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PART A 
 

Question 1 
 
Part 1 
 
The transactions flow described in the question amply demonstrate that both ABC India and 
the non-resident AEs/Affiliates are carrying on the businesses which are a mere mirror-
reflection of each other’s business activity, i.e. in the case of export transactions, the Origin 
services are performed by ABC India and Destination services performed by non-resident 
AEs/Affiliates. Conversely, in the case of import transactions, the Origin services are provided 
by non-resident AEs/ Affiliates and Destination services by ABC India. 
 
Basis the facts relayed under the question, since the non-resident overseas entities (i.e. the 
AEs/Affiliates) did not carry out any activity or business operation in India, and they did not 
render any services in India, no portion of their business profits earned by them exclusively for 
services rendered outside India can be brought to tax in India, either under Section 9(1) or 
otherwise or at all. 
 
All dealings by ABC India with its AEs/Affiliates are on a principal-to-principal basis. Further, 
ABC India does not enter into any contracts on behalf of any of the AE/Affiliate with its 
customers in India. In other words, ABC India acts in an independent and objective manner and 
has not entered into any contracts in name of non-resident AEs/Affiliates. Further, ABC India 
has not acted in a contract on directions of the non-resident AEs/Affiliates. 
 
In light of the above, relationship between ABC India and the NR AEs/affiliates do not fall within 
the purview of “business connection” within the meaning of Section 9(1)(i) of the ITA and 
consequently the payments to be made by ABC India to the AEs/Affiliates are not liable for tax 
withholding under section 195 of the ITA. 
 
Notwithstanding and without prejudice to the conclusion above, the beneficial provisions of 
Double Taxation Avoidance Agreements (‘DTAs’) entered into by India with respective 
countries/jurisdictions of the non-resident AEs/Affiliates may also be relied upon by ABC India 
as provided under section 90(2) of the ITA. As per the relevant provisions of the DTAs, the 
business profits of AEs/Affiliates cannot be brought to tax in India in absence of a “Permanent 
Establishment” getting constituted in India in the first instance. 
 
Part 2 
 
The guiding principles and/or parameters, as cited in various judgments/decisions by the 
courts#, determinative of a “business connection” may be summed up as follows: 
 
1. A real and intimate relation must exist between the trading activities carried on outside 

India by a non-resident and the activities within India; 
 
2. The relation contributes directly or indirectly to the earning of income by the non-resident 

in his business; 
 
3. A course of dealing and continuity of relationship not a mere isolated or stray nexus 

between the business of the non-resident outside India and the activity in India. 
 
# CIT v. R.D. Aggarwal & Co. (1965) 56 ITR 20 (SC); Anglo-French Textile Co. Ltd. v. CIT 
(1953) 23 ITR 101 (SC) to cite a few. 
 
The provisions of clause (c) of Explanation (2) to section 9(1)(i) would come into play where an 
Indian agent habitually secures order for a non-resident enterprise. It refers to a situation where 
all the following conditions are satisfied: 
 
1. Sales accrue directly to the non-resident (beneficiary) enterprise for whom the order is 

secured. In other words, the expression ‘for’ as used in the said Explanation means that 
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the order should ‘belong’ to the non-resident enterprise at the very instant it is won by 
the local agent; and 

 
2. Indian customer establishes direct relationship/privity of contract with the non-resident 

supplier of goods/ services; and 
 
3. Indian agent’s role is limited to securing the order for the non-resident enterprise, not 

participating in its fulfilment. 
 
None of the conditions mentioned above are satisfied in the facts of the current case. 
 
Part 3 
 
Since the concerned transactions have been held to be at arm’s length, no further attribution 
can be made even if a business connection and/or PE of the non-resident AEs/Affiliates is 
alleged to be established in India. 
 
It is now a settled principle that even if there is a business connection/PE, no further income 
can be chargeable to tax in India on such account since the transactions have been found at 
arm’s length as held by Hon’ble Supreme Court of India in the case of Morgan Stanley [292 ITR 
416 (SC)]. This principle of law has been consistently applied and followed by Hon’ble SC in 
the case of Honda Motor Co. [301 CTR 601 (SC)] and E-funds Solutions [399 ITR 34 (SC)]. 
 
It is however important that the arm’s length remuneration ought to have been determined in 
the first place after taking into account all the risk-taking/ entrepreneurial functions of the 
AEs/Affiliates. 
 
Part 4 
 
For an income to fall within the purview of “fee for technical services (‘FTS’)” as provided under 
section 9(1)(vii) of the ITA, ought to qualify the description of “managerial”, “technical or 
consultancy” services in terms with Explanation 2 to section 9(1)(vii) of the ITA. 
 
Payments to non-resident AEs/Affiliates for providing freight forwarding services in their 
respective jurisdictions does not, by any stretch of imagination, qualify the description of 
“technical” or “consultancy” services. In this regard, it would be apt to refer to the decision of 
Hon’ble Supreme Court of India in the case of GVK Industries Ltd. v. Income-tax officer [(2015) 
54 taxmann.com 347 (SC)], wherein the SC assigned meaning to the said expressions as used 
in context of Section 9(1)(vii) of the ITA. The SC inter alia held: 
 
1. The expressions, managerial, technical or consultancy service have not been defined in 

the ITA, and, therefore, it is obligatory to examine how the said expressions are used 
and understood by the persons engaged in business. The general and common usage 
of the said words has to be understood at common parlance. 

 
2. Technical services require expertise in technology. 
 
3. Consultancy services mean advisory services. 
 
4. The category of technical and consultancy services is to some extent overlapping 

because a consultancy service could also be technical service. However, the category 
of consultancy services also includes an advisory service, whether or not expertise in 
technology is required to perform it. 

 
The scope services (viz. freight forwarding) shall also not qualify as “managerial services”. The 
scope of expression “managerial services” as used in context of Section 9(1)(vii) of the ITA has 
been interpreted by various courts over the years to mean services that involves controlling, 
directing or administering the business at a strategic level. Clearly the services rendered by 
non-resident AEs/Affiliates does not impart any management skills or strategic inputs to the 



Module 2.05 – India option (December 2020) 

Page 4 of 36 

management/ Board of the customers as to how it should be running/ conducting its own 
business with greater efficiency. 
 
It may also be pertinent to mention that India’s DTAs with most of the countries do not 
incorporate clause pertaining to “managerial services” for purposes of source-based taxation in 
India. In other words, with respect to such countries, even if there is an allegation by Tax 
authorities that freight forwarding services rendered by respective non-resident affiliates 
(vaguely) qualifies as “managerial” services, there would be no liability to tax in India, since the 
corresponding income would be liable to tax only in the Contracting State of which the Group 
affiliate is a (permanent) resident. In this regard, your attention is invited to provisions of sub-
clause (2) of Section 90 of the ITA which provides overriding status to beneficial provisions 
incorporated in tax treaties that India may have signed with other countries. 
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Question 2 
 
As per the Indian tax laws ('ITA'), transfer of shares in Sing Co2 by Sing Co1 can trigger ‘indirect 
transfer’ provisions, if the shares of Sing Co2 derive substantial value from assets located in 
India. 
 
In terms of section 9(1)(i) of the ITA, all income accruing or arising, whether directly or indirectly, 
through or from any business connection in India, or through or from any property in India, or 
through or from any asset or source of income in India, or through the transfer of a capital asset 
situated in India shall be deemed to accrue or arise in India. 
 
Further, as per Explanation 5 to section 9(1)(i) of the ITA, an asset or a capital asset being any 
share or interest in a company or entity registered or incorporated outside India shall be deemed 
to be and shall always be deemed to have been situated in India, if the share or interest derives, 
directly or indirectly, its value substantially from the assets located in India. 
 
Accordingly, if Sing Co2 derives its value substantially from the assets located in India (i.e. Ind 
Co) in the current case, Sing Co2 would be deemed to be situated in India. 
 
Further, in terms of Explanation 6(a) to section 9(1)(i) of the ITA, the share or interest, referred 
to in Explanation 5, shall be deemed to derive its value substantially from the assets (whether 
tangible or intangible) located in India, if, on the specified date, the value of such assets— (i) 
exceeds INR 100 million; and (ii) represents at least 50% of the value of all the assets owned 
by the company or entity. Since the value of Ind Co exceeds INR 100 million and Sing Co2 
owns only Ind Co (i.e. represents more than 50% of the value of all the assets owned by Sing 
Co2), the conditions of Explanation 5 and 6 to section 9(1)(i) of the ITA stands satisfied. 
 
Further, small shareholder exemption in terms of Explanation 7 to section 9(1)(i) of the ITA 
would not be available in the current case. 
 
Accordingly, the transfer of shares in Sing Co2 by Sing Co1 is taxable in the hands of Sing Co1 
in India as per the ITA. 
 
Whether India can levy taxes on income/gains from outside India 
 
The ITA extends to the whole of India. To capture a transaction or event occurring outside India 
within its tax net, a territorial nexus of that transaction or event with India is to be established. 
The Supreme Court in GVK Industries v Union of India [332 ITR 130] reaffirmed that territorial 
nexus is sine-qua-non for upholding the constitutional validity of any section attempting to tax 
an event or transaction which has been taken place outside the country. 
 
Post the 2012 retrospective amendment in the ITA to tax ‘indirect transfer’, a company/ entity, 
though located outside India, may be subject to tax in India if it derives substantial value from 
India. The territorial nexus stands established to the extent the value is derived from assets 
located in India and hence India has the right to tax such a transaction. 
 
Part 2 
 
The India Singapore DTAA was amended by the 2016 protocol to allow taxation of capital gains 
by the source country. In terms of the signed protocol, following may be noted: 
 
1. Gains from the alienation of shares acquired before 1 April 2017 in a company which is 

a resident of a Contracting State shall be taxable only in the Contracting State in which 
the alienator is a resident. In other words, no taxation in source country for share acquired 
till 31 March 2017. 

 
2. In terms of Article 13(4B), gains from the alienation of shares acquired on or after 1 April 

2017 in a company which is a resident of a Contracting State may be taxed in that State. 
In other words, source-based taxation introduced for shares acquired post 31 March 
2017. 
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3. In terms of Article 13(5), gains from the alienation of any property other than that referred 
to in paragraphs 1, 2, 3, 4A and 4B of this Article shall be taxable only in the Contracting 
State of which the alienator is a resident. In other words, only resident-based taxation. 

 
From a reading of the amended articles as per the 2016 Protocol, it would appear that the 
source-based taxation would be limited to capital gains arising to a Singapore resident from 
sale of shares of a company resident in India. In other words, when the shares in a Singapore 
company is sold (and is resident in Singapore), there is no taxation rights granted to India in 
terms of India Singapore DTAA. In other words, ‘indirect transfer’ of shares is not taxable in 
India as per the amended India Singapore DTAA.  
 
In the current case, Sing Co1 is selling shares in Sing Co2 which is another Singapore 
company. Hence, there is no taxation rights granted to India in this transaction under India 
Singapore DTAA. This is subject to the fact that Sing Co1 is entitled to India Singapore DTAA 
or is hit by anti-abuse provisions. 
 
Post the 2016 Protocol, the Limitation on Benefits clause under India Singapore DTAA is not 
applicable for shares acquired post 1 April 2017 and when shares are sold post 31 March 2019. 
 
However, in terms of Article 28A introduced by the 2016 Protocol, the DTAA shall not prevent 
a Contracting State from applying its domestic law and measures concerning the prevention of 
tax avoidance or tax evasion. Accordingly, India can invoke the provisions of GAAR or any 
other specific anti avoidance rules to counter tax evasion. 
 
Under the ITA, an impermissible avoidance arrangement means an arrangement, the main 
purpose of which is to obtain a tax benefit, and it: 
 

• creates rights, or obligations, which are not ordinarily created between persons dealing 
at arm's length; 

 
• results, directly or indirectly, in the misuse, or abuse, of the provisions of this Act; 

 
• lacks commercial substance or is deemed to lack commercial substance under section 

97, in whole or in part; or 
 

• is entered into, or carried out, by means, or in a manner, which are not ordinarily 
employed for bona fide purposes. 

 
In the current circumstances, there appears no clear reasoning for having a separate SPV by 
Sing Co1 for investments in India. Sing Co1 could have invested in India directly. If Sing Co1/ 
Sing Co2 are unable to explain commercial rationale behind having an SPV, it is likely that 
Indian income-tax authorities invoke the provisions of GAAR and deny India-Singapore DTAA 
benefit to Sing Co1. 
 
One possible defence for Sing Co1 could be if it is able to substantiate the need of having an 
SPV to manage India investments. Ind Co is creating township projects in India which are 
generally large projects and require substantial amount of time and resources. If Sing Co1 
follows similar structure for other assets and can demonstrate that having a separate SPV 
would outweigh tax benefits, it is possible to argue that the provisions of GAAR may not be 
applied and benefits of India Singapore DTAA should not be denied. 
 
It may be noted that recently Authority for Advance Ruling in the case of Tiger Global 
International, Mauritius [2020] 116 taxmann.com 878 (AAR – New Delhi) had denied tax treaty 
benefits to a Mauritius resident selling shares in Singapore company which derived substantial 
value from an Indian company on the argument that exemption from capital gains was not in 
accordance with DTA as DTA exempts capital gain only where shares of Indian company are 
sold (both pre and post amendment of India Mauritius DTAA which is similar to India Singapore 
DTA) and the transaction was devised for tax avoidance purposes as Mauritius entity was not 
the beneficial owner of the shares in Singapore entity.  
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However, the conclusion drawn by the AAR in relation to DTA not being applicable on an 
indirect transfer may not be correct as the AAR has not analysed the provisions of the DTA in 
detail to arrive at this conclusion and arguments stated above may represent a better view of 
the matter. 
 
Principal Purpose Test (‘PPT’)  
 
India and Singapore are both signatory to the Multilateral Instrument (‘MLI’) to implement tax 
treaty related measures to prevent Base Erosion and Profit Shifting (‘BEPS’) and the tax treaty 
is known as Covered Tax Agreement (‘CTA’). As per Article 7 of the MLI, any treaty benefit is 
subject to PPT according to which a benefit under the CTA shall not be granted in respect of 
an item of income or capital if it is reasonable to conclude, having regard to all relevant facts 
and circumstances, that obtaining that benefit was one of the principal purposes of any 
arrangement or transaction that resulted directly or indirectly in that benefit, unless it is 
established that granting that benefit in these circumstances would be in accordance with the 
object and the purpose of the relevant provisions of the CTA. 
 
It is important to note that PPT test has a lower threshold than GAAR as PPT requires only one 
of the principal purposes as tax benefit whereas GAAR requires main purpose to be tax benefit. 
 
The PPT test has 2 parts – (a) ‘reasonable to conclude test’ and (b) ‘object and purpose test’. 
 
It is important to note that BEPS Action Plan 6 states that where an arrangement is inextricably 
linked to the core commercial activity and its form is not driven by consideration of obtaining 
tax treaty benefit, it is unlikely to trigger PPT. Further, OECD has provided few examples which 
states that as long as any arrangement or transaction has commercial or business drivers, the 
same should not be considered as tainted by PPT. 
 
The second limb of the PPT provides for a carve out or an exception by observing that, despite 
one of the principal purposes of obtaining tax treaty benefit, such benefit will not be denied so 
long as the grant of benefit is in accordance with the object and purpose of the relevant 
provisions of CTA. 
 
Hence, in the present case, the defence highlighted earlier pertaining to substantiate the need 
of having an SPV to manage India investments would equally apply here as well. Ind Co is 
creating township projects in India which are generally large projects and require substantial 
amount of time and resources. If Sing Co1 follows similar structure for other assets and can 
demonstrate that having a separate SPV is purely for non-tax considerations, it is possible to 
argue that the provisions of PPT may not be applied and even if first limb is satisfied the same 
is covered in the object and purpose test to ensure benefits of India Singapore DTAA. 
 
Part 3 
 
Various compliances which need to be undertaken are discussed as follows: 
 
By Ind Co 
 
Ind Co, whose shares are being indirectly transferred, would need to furnish requisite 
information in Form 49D within 90 days from the end of the financial year in which any indirect 
transfer of asset has taken place (within 90 days from the date of transaction where the transfer 
has the effect of transferring the right of management or control in relation to the Indian entity). 
 
By Cayman Co 
 
In terms of section 195 of the ITA, the buyer at the time of credit of such income to the account 
of the payee or at the time of payment, whichever is earlier, is required to withhold taxes at the 
rates in force and deposit the same with the Government. This requirement would extend to the 
transaction between Cayman Co and Sing Co1 (despite both being foreign companies). The 
various compliances in this regard would include as follows: 
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1. Cayman Co to withhold appropriate taxes while making payment (or crediting in the 
accounts) to Sing Co1 for purchase of shares in Sing Co2. 

 
2. Cayman Co to remit the taxes it withheld from Sing Co1 to the Indian Government. 

Various tax withholding provisions such as requirement of depositing the taxes within 
time limits, filing of tax withholding returns (and consequently applying for Tax Deduction 
Account Number), issuance of Form 16A, etc. would trigger. 

 
3. Cayman Co would also need to obtain/ file Form 15CA/15CB with the Income Tax 

Department in terms of section 195(6) of the ITA. 
 
By Sing Co1 
 
Sing Co1 has earned income from India. Following compliances would need to be undertaken 
by Sing Co1: 
 
1. Sing Co1 would need to file its income-tax return in India within the time limits permitted 

under section 139 of the ITA. For this, Sing Co1 would also need to apply for a Permanent 
Account Number (PAN) if it does not possess already. 

 
2. Sing Co1 would need to obtain and furnish a report in Form 3CT (duly signed and verified 

by an accountant) certifying the income attributable to assets located in India. 
 
Various penalties could apply if the aforementioned compliances are not undertaken. Further, 
it is important to note that prosecution proceedings may also apply in the hands of Sing Co1 (in 
terms of section 276CC of the ITA) if it fails to furnish its income-tax return in India. 
 
Further, it is advisable for Sing Co1/ Cayman Co to approach the Income Tax Department under 
section 195(2) or 195(3) of the ITA to make a determination of the correct tax liability and 
requirement of withholding taxes. 
 
In case Cayman Co fails to withhold taxes from Sing Co1, the India tax authorities can hold 
Cayman Co as an ‘assessee in default’ under section 201 of the ITA and recover from Cayman 
Co taxes along with interest and levy penalty separately. Further, in terms of section 163 of the 
ITA, Cayman Co can be treated as an ‘agent’ of Sing Co1 and taxes can be recovered from 
Cayman Co as it is being recovered from Sing Co1. 
 
Part 4 
 
If in the instant case, shares of Ind Co are being sold, the same would be treated as a ‘direct 
transfer’ and not ‘indirect transfer’. Accordingly, as per the ITA read with the India Singapore 
DTAA, the same would be taxable in the hands of Sing Co2 at full rates as the shares are being 
sold post 31 March 2019. If the shares were being sold between 1 April 2017 to 31 March 2019, 
then concessional tax rate @ 50% of the actual tax rate would apply, subject to Limitation on 
Benefits clause as per India Singapore DTAA. 
 
In case the shares were purchased on 1 April 2016, it would be covered by provisions of Article 
13(4A) of the India Singapore DTAA and the transfer of shares should not be taxable in India, 
subject to satisfaction of Limitation of Benefits clause under Article 24A of India Singapore 
DTAA. 
 
Further, it is important to note that Indian GAAR is applicable from 1 April 2017. The Indian 
Government has grandfathered any income from transfer of investments made before 1 April 
2017 as per Rule 10U(1)(d) and Circular 7 of 2017. Hence, it is arguable that provisions of 
GAAR may not be invoked for income earned from transfer of shares acquired on 1 April 2016. 
 
However, no such grandfathering is specifically available in case of PPT which may still be 
applied after 31 March 2020. 
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PART B 
 

Question 3 
 
Part 1 
 
In view of Explanation 5 and Explanation 6 to section 9(1)(vi) of the ITA which were inserted 
retrospectively by Finance Act, 2012, receipt earned from providing data transmission services 
through satellites is to be considered as royalty. These explanations, materially, state that:  
 

• “Process” includes transmission by satellites whether or not such process is a secret. 
 

• Possession or control of a right, property or information is irrelevant in determining 
whether the consideration for the same constitutes royalty. 

 
The above amendment was brought about to nullify the decision of Delhi High Court (‘DHC’) in 
the case of Asia Satellite Telecommunications Company Ltd. vs. DIT [(2011) 332 ITR 340 (Delhi 
HC)] (‘Asia Satellite’). DHC in Asia Satellite concluded that receipts earned from providing data 
transmission services through the provision of transponder capacity on satellites does not 
constitute royalty within the meaning of section 9(1)(vi) of the ITA based on the following 
rationale:  
 
1. The functions performed by the transponder do not constitute a “process”; 
 
2. Even if it was “process”, the arrangement per se did not constitute “use“ or transfer of 

“right to use” this process because the possession and control of the satellite always 
remained with the satellite operator, and the customers were allocated desired 
transponder capacity merely to facilitate transmission of their signals; 

 
3. The activity of the taxpayer was in the nature of a service delivered on principal-to-

principal basis; 
 
4. DHC also opined from the standpoint of DTAs entered into by India with other countries 

containing the definition of “royalty”. Placing reliance on OECD commentary as well as 
commentary by Klaus Vogel on Double Taxation Conventions, DHC held the payments 
under consideration to be outside the purview of ‘royalty’ as defined under the relevant 
DTA. It was inter alia held that the well settled internationally accepted meaning and 
interpretation placed on identical or similar terms employed in various DTAs should be 
followed when it comes to construing similar terms occurring in the ITA. Reliance was 
placed on the judgment by Hon’ble Supreme Court of India in the case of Union of India 
vs. Azadi Bachao Andolan [(2003) 263 ITR 706 (SC)] (‘Azadi Bachao’).  

 
Part 2 
 
Is XYZ UK entitled to beneficial provisions of the double taxation agreement (DTA) between 
India and the UK? 
 
Yes, XYZ UK is entitled to claim beneficial treatment under the DTA (if any) by virtue of section 
90 of the ITA. Accordingly, in case the receipts under consideration do not qualify as ‘royalty’ 
as defined under Article 13(4) of the DTA they cannot be brought within the purview of taxation 
in India.  
 
The issue was examined extensively by DHC in the case of DIT v. New Skies Satellite BV 
[(2016) 382 ITR 114 (Delhi HC)] (‘New Skies’) albeit in the context of definition of ‘royalty’ as 
provided in the India - Netherlands and India-Thailand DTA which is in pari materia to definition 
contained in India-UK DTA.  
 
ITA defines royalty as consideration for, inter alia, “the use of any patent, invention, model, 
design, secret formula or process or trademark or similar property”. 
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The DTA generally define royalties as consideration for “use of, or the right to use, any copyright 
of literary, artistic or scientific work including cinematograph films, …any patent, trade mark, 
design or model, plan, secret formula or process, or for information concerning industrial, 
commercial or scientific experience”. 
 
DHC noted that in the tax treaty definition, the term “process” was followed by a comma, which 
was not the case of the definition under the ITA. DHC held that the test for interpretation of 
punctuation would be the legal consequences of the same and not whether it made grammatical 
sense. 
 
Where the presence or absence of a punctuation give rise to large variations in taxing powers, 
as in the present case, it must be assumed that it was carefully punctuated. 
 
Hence, the comma which follows the word “process” clearly indicated that “process” was 
qualified by the term “secret”. The court noted that even the OECD commentary construes the 
term as “secret process” and held that India’s unilateral change in position to OECD 
commentary by virtue of retrospective amendment brought about by Finance Act, 2012 would 
not affect interpretation of a tax treaty. 
 
In conclusion, DHC held that since the definition under the tax treaties would apply, the 
observations in Asia Satellite (supra) would be applicable, and consequently, income from data 
transmission services would not constitute as ‘royalty’. 
 
Can the amendments to the definition of ‘royalty’ under the ITA be deemed to extend to the 
definition of royalty under the DTA? 
 
No. As held by DHC in New Skies (supra), a unilateral amendment to the ITA could not be read 
in a manner so as to extend its operation to a tax treaty, irrespective of whether the amendment 
was retrospective prospective or clarificatory. Relying on Azadi Bachao (supra), DHC noted 
that while interpreting provisions of an international treaty including a tax treaty, it must be borne 
in mind that such treaties are negotiated at a political level based on several considerations. 
The court held that a tax treaty can be amended only by agreement between the countries and 
not unilaterally by one country, citing Article 39 of the Vienna Convention on the Law of Treaties, 
1969 (‘VCLT’). It is a settled principle of international law and as also provided in VCLT that 
parties shall give effect to their treaty obligations in good faith (pacta sunt servanda). Therefore, 
it would be incumbent on India to give effect to its treaties as it was executed by two contracting 
nations and it would not be possible for authorities to indirectly circumvent treaty obligations. 
 
DHC in New Skies (supra) restated the settled position of law that terms which are not defined 
in a tax treaty have to be interpreted in light of its definition under the domestic law. In such 
cases, amendments to those terms in the domestic law may be extended in its application to a 
tax payer even if there was a tax treaty. However, in respect of terms which are defined in the 
tax treaty (as the case in hand), the court held that such terms must be interpreted in light of 
the treaty definition alone, and any definition under the domestic law, including amendments 
thereto, cannot apply. In other words, ‘dynamic’ interpretation of terms defined in the treaty in 
an attempt to make them co-terminus with expanding connotations of those terms under 
amended domestic provisions of law is not permissible. 
 
In regard to the above, reliance was placed on the judgments of Andhra Pradesh High Court in 
Sanofi Pasteur Holding SA v. Department of Revenue [(2013) 354 ITR 316 (AP)] and Delhi 
High Court in DIT v. Nokia Networks [(2013) 358 ITR 258 (Delhi HC)]. 
 
The issue now lies for consideration of the Indian Supreme Court which has admitted 
Revenue’s Special Leave Petition against DHC decision in New Skies (Supra). 
 
Part 3 
 
XYZ UK, being a non-resident/Foreign Company can seek an Advance Ruling under Chapter 
XIX-B of the ITA. Advance Ruling means a written opinion or authoritative decision by an 
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Authority empowered to render it with regard to the tax consequences of a transaction or 
proposed transaction or an assessment in regard thereto. 
 
The power of issuing advance rulings has been entrusted to an independent adjudicatory body, 
headed by a Chairman who has been a judge of the Supreme Court of India or the Chief Justice 
of a High Court or for at least seven years a judge of a High Court. The ruling is binding both 
on the Income-tax Department and the applicant. The procedure prescribed is simple, 
inexpensive, and authoritative. 
 
The effect of the ruling is stated to be limited to the parties appearing before the authority and 
the transaction in relation to which the ruling is given. This is because the ruling is rendered on 
a set of facts before the Authority and cannot be for general application. 
 
Under section 245R of the ITA, certain restrictions have been imposed on the admissibility of 
an application, if the question concerned is already pending before other authorities. According 
to it, the Authority shall not allow an application where the question raised by the non-resident 
applicant (or a resident applicant having transaction with a non-resident) is already pending 
before any income-tax authority or appellate Tribunal or any Court of law. Further, the authority 
shall not allow the application where the question raised in it involves determination of fair 
market value of any property; or it relates to a transaction or issue which is designed, prima 
facie for the avoidance of income-tax. 
 
XYZ UK, may also explore the option of applying for a certificate for deduction at lower/nil rate 
under section 197 of the ITA. The tax withholding on payments to non-residents is governed by 
section 195 of the ITA. However, the relevant income tax authorities, on an application made 
in the prescribed manner under section 197(1) of the Act by the non-resident recipient, are 
required to issue an appropriate certificate for no tax withholding or at a lower rate (as the case 
may be) upon satisfaction that the total income of the non-resident recipient justifies the 
deduction of income-tax at any lower rates or no deduction of income-tax at all. 
 
Where any such certificate is given, the person responsible for paying the income shall, until 
such certificate is cancelled by the Assessing Officer, deduct income-tax at the rates specified 
in such certificate or deduct no tax, as the case may be. 
 
The above determination/ certification is provisional and subject to final assessment during the 
course of regular audit. The certificate under section 197(1) of the ITA is valid for the relevant 
tax year for which the application is lodged. 
  



Module 2.05 – India option (December 2020) 

Page 12 of 36 

Question 4 
 
Part 1 
 
On 20 September 2019, the Government promulgated the Taxation Laws (Amendment) 
Ordinance 2019 which was then replaced by the Taxation Laws (Amendment) Act 2019. 
 
Prior to these amendments, existing domestic companies were liable to tax at basic rate of 
either 25% or 30%. The effective tax rate ranged from 26% to 35% (post surcharge of 7%/12% 
and health & education cess of 4%). With effect from tax year 2019-20 (ie assessment year 
2020-21), domestic companies shall have an option to pay income-tax at the rate of 22% plus 
mandatory 10% surcharge and 4% cess taking the effective tax rate (ETR) to 25.17%. This is 
however subject to the condition that such companies will not avail specified tax exemptions or 
incentives under the ITA (which have been discussed later). Companies exercising such option 
will not be required to pay Minimum Alternate Tax (MAT) under the provisions of section 115JB 
of the ITA. 
 
Further, new domestic manufacturing companies, incorporated on or after 1 October 2019 and 
commencing manufacturing on or before 31 March 2023, making fresh investments in 
manufacturing will have an option to avail an even lower tax rate of 15% plus 10% mandatory 
surcharge and 4% cess taking the ETR to 17.16%. Companies exercising such option will not 
be required to pay MAT. However, such new domestic manufacturing company should fulfil, 
inter alia, following conditions: 
 
1. It is not formed by splitting-up/ reconstruction of a business already in existence; 
 
2. It should not use the following assets (i) Any plant or machinery previously used in India 

(exception up to 20% of used plant or machinery provided); and (ii) Any building 
previously used as a hotel/ convention centre on which benefit under section 80-ID of the 
ITA has been claimed and allowed; and 

 
3. It should not claim any specified tax exemptions or incentives. 
 
The benefit of lower tax rate is also subject to anti-avoidance provision in terms of which the 
Tax Authority has power to apply the lower tax rate to a reasonable level of profits, if it appears 
to the Tax Authority that transactions with closely connected or other persons produces more 
than ordinary profits which might be expected to arise and for this purpose, the company shall 
also be liable to domestic transfer pricing provisions. 
 
Specified exemptions/ incentives under the ITA not permitted to be claimed by a domestic 
company opting for new tax regime include (a) tax holiday benefit under section 10AA (i.e. 
relating to Special Economic Zone), (b) additional depreciation under section 32(1)(iia), etc. 
 
Applicability to VIPL 
 
Currently, VIPL is in the business of operating shared service centre. It is claiming benefit of 
10AA of the ITA according to which it is entitled for a deduction of profits and gains derived 
from export of services located from a unit within a Special Economic Zone (“SEZ”). 
 
In terms of section 10AA of the ITA, a taxpayer is eligible for benefit of deduction of profits and 
gains derived from export of articles or things or services in the following manner: 
 
1. 100% of profits and gains derived from the export for 1st five years; 
 
2. 50% of profits and gains derived from the export for next five years; 
3.  
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4. Actual amount credited to Special Economic Zone Re-investment Reserve Account and 
utilized for the purposes of acquiring machinery or plant which is first put to use before 
the expiry of a period of three years following the previous year in which the reserve was 
created, subject to a maximum of 50% of profits and gains derived from export. 

 
Based on the given facts of the case, it appears that VIPL is already claiming benefit under 
section 10AA of the ITA. Further, FY 2018-19 being the 5th year, VIPL would going forward be 
eligible for deduction of 50% of profits and gains derived from the export. 
 
It is imperative to note that VIPL would have discharged taxes under the provisions of section 
115JB of the ITA for the last 5 years. For preceding 5 years, assuming VIPL is getting 100% 
deduction of profits and gains, it would have accumulated MAT credit. The MAT credit is 
available for set-off so long as taxes under normal provisions is higher than MAT provisions, 
and the set-off can be claimed within 10 years from the year in which MAT credit arose. 
 
The option of being governed by the provisions of section 115BAA of the ITA has been provided 
to all domestic companies. Hence, even VIPL can choose to be governed by the same and 
discharge tax liability at the rate of 25.17%. However, in such a case, VIPL would not be eligible 
to claim deduction of profits and gains under section 10AA of the ITA. Furthermore, the 
accumulated MAT credit for VIPL would lapse. 
 
Thus, VIPL would need to undertake a cost benefit analysis to understand which would be more 
beneficial to it, i.e. either discharge taxes under normal provisions at 25%/ 30% plus surcharge 
and cess rate (after claiming deduction of profits and gains from export as highlighted earlier) 
and even be subject to provisions of MAT or forego the tax holiday benefit claim and MAT credit 
and pay taxes at 25.17%. 
 
Part 2 
 
If Vector wishes to benefit from the new corporate tax rate, can the manufacturing unit be 
housed along with VIPL or should a new entity be established? 
 
In terms of section 115BAB of the ITA, new domestic manufacturing companies, incorporated 
on or after 1 October 2019 and commencing manufacturing on or before 31 March 2023, 
making fresh investments in manufacturing will have an option to avail lower tax rate of 15% 
plus 10% mandatory surcharge and 4% cess taking the ETR to 17.16%. Companies exercising 
such option will not be required to pay MAT. However, such new domestic manufacturing 
company should fulfil, inter alia, various conditions (mentioned in previous response). 
 
It is imperative to note that in terms of section 115BAB(2)(b) of the ITA, the company availing 
the benefit of this section (i.e. lower taxation) should not be engaged in any business other than 
the business of manufacture or production of any article or thing and research in relation to, or 
distribution of, such article or thing manufactured or produced by it. 
 
Further, explanation to section 115BAB(2)(b) of the ITA clarifies that business of manufacture 
or production of any article or thing shall not include the business of development of computer 
software in any form or in any media. 
 
Additionally, while the proviso to section 115BAB(1) of the ITA provides that where the total 
income of the person, includes any income, which has neither been derived from nor is 
incidental to manufacturing or production of an article or thing and in respect of which no specific 
rate of tax has been provided separately under this Chapter, such income shall be taxed at the 
rate of 22% (plus surcharge and cess), the limitation under section 115BAB(2)(b) of the ITA for 
not doing any other business would still apply. Since fulfilment of requirement under section 
115BAB(2) is sine qua non for benefit under this section, general taxability at the rate of 22% 
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(plus surcharge and cess) will not permit VIPL undertaking both manufacturing business and 
shared service centre business. 
 
It is also important to note that fourth proviso to section 115BAB(1) of the ITA provides that in 
case of breach of condition contained in section 115BAB(2) of the ITA, the option of 17.16% 
corporate tax rate would become invalid in the year of breach as well as for subsequent years, 
and income will accordingly be computed under the provisions of the ITA as if the option was 
not exercised at all. 
 
It may be arguable that proviso to section 115BAB is a fall back provision which allows carrying 
on other activities, but the same may not be used to undertake a different line of business 
altogether. Cases such as trading activity which are unrelated to manufactured products, having 
a shared service centre for group and not related to manufacturing unit specifically, trading in 
shares/ securities, etc. may amount to breach of section 115BAB(2)(b) of the ITA. 
 
Accordingly, in case Vector Corporation wishes to avail the concessional tax rate of 17.16%, it 
would be advisable to have the manufacturing unit under a separate company. Care must be 
taken to ensure that manufacturing is commenced on or before 31 March 2023. 
  
Is there any risk from a GAAR perspective, given that the new entity or manufacturing unit 
would be established mainly to benefit from the new corporate tax rate? 
 
The Indian Government has promulgated new law of lower tax rate with the expectation that 
the lower tax rate would persuade taxpayers to carry out future expansions in India through a 
new company. Thus, far from abusing the provisions, it is arguable that, the taxpayer has said 
to be acted in a manner consistent with the expectation of the law maker when it chooses to 
establish a new company and opts for benefit under the provisions of section 115BAB of the 
ITA. 
 
The law itself does not provide any limitation with respect to date of investment but requires 
manufacturing process to commence by 31 March 2023. As such, taxpayers must be free to 
choose to opt for the new taxation regime without the rigour of GAAR provisions. Further, choice 
to be governed under the new tax regime comes in lieu of sacrificing various incentives under 
the tax regime. Thus, it can be said the new tax regime itself is not a tax incentive but in lieu of 
giving up various exemptions and incentives (such as tax holiday claim, additional depreciation, 
etc.). 
 
It is further important to note that section 115BAB of the ITA includes certain specific anti abuse 
rules (SAAR) in the form of restriction of old machinery, company formed via reconstruction/ 
reorganization, applicability of specified domestic transfer provisions, etc. to address abuse of 
the said provisions. 
 
Further, section 115BAB of the ITA is a non-obstante clause and the same has been inserted 
to provide benefit of lower tax rate and focused on simplification of taxation regime. In the 
present context, simultaneous application of Chapter X-A and section 115BAB of the ITA may 
lead to tension and uncertainty. 
 
However, given that GAAR is wider and deals with tainted elements which may be required to 
be tested even where SAAR is present (though the same may be resorted to sparingly) it cannot 
be entirely said that GAAR may not apply at all. 
 
Under the ITA, an impermissible avoidance arrangement means an arrangement, the main 
purpose of which is to obtain a tax benefit, and it: 
 

• creates rights, or obligations, which are not ordinarily created between persons dealing 
at arm's length; 
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• results, directly or indirectly, in the misuse, or abuse, of the provisions of this ITA; 

 
• lacks commercial substance or is deemed to lack commercial substance under section 

97, in whole or in part; or 
 

• is entered into, or carried out, by means, or in a manner, which are not ordinarily 
employed for bona fide purposes. 

 
However, as highlighted earlier, it is still arguable that the overall arrangement is to establish a 
business activity which will be run over a period of time, with all business risks and rewards. It 
would appear that no tainted element as mentioned above may be present in opting for a 
concessional tax regime being provided by the Government. Also, by merely deciding to 
establish business within the fold of a new company, there is no tax benefit which is secured 
as such. This does not result in any tax avoidance or does not dilute the proposition that main 
purpose is to undertake the business of manufacture. 
 
Further, as per FAQ 3 of CBDT Circular 7 of 2017, CBDT enables a taxpayer to select or choose 
method of implementing a transaction (colloquially referred as ‘choice principle’). Shome 
Committee Report also accepted that establishing unit in a location which provides for location 
based tax incentives is not tainted by GAAR. Establishing of actual manufacturing facility for 
the purpose of availing income tax incentive in the process would only help the Government 
achieve the desired object of industrial diversification. Further, in case of Principal Purpose Test 
(PPT) in tax treaties, the OECD also provided an example under which, establishing a 
manufacturing plant in a treaty favourable jurisdiction is regarded as not hit by limitation of PPT. 
 
In the present fact pattern, given that Vector Corporation is looking for new investment, it is 
fairly arguable that the same should not be subject to rigours of GAAR provisions. 
 
Further, there is no impact from an MLI perspective as the USA is not a signatory to MLI. 
 
Part 3 
 
In terms of section 115BAB of the ITA, new domestic manufacturing companies, incorporated 
on or after 1 October 2019 and commencing manufacturing on or before 31 March 2023, 
making fresh investments in manufacturing will have an option to avail lower tax rate of 15% 
plus 10% mandatory surcharge and 4% cess taking the ETR to 17.16%. The option to be 
governed by this provision must be selected on or before filing the return of income under 
section 139(1) of the ITA in the manner as may be prescribed. 
 
Accordingly, so long as the aforementioned conditions are satisfied the benefit of reduced 
corporate tax rate of 17.16% can be availed in perpetuity. This is however subject to the fact 
that there is no breach of any condition contained in section 115BAB of the ITA (eg the company 
should not be claiming specified tax incentives or exemptions like tax holiday claim, additional 
depreciating, etc.). 
 
The fourth proviso to section 115BAB of the ITA provides that in case of breach of condition 
contained in section 115BAB(2) of the ITA, the option of 17.16% corporate tax rate would 
become invalid in the year of breach as well as for subsequent years, and income will 
accordingly be computed under the provisions of the ITA as if the option was not exercised at 
all. Hence, the new manufacturing company must ensure that there is no breach in various 
conditions as highlighted above to enjoy the benefit of lower corporate tax rate. 
 
Further, in terms of proviso to section 115BAA of the ITA, where the option exercised by a 
company under section 115BAB of the ITA has been rendered invalid due to violation of 
conditions contained in sub-clause (ii) or sub-clause (iii) of clause (a), or clause (b) of sub-
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section (2) of said section, such person may exercise option under section 115BAA of the ITA 
and consequently at least enjoy the benefit of 25.17% tax rate. Accordingly, in case of breach, 
such a company (including the proposed manufacturing unit of Vector Corporation) may look 
at taking the benefit of tax rate of 25.17% under section 115BAA of the ITA. 
 
However, it is important to note that such an option has been provided for opting for section 
115BAA of the ITA only in cases of sub-clause (ii) or sub-clause (iii) of clause (a), or clause (b) 
of sub-section (2) of section 115BAB, which covers the following scenario: 
 

• does not use any machinery or plant previously used in India (exception up to 20% of 
used plant or machinery provided); 

 
• any building previously used as a hotel/ convention centre on which benefit under section 

80-ID of the ITA has been allowed; 
 

• the company is not engaged in any business other than the business of manufacture or 
production of any article or thing and research in relation to, or distribution of, such article 
or thing manufactured or produced by it. 

 
The option to opt for section 115BAA of the ITA has not been provided if the breach in condition 
in section 115BAB is due to splitting up, or the reconstruction in terms of section 
115BAB(2)(a)(i) of the ITA. Accordingly, if the breach in condition under section 115BAB(2) of 
the ITA is due to breach in condition of split up and reconstruction of an existing business, the 
taxpayer cannot take the benefit of lower tax rate under section 115BAA of the ITA and would 
be required to discharge taxes under other normal provisions of the ITA, i.e. at the corporate 
tax rate of 25% (plus surcharge and cess) or 30% (plus surcharge and cess) based on its 
turnover and be even subject to provisions of section 115JB of the ITA (i.e. MAT provisions 
would also apply). 
 
It is also imperative to note that if the breach is detected during the assessment proceedings 
by the tax officer (and not at the time of filing of return of income), the next few assessment 
years may also be impacted as the taxpayer may already have adopted lower tax rate for these 
assessment years for which it may not be eligible in terms of 4th proviso to section 115BAB(1) 
of the ITA. 
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PART C 
 

Question 5 
 
Part 1 
 
As per the provisions of section 115-O of the ITA, an Indian company is required to pay an 
additional income-tax referred to as DDT (effective rate of 20.56%) on any amount which has 
been declared, distributed or paid as ‘dividend’. Further, as per the provisions of section 10(34) 
of the ITA, the dividend income received by the shareholder, which has been subject to DDT 
under the provisions of section 115-O of the ITA, is exempt in the hands of such shareholder. 
This position is valid till FY 2019-20. With effect from 1 April 2020, the Government of India, 
vide Budget 2020, amended the law to abolish DDT and implemented classical dividend 
taxation regime wherein the dividend is taxable in the hands of the recipient shareholder. 
 
Accordingly, since the dividend has been declared on 1 April 2020, the same would not be 
liable for DDT in the hands of A but taxable as income in the hands of W as exemption under 
section 10(34) has been withdrawn. 
 
If dividends are declared on 31 March 2020 
 
However, a question arises in case the dividend declared is covered in 2 periods. Eg: in the 
give question, even if the dividend is declared on 31 March 2020, it is likely that the 
shareholders actually receive the same on or after 1 April 2020. Technically, then, DDT under 
section 115-O would continue to apply in the hands of the company on the dividends declared 
on 31 March 2020. 
 
The amended Finance Act, 2020 clarifies that dividend income received by shareholders on or 
after 1 April 2020 would be exempt in the hands of shareholders if DDT has been discharged 
by the company declaring the same. 
 
Accordingly, where dividend has been declared on 31 March 2020, DDT would apply in the 
hands of the company (i.e. A in the present case) and the same shall be exempt in the hands 
of the shareholders even where the dividend is received on or after 1 April 2020. 
 
In the earlier taxation regime, there was a debate whether the DDT liability is actually a tax on 
the company declaring the dividends or it’s the liability of the shareholder which has been 
shifted to the company for ease of tax administration. Accordingly, it is arguable that the DDT 
rate also need to be restricted in terms of the applicable DTA. While there have been no rulings 
currently that the DDT rate need to be restricted to tax rate appearing on dividends under the 
DTA, many taxpayers have currently approached the Authority for Advance Ruling on this 
issue. Further, there have been recent rulings in the case of Maruti Suzuki India Ltd. [ITA No. 
961/Del/2015, Delhi ITAT], SGS India Private Limited [[2017] 83 taxmann.com 163 Mumbai 
ITAT], etc. wherein cognisance of such a possibility has been taken. 
 
Part 2 
 
As per the provisions of section 90(2) of the ITA, any assessee having access to a tax treaty 
entered into by India with other countries shall be subject to the provisions of the ITA to the 
extent they are more beneficial. Thus, while evaluating the tax liability of a taxpayer who a 
resident of a country with whom India has a tax treaty, one needs to apply the provisions of the 
ITA or the tax treaty, whichever are more beneficial to the non-resident taxpayer. 
 
W being a resident of UK, should be eligible for benefit of India UK DTA. Para 1 and 2 of Article 
11 – Dividends of the India UK DTA provides as below: 
 



Module 2.05 – India option (December 2020) 

Page 18 of 36 

“1. Dividends paid by a company which is a resident of a Contracting State to a resident of the 
other Contracting State may be taxed in that other State. 
 
2. However, such dividends may also be taxed in the Contracting State of which the company 
paying the dividends is a resident and according to the laws of that State, but if the beneficial 
owner of the dividends is a resident of the other Contracting State, the tax so charged shall not 
exceed: 
 
(a) 15 per cent of the gross amount of the dividends where those dividends are paid out of 
income (including gains) derived directly or indirectly from immovable property within the 
meaning of Article 6 by an investment vehicle which distributes most of this income annually 
and whose income from such immovable property is exempted from tax; 
 
(b) 10 per cent of the gross amount of the dividends, in all other cases.” 
   
Accordingly, for W to be eligible to take the benefit of Article 11 of India-UK DTA (i.e. taxation 
of dividends at 10%), it should be a “beneficial owner” of the dividends it is receiving. 
 
The concept of “beneficial owner” plays a crucial role in determining whether a recipient of 
income qualifies for certain treaty benefits. This concept is quite significant from the perspective 
of international taxation as most of the tax treaties adopt the concept or condition of beneficial 
ownership for granting concessional treatment to resident of another country – in particular, 
when it comes to Articles dealing with interest, dividend and royalties. 
 
The DTA or the ITA does not provide a specific definition of ‘beneficial owner’ or ‘beneficial 
ownership’ and in absence of specific definition, the term should be given an autonomous 
meaning basis domestic and international judicial precedents, legal dictionary meanings, Model 
Commentaries and basis the concept explained by eminent jurists. Candidates are expected to 
discuss on “beneficial owner” in detail including the meaning provided under OECD Model 
Commentary. 
 
Applicability to the current facts 
 
The following facts aid to conclude that W is the beneficial owner of dividends: 
 

• Annual reports of A reflect W (and not U or V) as the shareholder. 
 

• Director on the board of W seem to be qualified to take independent decisions. 
Additionally, the fact that director takes decision/ works remotely should not affect so 
long he/ she is able to manage the business and make decisions through virtual meetings 
effectively. 

 
• W is not merely an investing company but is a regular operating and holding company 

 
• W is not a mere shell or conduit or post box entity. Additional details in relation to assets 

and employees (though currently not provided) should aid in this regard. 
 

• In absence of specific information, it has been presumed that W is ‘liable to tax’ as a 
normal resident in UK. 

 
• There is nothing on record or details to suggest that W’s right to use and enjoy the 

dividend is constrained by a contractual or legal obligation to pass on the payment 
received to another person or U or V. 
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• W not pay any remuneration to the Director may not be a negative fact pattern as in many 
cases Directors do not draw any additional remuneration if they are already getting 
compensated separately. However, it would be good to have W pay the director for 
directors’ fee/ remuneration. 

 
The following facts may be considered as negative in the current fact pattern: 
 

• Investment made by W was out of share capital provide by V and it may be arguable that 
W was incorporated only to take benefit of UK jurisdiction for tax purposes. 

 
• Though there is nothing to suggest W has a contractual obligation to pass on dividends 

to its parent, the act of immediately distributing the same may be viewed negatively. 
 
The candidates should also discuss various judicial precedents such as Aditya Birla Nuvo Ltd. 
vs DDIT(IT) [(2011) 342 ITR 308 (Bom)], AB Mauritius , In re [(2018) (402 ITR 311) (AAR)], 
Vodafone International Holdings BV vs Union of India and Anr. [(2012) 341 ITR 1 (SC)]. 
 
The group would need to ensure that W is beneficial owner of the dividends being received to 
apply beneficial tax rate of 10% under the India UK DTA. 
 
Principal Purpose Test (‘PPT’) 
 
India and UK both have notified each other for application of MLI and have agreed to amend 
the India-UK tax treaty in light of MLI. MLI provisions have entered into effect from 1 April 2020. 
 
India has adopted the option of PPT along with Simplified Limitation on Benefits, whereas UK 
has adopted only PPT. Hence, based on matching concept, India-UK tax treaty would include 
PPT from 1 April 2020. Candidates may discuss Articles 6, 7, and 8, and Preamble of the MLI 
in this regard. 
 
Article 7(1) of MLI provides for the text of PPT which is as follows: “Notwithstanding any 
provisions of a Covered Tax Agreement, a benefit under the Covered Tax Agreement shall not 
be granted in respect of an item of income or capital if it is reasonable to conclude, having 
regard to all relevant facts and circumstances, that obtaining that benefit was one of the 
principal purposes of any arrangement or transaction that resulted directly or indirectly in that 
benefit, unless it is established that granting that benefit in these circumstances would be in 
accordance with the object and the purpose of the relevant provisions of the Covered Tax 
Agreement.” 
 
It is important to note that PPT test has a lower threshold than GAAR as PPT requires only one 
of the principal purposes as tax benefit whereas GAAR requires main purpose to be tax benefit. 
 
The PPT test has 2 parts – (a) ‘reasonable to conclude test’ and (b) ‘object and purpose test’. 
 
It is important to note that BEPS Action Plan 6 states that where an arrangement is inextricably 
linked to the core commercial activity and its form is not driven by consideration of obtaining 
tax treaty benefit, it is unlikely to trigger PPT. Further, OECD has provided few examples which 
states that as long as any arrangement or transaction has commercial or business drivers, the 
same should not be considered as tainted by PPT. 
 
The second limb of the PPT provides for a carve out or an exception by observing that, despite 
one of the principal purposes of obtaining tax treaty benefit, such benefit will not be denied so 
long as the grant of benefit is in accordance with the object and purpose of the relevant 
provisions of CTA. 
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Hence, in the present case, the points highlighted above in relation to “beneficial owner” may 
equally apply for testing the requirement of satisfaction of PPT. Additionally, it may be argued 
that when the restructuring happened on 1 April 2018 no DTA benefit was available (as 
dividends were taxable in the hands of the distributing company @ 20.56% DDT). The ‘benefit’ 
has only arisen now due to change in taxation regime by the Government and not because of 
the action of the taxpayer to have UK as a shareholder. 
 
Accordingly, A and W should ensure that W is eligible for India-UK DTA keeping in mind the 
PPT incorporated by virtue of the MLI. 
 
Tax residency certificate (‘TRC’) 
 
A should ensure to collect copy of TRC from W along with executed version of Form 10F so as 
to allow the benefit of India-UK DTA in terms of section 90(4) read with section 90(5) of the ITA. 
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Question 6 
 
Part 1 
 
Services rendered by a non-resident entity (viz. in current context, Best) within the taxable 
territories of a particular jurisdiction are generally liable to tax in that jurisdiction under the 
fundamental charging provisions of the respective domestic tax law. 
 
However, India has enacted section 90(2) of the ITA wherein the non-resident entity is eligible 
for DTA benefits. Under the DTA, current transaction may be taxable in India only if a business 
income arises out of a Permanent Establishment (‘PE’) or the same is taxable as Royalty or 
Fees for Technical Services (‘FTS’). 
 
In the current transaction, Best provides online streaming services to individuals and receives 
compensation as a subscription model. The transaction arguably is not royalty as the payment 
is for services being provided as such without transfer of any right in the copyright. Similarly, 
the services are not for any technical or consultancy services and may not be characterised as 
FTS as well. Additionally, the transaction may not qualify as FTS under the DTA if the same is 
for private consumption of the individual in terms of Article 13(5)(d) of India UK DTA. 
 
The transaction can be taxable only if there is a PE of Best in India and the services are provided 
out of the said PE. The term ‘PE’ is defined under a separate Article 5 of the DTA. PE generally 
includes following types of: (a) Fixed Place PE, (b) Service PE, and (c) Agency PE. 
 
In terms of the DTA, a fixed place PE is triggered upon cumulative satisfaction of the following 
tests: (a) Place of business test, (b) Business activity test, (c) Permanence/ location test, and 
(d) Disposal test. 
 
As long as any of the aforementioned factors is not satisfied, there is no Fixed Place PE. In 
terms of the current question, no specific information has been provided in relation to having a 
presence in India either by way of any equipment or through any internet service providers, etc. 
In absence of the same, there is no Fixed Place PE. 
 
Further, under India UK DTA, a service PE triggers where services (other than royalty and FTS) 
are provided by a foreign enterprise within India through employee/ other personnel and the 
same continue for an aggregate of 90 day period (30 days in case services provided to an 
associated enterprise) within any 12 month period. Accordingly, in case there are services 
being rendered through the employees/ other personnel in India, service PE may trigger – 
however, the same is not applicable in the present facts. 
 
An agency PE is triggered when a person acting in a Contracting State for or on behalf of an 
enterprise of the other contracting State (other than an agent of an independent status) 
exercises certain authority to conclude/ negotiate/ enter/etc. into contracts as prescribed in the 
relevant article. Accordingly, if there is an agent who carries out distribution/ similar/ specified 
activities in India, there could be a risk of Agency PE being triggered. 
 
Due to absence of requirements to trigger a PE for Best in India, it can be concluded that Best 
does not have a PE in India. Further, since there is no PE, current income from online streaming 
is not taxable in terms of the India UK DTA. 
 
Part 2 
 
The provisions of newly inserted Equalisation Levy (‘EL’) in India with effect from 1 April 2020 
may apply to the current business model of Best. 
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Under Action Plan 1 of the OECD’s Base Erosion and Profit Shifting (BEPS) Project, the OECD 
had considered an equalization levy (i.e. a tax to equalize the tax burden on remote and 
domestic suppliers of similar goods and services) as one option to tax digital transactions. While 
the Action Plan 1, did not recommend introducing such a levy as an internationally agreed 
standard at that stage, it did state that countries could introduce one in their domestic laws as 
an additional safeguard against BEPS, provided they respect existing treaty obligations, or 
include them in their bilateral tax treaties. 
 
In India, the Finance Act, 2016 introduced EL with effect from 1 June 2016 which was restricted 
to gross consideration received by non-residents for online advertisement and related services 
from specified persons. 
 
At the enactment stage of Finance Act, 2020, India introduced an amendment to Finance Act, 
2016 to expand the scope of EL to cover gross consideration received by non-resident e-
commerce operators. This EL will apply at the rate of 2% on the gross consideration received 
or receivable by the non-resident e-commerce operator from specified transaction where such 
receipts exceed INR 20 million during the relevant FY. The income of non-resident (which is 
subject to EL) is exempt from the income-tax under section 10(50) of the ITA. 
 
Further, the Finance Act, 2020 has extended the source rule by amending section 9 under the 
ITA to cover certain digital transactions, viz. related to significant economic presence which 
may overlap with the EL provisions. 
 
The details of the newly introduced EL and relevance to current facts is as follows. 
 
Trigger of EL in India: 
 

• Non-resident e-commerce operator who owns, operates or manages digital or electronic 
facility or platform in connection with India operations; 

 
• Non-resident who sells advertisement to another non-resident which targets an Indian 

resident customer or a customer who accesses the advertisement through internet 
protocol (IP) address located in India; 

 
• Non-resident who sells data, collected from an India resident person or from a person 

who uses IP address located in India. 
 
In the current set of facts, Best is the ‘non-resident e-commerce operator’ who owns, operates 
or manages digital or electronic facility or platform. 
 
Specified services/ transactions on which EL is applicable are: 
 

• Online sale of goods owned by the non-resident e-commerce operator; 
 

• Online provision of services provided by the non-resident e-commerce operator; 
 

• Online sale of goods or provision of services or both, facilitated by the non-resident e-
commerce operator; or 

 
• Any combination of activities listed above. 

 
The act of providing online streaming of content to customers qualifies as ‘online provision of 
services’ being provided by Best. 
 
Exemptions from EL obligation: 
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• Non-resident e-commerce operator has a PE in India and e-commerce transaction is 
effectively connected to PE in India; 

 
• Aggregate value of consideration for specified transactions do not exceed INR 20 million; 

or 
 

• Where erstwhile advertisement related EL is applicable. 
  
Other important features are as follows: 
 

• The EL is levied at 2% (erstwhile advertisement related EL is at 6%). 
 

• No withholding of EL is applicable by the payer. The non-resident e-commerce operator 
is liable to discharge EL @ 2% and carry out various compliances such as making 
quarterly payment and filing annual return. 

 
• Transaction leviable to EL is exempt under the ITA – the exemption under this section 

has been made applicable for transactions occurring on or after 1 April 2021. Currently, 
it is not clear whether this is a mistake (as the provisions are applicable from 1 April 2020) 
or intentional and a clarification in this regard is awaited. 

 
Accordingly, so long as aforementioned conditions are satisfied, the business model of Best 
would be hit by the provisions of EL w.e.f. 1 April 2020. 
 
Applicability on India-UK DTA  
 
EL was introduced by the Finance Act, 2016 as a separate code and not forming part of the 
ITA. The current amendment has already been brought in to the Finance Act, 2016 by the 
Finance Act, 2020. Given this, question arises on whether EL can be considered as a ‘tax 
covered’ under the treaties entered into by India with other countries so as to be eligible for 
treaty benefits. 
 
As per Article 2 of India-UK DTA, the taxes which are subject to the DTA are the income-tax 
including any surcharge thereon and to any identical or substantially similar taxes which are 
imposed by either Contracting State after the DTA is in force which may be in addition or in 
place of the taxes. Further, the competent authorities of the Contracting States shall notify each 
other of any substantial changes which are made in their respective taxation laws. 
 
Given the above, the question is two-fold – whether EL is a “tax” and whether EL is ‘income tax’ 
or identical or substantially similar to “income tax”. 
 
EL is a compulsory levy which is permitted by the Constitution of India and hence may get 
covered within the meaning of tax. Section 10(50) of the ITA provides exemption to non-resident 
payees in India. Once EL is paid there is no need to pay “income-tax”. This would imply that EL 
has the same nature income-tax. Also, the fact that the administration and implementation of 
EL is by income-tax authorities under the ITA also supports this view. 
 
Additionally, it is arguable that the provisions of Article 2 should be viewed as ambulatory in its 
approach. 
 
On the contrary, it is important to note that the EL does not apply where non-resident has a PE 
in India. Therefore, intent seems to cover non-residents who do not have a PE in India. If a view 
is taken that DTA are available, this would defeat the purpose of the levy. 
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EL arguably can be called as a consumption-based tax. Most indirect taxes are consumption 
based and therefore, EL is akin to indirect tax. However, given that there is no exemption from 
levy of GST where the consideration is subject to EL (rather exception is given to income tax), 
it is arguable that the EL cannot be equated to indirect tax. Further, the EL is levied on payee 
and not payer. This further lends support that it is income of payee. 
 
The term “tax” is defined under the ITA to mean income-tax levied under the ITA (e.g. dividend 
distribution tax, fringe benefits tax, etc. can be argued to be tax under the ITA). This indicates 
that EL which is kept out of the ITA may not be a “tax” under the ITA and accordingly may not 
be substantially similar to the ITA. 
 
Currently, arguments exist in relation to both the propositions that EL is and is not a tax similar 
to income-tax. 
 
The action of the Indian Government to keep the levy outside of the ITA and introduce the same 
via Finance Act, 2016 would suggest that the intent of the Government to implement the EL as 
a levy which is not tax on income but tax on gross consideration such that levy remains outside 
the scope of DTA. 
 
Accordingly, there is no clear answer on the issue, but the action and intent of the Government 
would suggest that EL is not a tax covered by the DTA and hence benefit of India-UK DTA may 
not be available to Best. 
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Question 7 
 
Part 1 
 
India introduced thin capitalisation rules under section 94B of the ITA vide Finance Act 2017. 
Thin capitalisation rules were introduced in order to implement the measures recommended in 
final report on Action Plan 4 of the Base Erosion and Profit Shifting (BEPS) project under the 
aegis of G-20-Organisation of Economic Co-operation and Development (OECD) countries to 
address the issue of base erosion and profit shifting by way of excess interest deductions. 
 
In terms of section 94B of the ITA, where an Indian company, or a permanent establishment of 
a foreign company in India, being the borrower, incurs any expenditure by way of interest or of 
similar nature exceeding INR 10 million which is deductible in computing income chargeable 
under the head "Profits and gains of business or profession" in respect of any debt issued by a 
non-resident, being an associated enterprise of such borrower, the interest shall not be 
deductible in computation of income under the said head to the extent that it arises from excess 
interest. 
 
It is important to note that where the debt is issued by a lender which is not associated but an 
associated enterprise either provides an implicit or explicit guarantee to such lender or deposits 
a corresponding and matching amount of funds with the lender, such debt shall be deemed to 
have been issued by an associated enterprise. 
 
Excess interest shall mean an amount of total interest paid or payable in excess of 30% of 
EBIDTA (i.e. earnings before interest, taxes, depreciation and amortisation) of the borrower in 
the previous year or interest paid or payable to associated enterprises for that previous year, 
whichever is less. 
 
To summarize following key points are imperative for applicability of section 94B: 
 
1. Borrower must be an Indian company, or a permanent establishment of a foreign 

company in India; 
 
2. Expenditure by way of interest or of similar nature should be greater than INR 10 million 

which is deductible in computing income chargeable under the head "Profits and gains 
of business or profession"; 

 
3. Lender should be non-resident; and 
 
4. Lender must be an associated enterprise of such borrower or the debt is issued by a 

non-associated enterprise lender is guaranteed implicitly or explicitly by an associated 
enterprise or a matching cash is deposited by associated enterprise.  

 
Additionally, w.e.f. FY 2020-21, sub-section (1A) has been incorporated according to which 
interest paid in respect of a debt issued by a lender which is a PE in India of a non-resident, 
being a person engaged in the business of banking, shall not be covered within the restriction 
of section 94B of the ITA. 
 
Further, in terms of section 94B(4) of the ITA where the interest expenditure is not wholly 
deducted against income under the head "Profits and gains of business or profession", so much 
of the interest expenditure as has not been so deducted, shall be carried forward to the following 
assessment year or assessment years, and it shall be allowed as a deduction against the profits 
and gains, if any, of any business or profession carried on by it and assessable for that 
assessment year to the extent of maximum allowable interest expenditure in accordance with 
section 94B(2) of the ITA. However, the carry forward of such interest expenditure is allowed 
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only for 8 years immediately succeeding the assessment year for which the excess interest 
expenditure was first computed. 
 
Applicability in the present case 
 
In the current fact pattern, A had obtained a loan from C, a non-resident bank. Further, B, being 
an associated enterprise provided a comfort letter to C in relation to loan obtained by A. 
Accordingly, based on the proviso to section 94B(1) of the ITA, the said transaction would be 
covered within these thin capitalization rules only if the ‘comfort letter’ amounts to an implicit or 
explicit guarantee. 
 
Candidates may discuss general understanding on ‘guarantee’ and ‘comfort letter’. A better 
view is that a ‘comfort letter’ would fall within the meaning of explicit guarantee provided by 
non-resident associated enterprise for the purposes of section 94B of the ITA. 
 
Hence, the loan obtained by A from C with the help of comfort letter would be considered as 
subject to provisions of 94B of the ITA and any interest in excess of 30% of the EBIDTA would 
not be allowed as a deduction during the previous year. Any such interest disallowed can be 
carried forward for 8 assessment years from the year in which the interest was first computed. 
 
Position from FY 2020-21 
 
W.e.f. FY 2020-21, sub-section (1A) has been incorporated according to which interest paid in 
respect of a debt issued by a lender which is a PE in India of a non-resident, being a person 
engaged in the business of banking, shall not be covered within the restriction of section 94B 
of the ITA. 
 
Thus, where loan has been borrowed from the branch of C (being a bank) in India, provisions 
of section 94B should not apply. However, this position would not be correct if loan has been 
taken from the overseas bank and not from the branch (being PE) of such bank as the 
exemption is in relation to the PE of non-resident lender bank. 
 
Loan provided by a bank incorporated in India 
 
If the loan was provided by a bank incorporated in India, then it is arguable that provisions of 
section 94B of the ITA are not applicable altogether. In terms of sub-section (1) debt should be 
issued by a non-resident, being an associated enterprise of such borrower. Proviso to sub-
section (1) deems the debt to have been issued by an associated enterprise but it does not 
remove the requirement of lender to be a non-resident. 
 
Part 2 
 
There are 3 parts to this question – (a) whether set-off of brought forward loss under section 72 
of the ITA gets priority over adjustment with profits for the current year, (b) whether loss carried 
forward under section 94B(4) of the ITA would be adjusted first, and (c) whether the current 
year loss should be adjusted first. 
 
Current year interest 
 
The ITA requires a taxpayer to determine its tax liability for the year in accordance with its 
results for the said year. Any adjustment of brought forward losses due to legal fiction under 
the ITA comes afterwards. Accordingly, it would be clear that current year interest has to be 
deducted first. This is similar to adjustment of current year depreciation first even where a 
taxpayer may have business losses under section 72 available with him. 
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Similarly, current year interest would also be adjusted before brought forward interest under 
section 94B(4) of the ITA. 
 
It has been provided that Profits excluding interest deduction for FY 2019-20 is INR 10 billion. 
It is presumed that this is EBIDTA. Accordingly, as per section 94B(1) read with 94B(2) of the 
ITA, maximum permissible interest deduction would be INR 3 billion (being 30% of INR 10 
billion). The current year interest of INR 2 billion would be deductible first. 
 
Preceding year business loss v 94B(4) interest 
 
The interest loss carried forward under section 94B(4) of the ITA does not create a separate 
head of income or loss. It is under the head profits and gains from business or profession itself. 
 
Before applying the provisions of set off and carry forward under Chapter VI of the ITA, income 
needs to be computed under each of the 5 heads of income. Accordingly, due to this, to give 
effect to computation of profits and gains from business or profession any interest carried 
forward under section 94B(4) of the ITA must be first deducted/ adjusted to arrive at profits and 
gains. Hence, adjustment of carried forward 94B(4) interest would need to be done prior to set 
off of losses under section 72 of the ITA. 
 
In the given example, as stated above, maximum deductible interest expenditure is INR 3 billion 
in terms of section 94B(2) of the ITA. Out of which, INR 2 billion of current year interest has 
already been adjusted and hence only balance INR 1 billion of 94B(4) interest can be adjusted. 
The taxpayer may choose to adjust 94B(4) loss of FY 2017-18 in the current instance first. The 
94B(4) interest for FY 2018-19 cannot be adjusted in the current year as 30% EBIDTA limit has 
been exhausted. 
 
Even though the business loss carried forward from FY 2011-12 may expire, the same may not 
get priority over adjustment to 94B(4) interest deduction. 
 
If there are profits remaining, the loss carried forward under section 72 of the ITA may then be 
adjusted. 
 
Hence, currently, following losses may be carried forward to next year: 
 

• Interest disallowed under section 94B of the ITA for FY 2018-19 – INR 1 billion; 
 

• Brought forward loss of FY 2011-12 of INR 1 billion if the same is pending adjustment – 
the same cannot be carried forward to FY 2020-21 as 8 years’ time limit as per section 
72(3) of the ITA expires in FY 2019-20. 
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Question 8 
 
Part 1 
 
Residential status; credit for ‘foreign taxes’. As per charging provisions of Section 5 of the ITA, 
an ordinary resident individual is liable to tax in India on his worldwide income, regardless of 
whether the income accrues from sources within or outside India. Accordingly, A is fully liable 
to pay tax in India w.r.t income arising under LTIP. 
 
Further any income arising under LTIP shall also be chargeable to tax in the hands of A in the 
UK as per relevant charging provisions of domestic tax law in the UK. Accordingly, A would 
also be required to discharge his tax obligation(s) qua LTIP in the UK, and claim corresponding 
credit on account of such foreign taxes against his India tax liability to the extent permissible 
under the relevant provisions of the Double Taxation Avoidance Agreement executed between 
India and United Kingdom (‘DTA’), read together with Rule 128 of the Income-tax Rules, 1962 
(‘Foreign Tax Credit Rules’ or ‘FTC Rules’). 
 
Scheme of Taxation under the Income-tax Act, 1961 [Aspects covered: Nature of income, 
timing of taxable event and computation of taxable income]. 
 
LTIP Income not taxable under the head “Salary”, but as “Income from Other Sources” 
 
Part – A of Chapter IV (Section 15 to Section 17) of the ITA deals with income in the nature of 
“Salary”. The income must flow under a typical employer-employee relationship before it can 
be classified and taxed under the head “Salary”. 
 
In the facts of the instant case, A has directly acquired stock options from XYZ UK as per terms 
agreed under the LTIP. There exists no employer-employee relationship between XYZ UK and 
A. Further, ABC India has no locus, reference or involvement in the LTIP agreement and it is 
not a party to the LTIP, in any manner, whether directly or indirectly. 
 
Also, the consideration in the form of ESOPs does not move into the hands of A at the behest 
of or upon direct or indirect consideration being supplied by ABC India. The fact that A became 
eligible to participate in the LTIP owing to his ongoing employment relationship with ABC India 
does not make the resulting income as taxable in the nature of “Salary”. For income to get taxed 
as “Salary”, it is important that the individual-employee must earn the compensation for his 
services (quid pro quo) from his employer(s), or in some cases, a former employer. In a case 
where earnings are promised to an individual by a person other than his employer, albeit, by 
using performance-under-(third-party)-employment as return consideration for the promise, the 
income accruing to the individual upon fulfilment of the promise becomes taxable in his hands 
under the head “Income from Other Sources” - since the consideration flows from a person 
other than his employers. Accordingly, provisions of Section 17(2)(vi), which prescribe rules for 
taxation of stock options or sweat equity granted by an employer or a former employer shall 
NOT apply in the facts of the instant case. 
 
The next step is to examine the taxability of potential income arising under LTIP with reference 
to provisions of Section 56 of the ITA (viz. under the charging head “Income from Other 
Sources”). The relevant extracts from the provision are reproduced below for ready reference: 
 
“Income from other sources. 
 
56. (1) Income of every kind which is not to be excluded from the total income under this Act 
shall be chargeable to income-tax under the head "Income from other sources", if it is not 
chargeable to income-tax under any of the heads specified in section 14, items A to E. 
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(2) In particular, and without prejudice to the generality of the provisions of sub-section (1), the 
following incomes, shall be chargeable to income-tax under the head "Income from other 
sources", namely: 
 
…where any person receives, in any previous year, from any person or persons on or after the 
1st day of April, 2017, 
 
…any property, other than immovable property: 
 
(A) without consideration, the aggregate fair market value of which exceeds fifty thousand 
rupees, the whole of the aggregate fair market value of such property; 
 
(B) for a consideration which is less than the aggregate fair market value of the property by an 
amount exceeding fifty thousand rupees, the aggregate fair market value of such property as 
exceeds such consideration…” 
 
In view of clause (A), the tax authorities may take a view that “vesting of shares” under ESOP 
is a taxable event since it results in receipt of “property” by the individual without payment of 
any corresponding consideration. However, for clause (A) to apply, it must be shown that the 
market worth of the property, in the nature of “right-to-subscribe”, exceeds Rupees Fifty 
Thousand (INR 50,000) in aggregate. 
 
Since LTIP does not allow the individual-beneficiary to transfer, create any interest or otherwise 
trade in the “right-to-subscribe”, effectively means that such property has no market-worth since 
it cannot potentially enter the market in the first place. Accordingly, since the market-worth of 
the property does not exceed the prescribed threshold limit of INR 50,000, clause (A), shall fail 
to trigger any tax liability at the time of vesting of the “right-to-subscribe” to the underlying 
shares. In simple words, there shall be no incidence of tax at the time of vesting-of-shares under 
the LTIP. 
 
“Exercise of right-to-subscribe” under LTIP would trigger a taxable event under clause (B) to 
the extent by which the market-worth of shares on the date-of-exercise exceeds the purchase 
consideration (viz. pre-agreed exercise price), provided such difference is greater than INR 
50,000. Accordingly, if the market-worth of shares on date-of-exercise of ESOPs is, say, INR 5 
million, and the pre-agreed exercise price is, say, INR 2 million, the entire difference of INR 3 
million shall become taxable in the hands of the beneficiary-individual under the head “Income 
from Other Sources” under Part F of Chapter IV (Section 56 to 59) of the ITA.  
 
Tax incidence upon sale of shares 
 
Section 45 of the ITA deals with taxability of “capital gains” arising at the time of “transfer” of 
tangible or intangible property. It reads as follows: 
 
“Capital gains. 
 
45. (1) Any profits or gains arising from the transfer of a capital asset effected in the previous 
year shall, save as otherwise provided in sections 54, 54B, 54D, 54E, 54EA, 54EB, 54F, 54G 
and 54H, be chargeable to income-tax under the head "Capital gains", and shall be deemed to 
be the income of the previous year in which the transfer took place.” 
 
Accordingly, the beneficiary-individual shall be liable to tax u/s 45 of the ITA at the time when 
shares acquired under LTIP are alienated for valuable consideration.  
  
Computation of income under the head “Capital Gains”  
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The computation mechanism for determining the quantum of “capital gain” is prescribed u/s 48 
of the ITA that reads as follows: 
 
“Mode of computation. 
 
48. The income chargeable under the head "Capital gains" shall be computed, by deducting 
from the full value of the consideration received or accruing as a result of the transfer of the 
capital asset the following amounts, namely: 
 
(i) expenditure incurred wholly and exclusively in connection with such transfer; 
 
(ii) the cost of acquisition of the asset and the cost of any improvement thereto” 
 
“Cost of acquisition”, in relation to any property, means actual consideration paid and/ or 
pecuniary (outstanding) obligation incurred at the time of acquiring/ purchasing the property. It 
refers to the ‘outgo’ or ‘expenditure incurred’ for getting ownership over the property. In respect 
of shares issued by a company, it would mean the subscription money tendered by (or due 
from) the shareholder in lieu of issue/ transfer-of-shares. 
 
Accordingly, “cost of acquisition” in respect of shares acquired under ESOP would mean the 
pre-agreed exercise price which is tendered as subscription money at the time when the share 
options are exercised. Following the earlier illustration cited under last para of Section 3.2.1. 
above, the “cost of acquisition” of shares shall be taken as INR 2 million for the purposes of 
computing “capital gains” as per the machinery provisions of Section 48 of the ITA. However, 
by virtue of a deeming fiction introduced under sub-section (4) of Section 49 of the ITA, the 
“cost of acquisition” in respect of a property which has suffered taxation u/s 56(2)(x) of the ITA 
shall be the market-value of such property previously taken into account for purposes of levy of 
tax u/s 56(2)(x) of the ITA. 
 
“Cost with reference to certain modes of acquisition. 
 
49. 
 
(4) Where the capital gain arises from the transfer of a property, the value of which has been 
subject to income-tax under clause (vii) or clause (viia) [or clause (x)] of sub-section (2) of 
section 56, the cost of acquisition of such property shall be deemed to be the value which has 
been taken into account for the purposes of the said clause (vii) or clause (viia) 73[or clause 
(x)].” 
 
Accordingly, in terms of the same illustration, in case the ESOP-shares are sold on the day of 
exercise of the options itself for a consideration of INR 5 million (market price), the income 
exigible to tax under the head “capital gains” shall be “NIL”, i.e. Sale Consideration = INR 5 
million less Cost of Acquisition = INR 5 million [i.e. market-value of shares taken into 
consideration for purposes of levy of tax under section 56 (2)(x) of the ITA]. 
 
Further, capital gain accruing upon sale of shares acquired under LTIP may qualify as “long-
term gain” eligible for a concessional tax-rate of 10% (plus applicable surcharge & cess), in 
case the shares are held for a minimum period of twenty-four months prior to the event of sale. 
Also, with effect from Assessment Year beginning April 1, 2019 (viz. AY 2019-20), long-term 
capital gain arising from sale of equity shares of a company is NOT eligible for indexation (i.e. 
inflation-adjusted) benefit as prescribed under second proviso to Section 48 of the ITA. 
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Part 2 
 
Tax Withholding/Advance Tax Obligation: Section 192 of the ITA deals with tax withholding 
obligations of a person releasing salaries while acting in the capacity of an employer. It reads 
as follows: 
 
“Salary. 
 
192. (1) Any person responsible for paying any income chargeable under the head "Salaries" 
shall, at the time of payment, deduct income-tax on the amount payable at the average rate of 
income-tax computed on the basis of the [rates in force] for the financial year in which the 
payment is made, on the estimated income of the assessee under this head for that financial 
year.” 
 
Since income under LTIP accruing to A would NOT qualify under the head “Salaries”, there 
shall be no corresponding withholding tax obligation on ABC India under section 192 of the ITA. 
 
Consequently, A shall be personally responsible to deposit advance tax with respect to such 
income in accordance with provisions of Part C of Chapter XVII of the ITA. 
 
Alternate view (Part 1 & Part 2) 
 
It may be possible that the questions are answered in the manner below based on proposition 
set out in Mumbai ITAT Special Bench in the case of Sumit Bhattacharya v. ACIT [(2008) 300 
ITR 347 (Mum ITAT)]. 
 
The stock options taxable as perquisites under the head “Income from Salaries” under section 
17(2)(vi) [upon exercise] and Income under the head “Capital Gains” [upon sale/transfer] (Part 
1) and consequential liability/obligation in the hands of ABC India to withhold tax u/s 192 (Part 
2). 
 
The examiner considers the suggested solution laid out in detail under Paras 1.1, 1.2 and 2.1 
above to carry more weightage while marking as it tests legal interpretational skills of the 
examinees, nevertheless, due consideration shall be accorded while marking the alternate view 
if presented in an apt manner and supported by observations made in Sumit Bhattacharya 
(supra). 
 
Part 3 
 
Under the relevant provisions of the DTA, a taxpayer ordinarily resident in India deriving income 
which, in accordance with the provisions of the DTA, may also be brought-to-tax in United 
Kingdom is eligible to claim credit for taxes paid in the United Kingdom in order to offset his 
corresponding India tax liability on the same income (Article 24 of DTA), subject to the relevant 
rules made in this regard. The rules for claiming credit in respect of foreign taxes are codified 
under Rule 128 of the Income-tax Rules, 1962 (‘the Rules’). 
 
As per sub-rule (8) of Rule 128 of the Rules, for the purposes of claiming credit for taxes paid 
in the UK against corresponding tax liability in India, the taxpayer is obliged to attach the 
following documents along with his return of income: 
 

• A statement of income from the country or specified territory outside India offered for tax 
for the previous year and of foreign tax deducted or paid on such income in Form No.67 
and verified in the manner specified therein; and 

 
• A certificate or statement specifying the nature of income and the amount of tax deducted 

therefrom or paid by the assessee from the tax authority of the country or the specified 
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territory outside India; OR from the person responsible for deduction of such tax; OR 
signed by the taxpayer accompanied with an acknowledgement of online payment or 
bank counter foil or challan for payment of tax where the payment has been made by the 
assessee or proof of deduction where the tax has been deducted. 
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Question 9 
 
Part 1 
 
ABC India – tax implications 
 
In light of facts mentioned above, dispatching-affiliate (viz. ABC India) shall effectively be 
rendering services in overseas jurisdictions through the agency of its employees. 
 
Services rendered by a non-resident entity (viz. in current context, ABC India) within the taxable 
territories of a particular jurisdiction are generally liable to tax in that jurisdiction under the 
fundamental charging provisions of the respective domestic tax law. Accordingly, as a general 
rule, any invoice raised by ABC India on the overseas delivering-affiliate under the proposed 
arrangement would be liable to income-tax in that jurisdiction regardless of the number of days 
for which its employee(s) is/ are present in that jurisdiction. It means that ABC India would be 
required to seek upfront tax registrations, file income-tax returns, carry-out local compliances, 
etc. in the overseas jurisdiction where the delivering-affiliate is located. 
 
India has entered into Double Taxation Avoidance Agreements (‘DTA’) with most of its 
neighbouring countries in the APAC region. Under beneficial provisions of DTA, a country may 
allow residents of the counterparty State to carry-out business activities within its taxable 
boundaries without creating any taxable presence unless such activities fall under the umbrella 
of what is referred to as the “Permanent Establishment” (‘PE’). 
 
The term ‘PE’ is usually defined under a separate Article of each DTA (generally, Article 5). 
 
As a matter of standard international practice, a non-resident enterprise (viz. in current context, 
ABC India) rendering on-site services (say, in Singapore) may constitute a PE in the serving 
jurisdiction (viz. Singapore) if the aggregate physical presence of its employees and/ or 
individuals hired under short-term contracts exceeds specified number of days over a 12-month 
cycle. The threshold in this regard is generally fixed at 90 days over a 12-month period, which 
may even be reduced to 30 days, depending upon what may have been agreed between the 
countries as part of the treaty negotiations. Further, in this regard, physical presence is counted 
in terms of number of solar days, not man-days. For example, in case five employees are busy 
rendering services on a given day, the number of days of physical presence shall be counted 
as ‘one’, not ‘five’. 
 
Notwithstanding the above, a PE may independently be created under what is commonly 
referred to as Article 5(1) in most DTAs, in case the office of the delivering-affiliate is perceived 
to be regularly available to visiting employees of ABC India during their intermittent sojourns to 
that particular jurisdiction. In such a scenario, recurring and unfettered use of delivering-
affiliate’s office premises over an extended period of time is considered to be satisfying the 
conditions of permanence and durability required to create a taxable presence in the form of a 
PE. 
 
Accordingly, in view of the above, the provisions of the respective DTA have to be studied and 
examined in order to determine the circumstances under which ABC India may/ may not create 
a taxable presence in the territory of the delivering-affiliate. This enquiry shall be irrelevant in 
context of the country(ies) with respect to which India does not currently have a DTA, for 
example, Taiwan. The domestic tax laws of such country shall continue to govern the incidence 
of income-tax on service invoices raised by ABC India on the delivering-affiliate in such a 
jurisdiction. 
 
A related issue that arises for immediate consideration is the question of attribution of arm’s 
length profits to the activities of the PE for purposes of filing PE’s tax-return in the jurisdiction 
where delivering-affiliate is based. The tax laws of the particular jurisdiction may require that 
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declaration of profits in the hands of the PE ought to be supported by a detailed economic 
benchmarking study to vouch for the fact that PE’s taxable income is commensurate with open-
market standards, as if it were an independent third-party dealing with its customers/vendors 
under arm’s length conditions as determined by market-driven forces of demand-supply. 
 
Income-tax paid by ABC India’s PE in the jurisdiction of the delivering-affiliate shall be allowed 
to be credited/ offset against the corresponding tax liability in India, in accordance with the terms 
of the relevant DTA read together with the detailed procedure mentioned under Rule 128 of the 
Income-tax Rules, 1962 (‘the Rules’). Income-tax paid by ABC India in a country with whom 
India does not currently have a DTA may be eligible for unilateral credit in accordance with the 
provisions of Section 91 of the ITA. However, non-availability of specified documentation/ 
certificates, etc., as prescribed under Rule 128 of the Rules, at the time of filing return-of-income 
in India may result in permanent loss of (overseas) tax credit, which may effectively result in 
double taxation of the same income. 
 
In view of the above, ABC India is advised, in the first instance, to evaluate the tax exposure 
and risks associated with potential creation of a PE across multiple overseas jurisdictions where 
it is likely to be dispatching its employees under the proposed arrangement. In a case where a 
PE is likely to be constituted, ABC India it would be required to seek upfront local tax 
registrations, carry-out local tax-filings, maintain separate books of accounts, conduct arm’s 
length benchmarking exercise, prepare/ file local transfer pricing documentation, etc., 
depending upon applicable provisions of the domestic tax law of the particular overseas 
jurisdiction. 
 
Part 2 
 
ABC India’s employees – tax implications 
 
As a general rule, salary earned by a non-resident individual (in current context, outbound 
employees of ABC India) in her/his home jurisdiction during the period over which she/ he 
renders services in the overseas jurisdiction is considered to be taxable in such overseas 
jurisdiction, unless protected by “short-stay exemption” provisions, if any, under the domestic 
tax law of the particular country or the relevant DTA. 
 
In this regard, attention is invited to relevant provisions of the DTA concerning taxability of 
“Dependent Personal Services/Income from Employment” (typically referred to as “Article 15” 
in most tax treaties). The potential existence of a PE and taxability thereof (as discussed above) 
would take away the so called “short-stay” tax exemption (usually available for physical stay of 
up to 183 days over 12-month period) that might otherwise be available in absence of an 
overarching PE. This is for the reason that once pro-rated employee salary (paid in India) is 
allowed as deductible business expenditure for purposes of computing taxable income in the 
hands of the PE, it prevents fulfilment of specified cumulative conditions necessary for 
conserving short-stay exemption at the level of the employee(s). 
 
Notwithstanding and without prejudice to what has been stated in the paragraph above, ABC 
India is advised to independently confirm provisions relating to taxability and related compliance 
obligations as may be applicable to individual employees under the domestic tax laws of the 
jurisdiction of the delivering-affiliate. In this regard, tax compliances may entail employees’ tax 
registrations, payroll withholding, personal tax filings, etc., as may be applicable under the 
relevant domestic legislation of the particular jurisdiction. 
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Part 3 
 
Transfer pricing implications 
 
It is currently proposed that a remuneration by way of 20 percent mark-up on salary costs shall 
be charged by ABC India to the delivering-affiliate as compensation for services rendered by 
the outbound/ visiting employee. 
 
The proposed arrangement would fall under the rigors of relevant transfer pricing provisions of 
the ITA (Chapter-X), regardless of whether or not a PE is created in the jurisdiction of the 
delivering-affiliate. What needs to be appreciated here is that such rigor will become more 
onerous and burdensome in a case where an overseas PE is constituted, since tax authorities 
of both jurisdictions, viz. India and the jurisdiction of the delivering-affiliate, would be keenly 
examining the same transaction from a transfer pricing perspective in order to preserve their 
respective tax bases and for allowing appropriate tax credits. Whereas, in a case where an 
overseas PE is not constituted in the delivering-jurisdiction, the transfer pricing enquiry/ 
compliance burden, etc. may remain confined only to the home jurisdiction, viz. India. 
 
The proposed transfer pricing arrangement would be required to be supported by a detailed 
arm’s-length benchmarking exercise carried out by extracting financial results of comparable 
entities from public databases. High-level comments on the proposed transfer pricing 
arrangement are as follows. 
 
ABC India is currently reporting entity-level net operating profit in the range of 15-18% of 
Revenues, apparently after absorbing the cost of idle-bench capacity. Idle-bench capacity 
loosely means the extent to which resources are considered to be underutilized in relation to 
the total available bandwidth. Assuming that the undesirable idle-bench capacity (viz. in excess 
of level that is considered as a normal/ routine feature of trade) is ranging between 8-10% of 
Revenues, the adjusted net operating profit margin (i.e. before providing for costs associated 
with undesirable idle-bench capacity) works out in the range of 23-28% of Revenues. In simple 
words, everything else remaining constant, as ABC India approaches closer-and-closer to 
routine idle-bench capacity or as the resource utilization nears optimum level, entity-level net 
profitability should fall in the region of 23-28% of Revenues. 
 
As a matter of corollary, it also means that the prevailing charge-out rates being recovered from 
independent customers are much higher than derived by simply marking-up employee payroll 
cost by a margin of 20%. It means that current customer-rates are configured to deliver 23-28% 
net operating profit margin AFTER absorbing all direct, indirect and overhead expenses 
(excluding cost of undesirable/ excess idle capacity). Therefore, from an arm’s length 
perspective, a similar remuneration/ billing model may be simulated for the purposes of the 
proposed arrangement, so that it delivers net operating profit margin of, say, 25% on a 
standalone basis. 
 
Separately, ABC India is advised to use third-party customer contracts for similar services as 
an internal benchmark for arriving at the inter-company transfer pricing invoicing model for the 
proposed arrangement. In this regard it is noteworthy that from an Indian perspective, and 
based on prevailing trends in the IT and ITeS industry, on-site professional services performed 
in an overseas jurisdiction usually attract lucrative rates as compared to local rates (Rupee 
rates) at which similar services are rendered to customers in India. 
 
On a high-level, owing to the advantage of labour arbitrage, on-site services command a 
premium ranging between appx. 15-30% as compared to charge-out rates that may be 
applicable to offshore delivery (viz. where the customer is domiciled overseas, but services are 
delivered from India). It is generally assumed that the charge-out rates being recovered from 
domestic customers for similar services (viz. Rupee invoicing) are further lower as compared 
to charge-out rates being applied to offshore delivery. In nutshell, it means that for purposes of 
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arriving at the arm’s length price of services that may be rendered under the proposed 
arrangement, ABC India may spruce-up the charge-out rates prevailing in similar local contracts 
by a quantum of at least 20%. 


