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The Tree of Knowledge
Knowledge Initiatives at L&S are nurtured by a constant stream of analysis 
and opinion pieces by our consultants and their practice experiences. The 
‘Tree of Knowledge’ is a part of our wisdom initiative gleaned from the best 
of the organisation’s learning, shared through the year.

Introduction to 
‘Doing Business in 
India’ - Reforms 
The result of the general elections in 2014 has 
brought about a stable central government in india 
after several decades. The incumbent government 
has done well to capture the imagination of the 
masses and the business community alike with its 
pro-business and investor friendly attitude. The 
complex nature of the indian political scenario 
and the economy does not provide, even a stable 
government with sufficient room for radical reforms 
in a short period. notwithstanding the challenges, 
the tone and tempo of the government and the 
steps being taken by the present government 
certainly demonstrate its commitment to creating 
a long term viable and investor friendly economic 
scenario in india. While certain significant changes 
and legislations have been stalled due to political 
opposition, the present government has managed to 
bring about many legislative changes, which will go a 
long way in facilitating businesses in india. 



Company Formation 
Historically, registration of companies in india has remained a time 
consuming affair with Registrar of Companies (RoC) requiring 
several forms before issuing a certificate of incorporation. This 
process required separate forms to be filed for allotment of a 
Director identification number (for potential directors of the 
company), name availability of the proposed company, intimation of 
registered office address, filing of charter documents, etc. Recently, 
an amendment has been introduced to the relevant rules under the 
Companies Act, 2013, which facilitates company formation by filing 
of a single form with the RoC. However, setting up of a business 
requires certain registrations under other tax and welfare statutes, 
which remain a separate process.

Enforcement of Contracts 
india has been ranked 186 of 189 countries in respect of 
enforcement of contracts. Businesses largely depend on written 
agreements to govern commercial relationships and therefore, 
it is imperative to build investor confidence with regard to their 
enforcement. Typically, a commercial contract would provide for a 
suitable dispute resolution mechanism by way of traditional court 
litigation or arbitration. Traditional litigation has not found favor 
with the business community in india given the delays encountered 
in achieving finality to disputes. However, with the proposed 
establishment of commercial divisions of High Courts, this attitude 
may undergo a change. The establishment of these commercial 
courts is sought to bring about reform in the civil justice system 
by achieving speedy finality to commercial disputes involving 
amounts exceeding inR 10 million and awarding of legal costs to 
the successful litigant. This would also go a long way in discouraging 
frivolous litigation.

Consolidation of Labor Laws 
Labor law in india is constituted by a host of legislations, some of 
which date back to the pre-independence era. There are separate 
statutes which govern social security, workmen’s compensation, 
industrial relations, minimum wages, contract labour etc., each of 
which prescribe numerous compliances. Recognizing the difficulty 
caused by the multiplicity of regulations, an attempt is being made 
to consolidate these statutes so as to ease compliance.



Corporate Law 
As mentioned above, the company regime has undergone a 
paradigm shift with the enactment of the Companies Act, 2013. 
The new law replaces a 57 year old regime and is aimed to be 
more futuristic and commercially relevant for today’s businesses. 
While indian companies have been dealing with teething issues 
on account of certain drastic changes made under the new law, 
it is encouraging to note the attitude of the government which 
has, to some extent, attempted to resolve these issues by framing 
rules under the Act and by passing amendments to the principal 
legislation itself. in recent times, india has also witnessed certain 
liberalization measures in its foreign investment regime with caps 
on foreign investment being raised in various sectors.

With these reforms, India will continue to remain an attractive 
investment destination. Despite certain instances of undesirable 
changes in the tax and regulatory regime dampening investor 
sentiment, the India story has remained promising and India 
remains too crucial a market to ignore. The recent public 
statements by the current government seem to inspire confidence. 
The present booklet seeks to identify some of the crucial issues 
which often confront companies investing in India or companies 
willing to invest in India and provide an outline for tacking these 
issues. 
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The iT Act requires every person earning income taxable in india to comply 
with certain procedural requirements. These requirements include;

•	 Registering	with	the	ITD	and	obtaining	a	Permanent	Account	Number	
(PAN)

•	 Filing	of	annual	return

•	 Obtaining	Tax	Residency	Certificate	(TRC)	from	the	Tax	Administrator	
of the non-resident when Treaty benefit is being claimed 

The above requirements must be complied with only those non-residents 
who derive taxable income from india. For example, a person exporting 
goods to india is not required to obtain a PAn as his income is not taxable in 
india, but a person licensing technology would be required to follow them, as 
his income is taxable in india. 
These provisions, not being sustentative but merely procedural in nature, are 
not complied with by a major proportion of non-residents deriving taxable 
income form india. The penalties for non compliance of these procedural 
requirements are nominal and in most cases not imposed. To ensure 
compliance, the iT Act provides the following:

•	 Section	206AA	of	the	IT	Act,	provides	for	withholding	tax	at	a	higher	
rate	of	20%,	if	PAN	is	not	provided	by	the	person	earning	taxable	
income. There are conflicting judgments on the applicability of this 
section to income received by non-residents. However, a plain reading 
of the section and the objective behind its introduction seem to 
suggest that the provision would apply to income received by non-
resident as well.

•	 Section	90(4)	of	the	IT	Act,	restricts	the	applicability	of	DTAA	only	
to	non-residents	who	produce	a	TRC.	In	other	words,	applicability	of	
DTAA	is	not	automatic,	but	only	on	furnishing	of	TRC.

These procedural requirements should not be neglected by non-residents 
transacting with india. Complying with simple procedural requirements would 
save hassles in future.

Procedural tax requirements of 
doing business with india
(Complying with simple procedural requirements would 
save hassles in future)
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Structuring a Deferred Consideration/Earn-
Out 

indian exchange control law mandates payment of complete consideration 
at the time of transfer of shares and a delayed payment by the acquirer 
will require government approval. government approvals are discretionary 
and are not governed by specific timelines, hence compelling a non-
resident acquirer to pay the entire consideration at the time of the 
acquisition. However, providing a complete exit to the promoter may not 
be commercially advisable for the acquirer. it is important for the seller/
promoter to stay invested in the business to facilitate a smooth transition of 
the target company’s business to the acquirer. 

it is possible to work around such a limitation by adopting and structuring a 
simultaneous subscription of convertible instruments of the target company 
by the exiting promoter. This would help in achieving a result similar to 
an earn-out and will not require any regulatory approval or government 
intervention. Certain tax nuances must be addressed but the structure can 
be successfully achieved without regulatory interference.

 

Typical challenges faced in indian 
M&A Deals
Since	the	Indian	Rupee	is	not	a	freely	convertible	currency,	
a non-resident acquirer should carefully consider certain 
limitations under Indian exchange control laws while 
structuring an acquisition in India. Given these challenges, 
certain standard deal related options such as indemnity 
escrows, deferred consideration with an earn-out, etc. 
may not be suitable for non-resident companies looking to 
invest into India. 
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Indemnity as an Effective Remedy 
Sellers usually indemnify the buyer against breach of warranties, covenants, 
etc. provided in the transaction agreements. However, enforceability of such 
remedies could pose a challenge in the indian context - more so where the 
seller is a resident indian. The judicial process of enforcing a contractual right 
can often be time consuming and self-defeating. Further, such pay-outs in 
favor of the non-resident acquirer may also require government approval. 
With inordinate delays and challenges in enforcing an indemnity claim, 
any indemnification right of the non-resident acquirer may prove to be a 
commercially unviable remedy. However, based on the deal commercials, it 
should be possible to structure an indemnity escrow in the manner described 
below.

Structuring an Indemnity Escrow 
With a view to safeguard payment of indemnity claims, parties may agree 
to a mechanism whereby a portion of the purchase consideration is set 
aside for release over an agreed period of time after the acquisition (say, 
18 to 36 months). Such amounts could be utilized to make payments 
against established indemnity claims made by the non-resident acquirer. 
normally, such escrows between residents and non-residents would 
require government approval under applicable exchange control laws. it is 
unlikely that government authorities will grant approval for such an escrow 
arrangement.

However, it is possible to structure around this limitation in a 100% 
acquisition scenario by creating an escrow, which does not involve the non-
resident acquirer. Such an arrangement could be outside the purview of 
exchange control restrictions by efficient structuring and documentation.

Typical challenges faced in Indian M&A Deals (contd.)



3

Doing Business in India : Navigating Key Tax Issues  |  9

Downstream investments for 
Foreign owned or Controlled 
indian Companies

Under the indian exchange control regime, foreign companies have to invest 
in indian companies by taking up equity shares or instruments compulsorily 
convertible into equity shares for the investment to qualify as foreign 
direct investment (“FDI”). All other instruments are classified as debt and 
are governed by a more stringent regime applicable to foreign commercial 
borrowings. Further, foreign companies that have an indian subsidiary 
should be mindful of making any downward investments through their 
indian subsidiaries. A foreign owned or controlled indian company (“FOCIC”) 
is treated akin to a company resident outside india for certain exchange 
control purposes. 

The investor must consider the applicability of pricing guidelines in a 
transfer of shares between a person resident outside india and an FoCiC 
and an FoCiC’s ability to invest in optionally convertible debentures or 
preference shares.

The general principles applicable to foreign companies is that they cannot 
purchase shares of an indian company from a person resident in india below 
the fair market value of such shares and in case of a sale they cannot sell 
above the fair market value. The Reserve Bank of india has previously 
indicated that for the purposes of determining applicability of pricing 
guidelines with respect to transfers by or to an FoCiC, the residence of the 
counter-party would be determinative. if the transaction involves a cross-
border element, the FoCiC would be treated as a person resident in india 
and the pricing guidelines would apply accordingly. However, if an FoCiC is 
investing in or transferring shares to or from a person resident in india, the 
FoCiC would be treated as a person resident outside india. 

Although the FDi regime is silent on FoCiCs investing in optionally 
convertible debentures or preference shares, the relevant regulatory 
authorities have applied the instrument related restrictions applicable to 
a foreign investor to a FoCiC also. Therefore, the more prudent approach 
would be to proceed on the basis that the instrument related restrictions 
applicable to a foreign investor would also apply to a FoCiC.
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4

The Companies Act, 2013 (“2013 Act”) recently repealed and replaced the 
erstwhile Companies Act, 1956. While the 2013 Act has brought about 
certain sweeping positive changes, it has withdrawn various exemptions 
and privileges that private companies had under the 1956 Act. Private 
companies are now subjected to onerous procedures for fund raising, 
where details of potential new investors may have to be filed with the 
Registrar of Companies, prior to execution of any definitive agreement. The 
companies must also adhere to certain minimum pricing guidelines norms 
while issuing shares. They cannot issue shares of different classes with 
varied rights, unless they comply with stringent requirements, as opposed 
to an unrestricted regime under the 1956 Act. All significant inter-corporate 
transactions such as disposal of assets, lending to group companies, etc., 
now need shareholder approval of more than 75%.These and other changes 
effectively nullify most of the material benefits that one had by operating a 
closely held private company.

However, one should still consider a private company if restrictions on 
transferability of shares of a joint venture partner are of importance. This 
objective can be achieved with complete certainty in a private company 
as opposed to a public company. in a public company, while the law does 
recognize a private contract between shareholders restricting the shares of 
a public company, the fine print of the statute creates a host of ambiguities 
with respect to enforcement. Further, a private company continues to enjoy 
certain other relaxations such as their directors not having to mandatorily 
retire by rotation each year, ability to finance acquisition of their own shares 
and so on.

Private Companies:  
Limited Benefits



Doing Business in India : Navigating Key Tax Issues  |  11

5 Minority Protection 
= ‘Control’? 

The 2013 Act has attempted to define the elusive concept of ‘control’ and 
in its endeavor has adopted the inclusive definition of the term from the 
public market governance regime (“Takeover Regulations”). Along with 
adopting the definition of ‘control’, the 2013 Act may have inadvertently 
also inherited the jurisprudence associated with ‘control’ under the Takeover 
Regulations. The jurisprudence of the term ‘control’ under the Takeover 
Regulations has brought, within its fold, affirmative vote rights that are 
standard for minority protection but, according to the capital markets 
regulator, constitutes negative control. it is worth noting that a person in 
control of a company is also deemed to be a promoter of that company. 
Under the 2013 Act, a promoter has added obligations to provide an exit to 
minority shareholders and be liable for defaults by the company (in some 
cases). 

The correlation of ‘control’ and ‘promoter’ can prove to be problematic for 
certain financial investors who usually negotiate certain affirmative voting 
rights under contracts. Financial investors, investing in india, must exercise 
caution while contracting the broad list of standard affirmative voting 
rights in their investment documents. The 2013 Act already has enhanced 
protections for minority shareholders. To that extent, the affirmative voting 
rights that investors negotiate should be watered down bearing in mind 
the statutory rights available under the 2013 Act. Any excess rights could 
classify the investors as promoters and club them along with the actual 
promoters for purposes of affixing liability.
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6

The 2013 Act also introduces a completely new regime of Corporate Social 
Responsibility (“CSR”) in india. Certain indian companies and indian branches 
of foreign companies are now required to spend 2% of their past three 
years’ average net profits on certain specified social activities in india, such 
as eradicating hunger and poverty, promotion of education etc. Companies 
(including indian branches of foreign companies) which have a net worth of 
inR 5 billion or more, turnover of inR 10 billion or more, net profit of inR 
50 million or more in any financial year must comply with the CSR spending 
requirements. Such companies will have to constitute a CSR committee 
comprising of 3 or more directors, out of which at least 1 director shall be 
an independent director (not applicable to a private company). The CSR 
committee is responsible for formulating a CSR policy for the company 
and making recommendations for the expenditure. The board of directors 
of the company is responsible to ensure that the company spends the 
designated amount. if the company is unable to spend this amount, it must 
explain the reasons for the same in the board of directors’ report (annexed 
to the company’s annual financial statements laid before its shareholders), 
which is publicly available. CSR activities can also be undertaken through a 
registered trust, society, or a non-profit company. Two or more companies 
may also collaborate to conduct CSR activities to discharge their statutory 
responsibilities. it should be noted that activities undertaken solely for the 
benefit of employees of the company and their families would not amount 
to discharging the CSR obligations of the company. 

ostensibly, the CSR regime appears to be a ‘comply or explain’ regime. 
However, one should consider if the implied requirement for the reasons 
for non-compliance is justifiable, given the Board’s responsibility to ensure 
compliance. in our view, companies should endeavor to meet their obligation 
to the extent possible, and offer explanations, which are justifiable when 
they are unable to meet the spending obligation. 

Corporate Social Responsibility
(CSR)
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7 Director Liability  
& Risk Mitigation 

The onus and liability attached to holding a position of a director or 
independent director of a company have now been codified and have 
increased. Earlier directors were bound by fiduciary duties understood under 
common law. Under the 2013 Act, the fiduciary duties of a director have 
been codified in statute and penalties have been prescribed for violation 
of these duties. A director’s duty, among other things, includes acting in 
good faith in order to promote the objects of the company, acting in the 
interests of its employees, shareholders, community and for protection of 
the environment and exercising due and reasonable care, diligence and skill 
as well as independent judgment. The law also provides that a director will 
be held liable only if he acted willfully or negligently since he ought to have 
known or ascertained the full and correct facts before making a decision. 
Further, they will also be deemed to be ‘officers in default’ and potentially 
be penalized for contraventions by the company, if they were aware of a 
wrong doing. ‘Awareness’ is now benchmarked by communications received 
with respect to proceedings at a board level, which could include papers 
circulated prior to a board meeting. Additionally, if a director participated 
in a board meeting where the matter was discussed and the director failed 
to object to such matter, he would be considered an ‘officer in default’. The 
consequences of becoming an officer in default include monetary penalties 
and, in certain instances, imprisonment.

on a first look, the codification of fiduciary duties of a director appears 
reasonable. However, some of these duties could prove to be problematic 
in case of litigation against the directors for any default committed by 
the company. one such area of concern is where directors are required to 
act in the best interests of the community, environment, employees and 
shareholders. For instance, how does the executive director of a mining and 
infrastructure company be compliant with his responsibility to shareholders 
and the environment at the same time? Would a director be liable as an 
officer in default where a particular matter was circulated via board papers 
but he was unable to attend the board meeting? These and such other 
issues are matters that individuals should consider when taking up office 
as a director in a company. Directors must at all times ensure that senior 
members of the management have been identified as responsible persons 
for compliance with company law matters. They should also ensure that 
D&o insurance with sufficient limits are in place. Further, they must ensure 
that the minutes of a board meeting accurately record their dissent on any 
subject matter, which they did not approve.



TAXATION ISSUES



8 Seconding employees 
to india 

One	of	the	major	factors	in	success	of	MNCs	in	India	is	the	
expertise gained by them over the years operating across 
the globe. To effectively exploit the experience, it would be 
essential	for	a	MNC	to	‘depute’	a	few	of	its	personnel	to	
India. Though deputation may seem to be a simple exercise 
of moving the residence of an employee from a foreign 
location to India, it requires elaborate documentation and 
planning to avoid unwanted hassles.

PE Exposure 

india’s import of services for the period April 2014 to March 2015 stands at 
USD 7,866 Million. in many cases these services are rendered by personnel 
physically present in india. Such presence exposes a MnC to PE exposure 
in india. indian courts have in a series of cases even held that such deputed 
employees trigger PE for the MnC group in india1. Avoiding such exposure 
would require detailed documentation, including deputation agreements, rolls 
and responsibility matrix, time sheets for work undertaken, etc.

TP Exposure
Expatriates would generally work on a split payroll. The indian entity would 
be required to bear the costs paid by its Associated Enterprise in foreign 
jurisdiction. Though the arrangement is in the form of reimbursements, it 
must be established before the Revenue Authorities that the payments 
are indeed recoupment of costs without any mark up. This would require 
elaborate documentation on the part of the indian entity as well as the 
foreign entity.

(Adequate planning is required before seconding employees 
to mitigate PE and TP exposure, reduce personnel taxation 
and social security costs in India)

1 DIT (IT) v. Morgan Stanley & Co. [2007] 292 iTR 416 (Supreme Court), Centrica India Offshore (P.) Ltd. v. CIT 
[2014] 364 iTR 336 (Delhi High Court)



16  |  Lakshmikumaran & Sridharan Attorneys

Personnel Taxation
indian income Tax Act (‘iTA’) regards a person to be ‘resident’ of india if 
he stays in india beyond 182 days. if a person is regarded as a resident, 
his global income, wherever earned, would be taxable in india. With india 
following April to March as its assessment period, it would make significant 
difference for an expatriate to move to india during november rather than 
in october. 

Any remuneration, including bonus and stock options, allotted during the 
deputation to india, though effected in a foreign jurisdiction, might attract 
indian taxation. Such risks can be mitigated if adequate documentations are 
maintained to show that the incentives were offered for services rendered in 
the past and not for the one being rendered in india.

Social Security Regulations
india introduced compulsory social security regulations for expatriate 
employees working in india for the first time in october 2008. The 
contribution can be as high as 24% of the remuneration, chances of refund 
of which is remote. Structuring the remuneration package, would assist in 
bringing down the costs significantly. 

Such contribution is not required in india if the employee is governed by the 
social security regulation of a country with which india has entered into a 
Social Security Agreement (SSA). SSAs with only 10 countries are ‘in force’ in 
india, including Switzerland, France and germany.

Seconding employees to India (contd.)
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9 EPC Contracts and  
PE Exposure 

The priority given by India for increasing their 
infrastructure	has	attracted	MNCs	to	increase	their	
business	presence	in	India.	Many	MNCs	have	won	projects	
involving	Engineering,	Procurement	and	Construction	
(‘EPC’)	to	be	undertaken	on	turnkey	basis.	An	EPC	
contract generally involves supply of goods and services, 
both offshore and onshore. Such contracts may, either 
be a composite contract i.e. without any breakup of 
consideration towards goods and services, or on the 
other	hand	provide	split	up	of	the	consideration.	MNCs	
undertaking such projects have to carefully consider their 
exposure to Indian taxes due to such contracts. 

The tax treaty framework followed by India generally 
restricts	taxability	of	MNEs	with	respect	to	profits	from	
their unincorporated Indian ventures only to those cases 
where	a	Permanent	Establishment	is	created	in	India.

PE though PO 

generally, MnEs maintain Project office (Po) in india in order to efficiently 
execute the EPC contract. Though such Po is generally engaged in effective 
execution of the contract or for undertaking preliminary and auxiliary 
activities, indian courts have held that the Po could trigger a PE if activities 
like installation are carried out through the Po.2 it becomes more important 
for MnCs operating through Po to maintain elaborate documentation to 
establish that their presence in india per se does not expose them to indian 
taxes.

(MNCs having full fledged operations in many countries 
can effectively reduce PE exposure by arranging supplies 
from friendly treaty countries)

2 Samsung Heavy Industries Co. Ltd. v. ADIT - iTA no. 5237/Del/2010 (iTAT Delhi)
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PE due to installation activities
Many indian treaties have specific clauses for installation and supervisory PE. 
Depending on the wording of the treaty and facts of a particular case, mere 
performance of supervision without undertaking installation, construction, 
etc., can in some cases create a PE. 

Some of the indian treaties recognize furnishing of services (beyond a 
specific threshold) also as a PE creating activity. The tax authorities tend 
to invoke Service PE clause where they are not able to justify existence of 
installation/Supervisory PE. it is generally alleged that the visit of technical 
personnel for rendering onshore services in respect of the EPC contract 
gives rise to Service PE.

MnC having operations in various countries can arrange their activities in a 
manner to undertake such activities from the country which has a favorable 
treaty with india.

EPC Contracts and PE Exposure (contd.)
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10 india and  
Transfer Pricing

indian Transfer Pricing Regulations (TPR) adopt Arm’s Length Principle 
(ALP) as a basis for determining whether, india has received its fair share 
of tax. The indian regulations are broadly based on the model prescribed 
by the oECD, though india is itself not a member of oECD. The regulations 
broadly require the tax payers to maintain elaborate documentation to 
establish, based any of the six methods prescribed by the statute, that the 
transactions entered into between Associated Enterprises are at ALP. 
The total adjustments made by indian Revenue Authorities to the value 
of international transactions between MnC during the period April 2014 
to March 2015 stands at USD 7,744 Million.3 Most of the Transfer Pricing 
disputes in india arise due to inadequate documentation.

Mere maintenance of an invoice raised by a parent for rendering services 
would not satisfactorily show that the service was actually rendered. The 
tax payer would also be required to show, though his documentation, as to 
the person who rendered the service, the time and mode though which the 
service was rendered and how the services were put to use in india. Lack of 
any of these documentation leads an avoidable and unnecessary litigation 
with the Revenue Authorities. 

in the recent past, valuation of shares in a group reorganization, promotion 
of a foreign brand though an indian subsidiary, using an unrelated third 
party to circumvent transfer pricing etc are being closely scrutinized by the 
Revenue Authorities. MnCs operating in india have to ensure that a definite 
transfer pricing policy is in place and adequate documentation is maintained 
for all their international transactions to protect against any possible 
questioning of their prices.

(Growing exposure to TP can be mitigated only through 
adequate documentation)

3 inR 46,466 crore
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With india opening up its economy, many MnCs have established their 
presence in india though a subsidiary. As indians have a flair for using 
foreign products, the indian subsidiaries generally use the Brand names and 
Logos used by the MnC globally in the products manufactured and sold 
in india as well. infact, one of the major tolls for marketing the products in 
india is the use of the foreign Brand and Logo by the indian subsidiary. 
 
in order to grow its presence in india, the indian subsidiary is required to 
undertake large scale advertising and promotional activities. The promotional 
activities for the products manufactured by the indian subsidiary would 
include the Brand name and Logo owned by the foreign MnC as well.

in the recent past, the Revenue Authorities in india have been taking a view 
that the indian subsidiaries of MnCs are being used as a vehicle to promote 
the foreign brand in india. Consequently, excessive advertisement expenses 
incurred by the subsidiary of an MnC is treated as being over and above 
the requirement of indian business and sought to be dis-allowed as Transfer 
Pricing adjustments. 

The Tribunals and High Courts4 in india have prima facie accepted that such 
adjustments could be made. Detailed guidelines have also been provided 
by the Courts for determining any benefit gained by the MnC through 
promotion of the Brand in india. The Courts have recognized the concept 
of ‘economic ownership’ of the Brand by the indian subsidiary in so far 
as the expense incurred by it under a long term contract. However, the 
jurisprudence around Advertising and Marketing expenses being treated 
as being subject to Transfer Pricing is still evolving in india. To safeguard 
against any possible exposure, MnCs need to have a clearly laid down 
strategy on Brand Promotion activities and have to severe it from the local 
business activities being carried out in india. Elaborate documentation would 
also be required to be maintained to ensure that any adjustment on this 
count is avoided. 

Transfer Pricing exposure due to 
marketing foreign brands by indian 
subsidiaries
(Promoting your brand in India through your subsidiary 
could expose you to Transfer Pricing in India, plan and 
avoid litigation)

4 Sony Ericsson Mobile Communication India Pvt Ltd v CIT [iTA no. 70/201, decision dated 16th March 2015 
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12 Transfer Pricing exposure of 
Research Centers in india 

globalization coupled with high skill at low cost feature of india has 
prompted many MnEs to outsource their business segments to india. With 
the passage of time, dimensions of outsourcing have extended to niche 
areas like Research and Development (‘R&D’) as well. MnCs in developed 
countries that are shifting their R&D functions to india, wholly or partially, 
need to be cautious about their taxation, especially Transfer Pricing.

in the Practical Manual on TP for developing countries released by United 
nations, indian tax administration expressed their view that R&D efforts 
in india require a proper compensation, which could be by way of imputing 
royalties for use of know-how developed in india. The practice of MnCs 
providing a low cost plus mark up on the ground that they control all the 
risk and their Associate Enterprise (AE) operating in india are risk free or 
limited risk bearing entities was also condemned in that chapter.

on these lines, the Tribunal in the case of gE india5 held that the ability of 
an MnC to exercise control over risks remotely from the place where the 
core R&D functions (carried on by indian taxpayer) are not located is very 
limited.

The latest circular issued by Central Board of Direct Taxes (CBDT) states 
that R&D centres in india can be classified into (a) entrepreneurial in nature, 
(b) cost-sharing arrangements; and (c) contract R&D. The new circular lays 
down following guidelines for determining whether the indian entity is 
engaged in contract R&D activities and assumes insignificant risks.

•	 Foreign	AE	performs	most	of	the	economically	significant	functions	like	
conceptualization, design, providing strategic direction and framework, 
involved	in	research	while	the	Indian	R&D	Centre	carries	out	the	work	
assigned to it;

•	 Foreign	AE	provide	funds	and	significant	assets	required	for	the	
research;

•	 The	R&D	Centre	works	under	the	direct	supervision	of	the	foreign	AE;

(India has talented researchers at low costs, but taxation 
has to be borne in mind when shifting research work)

3 GE India Technology Centre (P.) Ltd. v. DDIT - [2013] 141 iTD 245 (Bangalore)
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•	 The	R&D	Centre	does	not	assume	or	has	no	economically	significant	
realized risks, both in substance and in form; 

•	 An	AE	located	in	low	or	no	tax	jurisdiction	will	be	presumed	to	be	
bearing no risks. The presumption can however be rebutted with 
evidence.

•	 The	R&D	Centre	has	no	ownership	right	(legal	or	economic)	on	the	
outcome of the research, both in substance and in form.

These guidelines are largely in line with the oECD recommendations 
as flowing from revised discussion draft on Transfer Pricing Aspects of 
intangibles dated July 30, 2013.

The change in the approach of tax administration is definitely welcome. 
Further, the tax policy framework offers options like (a) safe harbour rules 
and (b) advance pricing agreements that can be used to reduce the risk of 
any divergent view being taken by tax officers leading to unwanted litigation.

Transfer Pricing exposure of Research Centers in India (contd.)
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13 Alternative investment Funds
(AiF)

Capital flow into india is the form of Alternate investment Funds (‘AiFs’) is 
witnessing significant increase. AiFs raise capital from a number of investors 
with a view to invest the funds according to a defined investment strategies. 
The potential for attracting more AiFs into india is being stalled due to 
unfavourable tax environment. india’s experience of attracting funds by 
giving pass through status to Venture Capital Funds had yielded expected 
results. 

Therefore, to improve the investment climate in india, the iTA has introduced 
a special tax regime for AiFs, granting a pass-through status from 2015. 
Accordingly, the income of such funds shall be taxed in the hands of the 
investors directly and the fund shall be exempt from taxation. This would 
avoid double taxation of the same income, once in the hands of the fund 
and again in the hands of the investors when the surplus is distributed. 

The other features of the new legislation are as under:

•	 The income of an investment fund, other than business income, will 
be taxed directly in the hands of the investor in such fund. However, 
business income of the fund will be taxable in its hands itself. 

•	 The	income	distributed	by	the	fund	to	the	investor	will	be	deemed	to	
be of the same nature and in the same proportion as in the hands of 
the investment fund. 

•	 Income	received	by	the	fund	will	be	exempt	from	withholding	
tax requirement. However, the fund shall deduct tax at 10% on 
distributions made by the fund to the investors of income, other than 
business income.

•	 Loss	in	any	year	(current	loss	or	loss	remaining	to	be	set	off),	will	not	
be passed through to the investor. It will be carried over and set off in 
subsequent years at the fund level. 

•	 Provisions	of	Chapter	XII-D	(Dividend	Distribution	Tax)	or	Chapter	
XII-E	(Tax	on	distributed	income)	will	not	apply	to	the	income	
distributed to the investors.

 (India welcomes AIFs with open hands and tax benefits)



•	 Of	the	three	categories	of	funds6	in	the	SEBI	AIF	Regulations,	
Category-I	&	II	funds	are	identified	as	the	eligible	funds.	Category-I	
funds are those which invest in start-up or early ventures or social 
ventures	or	SMEs	or	infrastructure	or	other	areas	which	are	socially	
or	economically	desirable	e.g.	VC	funds,	social	venture	funds,	besides	
others.	Category-II	funds	include	those	funds	which	do	not	undertake	
leverage or borrowing other than to meet day-to-day operational 
requirements e.g. private equity funds, debt funds etc. 

•	 These	funds	can	be	set	up	as	a	trust,	company,	LLP	or	any	other	body	
corporate. 

A pass-through is already in place for venture capital funds7 and the intent 
of the proposed regime is to expand its scope to cover more of such AiFs. 
The iTA also aims at recognizing the SEBi (Alternative investment Fund) 
Regulations 2012 (“SEBi AiF Regulations”) – a framework recently put in 
place by the securities markets regulator for regulating the variety of funds 
that has emerged in the past few years. 

Consequent to these changes, the tax liability of non-resident investors in 
AiF would be governed by the DTAA between india and their country of 
residence. As such, significant benefits may be available for capital gains on 
sale of shares under certain DTAAs. The result – the non-resident investors 
might end up paying low or no tax in india. Clearly, tax pass-through status 
to AiF is a desirable status for an AiF. 

Alternative Investment Funds (contd.)

6  SEBi AiF Regulations classify the AiFs into – Category i, ii and iii. Category iii is discussed in subsequent  
  paragraphs, under the head ‘other issues’
7  S. 10(23FB) and Chapter Xii-FB, containing s. 115U grant the pass-through status to venture capital funds
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8  Vodafone International Holdings BV vs. Union of India [2012] 341 iTR 1 (SC)

14 Buying or selling shares of indian 
company
Section 5(2) of the iTA provides that a non-resident would be taxable in 
india on the income which is received; or accrues or arises; or is deemed to 
accrue or arise in india. Section 9 of the iTA deems income arising from the 
transfer of a ‘capital asset’ situated in india to accrue or arise in india. A slew 
of debate arose on whether transfer of shares of investment companies 
incorporated in low tax jurisdiction, holding shares of indian companies, can 
be taxable as transfer of assets located in india. 
 
Post the controversial judgment of the Supreme Court in Vodafone 
international8, the section was amended in 2012 to provide that ‘Any share 
or interest in a foreign company was deemed to be situated in India if the 
share or interest derives, directly or indirectly, its value substantially from 
assets located in India.’ Accordingly, post the amendment, even transfer 
of shares of investment companies which substantially hold assets in india, 
would be subject to tax in india. in the 2015 amendment, it has also been 
clarified that a 50% threshold would be applied to identify ‘substantial 
holding’. 

The position would, however, be different where the transfer is covered by 
a treaty country, where indirect transfers are not recognised as creating tax 
liability in india. 

it must also be borne in mind that, in a transfer of shares of an indian 
company, even a non-resident buyer is required under the iTA to withhold 
taxes and remit it to the government if the transferor is chargeable to 
tax in india. given the complexities and recent amendments, it would be 
advisable to have every transaction of purchase as well as sale of shares of 
indian company, including holding companies of indian companies, examined 
very closely for possible taxation. 
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To protect its tax base and to avoid Treaty abuse, india introduced general 
Anti Avoidance Rules (gAAR) as a part of the iTA in 2012. However, taking 
note of the strong protest from the investor community, its applicability 
has been deferred, initially till 2015 and now till 2017. A Committee 
under the Chairmanship of Dr Parthasarathy Shome (Shome Committee) 
was constituted to examine the provisions as introduced and suggest 
amendments to make indian gAAR internationally compatible. on the 
recommendation of the Committee, gAAR Rules were introduced in 2013 
and certain amendments were made to the iTA as well. 

indian gAAR is proposed to apply to every transaction, the main purpose of 
which is to obtain a tax benefit and not one in which commercial substance 
exists. in other words, it is proposed that business should now on be 
substance-driven. in determining existence of commercial substance, factors 
such as the holding period, the exit route intended and the tax cost (either 
in india or in the country of residence of the seller) would be considered. 
But these alone would not be the sole factors and each case would be 
considered on its own merits. 

Every business reorganisation could also come under severe scrutiny. 
Merging of a loss making company with a profit making company of the 
same group could be examined for existence of commercial substance under 
gAAR. 

To ensure that these powers are not mis-utilized, it is proposed that 
applicability of gAAR to a transaction would be scrutinized by an Approving 
Panel chaired by a retired High Court Judge, a senior Commissioner from 
the Revenue Authority and a distinguished person with expertise in taxation 
and international trade.

it must be borne in mind that the introduction of gAAR does not mean 
that arranging a business transaction in a tax efficient manner is prohibited. 
However, it does call for brainstorming on what would now be acceptable as 
tax planning and as to how that would that be demonstrated if questioned. 
Documentation indeed will be key - meticulous maintenance of clear and 
consistent documentation demonstrating the business purpose and intent 
will acquire critical significance as never before. Again it is advisable to 
ensure that robust tax governance procedures (for the entire tax life cycle, 
i.e., planning, provisioning, compliance and controversy) are in place to keep 
enterprise from being unnecessarily exposed to the application of gAAR and 
the significant penalty, interest or reputational ramifications that may follow.

india and gAAR
(Treaties are not meant to be abused, but they can still be 
efficiently used)



16 Traditional Dispute settlement 
mechanisms in india
(India has a time tested and an effective system to redress 
your grievance) 

9   http://pib.nic.in/newsite/erelease.aspx?relid=62745
10 Written reply to the Lok Sabha (Parliament) in August 2012 given by Minister of State for Finance  
   Mr. SS Palanimanickam

The india tax regime is often criticized as being opaque, uncertain and overly 
litigious. The national Litigation Policy (nLP) announced in 2010, promised 
to reduce the average pendency time from 15 years to 3 years9. The effects 
of the policy are yet to materialize. As of last year there were 5,860 direct 
tax cases and 2,855 indirect cases pending before the Supreme Court of 
india and 29,650 direct tax cases and 14,626 indirect tax cases pending 
before the various High Courts in india. it is estimated that more than USD 
22 billion is at stake in these litigations.10

The whole exercise revolves around the assessment of tax liability based 
on the return of income filed by the taxpayer. Every taxpayer whose gross 
receipts (from business activity) exceeds a specified limit, is required to 
maintain detailed books of accounts and is also required to have it verified 
by a Chartered Accountant before filing a return of income with the iTD. 
The return of income filed by the taxpayer, is accepted as such by the iTD. 

Thereafter, using a Computer Aided Selection System, the tax returns 
are picked up for detailed examination. in any case, the tax returns of the 
following tax payers are taken up for compulsorily scrutiny:

•	 Where	the	value	of	transaction	with	an	associated	enterprise	located	
outside	India	exceeds	INR	150	Million;

•	 Where	additions	were	made	in	earlier	year	and	the	addition	arose	out	
of recurring question of law or fact and the value of addition exceeds 
INR	1	Million;

•	 Where	a	search	was	conducted	in	the	premises	of	the	assessee	on	the	
basis of some tip off and undisclosed income was earthed out during 
such search;

•	 Where	the	earlier	years’	assessment	was	redone	on	the	basis	of	
additional information collected after conclusion of assessment and 
certain additions were made in the re-assessment.



28  |  Lakshmikumaran & Sridharan Attorneys

The Assessing officer would conduct a quasi-judicial enquiry and pass an 
order within the due date specified in the iT Act. in the case of assessment 
of non-residents (foreign companies) or in cases where Transfer Pricing 
adjustments are proposed, the Assessing officer would pass a ‘draft order’, 
providing an option to the taxpayer of either accepting the draft order or 
approaching the Dispute Resolution Panel (DRP). 

The traditional dispute resolution process involves successive appeals before 
different appellate authorities constituted under the law:

•	 The	CIT(A)	is	the	first	level	appellate	authority.	The	authority	shall	
be	a	senior	officer	in	the	Tax	Administration	and	shall	have	vide	
powers, including the power quash the order as well as to enhance the 
assessment made. 

•	 Any	person	aggrieved	by	an	order	of	the	CIT(A)	(i.e.	the	taxpayer	or	
even	the	Assessing	Officer),	can	file	an	appeal	before	the	Income	Tax	
Appellate	Tribunal	(“ITAT”),	the	second	appellate	authority.	A	bench	
comprising	of	one	judicial	member	(practiced	law	for	at	least	10	years)	
and	one	accountant	member	(practiced	as	a	Chartered	Accountant	for	
at least 10 years or who has been with the ITD at a senior position like 
an	Assistant	Commissioner	for	at	least	three	years)	decides	the	appeal.	
There	are	27	Benches	of	the	ITAT	across	various	cities	in	India,	with	
well defined territorial judisdictions.

•	 For	cases	involving	a	“substantial	question	of	law”,	i.e.	a	question	of	law	
that is debatable, not previously settled by a binding precedent and 
having a material bearing on the decision of the case , an aggrieved 
person	(the	taxpayer	or	the	ITD)	can	approach	the	jurisdictional	High	
Court,	a	Constitutional	Body.	There	are	25	High	Courts	across	India.	

•	 An	order	of	the	High	Court	can	be	appealed	to	the	Supreme	Court	
of	India,	the	highest	judicial	authority	in	India.	The	Supreme	Court	
currently has 28 eminent judges, each having more than a decade 
of	experience	as	Chief	Justice/	Judges	of	various	High	Courts.	The	
introduction	of	IT	tools	in	judiciary	has	helped	the	Court	in	grouping	
and tagging similar matters and has significantly improved the disposal 
of cases in a uniform manner.

Traditional Dispute settlement mechanisms in India (contd.)
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17 Alternate Dispute settlement 
mechanisms to non-residents 
transacting with india

For	the	first	time	in	1993,	the	Indian	Government	took	
steps to provide some certainty to non-resident taxpayers 
who were transacting within the territory of India, in 
particular multinationals operating in India and introduced 
the following dispute resolution mechanisms.

Advance Ruling 

A non-resident or resident who transacts with a non-resident can approach 
the Authority for Advance Rulings to determine the tax incidence on the 
non-resident. The Authority provide binding rulings on questions of fact and 
law in respect of transactions undertaken or proposed to be undertaken 
involving a non-resident. The ruling of the Authority shall be final and not 
appealable, unless a grave error is found in the order.

Dispute Resolution Panels
While the Authority of Advance Ruling provided a mechanism to know the 
tax liability of a non-resident in advance, there was no special mechanism to 
resolve disputes between the taxpayers and iTD in relation to transactions 
entered into by indian companies with their group entities abroad. To 
address this, the indian government set up a Dispute Resolution Panel 
(“DRP”) in 2009 to look into disputes relating to transfer pricing between 
related entities and determination of tax liabilities of foreign companies in 
india. As stated earlier, in such instances, the Assessing officer would first 
pass a draft assessment order which can be referred to the DRP. The DRP, 
constituting three Commissioners of income tax, are established in eight 

(Foreign nations transacting with India need certainty on 
their tax cost and would need a preference in settling their 
disputes, and India has got a system for that as well)
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major cities across india to expedite disposal of the cases involving non-
residents. An order of the DRP shall be appeasable directly to the iTAT. Till 
the time the DRP passes an order, no tax demand shall be raised on the tax 
payer.

Advance Pricing Agreement and Safe Harbor 
Rules 

The Finance Act 2012 introduced the Advance Pricing Agreement (APA) 
program effective from July 1, 2012, authorizing the CBDT to enter into 
agreement with the taxpayers, prescribing the arm’s length price for 
international transaction already undertaken (which are continuous in nature) 
and those to be entered in the future. The program provides for both 
bilateral and multilateral APA. india has already signed more than a dozen 
APAs and many are in final stages of being signed. it is anticipated that 
this will significantly reduce litigation on adjustments made to the transfer-
pricing front. 

Alternate Dispute settlement mechanisms... (contd.)
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