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Issues covered

« NIL WHT certificate Vs. CA Certificate
« Explanation to Section 9

« Source rule under Section 9

« Treaty Shopping

« Section 206AA

« Software Payments

« Reimbursement of expenses

- Miscellaneous Issues
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NIL WHT
Certificate

Vs.

CA Certificate

Section 195(2) — Application for WHT certificate by payer

« 195(2) - Where the person responsible for paying any such
sum chargeable under this Act (other than salary) to a non-
resident considers that the whole of such sum would not be
income chargeable in the case of the recipient, he may make
an application to the Assessing Officer to determine, by general
or special order, the appropriate proportion of such sum so
chargeable, and upon such determination, tax shall be
deducted under sub-section (1) only on that proportion of the
sum which is so chargeable.
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Whether an application can be made u/s 195(2) for NIL WHT
order?

« Mangalore refinery & petrochemicals Ltd Vs. DIT (2008) (113
ITD 85) (Mum)

« Czechoslovak Ocean Vs. ITO (1971) (81 ITR 162) (Cal)
« Graphite Vicarb India Ltd Vs. ITO (1987) (28 TTJ 425) (Cal)
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Whether applying for WHT certificate compulsory?
« Transmission Corporation of AP Ltd. v CIT 239 ITR 587 (SC)

“The only thing which is required to be done is to file an application
for determination by the assessing officer that such sum would not be
chargeable to tax in the case of the recipient or for determination of
the appropriate proportion of such sum so chargeable, or for grant of
a certificate authorising recipient to receive the amount without
deduction of tax, or deduction of income-tax at any lower rate.

On such determination, tax at the appropriate rates could be
deducted at the source. If no such application filed, income-tax on
such sum is to be deducted and it is a statutory obligation of the
person responsible for paying such “sum” to deduct tax thereon
before making such payment.”

Divergent interpretations by various Tribunals
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Whether applying for WHT certificate compulsory?

- Favourable decisions:

Lufthansa Cargo India Private Limited 274 ITR 20- (Delhi
Bench)

Millennium Infocom Technologies Ltd. Vs. ACIT 117 TTJ
456 (Delhi ITAT)

Wipro Ltd. Vs. ITO; 278 ITR (AT) 57 (Bangalore ITAT)

Mahindra & Mahindra Ltd Vs. DCIT (ITA Nos. 2606/2000)
(2009-TIOL-255-ITAT-MUM-SB)

Raymonds Ltd Vs. DCIT (2003) 86 ITD 791 (Mum)
MSEB Vs. DCIT (2004) 90 ITD 793 (Mum)
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Whether applying for WHT certificate compulsory?

- Negative decisions:

Satellite Television Asian Region Ltd. Vs. DCIT 99 ITD 91
(Mum. ITAT)

Cheminor Drugs Limited Vs. ITO 76 ITD 37 (Hyd. ITAT)

West Asia Maritime Ltd. vs ACIT 111 ITD 155 (Chennai
ITAT)

Van Oord ACZ India (P) Ltd. vs. ACIT, 112 ITD 79 (Delhi
ITAT)

Mangalore Refinery and Petrochemicals Ltd. vs DCIT and
Asstt. Director of IT vs Mangalore Refinery and
Petrochemicals Ltd. 114 TTJ 632
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Explanation to
Section 9

Income deemed to accrue under Section 9

Payer Whether Interest / Royalty / FTS arises in India?

Govt Yes
Resident Yes

Exception: where it is payable in respect of services
utilized in business or profession carried on outside India
or for purpose of earning income from any source outside
India

Non- Yes

Resident Condition: payable in respect of service utilized in business

or profession carried in India or for purpose of earning
income from any source in India

Impact of SC decision in Ishikawajima & Amendment by
Finance Act 2007
October 24, 2009
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Amendment under Section 9 w.r.e.f. June 1, 1976

“Explanation.—For the removal of doubts, it is hereby declared
that for the purposes of this section, where income is deemed to
accrue or arise in India under clauses (v), (vi) and (vii) of sub-
section (1), such income shall be included in the total income of
the non-resident, whether or not the non-resident has a
residence or place of business or business connection in India.”
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CBDT Circular on the Finance Act 2007

“7.3 Recent judicial opinion has held that despite the deeming fiction in the
said section, for any such deemed income to be taxable in India, there must
be sufficient territorial nexus between such income and the territory of India.
................ In regard to fees for technical services, it has been specifically
held that for the fees to be taxable in India, the services have not only to be
utilized in a business in India, but also have to be rendered in India.

7.4 In view of the above judicial opinion, a need was felt to reiterate the
legislative intent behind the introduction of the said clauses. Accordingly, an
Explanation has been inserted in section 9 to clarify that ................... In
such cases, therefore, there will be no need to establish any territorial nexus
between the income deemed to accrue or arise to the non-resident under the
said clauses and the territory of India.”
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Recent decisions

- Jindal Thermal Power Company Ltd Vs. DCIT (2009-TIOL-302-

HC-KAR-IT)

« Clifford Chance v. DCIT [TIOL-650-HC-MUM-IT]

« Siemens AG (Bombay HC)

Section 195 — Controversial Issues & Recent Decisions
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Income deemed to accrue under Section 9

Payer Whether Interest / Royalty / FTS arises in India?

Govt Yes
Resident Yes

Exception: where it is payable in respect of services
utilized in business or profession carried on outside India
or for purpose of earning income from any source outside
India

Non- Yes
Resident

Condition: payable in respect of service utilized in business
or profession carried in India or for purpose of earning
income from any source in India
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Meaning of ‘source’

;_ik_s_iba Sa};—zllite Telecommunication Company (85 ITD 478) (Delhi
ribuna
- ‘source’ refers to the activity which gives rise to the income

Luftansa cargo India Pvt Ltd (91 ITD 133) (Delhi Tribunal)
- Income from source outside India, if:

- Payer is non-resident, or

- Contract made outside India, or

- Activity yielding income takes place outside India

Aktiengesellschaft Kuhnle Kopp and Kausch (262 ITR 513)
(Madras HC) _ _ _

i cI?oyalty paid by resident on export sales to a non-resident outside
ndia

- Held that royalty was paid out of the export sales and hence,
source for royalty Is the sales outside India

- Since the source for royalty is from the source situate outside India,
the royalty paid on export sales is not taxable

Bombay High Court decision in Kusumben Mahadevia

Bangalore Tribunal decision in Synopsis Private Limited
distinguishing between ‘source of income’ and ‘income from a
source’

October 24, 2009
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Legislative Backdrop

* IT Act applies to whole of India (Section 1)

+ Sale of capital asset situated in India — liable to CGT in India
- Capital assets include tangible and intangible assets

* Buyer liable to withhold tax on consideration payable to seller
- If seller is a non-resident (Section 195), and
- If capital gains ‘chargeable to tax’ in India

» Seller entitled to claim Tax Treaty benefits

* Failure to withhold tax

- Penal liabilities towards tax and interest

If no transfer of capital asset in India — no CGT in India

October 24, 2009
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Recent controversies

- Vodafone
- E*trade
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Potential Minefields

Cross border and
Offshore deals

Potential
Minefields

FIl and
Private Equity
investments

Section 195 — Controversial Issues & Recent Decisions

Internal Group
Re-organisation

October 24, 2009
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Cross Border and Offshore deals

Cross Border Deals involving transfer of
shares of Indian company

Offshore Deals via transfer of
overseas shares - If ‘Underlying Value’ in India

Indian CGT*

Indian CGT ?

*Subject to Tax Treaty benefits and Exemptions for deals through Indian Stock Exchanges

Section 195 — Controversial Issues & Recent Decisions
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Offshore deals

Whether all Offshore M&A deals
with underlying value in India affected ?

Deals involving transfer of
“Controlling Interest” in India

Deals involving transfer of
only “Economic Interest” in India

October 24, 2009
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Internal Group Re-organisation

Even Internal Group Restructuring / Re-organisation affected?

Shifting of Shifting of
“Controlling Interest” only “Economic Interest”
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Tax Treaty Benefits

Will the outcome change if seller company is from a Tax Treaty country? Or
can “Corporate veil” of seller company from Tax Treaty country be also lifted?

Parent company

(say — US, UK)
Corporate/
veil
Mauritian seller
company
Outside India
India

India — Mauritius
Tax Treaty

Section 195 — Controversial Issues & Recent Decisions

Sale of shares of
overseas holding company Buyer company

Overseas holding
company

Controlling /
Economic interest

Indian
company

October 24, 2009
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Practical issues

« Taking a tax stand
« Issue of CA certificate

Section 195 — Controversial Issues & Recent Decisions
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Section 206AA

Section 206AA(1) — effective April 1, 2010

Notwithstanding anything contained in any other provisions of
this Act, any person entitled to receive any sum or income or
amount, on which tax is deductible under Chapter XVIIB
(hereafter referred to as deductee) shall furnish his Permanent
Account Number to the person responsible for deducting such
tax (hereafter referred to as deductor), failing which tax shall be
deducted at the higher of the following rates, namely:—

(1) at the rate specified in the relevant provision of this Act; or
(ii) at the rate or rates in force; or

(iii) at the rate of twenty per cent.
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Issues

« Whether Section 206AA applies to payments to non-residents?

* In a net of tax contract, whether ‘grossing up’ applies, where
Section 206AA is applicable?

« What should be the income liable to tax in the hands of the
deductee in a net of tax contract scenario not furnishing its
PAN?

« From deductors’ perspective, what should be the amount on
which rate of 20% under section 206AA needs to be applied?

« Whether the rate of 20% under section 206AA is subject to levy
of surcharge or education cess?

October 24, 2009
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Software Payments

OECD Characterisation Principles
- What constitutes Royalty ?
 Transfer of partial rights in the copyright
- E.g. License to reproduce & distribute the software to public

» Transfer of Know-how (secret code, etc) underlying the program
- E.g. Transfer of access code, algorithms, etc. to commercially
exploit
- What does not constitute Royalty ?
 Acquisition of a program copy (e.g. Microsoft Windows package)
[Wipro Ltd — 278 ITR 57 (Bang ITAT)]
» Right to make multiple copies of program for operation within own
business
» Transfer of complete rights in the copyright
- Payment for support service
- Whether incidental to the sale of software ?

October 24, 2009
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Software Payments

Judicial precedents
- Samsung Electronics - 94 ITD 91 (Bang)
- Lucent-82 TTJ 163 (Bang)
- Motorola / Ericsson / Nokia - 96 TTJ 1 (Del) (SB)
- Lotus
- Alcatel
- Airports Authority of India — Advance Ruling
- Recent Karnataka High Court ruling

Payment towards access of computer system & software applications
for processing transactions
- Amex - 238 ITR 296 (AAR)
- Kotak Mahindra Primus - 105 TTJ 578 (Mum)

Payment towards use of software on server platform
- IMT Labs (l) (P) Ltd. - 157 Taxman 213 (AAR)
- Cargo Community Network Pte. Ltd. - 289 ITR 355 (AAR)
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Reimbursement of
expenses

Whether applicable on reimbursement of
expenses?

« What is Reimbursement?

— act of compensating someone for an expense

— pass through cost incurred for administrative convenience
and no service element included

— Circular no. 715 dt. August 8,1995

Clarified that TDS u/s 194C and 194J is deductible on
gross amount including reimbursement. The circular may
not be applicable to section 195 since section 195 applied to
“sum chargeable to tax” while section 194C and 194J apply
to “any sum paid”.

October 24, 2009
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Reimbursement of expenses

Favourable judgements
- Dunlop Rubber Co. Ltd. - 142 ITR 493 (Cal)
- Industrial Engineering Project - 202 ITR 1014 (Del)
- DECTA - 237 ITR 190 (AAR)
- TELCO - 245 ITR 823 (Bom)
- Owen vs. Pook - 74 ITR 147 (HL)

Adverse judgements

Timken USA — 273 ITR 67 (AAR)

Danfoss Industries P. Ltd. - 268 ITR 1 (AAR)
Cochin Refineries Ltd. - 222 ITR 354 (Ker)
Steffen, Robertson & Kirsten - 230 ITR 206 (AAR)
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Miscellaneous
Issues
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Miscellaneous Issues...

« A royalty payment made by an Indian company to a non-
resident is approved by RBI?

« Can the payment be regarded as approved by the
Government as envisaged u/s 115A?
- DLJMB (Mauritius) 228 ITR 268 (AAR)
- Yu Bo Investment Company Pvt. Ltd. (AAR)

* |s the payment covered under the Industrial policy as
envisaged u/s 115A?

« Would the payment be considered to be covered under the
Industrial policy, if the royalty payments were under the
‘automatic route’?

October 24, 2009
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...Miscellaneous Issues

« LLP / LLC — Eligibility to Tax Treaty benefits?

- Single grossing up Vs. Multiple grossing up

« Counting of days in Service PE scenario

* ‘Force of Attraction’ rule

« Double residency issue

« Section 40(a)(i) Vs. 40(a)(iii) — Distinction thereon

October 24, 2009
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Foreign Exchange Management
Act - Issues in payments to
Non Residents
By

Mr. Goldie Dhama



Foreign Exchange Management Act
Issues in payments to Non Residents

Scheme of FEMA

R ed
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Preamble

An Act to consolidate and amend the law relating to foreign exchange with the objective of

facilitating external trade and payments and for promoting the orderly development and

maintenance of foreign exchange market in India

Vs

An Act to consolidate and amend the law regulating certain payment, dealings in foreign exchange

and securities, transactions indirectly affecting foreign exchange and the import and export of

currency, for the conservation of foreign exchange resources of the country and the proper

utilization thereof in the interests of the economic development of the country
Slide 3

Dealing in Foreign Exchange (Sec 3)

» Prohibition on dealing or transferring any foreign exchange / foreign security to any person

other than AD

» Making payment to or for the credit of any person resident outside India in any manner

* Receiving otherwise than through AD, any payment by order or on behalf of any person

resident outside India

» Entering into financial transaction in India as consideration for or in association with

acquisition or creation or transfer of a right to acquire any asset outside India by any person

Slide 4
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Current and Capital account transactions

Capital Account Transaction

Prohibited, unless specifically
permitted

v Immovable property

v’ Equity/ Preference/ Convertible
debentures

v' Foreign currency loans

v’ Offices

Current Account Transaction

Permitted, unless specifically
restricted

v’ Technology/ Trade mark / brand
name

v’ Pre-incorporation expenses
v Management consultancy fee

v’ Imports and exports

Slide 5

Scheme of current account transactions

Schedule 1 - Prohibited

Schedule 2 — Prior Government approval required

Schedule 3 — RBI approval required in case of payment exceeding limits
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Prohibited

Lottery winnings

Income from racing, riding or any other hobby

Purchase of lottery tickets, banned/ prescribed magazines, football pools, sweepstakes etc

Commission on exports made towards equity in JVs/ WOS’s abroad of Indian Co’s

“Call back services” of telephones

Interest income on funds held in Non resident special Rupee scheme account

Transactions with (including travel to) Nepal or Bhutan

Slide 7

Government Approval

PARTICULARS

RELEVANT MINISTRY

Cultural tours

Ministry of HRD

Advertisement in foreign print media (exceeding
US$ 10,000) - State Government & PSUs

Ministry of Finance

Vessel charter freight by PSU

Ministry of Surface Transport

Import through ocean transport by Govt. Dept/
PSU on a c.i.f basis

Ministry of Surface Transport

Multi modal transport operators making
remittance to their agents abroad

Registration certificate from Director General of Shipping

Remittance of hiring charges of

transponders by TV channels & ISPs

Ministry of I&B & Ministry of Communication and
Information Technology respectively

Remittance of container detention charges
exceeding the rate prescribed by

Director General of Shipping

Technology payments

Ministry of Industry and Commerce

Slide 8
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RBI approval

Overseas Travel — Private visits, Business Travel / Training / Conference / Health Care travel

Education

Gift / Donation

Employment Abroad / Emigration (Exchange Facility)

Maintenance of close relatives abroad

Consultancy services

Pre-incorporation expenses

Commission paid to overseas real estate agents
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Import Rules

AD 1 banks may freely open letters of credit and allow remittances for import

Time limit for payment — 6 months from the date of shipment; for any extension application
to be made to AD

Advance Remittance for import of goods

« > US$ 100,000 ( Letter of credit / overseas bank guarantee/ AD bank guarantee subject to a

counter guarantee)
e <=5,000,000 — On satisfaction of AD bank
Physical import within 6 months (3 years for capital goods)
Advance remittance for import of services

» Up to US$ 500,000 — no guarantee

» > US$ 500,000 — overseas bank guarantee/ AD bank guarantee subject to a counter guarantee
Import of Services also subject to above
Import of software

* Internet download

* Physical import — courier Vs freight Slide 10
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Process

R ed

Practical scenario

» Authorised dealer responsible for clearing all payments under automatic route

» Bonafide and substance — to be proved by the remitter — Self declaration

* In case of approval, RBI application to be routed through AD

» RBI office dependent on place of business/ registered office

* Form A1 - imports payments

* Form A2: Schedule 2 & 3 of Current account transactions
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Some Issues

R ed

Collection Agent Model

F Co r
Sale of
Products
Remittance of service
proceeds
received from
Indian customer | b
(less .. Direct
commission) . Remittance
Wi .
. oS/ Indian Customer
Third party )
Collection on behalf of FCo

« Is RBI approval required for WoS/ Third party to remit payment to F Co

* What if the Third Party is a collection agent of Indian customer ?

Outside India
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Technology payments

* Royalties/Technical know-how Fee under automatic route

— Lumpsum US$ 2 mn

— Recurring Royalty - 5%/ 8% on domestic/ export sales

— “net ex-factory sale price exclusive of excise duties, minus the cost of standard

bought out components and the landed cost of imported components, irrespective

of the source of procurement, including ocean freight, insurance, custom duties

»

etc

» Government approval for higher payout

*  Entry missing from Master Circular of 2009

» Standard Bought out components not defined

» Royalty on software is not subject to these requirements

«  Applicability to Services know how

» Upgradations

Slide 15
Contribution to R&D
F Co
R&D Centre
Contribution to R&D costs
(on a pre-agreed sharing basis)
WoS WoS WoS
FCo 1 India FCo 2
* |s this payment towards technology ?
* Do limits apply ?
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Trade mark/ brand fee

DIPP Policy

- 1%/ 2% of domestic/ export sales

- Royalty subsumed in Technology fee, Vs
if both

- “gross sales less (agents’ commission,
transport costs, freight, insurance, duties,
taxes and other charges and cost of raw
materials, parts and components imported

FEMA Regulations

- Entry for Purchase/ use of
trademark

- Entry deleted w.e.f July 10,
2006

from foreign licensor/ affiliates)

» Is government approval required for a higher payout ?

» Applicability to brand/ Trade Mark fee in Services sector ?

« Applicability to character Merchandising / franchisee fee?

Slide 17
Principal Model
F Co
Sale of
Products —
Contract ) invoicing
manufacturing of Outside India
,,,,,,,,,,, product e
India
Third party Indian Customers
Manufacturer Delivery of products
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Management fee

Head Quarters

Management Services Agreement

WoS WoS WoS
FCo1 India FCo2

» Consultancy Services procured from abroad ?
» USS$ 1,00,000 per project — definition of a project ?

» Establishing bona-fide where allocation not in congruence with services rendered
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Remittance by NRI/ PIO/ Foreign Nationals

* NRI allowed to credit current income in NRO/ NRE / repatriation subject to tax clearance

» Foreign National of non-Indian origin retiring from employment in India — US$ 1 mn limit

per FY

*  NRI/PIO - US$ 1 mn limit per FY (from NRO account/ sale proceeds of assets)

No lock in for assets purchased from Rupee funds

* NRI/PIO - repatriation of sale proceeds of residential property

» limited to purchase price (for a max of 2 properties)

Slide 20
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Liberalized Remittance Scheme

+ Allowed for all permissible capital and current account transaction (including immovable
property, shares)
Exceptions
. lottery/ horse racing
. Prohibited magazines
. Bhutan, Nepal, Myanmar or Pakistan
. Non-cooperative Countries — Egypt, Myanmar, Nigeria, Indonesia etc.

» Limit per Financial Year

» Permitted to all individuals including minors

Except gifts &

donations

» Borrowing not permissible for funding —
[—

=

» Scheme in addition to limits prescribed under Schedule 3

* A2 form to be filed with AD — self declaration
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