EPC CONTRACTS – STRUCTURING & TAX ISSUES

In the infrastructure industry, execution of projects is undertaken substantially by way of a engineering, procurement and commissioning (EPC) contract on turnkey basis. Under an EPC contract, a non-resident contractor performs a multitude of activities. The scope of work under an EPC contract would include both onshore and offshore activities. A typical EPC contract will have the following scope of work in a single project:



 


Over and above the foregoing, the salient feature of an EPC contract is the provision of comprehensive guarantee by the contractor with regard to the performance of the project for an agreed period of time. In most cases, such a guarantee would be a prime requirement for the Project Owner.

NEED FOR EPC CONTRACT STRUCTURING

Taxability of payments received by foreign companies under EPC contracts has become a matter of great debate and litigation. The Indian revenue authorities often attempt to bring the entire EPC contract, including the offshore supplies and services, within the range of taxes in India. The tax authorities may cite a business connection in India, and also note the presumed indivisibility of EPC contracts. Hence, in light of the significant tax inefficiencies arising from a single consolidated contract for the entire work and a lumpsum price, it becomes necessary to undertake structuring to achieve the following objectives:

· Optimisation of taxes

· minimisation of taxes

· ensure availability of all concessions/exemptions 
· Certainty in tax impact

· definite taxable base

· clear identification of responsibility to pay tax

· Ease of implementation

· minimising exposures

· avoiding litigation

· Commercial imperatives not to be compromised

PERMANENT ESTABLISHMENT

While structuring the EPC Contract, crucial is the issue of Permanent Establishment in India where if the Indian tax authorities successfully argue that there is an Indian permanent establishment of the foreign operations in India, then there maybe significant adverse tax implications. It is therefore important to carefully manage the operations carried out at the Indian level. In practical terms in the infrastructure industry, activities generally take a long duration to complete, and hence PE clauses (especially fixed base and service PE) come into play in this industry more often. The common types of PEs and their considerations are under:

	Type of PE
	Occurs when a foreign company:
	Issues to consider

	Fixed base PE
	Has a presence in India, either by way of a branch office or any other manner which depicts a virtual presence in India
	Implications should be known prior to establishing a project office in India

	Agency PE
	Has a dependent agent in India
	Ensuring that an Indian company does not act as a dependent agent for the foreign company

	Service PE
	Renders services in India through its employees or personnel for a period aggregating more than a specified period in any twelve month period, although this depends on the specific terms of each tax treaty
	Planning of international assignments to ensure that employees do not stay in India for a period exceeding the specified period


STRUCTURING OPTION: CONSORTIUM MODEL

· Contractors to bid for the tender in consortium with other participants

· The Project Owner to enter into a single contract with the consortium

· The scope of work as well as the corresponding fees for each of the consortium members would be clearly identified
· Income Tax implications:
· Likely exposure that consortium could constitute an AOP for tax purpose
· AOP is a distinct taxable entity separate from its members

· Worldwide income (including offshore activities) taxable at maximum marginal rate

· Treaty benefits jeopardized

· Inability of consortium partners to carry forward and set-off losses of consortium
· Following safeguards could be built in the consortium model to mitigate the AOP exposure:

· Separate scope of work

· Independent payment stream for stand alone contract

· Several liability for the consortium members
· Based on CBDT Instruction No. 1829 dt. 21.09.1989 that supports non AOP view, following view emerges:
· The consortium of companies involved in executing distinct and individual scopes of work will not constitute an Association of Person
· Offshore supply will not be deemed to accrue or arise in India as the title of the goods will pass outside India (entire sale consideration to be received outside India by seller)
· Onshore supply liable to tax in India to the extent profits are attributable to activities being carried out in India with regard to supply i.e. existence of PE

· Offshore and onshore services would be taxable as fees for technical services as per the provisions of the Act or the applicable tax treaty
· CBDT has withdrawn the above Instruction w.e.f. 20.07.2009 that indicates a greater challenge being posed by Revenue on above issues. However, effectively, the position under law has not changed and tax payers would continue to rely on various judicial decisions in their favour  that offshore supplies are not taxable in India, and consortia arrangements do not create a distinct taxable unit. Further, the Supreme Court has in the case of Morgan Stanley and Co Inc dealt with the attribution of profits to the permanent establishment (“PE”) of a non-resident and held that when the PE is compensated at arms length price determined on the basis of a proper transfer pricing study, no further profits are to be attributed. The Apex Court did not rely upon the circular of the CBDT, but it examined the UN Model Convention, the object behind the transfer pricing regulations and decided in favor of the taxpayer. 
STRUCTURING OPTION: MULTIPLE CONTRACTS
· Under this option, separate contracts can be executed with the Project Owner for –

· Offshore supplies of equipment and materials

· Offshore services in connection with planning and design of the project

· Onshore supplies of equipment and materials

· Onshore services for erection, testing and commissioning

· Scope of work under each agreement to be clearly identified

· Obligation under each contract should be related to scope of work under that contract and not any other

· Project Owner could enter into an overall performance guarantee agreement linking the separate agreements

· With regard to supply of equipment from outside of India, no activities to be performed in India
· Income Tax implications:
· Offshore supplies – Not taxable if title passes outside India and payments made outside India
· Offshore services – Generally taxable as Fees for Technical Services

· Onshore supplies and services – Taxable as business profits as attributable to PE; if no PE, exposure of being taxed as Fees for Technical Services

IMPORTANT JUDICIAL RULINGS

· Offshore supplies
· Alcatel (47 ITD 275) (Del.)
· Ishikawajima – Harima Heavy Industries (271 ITR 193) (AAR)

· Single contract or multiple contracts? Whether supply of equipment independent of other activities in India?
· Shriram Bearing (224 ITR 724) (SC)

· Bechtel (228 ITR 487)(AAR)

· Alcatel (47 ITD 275) (Del.)

· Profit attribution to PE

· Morgan Stanley

· Annamalais Timber Trust (41 ITR 781)(Mad.)

· OECD discussion draft on Profit Attribution
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