Section 90*
Double taxation relief - Where agreement exists

 

General - In exercise of the powers conferred by sub-section (3) of section 90 of the Income-tax Act, 1961 (43 of 1961), the Central Govern​ment hereby notifies that where an agreement entered into by the Central Government with the Government of any country outside India for granting relief of tax, or as the case may be, avoid​ance of double taxation, provides that any income of a resident of India “may be taxed” in the other country, such income shall be included in his total income chargeable to tax in India in accordance with the provisions of the Income-tax Act, 1961, and relief shall be granted in accordance with the method for elimination or avoidance of double taxation provided in such agreement - Notification No. S.O. 2123(E), dated 28-8-2008.
Agreement should prevail over statutory provision - Where a double taxation avoidance agreement provides for a particular mode of computation of income, the same should be followed, irrespective, of the provisions in the Income-tax Act. Where there is no specific provision in the agreement, it is the basic law, i.e., the Income-tax Act, that will govern the taxation of income—Circular : No. 333 [F.No. 506/42/81-FTD], dated 2-4-1982.
Agreement with Canada - A notification has been issued on 24-6-1992, notifying that the rate of tax of 25 per cent will be applicable to royalties and fees for technical services paid by a resident of India to a resident of Canada. This reduced rate will be applicable to payments made in respect of the right or property which is first granted or under a contract which is signed after 12-12-1988. The Canadian Government have also passed Remission Order, dated 3-12-1991 making the revised rate as above applicable to Indian residents as well in respect of royalties or fees for technical services paid by a Canadian resident—Circular : No. 638, dated 28-10-1992.
Agreement with Germany - Under Article XVIII of the Agreement between the Government of India and the Government of the Federal Republic of Germany for Avoidance of Double Taxation on Income (as notified vide Notification No. 87(25/33/57-II), dated 13-9-1960 and subsequently amended by a protocol notified vide Notification No. 6387 (F.No. 501/2/80-FTD) and exchange of notes dated 28th June, 1984), mutual agreement has been reached for application of this agreement with effect from 1st January, 1991 in the territory of five new States as well as part of the Land Berlin where basic Law was not valid before the coming into force of the German merger. The existing Agreement between the Government of India and the Government of the German Democratic Republic for the avoidance of double taxation with respect to taxes on income and on capital [as notified vide GSR 107(E), dated 2nd March, 1990] will be applied only until 31st December, 1990.—Circular : No. 659, dated 8-9-1993.
Agreement with Mauritius - Any resident of Mauritius deriving income from alienation of shares of Indian companies will be liable to capital gains tax only in Mauritius as per Mauritius tax law and will not have to pay any capital gains tax in India—Circular: No. 682, dated 30-3-1994.
The provisions of the Indo-Mauritius DTAC of 1983 apply to ‘residents’ of both India and Mauritius. Article 4 of the DTAC defines a resident of one State to mean “any person who, under the laws of that State is liable to taxation therein by reason of his domicile, residence, place of management or any other criterion of a similar nature.” Foreign Institutional Investors and other investment funds, etc., which are operating from Mauritius are invariably incorporated in that country. These entities are ‘liable to tax’ under the Mauritius Tax law and are, therefore, to be considered as residents of Mauritius in accordance with the DTAC.

Prior to 1-6-1997, dividends distributed by domestic companies were taxable in the hands of the shareholder and tax was deductible at source under the Income-tax Act, 1961. Under the DTAC, tax was deductible at source on the gross dividend paid out at the rate of 5% or 15% depending upon the extent of shareholding of the Mauritius resident. Under the Income-tax Act, 1961, tax was deductible at source at the rates specified under section 115A, etc. Doubts have been raised regarding the taxation of dividends in the hands of investors from Mauritius. It is hereby clarified that wherever a Certificate of Residence is issued by the Mauritian Authorities, such Certificate will constitute sufficient evidence for accepting the status of residence as well as beneficial ownership for applying the DTAC accordingly.

The test of residence mentioned above would also apply in respect of income from capital gains on sale of shares. Accordingly, FIIs, etc., which are resident in Mauritius would not be taxable in India on income from capital gains arising in India on sale of shares as per paragraph 4 of article 13—Circular : No. 789, dated 13-4-2000*.

Clarification One
The CBDT has further clarified that where an assessee is a resident of both the Contracting States, in accordance with para 1 of Article 4 of Indo-Mauritius DTAC, then, his residence is to be determined in accordance with para 3 of the said article, which reads as under :—

“3. Where, by reason of the provisions of paragraph 1, a person other than an individual is resident of both the Contracting States, then it shall be deemed to be a resident of the Contracting State in which the place of effective management is situated.”

In view of the above, where an Assessing Officer finds and is satisfied that a company or an entity is resident of both India and Mauritius, he would be free to proceed to determine the residential status under para 3 of Article 4 of DTAC. Where it is found as a fact that the company has its place of effective management in India, then notwithstanding its being incorporated in Mauritius, it would be taxed under the DTAC in India. - Circular : No. 1/2003, dated 10-2-2003.

Agreement with UK - Suspension of collection of taxes during Mutual Agreement Procedure - See Instruction : No. 3/2004, dated 19-3-2004.

Agreement with USA - Suspension of Collection of taxes during Mutual Agreement Procedure - Instruction No. 10/2007, dated 23-10-2007.

Agreement with Denmark - Suspension of collection of taxes during Mutual Agreement Procedure - Instruction No. 7/2008, dated 24-6-2008.
Section 115A  Tax on Dividends, Royalty and
Technical Fees in the Case of Foreign Companies

731. Interest income in the case of foreign companies - Rate of tax applicable

1. Under section 115A(1), income by way of interest received by a foreign company from  Government or an Indian concern on moneys borrowed or debt incurred by Government or the Indian concern in foreign currency, is chargeable to tax at the rate of 25 per cent.

2. Overseas corporate bodies with specified non-resident Indian shareholders are allowed to invest their moneys in Non-resident (External) (NRE) Accounts as well as Foreign Currency Non-Resident Accounts. They are also allowed to invest in deposits of public limited companies.

3. A question has been raised regarding the rate of tax applicable in regard to the income by way of interest from such investment income. In this connection it is clarified that if overseas corporate ia) would apply and the rate of tax on the income by way of interest would be 25 per cent of gross amount of such interest. For this purpose the income by way of interest shall be computed without allowing any deduction in respect of any expenditure or allowance.

Circular : No. 473 [F.No. 478/33/86-FTD], dated 29-10-1986.

732. Taxability of interest remitted by branches of banks to the head office situated abroad, under the Foreign Currency Packing Credit Scheme of Reserve Bank of India

1. The Reserve Bank of India has introduced a Foreign Currency Packing Credit Scheme (FCPCS) for Indian exporters. Under this scheme, the Authorised Dealers in India can arrange for lines of credit from abroad for providing preshipment credit to Indian exporters at internationally competitive rates of interest. Such credit can also be arranged by Indian branches of foreign banks from their head offices or any other branch abroad.

2. References have been received seeking clarification as to whether interest remitted by a branch in India to its head office or a branch abroad on the lines of credit arranged under this scheme would be chargeable to tax in India and whether tax would have to be deducted at source in terms of section 195 of the Income-tax Act, 1961.

3. It is clarified that the branch of a foreign company/concern in India is a separate entity for the purposes of taxation. Interest paid/payable by such branch to its head office or any branch located abroad would be liable to tax in India and would be governed by the provisions of section 115A of the Act. If the Double Taxation Avoidance Agreement with the country where the parent company is assessed to tax provides for a lower rate of taxation, the same would be applicable. Consequently, tax would have to be deducted accordingly on the interest remitted as per the provisions of section 195 of the Income-tax Act, 1961.

Circular : No. 740, dated 17-4-1996.

733. Clarification regarding taxation of income from dividends and capital gains under the Indo-Mauritius Double Tax Avoidance Convention (DTAC)

1. The provisions of the Indo-Mauritius DTAC of 1983 apply to ‘residents’ of both India and Mauritius. Article 4 of the DTAC defines a resident of one State to mean “any person who, under the laws of that State is liable to taxation therein by reason of his domicile, residence, place of management or any other criterion of a similar nature.” Foreign Institutional Investors and other investment funds, etc., which are operating from Mauritius are invariably incorporated in that country. These entities are ‘liable to tax’ under the Mauritius Tax law and are, therefore, to be considered as residents of Mauritius in accordance with the DTAC.

2. Prior to 1-6-1997, dividends distributed by domestic companies were taxable in the hands of the shareholder and tax was deductible at source under the Income-tax Act, 1961. Under the DTAC, tax was deductible at source on the gross dividend paid out at the rate of 5% or 15% depending upon the extent of shareholding of the Mauritius resident. Under the Income-tax Act, 1961, tax was deductible at source at the rates specified under section 115A, etc. Doubts have been raised regarding the taxation of dividends in the hands of investors from Mauritius. It is hereby clarified that wherever a Certificate of Residence is issued by the Mauritian Authorities, such Certificate will constitute sufficient evidence for accepting the status of residence as well as beneficial ownership for applying the DTAC accordingly.

3. The test of residence mentioned above would also apply in respect of income from capital gains on sale of shares. Accordingly, FIIs, etc., which are resident in Mauritius would not be taxable in India on income from capital gains arising in India on sale of shares as per paragraph 4 of article 13.

Circular : No. 789, dated 13-4-2000.

Judicial Analysis

Explained in - In Shiva Kant Jha v. Union of India [2002] 122 Taxman 952 (Delhi) it was observed that Circular No. 798, dated 13-4-2000 is not valid in law and need be quashed. The reasoning of the Court follows as under :

“Prima facie by reason of the Circular No. 789, dated 13-4-2000 no direction has been issued. A clarification has been sought to be made as regards taxation from dividends and capital gains in Convention. The circular itself does not show that the same has been issued under section 119. Only in a case where the circular is issued under section 119, the same would be legally binding on the revenue. The circular does not deal with the power of the ITO to consider the question as to whether although apparently a company is incorporated in Mauritius but whether the company is also a resident of India and/or not a resident of Mauritius at all. If the said circular is considered to be issued by the CBDT in terms of section 119, it is trite that the Central Government by reason of affidavit or otherwise neither can supplement the reasons contained therein nor explain the same.

In terms of the affidavit filed by the respondent, the ITO would determine whether the assessee is a resident of India but only because the assessee claims himself to be a resident of Mauritius, a certificate issued by the authorities of the Mauritius would be conclusive. The circular does not say so. It is now well settled that when a statutory authority exercises its jurisdiction under the provisions of statute such an order has to be interpreted on its own and no affidavit by way of explanation can be offered in the counter-affidavit. Furthermore, the effect and purport of a statutory order cannot be enlarged nor diluted by way of an affidavit otherwise. 

The power of the CBDT to issue instructions to subordinate authorities is limited. Such an instructions can be issued only for proper administration of the provisions of the Act and not otherwise. It cannot issue any instructions which would be de hors the provisions of the Act. By reason of the impugned circular for all intent and purport, the CBDT has directed the income-tax authorities to accept the certificate of residence issued by the authorities of Mauritius as sufficient evidence as regards its status of residence and ownership of the companies. The said circular, purports to direct all the authorities to accept the certificate of residence without further questioning the correctness or legality thereof whenever a benefit is claimed under double taxation treaty. It further directs that the individuals and companies would not be taxed as capital gains in India if the companies are declared to be residents of Mauritius in terms of such certificate.

The function of an ITO is quasi-judicial in nature. It is for the purpose of finding out as to whether an assessee can take shelter under double taxation avoidance treaty or not that he is entitled to make such enquiries which are permissible in law. For that purpose it not only is entitled to lift the corporate veil but also is entitled to find out not only as to whether a company is actually a resident of Mauritius or not and/or whether it is paying income-tax in Mauritius or not or in fact the company is not a resident of Mauritius at all. In revenue and taxation matters the Courts have very often lifted the corporate veil. Even a corporate entity is disregarded when it is used for tax evasion or to circumvent tax obligation or to perpetuate fraud. It is also lifted for determining whether a transaction is sham or illusory or a device or ruse. Income-tax authorities are entitled to penetrate the veil covering it and ascertain the truth and ascertain reality behind the legal façade. Assessing authority can go into the genuineness or validity of a document or to see as to whether a transaction is collusive or fraudulent.

Conclusiveness of a certificate of residence granted by the Mauritius tax authorities is not contemplated under the treaty or under the Income-tax Act. Whether a statement shall be conclusive or not must be provided for under a legislative act, e.g., Indian Evidence Act. When evidence in relation to a matter under issue is produced before the authorities exercising judicial function by reason of a circular issued by CBDT it cannot be prescribed that such evidence shall be conclusive. Such a provision as regards conclusiveness of a certificate must find place in the statute itself. An abuse of the treaty or treaty shopping is illegal and thus necessarily forbidden.

Power of issuance of a circular in terms of section 119 has been delegated to the Central Board of Direct Taxes for a limited purpose. By reason of such a circular neither the essential legislative function, can be delegated nor arbitrary thereby uncanalised or naked power can be conferred. Delegated authority, it is trite must act within four corners of delegated legislation. It is not only to act having regard to the purpose and object for which the power has been delegated, it must act having regard to the provisions of the statute as also the delegated legislation.

It is now trite that by reason of any power conferred upon any statutory authority to issue any circular, the jurisdiction of a quasi-judicial authority in relation thereto cannot be taken away.

By reason of the circular a power is conferred to lay down a law which is not contemplated under the Act or for the purpose of political expediency. The same cannot be ultra vires. What prompted the Government of India and the Government of Mauritius in the said treaty is not known. Submission of the respondent that this treaty must have been entered into looking to the large population of Indians in the said country and also for future support of the said country might have been taken into consideration. The question which has to be posed and answered by the High Court is as to whether the same is in consonance with the provisions of section 90 or is in public interest. The validity of the impugned circular must be judged having regard to the limitations contained in section 90 and not otherwise. It would not be correct to contend that section 90 confers a very wide power in terms whereof conferment of an unguided or unbridled power is not contemplated. The very purpose of entering into such a treaty is avoidance of double taxation. The power in terms of section 90 has to be considered having regard thereto. The expression double taxation has definite and precise meaning.

Economic activities in different States by grant of exemption to the industries are done in terms of the provisions of the statutes. Such exemptions are granted in furtherance of the legislative policy so as not only to put the local resource including human resources to optimum use but also for development of the country. Such benefits and exemptions are granted by way of payment of sales tax and electricity subsidy, etc., but the same principle cannot be said to be applicable for the purpose of double taxation avoidance scheme. In any event, taking undue advantage of a scheme only for the purpose of avoidance of tax cannot but be deprecated and this treaty shopping which amounts to abuse of Indo-Mauritius Bilateral treaty, may amount to fraudulent practice and cannot be encouraged. There may not be any doubt that section 90 talks of income generally. However, income in fiscal legislative practice has a specific meaning and the avoidance of double taxation is a term of art.

There cannot be any doubt whatsoever that in a given case the ITO is entitled to lift the corporate veil for the purpose of finding out as to whether the purpose of the corporate veil is avoidance of tax or not. Passing of an appropriate order of assessment is primary duty of the Assessing Officer which would include conscious evasion of tax by an assessee. Such a function which is judicial in nature can be regulated but cannot altogether be prohibited. If on mere production of a purported residential certificate by an authority (which again it would be a repetition to state is not the subject-matter of the treaty), the assessing authority has to put off their hands, the same would render the circular ultra vires.

The suggestion to the effect that in such cases the attention of the Central Government can be drawn and the matter can be taken up at the Government level is not contemplated in the statute. No law encourages opaque system to prevail.

The core issue is as to what should be done when on investigation it is found that the assessee is a resident of a third country having only paper existence in Mauritius without any economic impact with a view to take advantage of the double taxation avoidance scheme. No attempt has been made to answer the question on behalf of the Central Government inasmuch as it merely states in the counter that power of the assessing authority under section 4(3) of the Treaty has not been taken away. By reason of the impugned circular even such a power has been taken away inasmuch as a certificate of residence has been made conclusive. In any event, having regard to the facts and circumstances of the case, only by production of a residential certificate, an assessee cannot be held to be entitled to take benefit of the treaty although it neither pays income-tax in India nor in Mauritius. Such an action would be ultra vires the Act. The statutory power of the assessing authority cannot be taken away by reason of the impugned circular.

The Central Government will be well advised to consider the question raised by the petitioner who has done a noble job in bringing into focus as to how the Government of India has been losing crores and crores of rupees by allowing opaque system to operate.

For the reasons aforementioned the writ petition was allowed and the impugned Circular was quashed. Consequently if the assessing authorities intend to reopen any proceedings they would be entitled to take recourse to such proceedings as are open to them in law.”

Clarification One
1Reference is invited to the Circular No. 789, dated 13-4-2000 issued by the board where it was clarified that “wherever the certificate of residence is issued by the Mauritian authorities, such certificate will constitute sufficient evidence for accepting the status of residence, as well as beneficial ownership for applying DTAC accordingly.” The said circular specified the mode of proof of residence of an entity in Mauritius.

Certain doubts have been raised regarding the effect of the aforesaid circular, particulary whether the said circular would also apply to entities which are residence of both India and Mauritius. In order to remove all doubts on the subject, it is hereby clarified that where an assessee is a resident of both the Contracting States, in accordance with Para 1 of Article 4 of Indo-Mauriti DTAC, then, his residence is to be determined in accordance with Para 3 of the said article, which reads as under:—

“3. Where, by reason of the provisions of paragraph 1, a person other than an individual is resident of both the Contracting States, then it shall be deemed to be a resident of the Contracting State in which the place of effective management is situated.”

In view of the above, where an Assessing Officer finds and is satisfied that a company or an entity is resident of both India and Mauritius, he would be free to proceed to determine the residential status under Para 3 of Article 4 of DTAC. Where it is found as a fact that the company has its place of effective management in India, then notwithstanding its being incorporated in Mauritius, it would be taxed under the DTAC in India.

Circular : No. 1/2003, dated 10-2-2003.

