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Starting from the Goods and Service Tax (GST) reforms to the recent
farm and labour law reforms, the pandemic has not been able to
dampen the government’s intent for marching ahead with economic
reforms coupled with tax policy rationalisation, changing the COVID-19
adversity into an opportunity. Announcing some strong measures to
revive the economy via its flagship programme, “Atmanirbhar Bharat
Abhiyan”, India has come out with a comprehensive economic
package of US$265 billion, or approximately a tenth of India’s GDP.
Introduction of the Production Linked Incentive (PLI) schemes for
large-scale electronics manufacturing to boost domestic
manufacturing and attract large investments into mobile phone
manufacturing and specified electronic components, followed by
another PLI scheme for 10 sectors worth US$26.5 billion, adds muscle
to the manufacturing sector. The aforementioned initiatives would set
the economic pace in the longer run, but rationalisation of tax policies
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coupled with liberalisation of Foreign Direct Investment (FDI) policies can
boost investments in the short to medium term—a shot in the arm for
the struggling Indian economy.
Given the correlation FDI has with tax rate, the Indian government has
undertaken a slew of direct and indirect tax measures to attract
investments. Fortunately, before being bulldozed by COVID-19, the
government carried out big bang changes, including enabling GST
regime, reducing the income tax rates from 30 percent to 22 percent,
(some newly set up manufacturing entities can enjoy a tax rate of 15
percent1), with no Minimum Alternate Tax (MAT).
Another significant tax litigation relief measure, ‘Vivaad se Vishwas
Scheme’ (VsV Scheme), was introduced to reduce the pendency of
litigation under the Income tax Act, 1961 (Act). VsV Scheme provides a
golden opportunity with a one-time exit window to achieve finality

Provided manufacturing is started before 31 March 2023
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merely by paying the tax component of a dispute. India has joined the
list of handful countries that have a taxpayer’s charter2 imbibed in
their regulations. The charter enshrines in law the rights and duties of
taxpayers, hence, boosting confidence and garnering transparency.
Adding another brick to the transparency wall was the introduction
and application of the faceless assessment and faceless appeals
scheme(s), mitigating any chances of corruption, a much-needed step
in the COVID-stricken, work-from-home environment. All functions
including assessments, rectification, appeal effect, collection and
recovery, transfer pricing, dispute resolution process, approvals/
registrations are now covered under the faceless scheme showing the
government’s commitment to be digitally advanced.
India extended the exemption from filing of return(s) to non-resident
entities that have earned income by way of royalty or fees for
technical services only (in addition to dividend and interest income),
on which appropriate TDS has been deducted by the payer. Due to the
pandemic, the country has also pushed the compliance due dates for
direct and indirect taxes, a much-needed relief, especially for Transfer
Pricing (TP) compliances that includes the Masterfile and Country-byCountry Reporting (CbCR) compliances that require co-ordination
across boundaries. The deadline for TP Assesment/audit which forms
the fundamental base for TP litigation in India, and one that has been
on the watchlist of Multinational Corporations (MNCs), has also been
extended.
Another important change helping the industry in such trying times is
India’s migration to a risk-based system of TP audit from the erstwhile
system based on a threshold. Only a specialised officer, Transfer
Pricing Officer (TPO), is authorised to undertake TP audits unlike the

earlier provisions, wherein even an Assessing Officer (AO) could
undertake such audits.
While the risk-based assessments have successfully reduced the number
of TP audit cases, tax certainty is key to MNCs investing in India. The
Indian Advance Pricing Agreement APA programme has been successful
at this but appears to be overburdened with COVID-19. Thus, the onus is
on the tax department and judiciary to bring clarity on certain vexed TP
issues marring the manufacturing industry, some of which can be
proactively resolved.
The most litigated TP issues include those related to intangibles with the
Advertisement, Marketing Promotion (AMP) issue at the forefront. Even
with years gone by, there is still no clarity on the matter, be it on the
question of law or benchmarking with conflicting judgements by various
lower courts; the matter is now pending with the Supreme Court.
Another common TP litigation area is substantiating the royalty payment
rate in case of manufacturers operating in India. The want of a benefit
test for intra-group services, both technical and administrative, is the
next big dilemma on which industry needs certainty. Other typical TP
issues that Indian manufacturers face is inconsistency around
acceptance of segmental accounts for export sales compared with local
sales and acceptability of economic adjustments particularly, capacity
utilisation which vary from officer to officer.
In case of a contract manufacturer, the biggest hurdle is lack of
appropriate comparables (TPO’s benchmarking set includes risk bearing
manufacturers carrying inventory and business risk) coupled with lack of
acceptance of economic and risk adjustments. The issue of arriving at
the arm’s length margin for manufacturing entities can be evaluated
based on the business - TP models adopted. A tabular summary of these
manufacturing models with key TP characteristics is provided below:

Manufacturer

Contract3

Licensed

Full fledged

Functions undertaken,
Risks assumed

Not complex

Moderately complex

Most/highly complex

Typical TP challenges
faced

Re-characterisation of contract
manufacturer or Low Risk Manufacturer
into risk bearing manufacturer for want
of higher mark-up, comparability issues –
right comparables, denial of economic
adjustments

Low profit/losses not acceptable, payment
for licenses disallowed particularly in loss
situation, intra-group services disallowed
partially or completely, marketing
intangibles created via higher
advertisement/marketing spends

Aggregation of transactions,
payment for licenses
disallowed/challenged,
business restructuring issues

Tax authorities believe payments for royalty/intra-group services are
profit repatriation tools and thus, such payments are
adjusted/disallowed either under the TP provisions or under the
other/general tax provisions under the Act. Royalty may be paid for
brand/technology or as bundled royalty comprising of both. Payment
of lumpsum royalty or lumpsum coupled with a rate based on sales,
flexible turnover-linked royalty, have all been challenged for want of
the right benchmarking approach/comparables. Certain taxpayers in
the manufacturing sphere have adopted a variable royalty model,
which has been blessed by the APA authorities.
With the functioning of joint working group, including officers of
income tax and customs authorities, information shared may
empower TPOs to undertake probing enquiries for imports. Another
issue linked with indirect taxes, is free of cost
assets/services/intangibles provided by group companies to their
Indian counterparts. Under the GST rules, even a free of cost/zero

valued supply/transaction is subject to GST on its open market or arm’s
length value. The group entity is required to deal with the GST, per
reverse charge mechanism. An Indian taxpayer needs to formulate the
transfer price (especially contract manufacturers operating at acost-plus
model) considering the same and sync the compliances under the GST
and TP.
With the adoption of the Base Erosion and Profit Shifting led, three-tier
documentation in Indian tax regulations, taxpayers have also started to
comply with Masterfile and CbCR requirements (in addition to local file).
In the recent ongoing TP audits, TPOs, taking cue of this, have initiated
enquiries requiring taxpayers to submit CbCR.
In these circumstances, a few questions emerge— Can TPO require the
assessee to provide CbCR as part of the routine TP proceedings? If the
assessee does not have or provide CbCR to TPO, will it be penalised?
(Especially, when CbCR is not specifically included under the mandatory
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https://incometaxindia.gov.in/Documents/taxpayer-charter.pdf
In August 2019, the Government permitted 100% FDI in contract
manufacturing through the automatic route
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documentation requirements, per Indian TP regulations). Will
information in the CbCR be used for other BEPS issues? When TPO
requires an assessee to submit CbCR under routine TP audit
proceedings, is he mandated to provide reasons and internal
authorisation for this?

Timely and efficient implementation of the key policies/reforms with the
spirit in which they have been introduced, is a must for sustainable
investment and growth in the manufacturing sector.

To boost confidence amongst taxpayers, the Central Board of Direct
Taxes (CBDT) issued an instruction4 defining appropriate use of CbCR
information in India. The instruction provides guidelines for
safeguarding the confidentiality of information in the CbCR, requiring
strict monitoring, control/review of information by senior authorities
from the CBDT.
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While the government has taken considerable initiatives to attract
investments into the manufacturing sector, it needs to continue
simplifying the tax structure and push for tax policy level reforms to
step up efficiency, promote certainty, and increase transparency.
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