Draft Income-tax Rules, 2026: Significant reforms

m in Safe Harhour Rules
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The Central Board of Direct Taxes (‘CBDT’) has released the draft
Income-tax Rules, 2026 (‘the draft rules’) along with the proposed
Forms, in relation to the Income-tax Act, 2025 (‘the Act’), which is
scheduled to come into force from 1 April 2026. Prior to the formal
notification, the draft Rules and Forms have been placed in public
domain for stakeholder consultation.!

In line with the changes proposed by the Union Budget 2026-27,
the draft rules introduce significant amendments to the safe harbour
regime, including:

» Consolidation of multiple service categories (IT, ITeS, KPO and
Software R&D) defined in the current safe harbour rules under a
single category of Information Technology (‘IT’) services;

* Revised profit margin of 15.5 per cent (in relation to operating
expenses incurred) for the consolidated IT services category,
which is-significantly lower than the prescribed range of profit
margins of 17 per cent to 24 per cent across various services
categories in the current safe harbour rules;
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« Enhanced applicable transaction value threshold from
existing level of INR 300 crores (approx. USD 33
million) to INR 2,000 crores (approx. USD 220 million);

» Extension of safe harbour validity period for a period of
five years; and

 New safe harbour for data centre services.

The compliance procedures and documentation
requirements have also been prescribed.?
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New safe harbour rules for IT Services
1) Eligibility criteria

The draft rules propose to consolidate multiple service
categories, namely software development services,
information technology enabled services, knowledge
process outsourcing services, contract research and
development services wholly or partly related to software
development into a single category of IT Services with
insignificant risk.

The draft rules outline the following factors to be
considered for identifying eligible taxpayers, with
insignificant risk:

* The foreign principal performs most of the

2 This Flash News summarises the draft safe harbour rules. The draft rules related
to other transfer pricing provisions are being summarised in a separate Flash
News.

2)

economically significant functions such as
conceptualisation, product design, and strategic
direction and framework, while the taxpayer only
executes the work assigned to it.

The foreign principal or its associates provide all
capital, assets, and intangibles, and the taxpayer is
simply remunerated for its services.

The foreign principal has the capability to exercise,
and actually exercises, control and supervision over
core functions through strategic decisions.

The taxpayer does not assume significant risks; actual
conduct to take precedence over contractual terms.

The taxpayer holds no legal or economic ownership
rights over any intangibles or their outcomes, arising
during the provision of services; ownership vests with
the foreign principal, as per contract and conduct of
the parties.

Application and verification procedure

The draft rules prescribe that a one-time application is
required to avail safe harbour benefits for a block
period of five years.

Eligible taxpayer is required to submit Form no. 49
with the Director General of Income-tax (Systems)
(‘DGIT (Systems)’), any time on or before 30 June of
the second year of the five-year block period (i.e. the
30 June immediately following the first tax year).
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»  The electronic verification process will assess
taxpayer and transaction eligibility, as well as the
validity of the option exercised, and the same must
be completed within two months from the end of the
month in which Form no. 49 is filed.

«  Taxpayers will have an opportunity to remove any
defects before rejection, if any and reasons in case
of rejection will be communicated. No remedial
action has been prescribed in the draft rules if the
safe harbour application is rejected.

The DGIT (Systems) shall, with the approval of the CBDT,
lay down the data structure, standards, format and
procedure of furnishing and verification of such
statements, order, declaration, including any modification,
if required.

3) Compliance requirements

The taxpayer in respect of each of the four consecutive
tax years following the first tax year, furnish a statement
before furnishing return of income of that tax year,
providing details of eligible transactions, their quantum
and profit margins. The annual filing format for
subsequent-year statements has not yet been prescribed
in the draft rules.

Additionally, taxpayers are required to continue filing
Form no. 48 and maintain transfer pricing documentation.

4) Withdrawal of safe harbour option

Taxpayers may withdraw from the safe harbour option by
filing a declaration. However, the taxpayer will not be able
to exercise safe harbour option again for the original
five-year term. The format/ procedure for withdrawal from
safe harbour has not yet been prescribed in the draft
rules.

It remains unclear whether a withdrawal would result in
the termination of the safe harbour option for the entire
five-year block period or only on a prospective basis for
the remaining years.

New safe harbour rules for Data Centre Services

The draft rules have expanded the scope of eligible
transactions to include provision of data centre services,
with a safe harbour margin of 15 per cent.

Data centre services are defined in the draft rules as
services provided by a data centre through the use of
physical infrastructure, including land, buildings,
leaseholds, power, servers, computers, networking and
other equipment, cable landing stations, cables,
connectivity, security, human resource and other
resources in India and shall not include ‘data hosting
services.
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Other important aspects

Safe harbour for transactions other than IT
services - Under the draft rules, there are no changes
proposed to safe harbour for other eligible transactions
(intra group loans, provision of corporate guarantee,
contract R&D relating to pharmaceutical drugs,
manufacture and export of auto components and
receipt of low-value adding intragroup services).

For such other transactions a separate procedure has
been proposed for exercising the safe harbour option.
This process involves a review of the validity of the
option by the Assessing Officer (‘AO’). To exercise the
safe harbour option for other transactions, the
taxpayer must submit Form no. 49 to the AO by the
due date for filing the income tax return.

No exemption from transfer pricing compliances —
The draft rules specify that taxpayers must continue to
file Form no. 48 (equivalent to Form no. 3CEB in the
current rules®) and maintain Transfer Pricing
documentation even if they chose to apply for safe
harbour.

Mutual Agreement Procedure not to apply where
safe harbour for international transactions is
accepted - The draft rules restrict taxpayer to invoke
mutual agreement procedure (under an agreement for
avoidance of double taxation entered into with a
country or specified territory outside India), in relation

3Rule 10E of the Income-tax Rules,1962

to an eligible international transaction declared by an
eligible taxpayer under the draft rules and is accepted
by the income-tax authorities.

Our comments

By consolidating taxpayer categories and rationalising
cost-plus margins, the draft rules are expected to provide
greater clarity and predictability in transfer pricing matters
for IT services companies. As the new framework is rolled
out, it will be important for stakeholders to stay engaged
and closely monitor developments to ensure a smooth
transition and optimal utilisation of the revised provisions.
Certain issues for further consideration are:

The draft rules have been issued under the new
legislative framework becoming effective from 1 April
2026. Accordingly, it appears that the proposed safe
harbour margin of 15.5 per cent for IT services would
be applicable for tax year 2026—27 onwards.

Under the draft rules, the safe harbour election for IT
services transactions currently appears to apply
mandatorily to the entire five-year block period. It
remains to be seen whether the final rules will allow
taxpayers the flexibility to opt-in for specific years
rather than the full five-year block period.

Under the draft rules, the Form no. 49 has been
prescribed as a common application form for safe
harbour for both IT services transactions and for other
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eligible transactions. However, the procedure and the
timeline for applying for the safe harbour for the two
categories are different. Further clarity and alignment
on procedural aspects such as - whether a taxpayer
eligible under both categories would be required to file
two separate forms, whether the verification
procedures would be common or separate, would be
expected in the final rules.

As the DGIT (Systems) will lay down the procedural
and verification-related details, it needs to be seen
how DGIT (Systems) will verify the factors prescribed
for establishing that the taxpayer bears insignificant
risk.
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