How you can make outsourcing work from a tax perspective
Taxpayers should address the tax issues relating to outsourcing early so they get the benefit of efficient services in a cost effective manner, believe Samir Gandhi and SP Singh of Deloitte Haskins & Sells
"India is a developing country with a developed intellectual capability," said Jack Welch of GE. With its technically competent vast human resource base, India has emerged as a preferred location to provide efficient services at competitive rates. Other factors that facilitate the trend towards outsourcing are low bandwidth costs, improvements in information and telecommunications technology and investment incentives, including tax holidays.

These outsourcing units at India have come to be known as business process outsourcing (BPO) units.

Moving up in the value chain

At the beginning of the BPO revolution, companies outsourced routine tasks, that is, those not requiring unique skills or attributes, for example, jobs that do not require face-to-face customer servicing or high information content and are telecommutable and internet-enabled. However, the BPO industry has moved from the concept of "served from India" to "designed in India" to even now "dreamed of in India".

The emergence of India as a preferred destination of outsourcing from low-end services to high-end services has been gradual but consistent. This phase of evolution is highlighted by the greater degree of depth, specialization and competition. More and more sophisticated activities in the areas of, for example, R&D, legal and financial analysis, high-end engineering design and drawing are being outsourced to India.

As per NASSCOM, captive units continue to dominate the sector, accounting for over 65% of the value of work offshored to the country. While the third-party vendors outnumber the captive units, the scale of work undertaken by each unit in the later category is significantly higher.

	Diagram 1: Growth pattern of BPO sector
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Classification of outsourcing

Services can be provided in several manners, including the following:

1. Business process outsourcing (including IT-enabled services); 

2. Back-office services; and 

3. Contract services. 
(1) Business process outsourcing services: in general, BPO is the process of shifting an internal job process to an outside/external company which might be in a completely different location. Such services includes back-end jobs such as call/help centres, medical transcription, billing, payroll processing and data entry.

(2) Back-office services: back-office services are usually administrative support services that are ancillary to the core business activity of the enterprise which are in the nature of, for example, managerial, accounting, human resources development and tax services.

(3) Contract Services: the activities which are quite commonly outsourced are for manufacturing, marketing, distribution or for contract R&D. Global software, pharmaceutical and chemical companies have established their own R&D facilities at India as a dedicated service provider.

Outsourcing and taxation

With India becoming the preferred destination for outsourcing from other tax jurisdictions, tax implications of the outsourcing has become an important issue. After all, every tax jurisdiction wishes to have its due share of the pie. Lack of clarity and certainty of the law and its implementation has made the issues more intricate and complex.

There are two aspects to the taxation of outsourced services in the Indian context. The first is taxation of the service provider, that is, the BPO unit and the second is taxation of the service recipient, that is, a Foreign Company or companies. The first may not be worrisome as a tax holiday has been granted to the service exporters. However, a connected debate is determination of the arm's-length remuneration to the BPO units. This is important because a transfer pricing adjustment to compensation to the BPO unit is not eligible for a tax holiday. The other concern is the issue of taxation of the foreign company outsourcing services to India. These issues are more relevant when the service provider and recipients are related parties.

Core & non-core activities

The Board of Taxes had earlier issued Circular No 1/2004 on January 2 2004 to clarify the position regarding the taxation of an outsourcing company,. The circular distinguished between core and incidental (non-core) activities. Activities such as the conclusion of contracts and procurement of orders are considered as incidental services, whereas "revenue generating activities" such as manufacture and sale of goods or merchandise or provision of services by the Foreign Company are considered as core activities.

The circular clarified that so long as activities performed by the BPO unit at India (which may constitute a permanent establishment – PE) are of incidental nature, that is, non-core, the insignificant profit which is difficult to determine and attributable to the PE, can be considered to be subsumed in the income of the Indian BPO as long as the Indian BPO receives arm's-length remuneration. In other words, in such situation the Foreign Company will not be liable to taxation (Diagram 2).

However, while addressing cases where whole or part of the core activities are performed in India, more emphasis was laid on the functional aspect (ignoring the assets deployed and the risks borne). The circular stated that in this case, a considerable potion of the profit derived by the Foreign Company abroad will be taxable in India (Diagram 3).

The approach of taxing core activities has generated major controversies because of the significant tax issues involved and could have had an impact on India's role as a hub for BPO services. Considering the various representations made by the industry, the circular of January 2 2004 was withdrawn in favour of Circular No 5/2004 of September 28 2004.

Though the September 2004 circular eliminates the distinction of core and non-core activities, it failed to address the contentious issues. It preferred to reiterate the accepted principles of international taxation, such as that a foreign company would be liable to taxation if its BPO unit constitutes a PE in India. It further states the obvious that the amount to be taxed in the hands of the PE will be determined in accordance with article 7 of the tax treaty and arm's-length price as laid down under the Indian transfer pricing provisions.

	Diagram 2: Attribution of income from incidental activities
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	Diagram 3: Attribution of income from core activities
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Zero sum approach

The above raises the issue of whether norms of "zero sum approach" will apply to the taxation of the PE. In other words, as long as the attribution of income to the BPO unit at India is on arm's-length basis, no further income can be attributed to the foreign company.

In Circular No 23, of July 23 1969, the Board of Taxes explained that a non-resident exporter selling goods through an agent in India would not be liable to taxation in India if the payment to the agent is made at arm's-length. Though this circular is in respect of goods, the concept can be extended to that of services as well. In such a case, it can be argued that if a service provider is compensated at arm's length then there would not be any additional taxation of the (foreign) service recipient in India.

In the recent Morgan Stanley case, the Authority of Advance Rulings relied on the concept laid down in the above circular and held that as long as an Indian BPO unit is remunerated at arm's length, no further income can be attributed in the hands of the foreign company. However, it is also relevant to note the OECD approach introducing the concept of "key entrepreneurial risk taker" which implicitly assumes that the arm's-length remuneration does not necessarily compensate the agent – PE for the entrepreneurial risk.

Captive service providers

Many of the Indian outsourcing units are dedicated units for the MNC group. A commonly observed contractual structure for pricing low-risk outsourced services is to reimburse costs associated with the services plus an arm's-length mark-up. In recent transfer pricing audits, the transfer pricing officers (TPOs) have computed the mark-up on fully loaded costs. Moreover, the total costs were expanded significantly by higher allocation of indirect costs.

However, as the economics of contracts suggest, such a cost-plus contract may not be a compatible incentive. An arm's-length cost-plus contract can also include provisions whereby the cost of the outsourcing units can be controlled or monitored. Illustratively, under an optimal contract, the unit at India can be compensated at a 13% mark-up on identifiable project-related costs but not on administrative costs as against a 10% mark-up on the aggregate costs.

The TPOs have also taken a position that a captive service provider is guaranteed to make a predetermined profit – the mark-up is to be applied regardless of changes in business conditions, for example, excess capacity and start-up phase.

It is relevant to note that exclusivity cannot lead to certainty in work flow. The BPO unit may keep the excess capacity for expected work flow upwards like any third-party service provider or to prevent outsourcing to a third-party service provider or within the group. There is always a perception barrier at work with a new vendor (equally applies to a group company). A new entrant needs a 'seed' client/assignment to get much needed volume to break even. Also there is a gestation period and stabilization time.

Under these facts, such excess capacity or bench cost may not be compensated to the BPO unit.

Many such centres are involved in rendering contractual R&D services from India. TPOs have taken a position that these are high-end services and therefore require a higher mark-up. However, that the BPO unit at India does not deploy valuable assets and/or undertake any significant business or economic risk, has not been considered while applying the higher mark-up.

It is also plausible that the tax authorities may contend that the delivery of technical services to a related party should be characterized as an intercompany transfer of intangibles, resulting in a higher valuation than the typical cost-plus charges.

Considering the above contentious issues, it is advisable to have a written agreement detailing the responsibilities of each party. A detailed functional analysis should be undertaken to document where the key economic functions are performed, assets are deployed and business risks are borne. Such documentation can certainly mitigate the exposure of high valuation for the so called high-end services.

	Table 1: BPO exports

	Indian ITES-BPO Exports by key service lines - 2003-2005E

	Service line
	FY2002-03
	FY2003-04
	FY2004-05E
	

	$ million
	EMP*
	REV**
	EMP*
	REV**
	EMP*
	REV**

	Customer care
	66400
	00830
	96,000
	1200
	122,000
	1,500.00

	Payment services
	12000
	00230
	21,000
	430
	30,000
	620

	Finance
	25500
	00540
	41,000
	835
	64,000
	1,300.00

	Administration
	26000
	00325
	40,000
	540
	57,000
	840

	HR
	02100
	00045
	4,500
	75
	10,000
	165

	Content development
	48000
	00510
	51,000
	550
	65,000
	670

	TOTAL
	180000
	02480
	253,500
	3,630
	348,000
	5,095

	* No. of employees, ** Export revenue


Location savings

The concept refers to the savings or other economic benefits generated by locating certain functions in an offshore jurisdiction. It typically arises when a foreign company outsources, say, services to a country with low labour and/or tax costs. How location (cost) savings are reflected in prices and profits is the critical issue.

There can be three outcomes. The obvious ones are higher profits for the outsourcing unit or for the foreign company. The third outcome may be lower prices for the services itself for ultimate users. Economics dictate the outcome and it is not necessary that the savings are automatically allocated in their entirety to the low cost entity. As with other transfer pricing issues, a factual determination would be required to be made as to how the unrelated parties would have shared such savings.

It is therefore advisable to evaluate the effect of location savings on the transfer prices. This will depend upon the most plausible comparison of cost in the relevant jurisdictions and the evidence of potential options to the parties.

Special economic zones

At present, BPO units enjoy 100% tax exemption in respect of their profits. However, the tax holidays will expire by March 2009.

To give a long term and stable policy framework with a minimum of regulation and to give a single window clearance mechanism, the Special Economic Zone Act has recently been enacted.

A unit in an SEZ enjoys a tax holiday of 100% for the first five years and 50% for the next 10 years. The unit is also exempt from payment of minimum alternate tax. The imports by the units will not suffer any import duty or VAT/service tax.

Various prescribed services are eligible for a tax holiday which includes R&D services, computer software services including ITES (BPO services), offshore banking services, courier services and distribution services.

Service tax

At present, service tax is levied at 12.24% on specified services.

BPO service would get categorized generally under the category of business auxiliary services or management consultancy services depending upon the exact nature of the service. Services exported outside India are normally exempt. Services are considered exported if the recipient of such services is located outside India.

Recently the exemption granted to call centre and medical transcription centres has been withdrawn. A new category, business and support services, was also specified leading to BPO services being considered as taxable services. However, such services would be eligible for refund of the service tax on input services.

Way forward

Determination of an arm's-length price is essential for taxation of outsourcing units. This depends on functions performed, assets deployed and risks assumed. It is imperative to appreciate the economics of the outsourced services to resolve the intricate tax issues peculiar to outsourcing.

There is also a need to interplay between attribution of income to PE and the application of transfer pricing principles. It is relevant to note that as the economic activity of an enterprise gets more complex, the tax exposure from a PE perspective is minimized, but from the transfer pricing perspective increases.

Outsourcing represents a great opportunity for the corporate world to avail of efficient services in a most effective manner. It is therefore necessary that tax issues and concerns are addressed promptly to facilitate the smooth flow of business. One could consider creating a no-tax zone for outsourcing income, removing uncertainties in the positions and approaches and introducing safe harbour provisions for ensuring certainty and avoiding controversies & litigation.
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