procedure (‘MAP’). This 
amendment is a welcome move and likely to 
reduce litigation.

 Revised SHRs have restricted the eligibility to 
safe harbour rates to taxpayers having the value 
of the international transactions (IT/ITeS) not 
exceeding INR 200 crores. 

(ii) KPO Services 
 The taxpayers in India have faced significant 

litigation on account of arm’s length pricing of 
KPO services. The safe harbour rate for KPO 
services under the pre-amended rules was not 
attractive for the taxpayers. The revised SHR 
has introduced layer based approach and given 
emphasis on skilled labor in the provision of KPO 
services by introducing employee cost ratio. 

 The term ‘employee cost’ shall include salaries 
and wages, gratuities, contribution to provident 
fund, perquisites, bonus or commission, lump 
sum payment received on termination of service, 
expensed incurred on contractual employment 
of person performing tasks similar to those 
performed by the regular employee, recruitment 
expenses, relocation expenses, training  
expenses, staff welfare expenses, any other 
expenses relating to employee or employment 
and outsourcing expenses to the extent of 
employee cost wherever ascertainable. Where 
the outsourcing cost not ascertainable, 80 percent 
of total outsourcing expenses shall be deemed 
to be the employee cost embedded in total 
outsourcing expenses. It would be important to 
see whether the inclusion of outsourcing cost 
would be reasonable from taxpayer’s perspective 
where transfer pricing is actually moving towards 
actual value creation.

 Revised SHRs have restricted the eligibility to 
safe harbour rates to taxpayers having the value 
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of international transaction (KPO services) not 
exceeding INR 200 crores. 

(iii) Loan & Corporate Guarantee 
 The revised SHRs introduced safe harbour 

interest rates for intercompany loans 
denominated in foreign currencies in addition 
to domestic currencies. This has been an 
area of litigation wherein the tax authorities 
have been proposing adjustment considering  
Indian rates. The revised SHRs prescribed safe 
harbour rates based on London Inter-bank  
Offer Rate (‘LIBOR’) for loan advanced to 
AEs. The revised SHRs prescribed the basis 
points based on credit rating (credit rating by  
CRISIL) of the overseas borrower. This is a 
welcome move as the credit rating takes into 
account the market factors and it is as per the 
global practices. 

 The definition of intra-group loan has not been 
amended and the provision shall apply in case 
advances made to wholly owned subsidiary and 
one which is sourced in Indian rupees. 

 The transaction of corporate guarantee has been 
under scanner by the Indian tax authorities. The 
revised SHRs have reduced the rate of corporate 
guarantee. This is a welcome move and will 
reduce litigation in this area. 

(iv) Contract Research and Development Services 
 The revised SHRs have reduced the rate of 

contract R&D services. Further, the definition 
of ‘contract research & development services’ 
in the context of software development has 
been amended to exclude routine functions 
like debugging of software carried out by 
the taxpayer, and where the source code has 
been made available to carry out such routine 
functions. 

 Revised SHRs have restricted the eligibility to 
safe harbour rates to taxpayers having the value 
of international transaction (contract R&D 
services) not exceeding INR 200 crores. 

(v) Low value adding intra-group services
 The transaction of intra-group services is one 

of the key transfer pricing issues of litigation 
between taxpayer and tax authorities. In  
October 2015, the Organisation of Economic 
Corporation & Development (‘OECD’) released 
its final report on Action plan 10 introducing 
low-value adding intra-group services. This 
guidance introduced an elective and simplified 
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approach to determine whether service charge 
is applicable (benefit test) and calculating the 
arm’s length charge in case of low value adding 
services. 

 The Indian tax authorities often view payment 
for intra-group services as a tax-planning 
mechanism adopted by taxpayers in lowering 
their taxable income. Since there were no 
specific provisions in the Indian TP regulations, 
taxpayers faced significant litigation on account 
of payment of intra-group services from an arm’s 
length perspective.

 In order to reduce transfer pricing disputes, 
to provide certainty to taxpayers, to align safe 
harbour margins with industry standards and to 
enlarge the scope of safe harbour transactions, 
CBDT notified a new safe harbour regime for 
receipt of intra-group services. The details of the 
said provisions are as under:
• A mark-up of 5% shall be arm’s length in 

case the payment for low value adding intra-
group services does not exceed Rupees 10 
crore. 

• Provided that the method of cost pooling, 
the execution of shareholder costs and 
duplicate costs from the cost pool and the 
reasonableness of the allocation keys used 
for allocation of cost to the assessee by the 
AE is certified by an accountant. 

• “Low value-adding intra-group services” 
means services that are performed by 
one or more members of a multinational 
enterprise group on behalf of one or more 
other members of the same multinational 
enterprise group and which: 
- are in the nature of support services;
- are not part of the core business of the 

group;
- are not in the nature of shareholder 

services or duplicative services;
- neither require the use of unique 

and valuable intangibles nor lead to 
the creation of unique and valuable 
intangibles;

- neither involve the assumption or 
control of significant risk by the service 
provider nor give rise to the creation of 
significant risk for the service provider;

- do not have reliable external comparable 
services that can be used for determining 
their arm’s length price.

 Further, certain services are specifically 
excluded from the definition of low value 
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adding intra-group services such as R&D 
services, manufacturing & production services, 
information technology services , KPO services, 
Business Process Outsourcing (‘BPO’) services, 
purchasing activities of raw material & other 
material, sales, marketing & distribution 
activities, financial transactions, insurance & 
reinsurance and extraction, explorations and 
processing of natural resources. 

 A margin of 5% shall be appropriate for the 
payment of low value adding intra-group services. 
However, the same may not be appropriate 
in a situation where the taxpayer is rendering  
services to its AE. The revised SHRs has not 
covered this leg and provided any guidance in 
this regard. 

 Further, certain services are specifically excluded 
from the definition of low value adding intra-
group services. However, no safe harbour rates 
have been prescribed if taxpayer avail any IT & 
ITeS, KPO or R&D services. 

 The revised SHRs refer to ‘support services’, 
‘shareholder services’, and duplicative service. 
However, these terms are not defined in the 
rules. This may result into debates and disputes. 

 Certain BPO services are in the nature of support 
services and accordingly, the taxpayer should be 
mindful about distinguishing low value adding 
intra-group services from the BPO services. 

 If taxpayer does not cover in the threshold 
of Rupees 10 crore, it may continue to face 
litigation on account of benefit test/duplicative 
activities. In this regard, appropriate transfer 
pricing documentation shall play a key role while 
substantiating the arm’s length price of intra-
group services. 

 Introducing safe harbour margin for low-value 
adding intra-group services is a welcome move 
as it aligned the rates with global practices and 
will provide certainty to the taxpayer availing 
low value adding intra-group services from its 
AEs. 

(vi) Others Amendments
 Under the revised SHRs, the definition of 

‘operating cost’ has been amended to include 
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costs relating to Employee Stock Option Plan 
(‘ESOP’) or similar stock based compensation 
by the AE to the employees of the taxpayer, 
reimbursement of expenses by the taxpayer to 
its AE and recovery of expenses by the taxpayer 
from its AE relating to the normal operations of 
the taxpayer. 

 Further, the definition of the operating revenue 
has been amended to include costs relating to 
ESOP or similar stock based compensation by 
the AE to the employees of the taxpayer.

 The CBDT kept upper turnover threshold  
limit of INR 200 crore for service providers (IT, 
ITeS, KPO, R&D for IT and generic pharma 
drug), thereby indicated the intention to restrict 
the applicability of SHRs to only small and 
medium sized entity. Large taxpayers having 
international transactions of more than INR 
200 crores may opt for APA or normal route of 
litigation. 

 The revised SHRs have not done away with the 
requirement of maintaining the transfer pricing 
documentations. This has been on the taxpayer’s 
wish-list for quite some time. 

Conclusion
Safe harbour margins grant certainty to the taxpayers 
availing this option in terms of acceptability of their 
transfer price by the tax authorities without any 
litigation. 

Applying for safe harbour is less time-
consuming, cost effective and it results in saving of 
time and money for both the taxpayer and the tax 
administration. 

The pre-amended SHRs did not attract  
taxpayers due to the high rates of margins. The 
revised SHRs have reduced the margins/rates  
and it is expected that it will attract small and 
medium level taxpayers. Overall, the revised  
SRHs is an indicative of a clear intention of the  
Indian Govt. who is moving ahead with the  
objective of ease of doing business by providing a 
non-adversarial tax regime. 

A margin of 5% shall be appropriate for the payment 
of low value adding intra-group services. However, the 
same may not be appropriate in a situation where the 

taxpayer is rendering services to its AE. The revised 
SHRs has not covered this leg and provided any 

guidance in this regard. 

The three 'C's of leadership are Consideration, Caring and Courtesy. - Brian Stacy


