PROVISIONS OF FINANCE BILL AND DTAA EMERGING ISSUES.

A) Provisions of Incometax Act

1. Exemption of interest on Non Resident’s External Account and F.C.N.R A/c (Sec 10(15))

Amendment introduced in Finance (No2) Act, 2004 for taxing interest earned such deposit w.e.f. 1.4.2005 is withdrawn

Therefore such interest now will continue to be exempt in the hands of NR.

2. Exemption on lease rental for acquiring Aircraft or Aircraft engine (Sec 10(15A)).

Exemption on payment of lease rental in respect of Aircraft or engine acquired has now been extended upto 30th September 2005 instead of 1st April 2005 provided agreement is entered into on or before 30th September 2005.

3. Rate of deduction of tax on Royalties and FTS(R&FTS) reduced from 20% to 10% (Sec. 115A)

Tax on payment of R&FTS to Non Resident is reduced to 10% from 20% if the same is paid in pursuance to agreement made on or after 1/6/2005.


Corresponding amendment are made for rate of TDS in the case of Cos.


But no such amendment is made for persons other than Cos. Consequently the tax deduction would be at higher rate in such cases. 

B)   

DTAA Emerging Issues

a)
Process of interpreting treaties often gives rise to surprising results. The need to avoid presumptions, to avoid jumping conclusions, to be ceaselessly careful; can be illustrated by reference to some of the oddities. One of the lessons one learns when dealing with tax treaty is that the outcome is not always predictable, that the words do not always have the meaning that one thinks they have. Who would expect that under some treaties?

i) Aircraft are treated as “Immovable Property”

ii) Interest is “Income from Immovable Property”

iii) Lease premium is “Royalty”

iv) Digging out a harbor to make it deeper is “Construction” 

b)
Practitioners not so experienced with tax treaties tend to rely more than academics and Courts on “feel” or on “common sense”

c)
 Take for e.g. an unreported decision of AAR in the case of Jayashree Tea & Industries Ltd. No. 646 of 2004 dated February 21,2005,wherein, AAR held interest paid by a resident of India to Singapore branch of a Netherlands bank namely ROBO bank (Non Resident of Singapore) is treated as taxable as per India-Singapore tax treaty instead of India-Netherlands tax treaty.

Consequences could be far reaching
Let us consider the case of India-Mauritius DTAA where interest paid by Resident of India to a bank in Mauritius is not taxable at all. Hence in the above example if the Mauritius Bank’s Singapore branch lends money to CO. in India. Whether India – Mauritius Treaty should apply or India – Singapore Treaty? 

d)
Interpretation & Application of tax treaties gives rise to odd results 
  Under the treaties based on OECD Model, Income from sale of a dairy cow is income from immoveable property and income from sale of dead dairy cow is income from sale of movable property. The point here is not so much to examine what those differences might be, but to highlight the fact that treaties give rise to odd results.

e)
Purpose of tax treaties basically is to avoid Double Taxation but it can lead to Double Non Taxation which may be intended or unintended.

f)
A task force was set up by the Government of India, to study and analyze the current issues of Non Resident Taxation in following areas;

i) E Commerce Characterization

ii) Economic evaluation of presumptive taxation & TDS on it

iii) Issues relating to Transfer Pricing

iv) Withholding tax applicants when the payer and payee both are Non Resident

v) Taxation of partnership firms and consortium of non residents

vi) Taxability of International communication and data transfer

vii) Parameters of determining P.E. and Agency P.E. and attribution of income to PE.

viii) Taxation of foreign telecasting Cos.

ix) Applicability of TDS provisions to NR’s

x) Other issues.

As per my understanding the aforesaid task force from the date of its constitution i.e. 12.8.2004 till today has not resolved even a single issue. 

Let us consider implications of some of the emerging issues raised above in greater details

I. DTAA covers taxpayers.  But which tax payers?

OECD Model Article 1 as well as most of the Indian tax treaties provides that the convention only applies to persons who are resident of one or both of the states. An individual is invariably a person.  There are numerous issues, however, with Trusts, Partnerships, LLCs., LLPs and other entities either because there is a doubt as to whether they are persons or whether they are residents?

To illustrate the scope of a treaty as regards a “taxpayer”, consider the tax treatment of UK and Indian partnership firms;

· A U.K. partnership is a legal person under U.K. law.  However, it is treated as a fiscally transparent entity for tax purposes, so that only its partners are liable to tax; not the partnership itself.

· On the other hand, an Indian partnership will be resident of India on the basis of Indian Domestic law under section 6 of Income-tax Act.

· Consider this in the light of the U.K. treaty with India. 

	U.K.

Partnership firm of U.K. 

· Legal person

· Transparent for U.K. purposes
	India
Partnership firm of India

· Legal person in India

· Taxed as such


Article 3:  General definition

(f) The term “person” includes an individual a company or any other entity, which is treated as taxable unit under the taxation laws in force in the respective contracting state but subject to para 2 of Article, does not include Partnership.

Para 2:
A partnership, which is treated as taxable unit under the Income-tax Act, 1961 of India, shall be treated as a person for the purposes of this convention.

Article 4: Residence

For the purposes of this convention, the term “resident of a contracting state means; any person who under the laws of that state is liable to tax therein by reasons of his domicile, residence, place of management or any other criteria of similar nature.

Conclusion

Bearing above treaty text in mind, the UK partnership firm has not been regarded as person covered by the treaty and it is specifically excluded category of person.

 On the other hands, an Indian partnership firm would be a resident of India as it is a taxable therein on separate entity basis.  As such it could satisfy the Article 1 taxpayer condition. That is, it would be within the scope of the U.K.-India treaty.

The dispute has arisen in the case of some of the shipping firms from UK, Netherlands or Denmark. The Indian Authorities have taken hypo Technical view and denied treaty benefit to UK partnership firms on the ground that such entities are not liable to tax in UK and hence are not person covered under India UK DTAA. To resolve this anomaly, matters have been dragged in the MAP by the taxpayers.

II. What are the taxes covered?

The main purpose of comprehensive tax treaties is to avoid double taxation. It is clearly essential, therefore, that the taxes paid which gives rise to double taxation are the kind of taxes actually covered by particular treaty.

1) Taxes which are subject to this convention are:

a) In the U.K.

· The Income Tax

· Corporation Tax

· The Capital Gain Tax

· Petroleum Revenue Tax.



b)
In India


· Income tax including any surcharge there on.


2)
The convention shall also apply to any identical or substantially similar taxes, which are imposed by other contracting state after the date of signature of this convention in addition to or in place of taxes of that contracting state referred in para 1 of this Article.

The competent authority shall notify each other of any substantial change, which are made in the respective taxation laws.

After singing of this treaty, India introduced a new tax known as Dividend Distribution Tax (DDT) u/s. 115O of the Income-tax Act, 1961 as an additional tax in the year 1997 in addition to Income tax on Companies. The aforesaid tax is not specifically mentioned in the treaty. The issue therefore in UK as well as many other treaty partners was whether the existing treaty covers the DDT and in any case and whether the treaty partners are obliged to grant credit for the DDT?

DDT is not based on traditionally calculated taxable profits, but is based on the payment of dividend by the corporate entities.

In the year 2000 when India signed tax treaty with Ireland with the identical language like UK. 

At least it was widely known that India has levied DDT and it is possible to take a view that Indian Income Tax would include DDT as per Indian Income Tax Act and consequently credit should be available in other jurisdictions that have signed tax treaties without exclusion of DDT.  So, it is interesting to note that Article (23) of India Ireland tax treaty, for the purpose of giving credit specifically states:


23 -3 (a); 
Indian tax payable under the laws of India and in accordance with this convention; whether directly or by deduction on profits income and gain from sources within India (excluding in the case of a dividend tax payable in respect of the profit out which the dividend is paid).
Hence one can say it is taxes of similar nature imposed by other state after the date of convention and hence credit should be allowed by the other treaty partners of India, otherwise could be it is not Income Tax at all as defined in the treaty and no credit be given. Similarly following other issues needs to be considered i.e. 

· What happen when credit is available for underlying taxes paid? Whether DDT is covered or not?

· Now the same Issues would arise in relation to Fringe Benefit Tax (FBT) as proposed by finance bill 2005.

· What are the Implications particularly in Shipping Companies or Airline Companies who are not liable to tax under Article 8 of FBT?

· Is it not like a Tonnage Tax? For which the treaty partners generally grant no credit.

III. What do the treaties not cover?

Treaties do not provide for identical interpretation by both states of the same treaty term. Many treaties do not define so many terms leading to new problems of interpretation though OECD or UN model may provide meaning of such terms. Most of the treaties do not define the term Capital Gain, Income, director etc.  In all these cases, state applying the treaty is almost invariably able to use the meaning of the term has under its Domestic law unless context otherwise requires. 

This enables the two states to characterize a single transaction, event or payment in a different way in each state. And where resident and source state apply different articles of treaty on the basis of domestic laws of their states, a conflict is bound to arise as a conflict which is known as “Conflict of Classification”

Let us consider this in real life scenario by way of an example.

A liquidation distribution might be treated as being dividend & covered by Article 10 in the source state, which allows the source state to tax, but as a capital gain covered under Article 13 in the residence state, which provides that only resident state may tax.
The issue therefore arises is the way that the state of residence qualifies an item of income for treaty purposes usually has no relevance on how and in the hands of whom the state of source taxes that item of income. There are number of similar conflict continued in number of articles including Article 9 i.e. related to transfer pricing etc.

IV
Problems of Triangular Cases

A triangular occurs when an investor resident in Australia or New Zealand invests in a company resident in the other jurisdiction that earns income and pays tax in the investor’s home jurisdiction. When these investors receive dividends they are unable to obtain a credit for tax that has already been paid in their home country. This results in triangular income being taxed twice, i.e. in the country in which it is derived and again in the hands of the investor.

Let us first take an example, so that issues can be exposed for consideration.

Company A in State A is taxed on its worldwide income has a branch in state B.  State C taxes dividend, Interest, Royalty income from sources within its territory. A branch in state B from loans to residents of State C earns interest Income. All the states wish to tax the income.

Who is affected?    

Banking and Insurance companies which carries on their business generally through branches in other jurisdictions.  When Banks derives income from third country; problem arises. Similar problems could arise even in Industrial & commercial companies.

Treaties based on OECD/UN Model do not resolve the problem of triple taxation for one main reason - they do not require that state B to give relief from Double Taxation.

Treaties will however at least eliminate one of three components of the triple taxation, to result in ‘only’ double taxation. State C will withhold the taxes.  State B will not be give credit even if there is a treaty between C & B as it will cover only cases of ‘Resident’ and person liable tot tax therein even if there is Article dealing with elimination of Double Taxation could cover resident of either of the contracting states.

Under A - C treaty, if credit method is specified then State A is required to give credit for taxes paid in State C and if exemption method is used then nothing is taxable in State A and consequently no credit available.

There might be excess tax credit problem i.e. total of foreign taxes in the State C and B exceeds the tax applicable in State A on such income resulting in excess FTC.


Also consider the implications of Non Discrimination Article in the Tax Treaty? Can State B deny tax credit to a non-resident branch of State A Company deriving income from State C? 

Ref decision of Saint Gobain S.C. France 

Ref France Italy 1989 Treaty Article (25)(2)(b)

Resolution through Domestic Law Approach

V
Payment for Software purchase – Is it a Royalty?
 Another emerging issue for our consideration is whether payment for purchase of Shrink Wrapped Software or Canned Software is to be considered as purchase of goods or consideration for payment of Royalty and consequently withholding tax would be required at the time of payment.

Tax Dept View : Royalty

OECD/US-Model/UN Model- Business income.

Copyright VS copyrighted article

Reference:

Lucent Technology 82 ITD 163;

Samsung ITAT Bangalore ITA No. 264 to 266 

Decision of Supreme Court in the case of TCS 

Task force’s recommendations unanimous - given to Government in June 2005. So far no action.

VII
Taxation of Business Income Article 7


The main rules as per both Model Treaties 

1.  Right of the source state (say State S) to tax the business profits earned by a resident of other state.

2.   Limitation relates to (a) whether state S can tax and if so, on how much Income?

3.  We ignore for the time being the decision of Supreme Court in the case of P.V.A.L. Kulandagan Chettiar [2004] 267 ITR 0654- with due respect.

4.  Separate entity approach and hence attribution of profit based on this principle.

5.  Allocation of Expenses

Article 7(3) deals with deduction of expenses while calculating the taxable profits of PE.

OECD and UN Models follows different pattern. Indian Treaties mostly requires deduction subject to limitations of taxation law of the states, which includes S. 44D, which provides for taxation of Income on Gross basis. 

H.O. (At Singapore)

Branch (PE) (in India)

      

   Rendering services (strategic Consultancy) to clients in India/Abroad.


Issues: - While computing Income of PE, A.O. applied Article 7(3) which says deduction of expenses were to be allowed in accordance with and subject to the limitations in domestic law i.e. in India and applied S. 44D.

S.44D reads like:-

“Notwithstanding anything to the contrary contained in sec​tions 28 to 44C, in the case of an assessee, being a foreign company, —


(a)
the deductions admissible under the said sections in computing the income by way of royalty or fees for technical services received [from Government or an Indian concern in pursuance of an agreement made by the foreign company with Gov​ernment or with the Indian concern] before the 1st day of April, 1976, shall not exceed in the aggregate twenty per cent of the gross amount of such royalty or fees as reduced by so much of the gross amount of such royalty as consists of lump sum considera​tion for the transfer outside India of, or the  imparting of information outside India in respect of, any data, documentation, drawing or specification relating to any patent,  invention, model, design, secret formula or process or trade mark or similar property;


(b)
no deduction in respect of any expenditure or allowance shall be allowed under any of the said sections in computing the income by way of royalty or fees for technical services received [from Government or an Indian concern in pursuance of an agree​ment made by the foreign company with Government or with the Indian concern] after the 31st day of March, 1976 [but before the 1st day of April, 2003];


Explanation.—For the purposes of this section,—


(a)
“fees for technical services” shall have the same meaning as in [Explanation 2] to clause (vii) of sub-section (1) of section 9;

(b)
“foreign company” shall have the same meaning as in section 80B;


(c)
“royalty” shall have the same meaning as in [Expla​nation 2] to clause (vi) of sub-section (1) of section 9;


(d)
royalty received [from Government or an Indian con​cern in pursuance of an agreement made by a foreign company with Government or with the Indian concern] after the 31st day of March, 1976, shall be deemed to have been received in pursuance of an agreement made before the 1st day of April, 1976, if such agreement is deemed, for the purposes of the proviso to clause (vi) of sub-section (1) of section 9, to have been made before the 1st day of April, 1976.”

 VIII)

Payment which are taxable under Article 7 of Business Income and Application of Domestic Law for disallowance of expenses or allowance of expense subject to restrictions of Domestic Law and Application of S. 44F of the Income-tax Act, 1961.


Landmark decision


DCIT Vs Boston Consultancy Group Pte. Ltd of ITAT Mumbai



Distinguishing earlier AAR’s Ruling in the case of:



Ericson Tel. Cor. India 224 ITR 203 (AAR)



ABC (1997) P. 9 228 ITR 487 (AAR)
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