Consequences if the Foreign Company does not apply for PAN in India:
PAN made compulsory for TDS eligible payments: 

Finance Act (2) of 2009 makes PAN compulsory in case of TDS related payments. Failing to that, Deductor will be deducting TDS at a higher rate.
This has been made by introducing a new section 206AA into the Income Tax Act. As per this new section, Any Deductor making a TDS eligible Payment to a Party, who has not provided PAN, should make TDS at a higher rate.

For such case, the rate of TDS should be determined at higher of below conditions:

1. TDS rate prescribed in the Act 

2. Rate of Tax in force  

3. At 20% 

The first condition states about the rate of Tax prescribed through Section 193 to 196. The second condition deals with Salaries (Section 192), where the tax should be calculated at Normal rates for Individuals. The third is a flat rate of 20%. Deductor has to determine the Tax amount for all the 3 conditions and apply the higher tax amount among these 3.
Section 206AA also applies for Non Resident Payments under section 195:

Section 206AA applies for the payments being made to Non Residents. In those cases, foreign residents should take an Indian PAN and provide it, before the payment is being made by the Party.
Situation 1: If Non Resident does not obtain PAN in India & TDS is deducted from their payments:

Example

IT Rate- 10%

DTAA Rate- 15%

Rate for not providing PAN- 20%

In this case, the Indian company is not suffered due to Non-Submission of PAN by the foreign country, since the tax has been withheld from their payments.

Whether the Foreign Company is benefited by claiming the 20% tax deducted in India in his country:

· He can claim the tax benefit only up to 15%. Since the DTAA entered between such foreign country & India in the above example specifically provides tax concession only up to 15%.

· What happens to the remaining 5%?

· If the foreign country wants to claim refund of the same from Indian Income Tax Department, then they have to file return after obtaining PAN from Indian Income Tax Authorities.

Ultimately foreign company is suffered extra tax burden to the tune of 10% for not obtaining PAN from Indian Income Tax Authorities.

Note: IT rate or DTAA rate whichever is beneficial to the assessee will be taken as the TDS rate for computation in normal case.

Situation 2: If Non Resident does not obtain PAN in India & Grossing up Method is adopted by virtue of agreement entered between the Foreign Company:
Example:

IT Rate- 10%

DTAA Rate- 15%

Rate for not providing PAN- 20%

In the above case TDS will be deducted @ 20% due to Non Submission of PAN. There was extra tax burden to the tune of 10% for Indian Company who is making payment to foreign country.

Whether the Foreign Company is benefited by claiming the 20% tax deducted in India in his country:

· He can claim the tax benefit only up to 15%. Since the DTAA entered between such foreign country & India in the above example specifically provides tax concession only up to 15%.

· What happens to the remaining 5%?

· If the foreign country wants to claim refund of the same from Indian Income Tax Department, then they have to file return after obtaining PAN from Indian Income Tax Authorities.

Ultimately the Indian Company by inserting a clause in the agreement that the “Income tax in India will be borne by us” is suffered due to the extra tax burden over and above the actual rate specified.
i.e. to say 

As per Contract 




- 10%

For Non- Submission of PAN by Foreign company
- 10%

Total






- 20%

So the foreign country instead of claiming the extra tax suffered by filing a return with the Income Tax department. It is advisable for them to apply for PAN in India to enjoy the lesser tax rate specified in DTAA or Income Tax Act as the case may be.

Note: IT rate or DTAA rate whichever is beneficial to the assessee will be taken as the TDS rate for computation in normal case.

Situation 3: In the above 2 situation the tax rate specified under Income tax act i.e. section 195 is adopted since, this rate is lower when compared with DTAA. 

What happens if the tax rate specified in DTAA is lower when compared with the tax rate specified in Income Tax Rate and the same is adopted?

Income Tax Rate – 20%
DTAA Rate – 15%

Rate for not providing PAN- 20%

The provisions of the Section 206AA cannot operate to override treaty rates which are lower than 20 per cent: There are number of case laws which mention that the provisions of income tax act cannot override the provisions of DTAA.
As per the provisions of the Section 90(2) of the Act, in case of a non-resident eligible for tax treaty, provisions of the Section 90(2) of the Act or provisions of the tax treaty whichever is beneficial to the assessee are applicable. Since in the above case treaty rate is beneficial, the same rate will be adopted based on the various case laws that the “provisions of income tax act cannot override the provisions of DTAA”
 Note: IT rate or DTAA rate whichever is beneficial to the assessee will be taken as the TDS rate for computation in normal case.
