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Leave granted.

Appel  ant herein is a conpany incorporated in Japan. It is a resident
of the said country., It pays its taxes in Japan. It is engaged, inter alia, in the
busi ness of construction of storage tanks as also engineering etc. It forned

a consortiumalong with Ballast Nedam I nternational BV, Itochu

Corporation, Mtsui & Co. Ltd., Toyo Engi neering Corporation and Toyo

Engi neering (India) Ltd. Wth the said consortiumnenbers, it entered into
an agreement with Petronet LNG Limted (hereinafter referred to as "the
Petronet") on 19.01.2001 for setting up a Liquefied Natural Gas (LNG

recei ving storage and degasification facility at Dahej in the State of Gujarat.
A suppl enentary agreenent was entered into by the parties on 19.03. 2001.

The contract envi saged a turnkey project. Role and responsibility of each
menber of the consortiumwas specified separately. Each of the nmenber of
the consortiumwas al so to receive separate paynents.  Appellant was to
devel op, design, engineer and procure equi pnent, materials and supplies, to
erect and construct storage tanks of 5 MMIPA capacity, with potentia
expansion to 10 MMIPA capacity at the specified tenperatures-i.e. -200
degree Cel sius. The arrangenment also was to include marine facilities (jetty
and island break water) for transm ssion and supply of the LNGto
purchasers; to test and conmission the facilities relating to receipt and
unl oadi ng, storage and re-gasification of LNG and to send out of re-gasified
LNG by neans of a turnkey fixed lunp-sumprice tine certain engineering
procurenent, construction and comm ssion contract. The project was to be
conpleted in 41 nonths. The contract indisputably involved : (i) offshore
supply, (ii) offshore services, (iii) onshore supply, (iv) onshore services and
(v) construction and erection. The price was payable for offshore supply
and of fshore services in US dollars, whereas that of onshore supply as al so
onshore services and construction and erection partly in US dollars and
partly in Indian rupees.

Liability to pay incone tax in India by the appellant herein being

doubtful, an application was filed by the same before the Authority for
Advance Rulings (lncone Tax) (hereinafter referred to.as 'the Authority’) in
terms of Section 241(Q (1) of the Income Tax Act, 1961 (hereinafter

referred to as "the Act’). The follow ng questions were proposed by the
appel l ant for determ nation:

"1. On the facts and circunstances of the case,
whet her the anounts, received/receivable by the
applicant from Petronet LNG for offshore supply

of equipnents, naterials, etc. are liable to tax in
I ndi a under the provisions of the Act and India-
Japan tax treaty?

2. If the answer to (1) is in the affirmative in view of
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Expl anation (a) to section (1)(i) of the Act and/or
Article (1) read together with the protocol of the
I ndi a-Japan tax treaty, to what extent are the
amounts reasonably attributable to the operations
carried out in India and accordingly taxable in

I ndi a?

3. On the facts and circunstances of the case,
whet her the anpunts received/receivable by the
applicant from Petronet LNG for offshore services
are chargeable to tax in India under the Act and/or
the I ndia-Japan tax treaty?

4, If the answer to (3) above is in the affirmative, to
what extent woul d be ampunts received/receivabl e
for such services be chargeable to tax in India
under the Act and/or the'|ndia-Japan tax treaty?

5. If the answer to (3) above in the affirmative, would
be applicant be entitled to clai mdeduction for

expenses incurred in conputing the inconme from

of fshore services under the Act and/or the India-

Japan treaty?

Before the Authority no issue was raised as regards the liability of the
appel l ant to pay inconme tax on onshore supply and onshore services and on
its activities relating to construction and erection. The dispute centered
round its exigibility to pay taxin respect of 'offshore supply’ and ’offshore
servi ces’

It is also not in dispute that the Governnent of India and the
CGovernment of Japan entered into a by-lateral treaty in regard to the tax
[iabilities.

Contention of the appellant before the Authority was that the contract
being a divisible one, it did not ‘have any liability to pay any tax in regard to
of fshore services and of fshore supply. Revenue, on'the other-hand,
contended that the contract being a conposite and integrated one, they were
so |iable.

The Authority referred to a | arge nunber of decisions governing the
field and opined that having regard to the provisions contained in Section 5
read with Section 9 of the Act, follow ng propositions of | aw woul d energe :

"(1D) In a case of sale of goods sinpliciter by a non-
resident to a resident in India, if the consideration

for sale is received abroad and the property in the
goods al so passes to the purchaser outside India,

no i ncone accrues or arises or deened to accrue or

arise to the seller in India.

(2) In a case of transaction of sale of goods by the
non-resident to an Indian resident which is a part

of a conposite contract involving various

operations within and outside India, incone from

such sal e shall be deened to accrue or arise in

India if it accrues or arises through or from any

busi ness connection in India.

(3) In the case of a business of which all operations
are not carried out in India, the deemed accrual or
arising of incone shall be only such part of the

income as is reasonably attributable to the

operations carried out in India.
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(4) Whet her there is business connection in India
or/and whether all operations of the business are

not carried out in India are questions of fact which
have to be determ ned on the facts of each case."

Applying the said principles to the facts of the present case, the
Aut hority opined that the appellant was liable to pay direct tax even under
the Treaty having regard to Articles 5 and 7 thereof as also Clause 6 of the
Protocol. It was held

"The substance of the protocol quoted above,
represents the consensus reached between the parties to
the treaty in regard to the nmeaning of the phrase "directly
or indirectly attributable to that permanent
establ i shnent" enpl oyed in-paragraph 1 of article 7.
Further, profits shall also be regarded as attributable to
the permanent establishment to the extent indicated in the
sai d protocol even when the contract or order relating to
the sal e ‘or provision of goods or services in question is
nmade or placed directly with the overseas head office of
the enterprise rather than with the permanent
est abl i shnent .

It would be clear that having regard to provisions
of article 7(1) of the Treaty read with para 6 of the
protocol supply of equi prent of machinery (sal e of
whi ch was conpl et ed abroad, having placed the order
directly overseas office of the enterprise) the sane should
be within the nmeaning of the phrase directly or indirectly
attributable to that permanent establishnment."”

As regards taxability of the ampunts 'received’ and 'receivable’ by the
appel l ant from Petronet for offshore services, it was held

"In so far as the Treaty i's concerned, both section
115A(1) (b)(B) and para 2 of Article 12 of the Treaty
clearly indicates that the whole technical fee without any
deduction is chargeable to tax, however, the tax so
charged shall not exceed 20% of the gross anobunt of the
royalty or fee for technical services."

Question Nos. 4 and 5 were held to be the consequential ones. It was
opi ned

“I'n the light of the above discussions we rule on

(i) Question No.1 that on the facts and in the
ci rcunst ances of the case, the anmpunts

recei ved/ receivabl e by the applicant from Petronet
LNG i n respect of offshore supply of equi pnent

and materials is liable to be taxed in India under
the provisions of the Act and the India-Japan
Treaty.

(ii) Question No.2 that in view of the Explanation (a)
to section 9(1)(i) of the Act and/or Article 7(1)

read with the Protocol of the India-Japan Treaty

the ambunts that would be taxable in India is so

much of the profit as is reasonably attributable to

the operations carried out in India, we decline to

answer the other part of the question in regard to
qguantification of the anpunt taxable in India as the
parties produced no evidence and did not address
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in this regard.

(iii) Question No. 3 that the anount

recei ved/ recei vabl e by the applicant from Petronet
LNG for offshore services is liable to be taxed in
I ndi a both under the provisions of the Act as well
as under |ndo-Japan Treaty.

(iv) Question No.4 that the entire anount received for
of fshore services is chargeable to tax under the Act

and under the Treaty but at the rate not nore than

20% of the gross anmount.

(v) Question No. 5 that the applicant woul d not be
able to claimany deduction in conmputing the

i ncone from of fshore service under the Act, and/or
under the |Indo-Japan Treaty."

Bef ore us, the follow ng findings of the Authority are not disputed
"(i) the Petitioner hasa business connection in India;

(ii) i f consideration accrues only for supply of goods
and the sale is conpleted outside India no profits
can accrue in India;

(iii) however, if a contract envi sages a composite
consi deration for the various obligations to be
performed and if certain operations are to be

per f or med by or through the business
connection, then, profits would be deened to

accrue in India;

(iv) property in the goods, which were the subject
matter of the offshore supply, passed outside India;
and

(v) the petitioner has a pernanent establishnent in

India within the neaning of the said termin
paragraph 3 of Article 5 of the Doubl e Taxation
Avoi dance Agreemrent entered into between the
Governments of India and Japan (hereinafter
referred to as "the DTAA")."

M. Harish N. Salve, the | earned Senior Counsel appearing on behalf
of Appellant, urged

(i) The Authority m sconstrued and msinterpreted the contract in

arriving at its aforenentioned findings, as froma bare perusal thereof, it
woul d appear that the paynents were made in US dollars/in respect of

"of fshore supply’ and ’'of fshore services’ and furthernore title to the goods
passed on to Petronate outside the territories of India and services had al so
been rendered outside India;

(ii) The fact that the contract signed in India was of consequences as
converse could not have made the appellant not liable to pay the tax;

(iii) The Authority commtted a manifest error in arriving at its

findings insofar as it failed to properly construe Explanation-2 appended to
Section 9(1)(vii) of the Act as it was nobody’ s case that the consideration
related to a construction, assenbly, mning or like project so as to fal
out si de the scope thereof;

(iv) Although fee received by Appellant is effectively connected to

the contract but it is not attributable to the pernmanent establishnent and,
therefore, Article 12(5) of the Doubl e Taxation Avoi dance Agreenent

(DTAA) is not attracted;

(v) Appellant being a non-resident in ternms of Section 5(2) of the Act,
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it would be chargeable to tax in India only in the event inconme accrues or
arises in India or is deemed to accrue or arise in India or inconme is received
or is deenmed to be received in India and not otherwi se;
(vi) As no part of the income for the 'offshore supply’ or 'offshore
services’ is received in India, the Authority msdirected itself in passing the
i mpugned j udgnent;
(vii) Alegal fiction raised under the Act cannot be pushed too far.
Al so, as all operations in connection with the offshore supply are carried out
outside India, the question of any portion of the consideration to be regarded
as deenmed to accrue or arise in India would not arise;
(viii) The requirement of the appellant to performcertain services in
I ndi a, such as unl oadi ng, port clearance, transportation of the equi pnents
supplied woul d not render the appellant eligible to tax as the consideration
thereof is enbedded in the consideration for the offshore supply;
(ix) Although the appellant was required to carry out certain activities
in India, the consideration for offshore services had separately been provided
for.
(x) Assuming that the-income fromthe offshore supply is chargeable
to tax in/Indila on the prem se that Section 9(1)(i) applies, it was required to
be examined by the Authority as to whether it would al so be chargeable in
accordance with the provisions of the Double Taxation Avoi dance
Agreenent (DTAA) in ternms whereof no charge to tax in India was |eviable
in respect of the consideration for offshore supply.

M. Mohan Parasaran, the | earned Additional Solicitor Cenera
appearing on behal f of ©~ the respondent, on the other hand, submtted

(i) The question as to whether terns of the contract constitute a

conposite contract or not is essentially a question of fact and the findings of
the Authority being final, therefore, should not ordinarily be interfered wth;
(ii) The Authority having found ~in favour of the Revenue two

primary tests to determine as to whether the contract in question was a
conposite one for execution of a turnkey project viz :

(a) whether the 'offshore’ and 'onshore’ elenments of the contract are
so inextricably linked that the breach of the ’'offshore’ elenment woul d

result in the breach of the whole contract;

(b) whether the domi nant object of the contract is the execution of a
turnkey project and the question whether the title to the goods
suppl i ed passes offshore or within India is secondary to the execution

of the contract,

the i npugned judgment should not be interfered with;

(iii) Each component of the contract was directly relatable to the
performance of the integrated contract as violation and/or breach on the part
of the parties thereto would affect the entire contract;

(iv) The contract itself providing for ml|estone dates, the breach of

any of the terms thereof would result in the breach of the entire contract and
not just the particular obligation

(v) The turnkey project contenplated a permanent establishment and

in that view of the matter Explanation appended to Section 9(1)(i) of the Act
is directly applicable.

(vi) The appell ant has busi ness connection in India and in that view

of the natter the causal connection between the offshore supply and of fshore
services being interlinked with the entire project, the opinion of the

Aut hority cannot be faulted;

(vii) By reason of DTAA, the parties thereto can always allocate the
jurisdiction to tax the entire incone attributable to such pernanent
establishnent to the country in which it is established;

(viii) Supply of goods whether offshore or onshore as well as
rendition of service whether offshore or onshore are attributable to the
turnkey project and, thus, it would be wong to contend that in terns of
Article 7 of DTAA, no tax could be |evied upon the appellant.

Contract : The Material Part
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Petronat LNG Limited, on the one hand, and five menbers of the
consortium on the other, are parties to the contract. The contract contained
broad items. It has its own interpretation clauses. Cause 2.1 provides for
scope of the work in the following terns :

"2.1 The Work

Except as otherwi se expressly provided in this Contract,
Contractor shall provide, furnish and perform or cause to
be provided, furnished and perforned, on a turnkey basis
all necessary design, engineering, procurement, supplies,
installation, erection, construction, testing,
conmi ssi oni ng, operation and turning over services,
activities and work (including all rectification and
renmedi al services, activities and work relating to defects
and deficiencies) for the Equipnment and Materials and

the Facilities in accordance with the Scope of Wrk

(Exhi bit A) and the other terns, provisions and

requi renents of this Contract, -including the Contract
Schedul e, and shall provide all necessary and sufficient
Contractor’s Equi prent and experienced personne

havi ng the requisite expertise for such purposes.

After Mechani cal Conpletion of the Facilities,

Contractor shall carry out Conm ssioning, start-up and
testing of the Facilities and, if requested by Omer, shal
provi de advi sory assistance in connection wth the
operation and mai ntenance of the Facilities and shal
provide all necessary and sufficient experienced

personnel having the requisite expertise for the pronpt
performance of any rectification and renedial work
required until Final Acceptance of the Facilities, \in
accordance with this Contract.

The Parties acknowl edge and agree that this Contract is a
lump-sum firmfixed price tinme certain turnkey contract
and Contractor’s obligation to provide, furnish and
performits services, activities and work under thi's
Contract includes Contractor providing Omer with the
operating and conpleted Facilities, conplete in every
detail within the tine and for the purposes specified in
this Contract and to do and furnish Ower everything
necessary in connection herewth.

The foregoing obligations, work, services, activities and
responsi bilities of Contractor are nore fully set forth in
this Contract, including the Scope of Wrk (Exhibit A).
The Technical Docunments and the obligations under

Clause 2.2. are herein collectively referred to as the
“Wor k" .

Except as otherw se expressly provided in this Contract,
Contractor agrees and acknow edges that Contractor shal
performall of its obligations and responsibilities under
this Contract at its own risk, cost and expense."

Clause 2.2. provides for additional responsibilities of the appellant,
whi ch reads as under
"2.2 Addi tional Responsibilities
Except as otherw se expressly provided in this Contract,

Contractor shall be responsible for providing, or causing
the provision of, design, engineering, procuremnent,
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erection, construction and comm ssioning and testing
services, activities and work, and personnel and | abour
and all Equipnent and Materials (and conponents

thereof) and Contractor’s Equi pnment, and any other itens
not specifically described in the Scope of Wrk (Exhibit-
A) and/or the Technical Docunents if (a) it reasonably
may be inferred in accordance with Good | ndustry

Practice that the providing, or causing the provision, of
such additional items was contenplated as part of the
Work (including the Technical Docunents) or (b) the
provi di ng, or causing the provision, of such additiona
items is necessary in order for Contractor to satisfy the
Conpl etion and Perfornmance CGuarantees and the

warranties set forth, in this Contract and to make the
Facilities operable and capabl e of performng as
specified in the Technical Docunments or as otherw se
necessary in order-to conply with the requirements of
this Contract. Wthout limtation to the foregoing,
wherever this Contract describes any portion of the Wrk
in general terns, but not conplete in detail, Contractor
agrees that the Wrk shall include any incidental work,
activities and services whi ch-may be reasonably inferred
as required or necessary to conplete and render operable
the Facilities in accordance with the terns and conditions
of the Contract, and owner shall have no obligation or
responsi bility what soever (except as specifically set forth
in this Contract) with respect to the conpletion of the
Facilities.

Contractor shall ensure that the Facilities shall be fit and
suitable for its intended purpose (including attaining the
Conpl etion and Performance CGuarantees) as evidenced

by, or reasonably to be inferred from this Contract, and
shall fully conply with the Contract.

Wor k undertaken, Equi pment and Materials (including
conponents thereof), Contractor's Equi prent, |abour and
personnel, and additional itens provided pursuant to this
Clause 2.2 shall not give rise to any adjustment in this
Contract Price, the Contract Schedule or any other terns
of this Contract, and shall be included in and conprise
the Wrk for all purposes of this Contract:

Clause 7.1 provides for shipnent in the following ternms :
"7.1 Noti ce of Shi prent

Contractor shall conmply with and foll ow the procedures

for shipnent set forth in Section E of Exhibit H (Genera
Proj ect Requirenents and Procedures). In particular, at

| east prior to arrival of each shipnment in India, Oaner
and Omner’s insurance conpany providing insurance

will receive fromthe Contractor, the notice of shipnent,
such notice shall set forth the followi ng infornmation
concerning such shipnent : (a) a reference to the date
parties and subject matter of this Contract; (b) a
description of, or that part of, the Equi prent and
Material s contained in such shipment; (c) the date of
enbar kati on and departure, (d) the port of origin, (e) the
nmeans of shipnent (air or sea); (f) the estinated date of
arrival in India; (g) the port of entry in India; (h) the
val ue of the shipnment; (i) the approxi mate wei ght and

vol ume (gross and net); (j) the nane, flag and owner of
the vessel if shipment by sea or the designation of aircraft
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if shipis by air; and (k) the nunber and value of bill of
lading or airfreight bill. Contractor shall ensure that a
provision simlar to this Clause 7.1 is included in al
agreenments with Suppliers.

Contractor shall be responsible for packing, |oading,
transporting, receiving, unloading, storing and protecting
al | Equi pnrent and Materials and/or Contractor’s

Equi prent and ot her things required for the Whrks."

Price is specified under Clause 13.1 in the following terns :

"13.1 Contract Price

The total price tobe paid by or on behalf of Oaner to
Contractor in full consideration for the performance by
Contractor of iits obligations and responsibilities under
this Contract, including the Wrk, shall be a fixed and
firmlunp sumoprice of US$ 151, 044. 192 (One hundred
fifty one mllion forty four thousand one hundred ninety
two US Dollars) (the "US Dollar Portion) and

Rs. 7,602, 796, 324 (Seven billion six hundred two mllion
seven hundred ni nety six thousand three hundred twenty
four Indian Rupees) (the "Indian Rupee Portion"), which
shal | be subject to adjustnment only as provided under
Clause 13.4 (the US Dollar Portion and the Indian Rupee
Portion, as the sane may be so adj usted, together, the
"Contract Price")."

The contract envi sages that the appellant may do the job itself or get
the sane done by sub-contracting. It may only do a part of the job itself.

The contract splits in_dollar and rupee conponents separately. C ause
14.8 provides for general terms of paynment, effect of paynent and
net hodol ogy of paynent. Pursuant (to or in furtherance whereof separate
paynment in US dollars and Indian rupees is to be made depending upon the
nature of supply viz. offshore supply and of fshore services and onshore
supply and onshore services.

Clause 22.1 deals with passing of title to the goods supplied in the
following terns
22.1 Title to Equi pnrent and Materials and Contractor’s
Equi pment

Contractor agrees that title to all Equi pnent and
Materials shall pass to Oamer fromthe Supplier or
Subcontractor pursuant to Section E of Exhibit H
(Ceneral Project Requirenents and Procedures).

Contractor shall, however, retain care, custody, and
control of such Equiprent and Materials and exercise

due care thereof until (a) Provisional Acceptance of the
Work or (b) termnation of this Contract, whichever shal

first occur. Such transfer of title shall in no way affect
Owner’s rights under any other provision of this
Contract."

The interpretation of different conmponents of contract has been dealt wthin
Annexur e- A appended thereto. So far as 'offshore services work itens’ are
concerned, the sane has been defined to nean the itenms of work set forth as
itemnunbers D-2.2.1, 2.2.2 and 2.2.3 of the Contract Price Schedul e; details
wher eof have been nmentioned in the said Annexure, which, inter alia,

provi des :
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Gener a

1. XXX XXX XXX

2. Ofshore supply (Exhibit D-2.1) is the price
of Equi pnment & Material (including cost of

engi neering, if any, involved in the

manuf acture of such Equi prent & Material)
supplied fromoutside India on CFR basis, and
the property therein shall pass on to the Omner
on high seas for pernanent incorporation in the
Works, in accordance with the provisions of

the Contract.

3. Ofshore Services (Exhibit D-2.2) is the
price of design and engi neering including
detail 'engineering in relation to supplies,
services ‘and construction & erection and cost
of any other services to be rendered from
out si de | ndi a.

4. Onshore Supply (Exhibit D-2.3 is the price
of Equi pnent & Material supplied fromwi thin
India for direct delivery at Site and pernmanent
i ncorporation in the Wrks.

5. Onshore services (Exhibit D-2.4) is the price
of design engineering, detail engineering,
custons cl earance, inland transportation
procurenent services, supervision services,

proj ect managenent, testing and

conmi ssi oni ng and any such service-in relation
to the Wrks rendered in India."

The break down of contract price is as under

Exhi bi t

No./ Sl .

No.

Description of
Scope

In I ndian
Rupees

In US

Dol | ars

Name and

addr ess of
Contracting
entity

D21

O fshore Supply
(Total of 2.1.1.
2.1.2 and 2.1.3

Ni

81, 711, 877
IH, BNl &
TEI L

D-2.2

O fshore Services
(Total of 2.2.2 to
2.2.3)
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Ni

19, 756, 225
[H, BNl &
TEI L

D-2.3

Onshore Supply
(Total of 2.3.1 to
2.3.3)

1, 869, 978, 658

Ni

IH, BNl &

TEI L

D-2.4

Onshore Services
(Total of 2.4.1 to
2.4.3)

1,774, 353, 282

12, 780,467

IH, BNl &

TEI L

D-2.5

Construction and
Erection

(Total of 2.5.1. to
2.5.3)

3, 958, 464, 384

36, 795, 623

IH, BNl &

TEI L

D-2.0

Total (D-2.1 to D
2.5) (See Note 9
7,602, 796, 324

151, 044, 192

Treaty : Doubl e Taxation Avoi dance Agreenment (DTAA)
Article 5 of the Double Taxation Avoidance Agreenent (DTAA)
bet ween I ndia and Japan, inter alia, provides as under

"1, For the purposes of this Convention, the term
"permanent establishnent" nmeans a fixed place of

busi ness through which the business of an enterprise is
wholly or partly carried on.

2. The term "permanent establishment” includes
especially :

(a) a place of nanagenent;

(b) a branch;

(c) an office;

(d) a factory;
(e) a workshop;
(f) a mne, an oil or gas well, a quarry or any other place
of extraction of natural resources;
(g) a warehouse in relation to a person providing storage
facilities for others;
(h) a farm plantation or other place where agriculture,
forestry, plantation or related activities are carried on
(i) a store or other sales outlet; and
(j) an installation or structure used for the exploration of
natural resources, but only if so used for a period of nore
than six nonths.
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\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005\ 005"

Clause 1 of Article 7 of the said agreement reads as under

"1, The profits of an enterprise of a Contacting
State shall be taxable only in that Contracting State
unl ess the enterprise carries on business in the other
contracting State through a pernmanent establishnent
situated therein. |If the enterprise carries on business as
aforesaid, the profits of the enterprise may be taxed in
that other Contracting State but only so much of them as
is directly or indirectly attributable to that pernanent
establishment.”

Clauses 1, 2 and 5 of Article 12 which are relevant for the purpose of
this case, read as under

"1. Royal ties and fees for technical services
arising in a Contracting State and paid to a resident of the
ot her Contracting State may be taxed in that other
Contracting State.

2. However, such royalties and fees for
techni cal services may al so be taxed in the Contracting
State in which they arise and according to the |laws of that
Contracting State, but if the recipient is the beneficia
owner of the royalties or fees for technical services, the
tax so charged shall not exceed 20 per cent of the gross
amount of the royalties or fee for technical services.

5. The provisions of paragraphs 1 and 2 shal
not apply if the beneficial owner of the royalties or fees
for technical services, being a resident of a Contracting
State, carries on business in the other Contracting State in
which the royalties or fees for technical services arise,
through a pernanent establishnent situated therein, or
performs in that other Contracting State independent
personal services froma fixed base situated therein, and
the right, property or contract in respect of which the
royalties or fees for technical services are paid is
ef fectively connected with such permanent establishnent
or fixed base. |In such case, the provisions of article 7 or
article 14, as the case may be, shall apply."

The Treaty contains the Japanese notes, clause 6 whereof reads as
under

"6. Wth reference to paragraph 1 of article 7 of
the Convention, it is understood that by using the term
"directly or indirectly attributable to the permanent
establishment™, profits arising fromtransactions in which
the permanent establishment has been invol ved shall be
regarded as attributable to the pernmanent establishnment to
the extent appropriate to the part played by the permanent
establishnment in those transactions. It is also understood
that profits shall be regarded as attributable to the
per manent establishment to the above-menti oned extent,
even when the contract or order relating to the sale or
provi si on of goods or services in question is nade or
pl aced directly with the overseas head office of the
enterprise rather than with the permanent establishnent.”
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Statutory provisions :
Sections 5(2), Section 9(1)(i), Section 9(1)(vii) of the Act, which are
rel evant for our purpose, read as under :

"5(2) Subject to the provisions of this Act, the tota
i ncomre of any previous year of a person who is a non-
resident includes all income from whatever source
derived which \026

(a) is received or is deened to be received in India in
such year by or on behalf of such person; or

(b) accrues or arises or is deenmed to accrue or arise to
himin India during such year.'

"9(1). The follow ng i ncones shall be deenmed to accrue
or arise in’India:

(i) all income accruing or arising, whether directly or
indirectly, through or fromany business

connection in India, or through or from any

property in India, or through or fromany asset or

source of incone in India or through the transfer of

a capital asset situate in India.

\ 005 \ 005 \ 005 \ 005
(vii) income by way of fees for technical services payable
by \ 026
(a) the CGovernnent; or
(b) a person who is a resident, except where the fees

are payable in respect of services utilized in a
busi ness or profession carried on by such person
outside India or for the purposes of making or
earning any inconme fromany source outside India;
or

(c) a person who is a non-resident, where the fees are
payabl e in respect of services utilized in a business

or profession carried on by such person in India or

for the purposes of nmeking or earning any income

fromany source in India

Provi ded that nothing contained in this clause shal
apply in relation to any incone by way of fees for
techni cal services payable in pursuance of an agreenent
nmade before the 1st day of April, 1976, and approved by
the Central CGovernnent."

Anal ysi s :

For the purpose of taxation, the authority had proceeded on the basis
that the elenent of tax consisted of : (i) onshore supply and onshore
services; and (ii) construction of offshore supply and offshore services. It is

not deni ed or disputed, as indicated hereinbefore, that in respect of the first
el ement of onshore supply and onshore service, and construction tax would
be payable in India.

Two basic issues which, thus, arise for our consideration are : (a) the
taxation of the price of goods supplied, by way of offshore supply price of
which is specified in Ex. D, Cause 2.1; and (b) the taxation of consideration
paid for rendition of services described in the contract as of fshore services
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at Ex. D

The contract is a conplex arrangenent. Petronat and Appellant are
not the only parties thereto, there are other nenbers of the consortium who
are required to carry out different parts of the contract. The consortium
i ncl uded an Indian conpany. The fact that it has been fashioned as a
turnkey contract by itself may not be of much significance. The project is a
turnkey project. The contract may al so be a turnkey contract, but the sane
by itself would not nean that even for the purpose of taxability the entire
contract nust be considered to be an integrated one so as to nmake the
appel l ant to pay tax in India. The taxable events in execution of a contract
may arise at several stages in several years. The liability of the parties may
al so arise at several stages. bligations under the contract are distinct ones.
Supply obligation is distinct and separate fromservice obligation. Price for
each of the conponent of the contract is separate. Sinilarly offshore supply
and of fshore services have separately been dealt with. Prices in each of the
segment are al so different.

The very fact that in the contract, the supply segnent and service
segnent  have been specified in different parts of the contract is a pointer to
show that the liability of the appellant thereunder would al so be different.

The contract indisputably was executed in India. By entering into a
contact in India, although parts thereof will have to be carried out outside
I ndia woul d not nake the entire inconme derived by the contractor to be
taxable in India. W would, however, deal with this aspect of the matter a
little later.

Scope of work .is contained in clause 2.1 of Ex. A appended to the
contract which includes supply of equipnent, materials and facilities. The
sai d exhibit spells out different systenms to be set in place. It inposes an
obligation on the contractor to supply equi pnents required therefor. 1t was
to arrange for the engineering services inrelation thereto. It was also
required to render various other services within India. Ex. D, however,
provides for the prices to be paid in respect of offshore supplies and offshore
servi ces, onshore supply and onshore services, construction and erection
Payment schedul e has al so been separately specified /in respect of each of the
conponents separately.

It is not in dispute that title in the equipnments supplied was to stand
transferred upon delivery thereof outside India on high-sea basis as provided
for in Article 22.1. Simlarly, Article 13.1. provides for alunp sum contract
price, whereas Article 13.3.2. specifically refers tothe cost of offshore
supplies. The provisions with regard to of fshore supplies and offshore
services were to be read with the provisions containedin Ex. D which
fornmed the basis of custonms duty. Cause 13.4 refers to Ex. D/as the basis
for price escalation.

The question of inposition of tax on incone arising froma business
connection may, thus, have to be considered keeping in viewthe
af orementi oned factual backdrop

Section 9(1)(i) of the Act states that income accruing or arising
whet her directly or indirectly, through or from any business connection in
I ndia shall be deened to accrue or arise in India. Appellant is a non-resident
assessee.

Section 9 raises a legal fiction; but having regard to the contextua
interpretation and furthernore in view of the fact that we are dealing with a
taxation statute the legal fiction must be construed having regard to the
object it seeks to achieve. The legal fiction created under Section 9 of the
Act nust al so be read having regard to the other provisions thereof. [See
Maruti Udyog Ltd. v. Ram Lal and O hers, (2005) 2 SCC 638]

For our benefit we may notice the provisions of Section 42 of the
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I ncome Tax Act, 1922. It provided that only such part of inconme as was
attributable to the operations carried out in India would be taxable in India.

Territorial nexus doctrine, thus, plays an inportant part in assessnment
of tax. Tax is levied on one transaction where the operations which may
give rise to incone nmay take place partly in one territory and partly in
another. The question which would fall for our consideration is as to
whet her the incone that arises out of the said transaction would be required
to be proportioned to each of the territories or not.

I ncome arising out of operation in nore than one jurisdiction would
have territorial nexus with each of the jurisdiction on actual basis. |If that be
so, it may not be correct to contend that the entire inconme 'accrues or arises’
in each of the jurisdiction. The Authority has proceeded on the basis that
supplies in question had taken place offshore. |It, however, has rendered, its
opi nion on the premni se that offshore supplies or offshore services were
intimately connected w th the turnkey project.

The | earned Addi tional Solicitor General in support of his contention
that the contract is a conposite one, has relied upon the foll owi ng decisions :
N. Khadervali Sahib (Dead) by L.Rs. and Another v. N. Gudu Sahi b (Dead)
and OGthers [(2003) 3 SCC 229]; Hi ndustan Shipyard Ltd. v. State of A P.

[ (2000) 6 SCC 579]; State of Rajasthan v. Ms Man Industrial Corporation
Ltd. [(1969) 1 SCC 567], < K. S. Subbiah Pillai v. Conm ssioner of |ncone
Tax [(1999) 3 SCC 170]; Ms Patnai k and Co. Ltd. v. Conmi ssioner of
Income Tax, Orissa [(1986) 4 SCC 16]; BSES Ltd. (Now Reliance Energy
Ltd.) v. Fenner India Ltd. and Another [(2006) 2 SCC 728]. The said

deci sions, in our considered view, -are not applicable herein

I n Khaderval i Sahib (supra), the question which arose for
consi deration was whether an award amounted to creation of or transfer of
any fresh rights in respect of novable or immovable properties so as to
require registration under Section 17 of the Registration Act, when the sane
related to the properties of a partnership firm Therein by reason of an
award, the residue upon settlenent of -accounts on dissolution of the
partnership firmwas allocated to the partners. It was held that the award did
not require any registration

I n H ndustan Shipyard (supra), the question which arose for
consi derati on was whether a contract constituted a sale or works contract.
Layi ng down the tests therefor, having regard to the terns-and conditions
contained therein, it was opined that a contract of sale of goods was separate
froma contract for works and |l abour. In regard to the categories of contract,
it was stated

"(i) the contract may be for work to be done for
remuneration and for supply of materials used.in the
execution of the work for a price;

(ii) it may be a contract for work in which the use of 'the
materials is accessory or incidental to the execution of the
wor k; and

(iii) it my be a contract for supply of goods where
sonme work is required to be done as incidental to the sale."

Whereas the first contract was held to be a conposite contract, the

second was held to be a contract for work and | abour not involving the sale
of goods; and the third was held to be a contract of sale where the goods
were sold as chattels and the work done was nerely incidental thereto.

The view taken in State of Madras v. Gannon Dunkerley & Co.
(Madras) Ltd. [1959 SCR 379] is sought to be applied. The contract in such
a case nust stipulate that the equi pnent woul d be supplied on CRF basis. It
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spells out the price for supply of goods, in which event, for the purpose of
sal es tax, the contract would involve sale of goods. The principle of Gannon
Dunkerly (supra), does not appear to be of much relevance in the instant

case.

Deci sions of this court under the Sales Tax Laws referred to by the
| earned counsel, noreover, nmay have to be considered on a different
footi ng.

In this case, we are faced with a different situation. It is only for the
purpose of taxability that the terns of the contract are required to be
construed. A turnkey contract may involve supply of materials used in the
execution of the contract for price as also for use of the materials by works
and | abour; but the sane nmay not have any relation with the taxability part

of it.

It is interesting to note that Instruction No.1829 issued by the Centra

Board of Direct Taxes on 21.09.1989 provides for certain guidelines having
regard to the possibility of undertaking of Hydro Electric Power Project by a
consortiumof a foreign conpany, stating

"The concept of turnkey execution of the project
i nvol ves total and conplete responsibilities of the
persons undertaking the contracts for comm ssioning the
project and they are accordingly required to furnish
performance guarantees for tinely conpletion.”

It was further stated

"Apart fromthe separate contracts for the jobs
mentioned in Para 4 above, there would be an overall co-
ordi nati on agreenent between the public sector conpany
on the one hand and the foreign contracting parties
referred to in Paragraph 4 on the other hand to ensure
guar ant eed performance of all the contracts in a
coordi nated manner, and within an agreed tine frame and
for undertaking to neet necessary liabilities and
responsi bilities including paynents of |iquidated
danages for delays etc. One of the conpanies would, for
this purpose, act as |eader to ensure supervision and
coordi nation of inter-related tasks."

In Ms Man. Industrial Corporation Ltd. (supra), this Court held
"16. Qur attention was invited to a judgrment of the Court
of Appeal in Love v. Norman Wight (Builders) Ltd.

[1944] 1 K B. 484 In that case the respondents contracted
with the Secretary of State for War to do the work and
supply the material mentioned in the Schedul es tothe
contract, including the supply of black-out curtains,
curtain rails and battens and their erection at a nunber of
police stations. It was held by the Court of Appeal that
the respondents were |liable to pay purchase-tax. Reliance
was pl aced upon the observations nmade by CGodi ard, L.J.

at p. 482:

"If one orders another to make and fix
curtains at his house the contract is one of sale
t hough work and | abour are involved in the nmaking
and fixing, nor does it matter that ultimately the
property was to pass to the War O fice under the
head contract. As between the plaintiff and the
def endants the former passed the property in the
goods to the defendants who passed it on to the
War Office."

We do not think that these observations furnish a
uni versal test that whenever there is a contract to "fix"
certain articles made by a manufacturer the contract rmnust
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be deenmed one for sale and not of service. The test in

each case is whether the object of the party sought to be
taxed is that the chattel as chattel passes to the other party
and the services rendered in connection with the

installation are under a separate contract or are incidenta
to the execution of the contract of sale.”

In Ms Patnai k and Co. (supra), whereupon reliance has been placed

by the | earned Additional Solicitor General, the question which arose for
consi deration was as to whether the investrment in the [ oan by the assessee
out of the advance paynent made by the Governnment departnents was a
capital asset and the |loan was a capital |oan or not. We are not herein
concerned with such a situation. The said decision, therefore, cannot be
said to have any application at all

In BSES Ltd. (supra), this Court was concerned with the construction

of bank guarantees.” The questi.on which arose for consideration therein was
as to whether in'the fact situation of the case, customer faced irretrievable
injuries so as to obtain an order of injunction. 1In view of the terns and
conditions of the contract, it was opined, although for the sake of

conveni ence, the same had been split up into four sub-contracts, it
constituted a conposite contract executable on a turnkey basis. The
guesti on which arose for consideration, thus, was whether in terms of the
contract having been reduced into witing by the "wap around agreenent”,
Appel l ant therein had a right to negotiate any or all the guarantees for any
breach of any of the four contracts. The said decision again has no
application in the facts of the present case.

Tax under the Act has to be assessed under different heads. Income
under one head may be subject to exenption; under same head, deductions
may be claimed; yet under another, no tax may be payable at all. Wether a

part of the income of the assessee woul d be taxable or not depends upon the
fact of each case. Even there is nothing to prevent the inconme accruing or
arising at the sources.

In Union of India and Another v. Azadi Bachao Andol an and Anot her
(2004) 10 sSCC 1], this Court was dealing with a double taxation treaty. It
was hel d

"6. The Agreenment provides for allocation of taxing
jurisdiction to different contracting parties in respect of
di fferent heads of incone. Detailed rules are stipul ated
with regard to taxing of dividends under Article 10,
interest under Article 11, royalties under Article 12,
capital gains under Article 13, incone derived from

i ndependent personal services in Article 14, income

from dependent personal services in Article 15,

directors’ fees in Article 16, incone of artists| and
athletes in Article 17, governnental functions in Article
18, inconme of students and apprentices in Article 20,

i ncomre of professors, teachers and research scholars in
Article 21 and other income in Article 22.

In Commi ssioner of Income Tax, Bonbay v. Ahmedbhai Umarbhai &
Co., Bonbay [(1950) SCR 335], this Court, having regard to the provisions
contained in Section 42 of the Income Tax Act, 1922, held that profits
accrued to the assessee of a part of the business in an Indian State having
accrued out of such business carried on in such State are exenpted under the
third proviso to Section 5 of the Excess Profit Tax Act.

pi ning that the source of income can never be the place where the
i ncone accrues or arises, Kania, CJ, stated

"\ 005In my opinion there is nothing to prevent incone
accruing or arising at the place of the source. The
guesti on where the inconme accrued has to be deterni ned
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on the facts of each case. The incone may accrue or arise
at the place of the source or nmay accrue or arise

el sewhere, but it does not follow that the incone cannot
accrue or arise at the place where the source exists.
Therefore it is necessary to ascertain whether that part of
the business which is capable of being treated as one
separate unit in the Hyderabad State has given rise to the
i ncome or profit sought by the assessee to be exenpted
fromtaxation in the present case\005"

Patanjali Sastri, J. approved the application of the principle underlying
the decision in Comm ssioner of Taxation v. Kirk [(1900 AC 588], nanely,
the principle of apportioning profits as between different processes
enpl oyed in producing those profits and the different places where they
wer e enpl oyed

Mahaj an,J. held

"\ 005For instance, where a person carries on manufacture,
sal e, export and inport, it is not possible to say that the
pl ace where the profits accrue to himis the place of sale.
The profits received relate firstly to his business as a
manuf acturer, secondly to his trading operations, and
thirdly to his business of inmport and export. Profit or |oss
has to be apporti oned between these businesses in a

busi nessl i ke manner. and according to well-established
principles of accountancy. In such cases it wll be doing
no viol ence to the meaning of the words "accrue" or

"arise" if the profits attributable to the manufacturing
busi ness are said to arise or accrue at the place where the
manuf acture is being done and the profits which arise by
reason of the sale are said to arise at the place where the
sal es are made and the profits in respect of the inmport and
export business are said to arise at the place where the
busi ness is conducted. This apportionnment of profits

bet ween a nunber of businesses which are carried on by

the sane person at different places deternines also the

pl ace of the accrual of profits. To hold that though a

busi nessman has invested mllions in establishinga

busi ness of manufacture, whether in the nature of a

textile mll or in the nature of steel works, yet no profits
are attributable to this business or can accrue or ariseto
the busi ness of nanufacture because the produce of his
mlls is sold at a different place and that it is only the act
of sale by which profits accrue and they arise only at that
place is to confuse the idea of receipt of incone and
realization of profits with the idea of the accrual of
profits. The act of sale is the node of realizing the
profits. If the goods are sold to a third person at the mll
prem ses no one could have said that these profits arose
merely by reason of the sale. Profits would only be
ascribed to the business of manufacture and woul d arise

at the mll prem ses. Merely because the m |l owner has
started anot her business organization in the nature of a
sal es depot or a shop, that cannot wholly deprive the

busi ness of manufacture of its profits, though there may
have to be apportionment in such a case between the

busi ness of manufacture and busi ness of shop keeping. In

a nunber of cases such apportionment is made and is

al so suggested by the provisions of Section 42 of the

I ndi an | ncome Tax Act, reference to which has al so been
made in Proviso (2) of Section 5 of the Excess Profits

Tax Act."
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In Angl o- French Textile Co. Ltd. v. Comm ssioner of |ncone Tax,
Madras (1954) SCR 523], the question which arose for consideration, inter
alia, was :

" (2) Can the inconme received in India be said to arise in
India within the nmeaning of Section 4-A(c)(b) of the Act?

If not, should only those profits determ ned under Section
42(3) as attributable to the operations carried out in India
be taken into account for applying the test laid down in
Section 4-A(c)(b), and renmanded the case to the Hi gh

Court with the direction that it should give its opinion on
these two questions."”

In regard to the first question, it was opined that Section 42(3) had
nothing to do with the determination of the incone arising in the taxable
territories as distinguished fromthe incone arising wthout taxable
territories as understood in Section 4A(c)(b) of the Act, it was held

"The phraseol ogy of Section 42(3) of the Act also

repel s the contention insofar as the profits and gains of
the business which are referred to therein and which are
capabl e of apportionment as therein mentioned are

deenmed to accrue or arise in the taxable territories thus
using the words "accrue" and "arise" as synonynous

with each other.

The above passage is also sufficientin our opinion to
establish that the apportionnent of income, profits or
gai ns between those arising frombusiness operations
carried on in taxable territories and those arising from
busi ness operations carried on without the taxable
territories is based not on the applicability of Section
42(3) of the Act but on general principles of
apportionnent of income, profits or gains\005"

Wiile the first question was answered in negative, ‘question no.2 was
answered in the following terms :

"Question 2\027The i ncome received in British India

cannot be said to wholly arise in India within the

nmeani ng of Section 4-A(c)(b) of the Act and that there
shoul d be allocation of the income between the various

busi ness operations of the assessee conmpany demarcating

the incone arising in the taxable territories in the
particul ar year fromthe incone arising wthout the

taxable territories in that year for the purposes of Section
4-A(c)(b) of the Act."

In Carborandum Co. v. Conmissioner of |ncome-Tax, Madras

[(1977) 108 ITR 335 : (1977) 2 SCC 862], this Court referring to its earlier
deci sion in Comm ssioner of Income Tax, Punjab v. R .D. _Aggarwal and

Co. & Anot her [(1965) 56 | TR 20], opined

"15. On a plain reading of sub-sections (1) and (3) of

Section 42 it woul d appear that inconme accruing or

arising from any business connection in the taxable

territories \027 even though the incone may accrue or arise
outside the taxable territories \027 will be deenmed to be

i ncome accruing or arising in such territory provided
operations in connection with such business, either all or

a part, are carried out in the taxable territories. If all such
operations are carried out in the taxable territories, sub-
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section (1) would apply and the entire income accruing or
arising outside the taxable territories but as a result of the
operations in connection with the business giving rise to
the income woul d be deened to accrue or arise in the

taxable territories. If, however, all the operations are not
carried out in the taxable territories the profits and gains
of the business deened to accrue or arise in the taxable
territories shall be only such profits and gains as are
reasonably attributable to that part of the operations
carried out in the taxable territories. Thus comes in the
guesti on of apportionment under sub-section (3) of

Section 42."

In CIT v. Mtsui Engineering and Ship Building Co. Ltd. [259 ITR
248], on which reliance was placed; the contention was that the finding that
the contract for designing, engineering, manufacturing, shop testing and
packing up to f.o.b port of enmbarkation could not be split up since the entire
contract was to be read together and was for one conplete transaction. It
was in the said fact situation held that it was not possible to apportion the
consi deration for design on one part-and the other activities on the other part.
The price paid to the assessee was the total contract price which covered al
the stages involved in the supply of nachinery.

This case i's clearly distinguishable fromthe facts of the present case,
since the paynment for the offshore and onshore supply of goods and services
was in itself clearly denarcated and cannot be held to be a conplete contract
that has to be read as a whole and not in parts.

The principle of apportionnentis also recognized by C ause (a) of

Expl anation |. Thus, if subm ssion of the learned Additional Solicitor

Ceneral is accepted that the contract is a composite one, then offshore

supply woul d be of equi pnent designed and manufactured in one territory

(Japan), and then sold in another tax territory, leading to division of profits
arising in tw tax territories, whichis not envisaged under our taxation |aw.

It gives rise to the question as to what would be the nmeaning of the
phrase ’'busi ness connection in India’. Mere existence of business
connection may not result in income of the non-resident assessee from
transaction with such a business connection accruing or arising.in India.

In Mazagaon Dock Ltd. v. CIT and Excess Profits Tax [34 | TR 368],
wher eupon again reliance placed is distinguishable. In that case a non-
resident carried on business with a resident, and the issue adjudicated upon
by the Court was that whether there was a clear and close connection
bet ween them t hat produced profits or not, and whether any such incone
generated by the non-resident conmpany sending . its ships for repairs to the
resi dent company is taxable, if it anpunted to business. The Court answered
both questions affirmatively.

The principle laid down therein has no application to the current fact
situation because there was an extrenely cl ose connecti on between the
appel l ant conmpany and non residents in that the two non-resident (British)
conpani es beneficially owed the entire share capital of the appell ant
conpany. In the present situation there is no such connection, which can be
said to give rise to a business connection between the permanent
establishnment in India and the transaction that is sought to be taxed.

Yet again in Anglo French Textile Co. Ltd. v. CT Madras [23 ITR
101], in the fact situation obtaining therein, it was held that when there was a
continuity of business rel ationship between the person in India who hel ps
nake the profits and the person outside who receives or realizes this profit, a
busi ness connection exists.

In that case, the Assessee conpany incorporated in the UK, owned a
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textile conpany in French Pondi chery and had appoi nted another limted
conpany in Madras to act as its constituted agents. The same was held to be

a busi ness connection within British India. Such a cl ose connection cannot

be envisaged in the present case since it does not involve any such principle-
agent relationship between the PE and the non residents.

Barendra Prasad Ray v. ITO [129 |ITR 295] whereupon reliance has
been placed, is not apposite. Therein, the Court held that the professiona
relationship of a solicitor, who was a non-resident, with an Indian firmw|l|
be a business connection. There was a connection between the Indian firm
and the British solicitor which was real and intinmte and not just a casua
one and the fees earned by the solicitor was only through this connection
and coul d not have done so without associating hinself with the firm Thus,
the incone earned by the solicitor was subject to tax in India, and payabl e by
the firmas agents of the solicitor.

The principle of 'this case, is again not applicable in the present
scenario since the nature of the relationship between the pernmanent
establ i shnent, the foreign firns and the Indian firns are evidently
contractual and not professional. And the transaction of sale and supply of
goods of fshore have not taken place with the involvenent of the pernanent
establishnment, therefore excluding this transaction fromthe scope of
taxation in |India.

In Commi ssioner of /I ncome-Tax, A P. v. Toshoku Ltd. [(1980) 125

| TR 525 : (1980) Supp. SCC 614], this Court interpreted Section 9(1)(i) and
the Expl anation thereto on the factual matrix obtaining therein that the
statutory agent exported his goods to Japan and France where they were
sol d through the assessee and the entire sales price was received in India by
the said agent who nmade credit entries in his accounts books regarding the
conmi ssion anpbunts payable to the assessees and renitted the conm ssion
amounts to them subsequently. Having regard to the fact that the Japanese
conpany was a non-resident conpany, distinguishing the case Raghava

Reddi & Anot her v. Conmi ssioner of Income Tax, A P, ' [(1962) 44 |ITR

720] , it was held

"\005It is not possible to hold that the non-resident
assessees in this case either received or can be deenmed to
have received the sums in question when their accounts
with the statutory agent were credited, sincea credit

bal ance wi thout nmore only represents a debt and a mere
book entry in the debtor’s own books does not constitute
payment which will secure discharge fromthe debt. They
cannot, therefore, be charged to tax on the basis of
recei pt of incone actual or constructive inthe taxable
territories during the relevant accounting period."

A Division Bench of the Karnataka H gh Court presided over by
Venkat aram ah, J., in VDO Tachoneter Werke, Wst Cernany etc. V.
Conmi ssi oner of | ncone-Tax, Karnataka-I etc. [(1979) 117 | TR 804]
following Carborandum Co. (supra), held that notwi thstanding the
amendnment of Section 9 of the Act by the addition of Clauses (vi) and (vii),
the cases continued to be governed by the provisions of Section 9 of the Act.

In Commi ssioner of Inconme-Tax v. Atlas Steel Co. Ltd. [(1987) 164
| TR 401], a Division Bench of the Calcutta Hi gh Court follow ng
Car bor andum (supra) and ot her decisions held
"35. The expression "business connection” in the
context of the Income-tax Act has come to acquire a
special nmeaning as |aid down by the Suprene Court in R
D. Aggarwal & Co.’s case. A business connection
contenpl at ed under Section 42 of the Indian |Incone-tax
Act, 1922 (corresponding to Section 9 of the Income-tax
Act, 1961, involved "a relation between a business
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carried on by a non-resident and sonme activity in the
taxable territories which are attributable directly or
indirectly to the earnings, profits or gains of such

busi ness". It was laid down by the Supreme Court that
there nmust be trading activity both outside and within the
taxable territory. In the facts of this case, for the supply
of inventions, patents, application for patents, secret
know edge and know how, no trading activity had been

or was required to be carried on by the assessee within
the taxable territory. Further, on a consideration of the
agreement, it cannot be said that the trading activity

whi ch was intended to be carried on by the assessee as
producti on advi ser of Hi ndustan Steel Ltd., in future was
relatable to or connected with the past supply of the said
know how and ot her itens.

[ See al so Inconme-Tax O ficer and Ohers v. Shriram Bearings Ltd. \026 (1987)
164 | TR 419]

A simlar view was taken, when the matter came before this Court in
| ncome- Tax O ficer and Ot hers v.  Shriram Bearings Ltd. [(1997) 224 | TR
724 : (1997) 10 SCC 332], wherein B.P. Jeevan Reddy, J. speaking for the
Di vi si on Bench, opined

"W are not prepared to agree that the Hgh Court

has not correctly understood the purport of the agreenent
bet ween the respondent and M s Ni ppon Sei ke Kabushi Ki

Kai sha (NSK). The agreenment is in two parts. It is true
that the two parts are interdependent but yet the

consi deration for the sale of trade secrets and

consi deration of technical assistance is separately

provi ded for and nmentioned under separate sections. So

far as the consideration for the technical assistance is
concerned, its taxability is not in doubt. The only
controversy is with respect to the taxability of 1,65, 000
US Dol lars which is stipulated as the consideration for
sal e of trade secrets. The agreenent specifically says that
the said sale is effected in Japan. W are unable to see on
what basis it can be said that any part of the said anpunt
has been earned in India."

In construing a contract, the terns and conditions thereof are to be
read as a whole. A contract nust be construed keeping in view the intention
of the parties. No doubt, the applicability of the tax | aws would depend
upon the nature of the contract, but the same shoul d not be construed
keeping in view the taxing provisions.

In Commi ssioner of Income-Tax, Tam | Nadu-V v. Fried Krupp
Industries [(1981) 128 ITR 27], a Division Bench of ' the Madras Hi gh Court
opi ned
"\ 005Nowadays we have what are called turnkey projects,
and in such projects until the machinery is actually run
and proves its performance, the responsibility of the
forei gner would continue. But in the present case the
contract cannot be equated to a turnkey contract. The
operations in India for the erection of the machinery are
only the responsibility of the Indian conmpany. It is only
any defect in the machinery or any negligence in the
performance of the foreign engineer, that may give rise to
a claimfor damages. But that is not the sane as the
forei gn conpany perform ng any operation in pursuance
of this contract in India. Watever we have said above
woul d apply al so to deputation of foreign personnel for
procuring Indian spare parts. It was obvi ously considered
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necessary to get foreign personnel fromabroad for this
pur pose only because the type of spare parts required for
the foreign machinery could be better picked up by these
per sonnel, who have experience in running the

machinery. It is merely an assistance provided to the

I ndi an company, the foreign personnel being treated as
the enpl oyees of the Indian conpany. Having gone

through the terms of the agreenent in full, we are
satisfied that there are no operations in India attributable
to the foreign conmpany which can give rise to any profits
being earned in India. The agreement itself says that the
terns of the paynents were in Germany. Thus, there is
absol utely no operation in India which would give rise to
tax liability in India as far as the foreign conpany is
concer ned\ 005"

The term ’ pernmanent establishnment’ has not been defined in the
I ncome ‘Tax Act.

Since the appell ant carries on business in India through a Pernanent
Establ i shment, they clearly fall out of the applicability of Article 12(5) of the
DTAA and into the ambit of Article 7. The Protocol to the DTAA in
par agraph 6, discusses the involvenent of the pernmanent establishnent in
transactions, in order to determ ne the extent of income that can be taxed. It
is stated that the term’directly or indirectly attributable’ indicates the
i ncomre that shall be regarded on the basis of the extent appropriate to the
part played by the permanent establishment in those transactions. The
per manent establishment here has had no role to play in the transaction that
is sought to be taxed, since thetransactiontook place abroad.

Clause 1 of Article 7, thus, provides that if an income arises in Japan
(Contracting State), it shall be taxablein that country unless the enterprise
carries on business in the other Contracting State (lndia) through a

per manent establishment situated therein. What is to be taxed is profit of the
enterprise in India, but only so much of themas is /directly or indirectly
attributable to that permanent establishnment. Al ‘incone arising out of the
turnkey project would not, therefore, be assessable in India, only because the
assessee has a permanent establishment.

It is relevant to note that the tax treaty between India and Japan is
essentially based on CECD nodel, providing

"a) the incone of a resident, including of the
kind that would fall under would be table under Section
9, would be taxed in the State of residence, save and
except the incone attributable to a Permanent
Est abl i shnent, and

b) even in the case of a pernmanent
establ i shment, inconme from busi ness would be taxable 'in
the State of residence."

In Kl aus Vogel on Doubl e Taxati on Conventions, it is stated

"g) No force of attraction principle : The second
sentence of Art. 7 (1) allows the State of the permanent
establishnent to tax business profits, 'but only so much
of themas is attributable to that permanent

establishnent’. The MC has thus deci ded agai nst
adopting the so-called 'force of attraction of the
per manent establishment’, i.e. against the principle that,

where there is a permanent establishment, the State of the
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per manent establishnment should be allowed to tax al

i ncomre derived by the enterprise fromsources in that
State irrespective of whether or not such incone is
econoni cally connected with the pernanent

establishnment. In line with the domestic |aw then
prevailing in the USA, such a 'force of attraction’ was,
for instance, incorporated in Germany’'s 1954 DIC with

USA (second sentence of Art. IIl (1). 1In contrast, the
second sentence of Art. 7(1) MC allows the State of the
per manent establishment to tax only those profits which
are economcally attributable to the permanent
establishnent, i.e. those which result fromthe permanent
establishnent’s activities, which arise economcally from
the business carried on by the pernmanent establishnent
(cf. also para 5 MC Comm Art. 7, supra m no. 10). As
regards the profits made by the enterprise in the State of
the permanent establishment, a distinction nmust al ways

be made between those profits which result fromthe

per manent ‘establi shnment’s activities and those nade,

wi t hout  any i nterposition of the permanent establishnent,
by the head office or any other part of the enterprise (also
for mere assenbly pernmanent establishnent :BFH 37

RIW258 (1991). It is only when there is a connection
with the permanent establishnment that the State of the

per manent establishnment is entitled to inpose tax.
Conversely, losses incurred in connection with direct
transactions may not be set off agai nst a pernanent
establishnent’s profits. Since a DTC nmay not i ncrease
tax liability, the USA, it is true, inposes tax at the |ower
amount that would ensue if the permanent

establishment’ s business and direct transactions were
conbined and treated as if no DTC existed (of course, the
taxpayer may, in such event, not only set off the result of
i ndi vi dual direct transactions, which amounted to a | oss
agai nst the pernmanent establishnment’s positive operating
result :1.RS. Rev. Rul. 84-17, 1984-1 Cum Bull. 308).
According to that ruling, the taxpayer is in such cases
entitled to el ect taxation which discounts the DTC. (see
surpa Art. |, at m no.44)."

We generally agree with the said statement |aw

The distinction between the existence of a business connection and
the incone accruing or arising out of such business connection is clear
and explicit. In the present case, the permanent establishment’'s non-
i nvol venent in this transaction excludes it frombeing a part of the cause of
the incone itself, and thus there is no business connection

Article 5.3 provides that a person is regarded as having a pernanent
establishment if he carries on construction and installation activities in a
Contracting State only if the said activities are carried out for nore than six
nonths. Paragraph 6 of the Protocol to India Japan Tax Treaty al so provides
that only income arising fromactivities wherein the permanent

establ i shment has been involved can be said to be attributable to the

per manent establishnment. It gives rise to two questions, firstly offshore
services are rendered outside India; the permanent establishnent woul d

have no role to play in respect thereto in the earning of the said incone.
Secondly, entire services having been rendered outside India, the incone
arising therefromcannot be attributable to the permanent establishnent so as
to bring within the charge of tax.

For attracting the taxing statute there has to be sone activities through
per manent establishment. |f income arises without any activity of the
per manent establishment, even under the DTAA the taxation liability in
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respect of oversea services would not arise in India. Section 9 spells out the
extent to which the income of non-resident would be liable to tax in India.
Section 9 has a direct territorial nexus. Relief under a Double Taxation
Treaty having regard to the provisions contained in Section 90(2) of the

I ncome Tax Act would arise only in the event a taxable income of the

assessee arises in one Contracting State on the basis of accrual of income in
another Contracting State on the basis of residence. Thus, if Appellant had
incone that accrued in India and is liable to tax because in its State al
residents it was entitled to relief fromsuch double taxati on payable in terns
of Doubl e Taxation Treaty. However, so far as accrual of incone in Indiais
concerned, taxability nmust be read in terms of Section 4(2) read with

Section 9, whereupon the question of seeking assessnent of such incone in

India on the basis of Double Taxation Treaty woul d ari se.

In cases such as this, where different severable parts of the conposite
contract is perforned in different places, the principle of apportionment can
be applied, to determ ne which fiscal jurisdiction can tax that particul ar part
of the transaction. This principle helps determne, where the territoria
jurisdiction of a particular state lies, to determne its capacity to tax an event.
Applying it-to conposite transacti ons whi ch have sone operations in one
territory-and some in others, is essential to determine the taxability of
vari ous operations.

It is, therefore, in our opinion, the concepts profits of business
connection and permanent establishnment should not be mxed up. Wereas
busi ness connection i's relevant for the purpose of application of Section 9;
the concept of permanent establishment is relevant for assessing the incone
of a non-resident under the DTAA. There, however, nay be a case where
there can be over-lapping of income; but we are not concerned with such a
situation. The entire transaction having been conpleted on the high seas, the
profits on sale did not arisein India, as has been contended by the appellant.
Thus, havi ng been excluded fromthe scope of ~taxation under the Act, the
application of the double taxation treaty would not arise. Double Tax Treaty,
however, was taken recourse to by Appellant only by way of an alternate
subm ssion on income fromservices and not in relation to the tax of offshore
supply of goods.

We woul d in the aforenentioned context consider the question of
di vi sion of taxable income of offshore services. Parties were ad idemthat
there existed a distinction between onshore supply and of fshore supply. The
intention of the parties, thus, must be judged fromdifferent types of services,
different types of prices, as also different currencies in which the prices are
to be paid.

Section 9(1)(vii)(c) of the Act states that "a person who is a non-
resi dent, where the fees are payable in respect of services utilized in a
busi ness or profession, carried on by such personin India, or for the
pur poses of making or earning any income fromany source in India'.
Reading the provision in its plain sense, it can be seen that it requires two
condi tions have to be net \026 the services which are the source of the /i ncome
that is sought to be taxed, has to be rendered in India, as well as utilized in
India, to be taxable in India. In the present case, both these conditions have
not been satisfied simnultaneously, therefore excluding this incone fromthe
ambit of taxation in India. Thus, for a non-resident to be taxed on incone for
services, such a service needs to be rendered within India, and has to be a
part of a business or profession carried on by such person in India. The
Petitioners in the present case have provided services to persons resident in
I ndia, and though the sane have been used here, it has not been rendered in
I ndi a.

Section 9(1)(vii) of the Act whereupon reliance has been placed by

the | earned Additional Solicitor General, must be read with Section 5

thereof, which takes within its purview the territorial nexus on the basis
whereof tax is required to be levied, nanely, : (a) resident; and (b) receipt or
accrual of inconme.
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A obal inconme of a resident although is subjected to tax, globa
i ncome of a non-resident may not be. The answer to the question would
depend upon the nature of the contract and the provisions of DTAA

VWhat is relevant is receipt or accrual of income, as would be evident

froma plain reading of Section 5(2) of the Act.. The legal fiction created

al though in a given case may be held to be of wide inport, but it is trite that
the terms of a contract are required to be construed having regard to the

i nternational covenants and conventions. |In a case of this nature,
interpretation with reference to the nexus to tax territories will also assune
significance. Territorial nexus for the purpose of determ ning the tax
liability is an internationally accepted principle. An endeavour should, thus,
be made to construe thetaxability of a non-resident in respect of incone
derived by it. Having regard to the internationally accepted principle and
DTAA, it may not be possible to give an extended nmeaning to the words

"inconme deemed to accrue or arise in India as expressed in Section 9 of the
Act. Section-9 incorporated various heads of incone on which tax is sought

to be levied by the Republic of India. Watever is payable by a resident to a
non-resi dent by way of fees for technical services, thus, would not always
come within the purview of Section 9(1)(vii) of the Act. It nust have
sufficient territorial nexus with India so as to furnish a basis for inposition
of tax. Whiereas a resident would come within the purview of Section

9(1)(vii) of the Act, a non resident would not, as services of a non-resident
to a resident utilize in India my not have much rel evance in determnning

whet her the incone of the non-resident accrues or arises in India. It nust
have a direct live |link between the services rendered in India, when such a
link is established, the sane nmay again be subjected to any relief under

DTAA. A distinction may al so be made between rendition of services and
utilization thereof.

Section 9(1)(vii)(c) clearly states "\ 005where the fees are payable in

respect of services utilized in a business or profession carried on by such

person in India\l005" It is evident that Section 9(1)(vii), read in its plain, sane
envi sages the fulfillment of two conditions : services, which are source of

i ncome sought to be taxed in India nust be (i) utilized in India and (ii)

rendered in India. In the present case, both these conditions have not been

sati sfied sinultaneously.

The provisions of Section 9(1)(vii) of the Act are plain and capable of

bei ng gi ven a nmeaning. There, therefore, may not be any reason not to give
full effect thereto. However, even in relation to such incone, the provisions
of Article 7 of the DTAA woul d be applicable, as services rendered outside

I ndia woul d have nothing to do with permanent establishment in India. Thus,

i f any services have been rendered by the head office of Appellant outside

I ndia, only because they were connected wi th pernmanent establishment.

Even in relation thereto, principle of apportionment shall apply.

The Authority, in our opinion, has comritted an error in this behalf,

as if services rendered by the head office are considered to be the services
rendered by the permanent establishnment, the distinction between Indian and
forei gn operations and the apportionment of the inconme of the operations
shal |l stand obliterated

It would be contrary to the intent and purport of the Double Taxation
Convention which is a part of the scheme under the Incone Tax Act.

We, therefore, hold as under

Re : O fshore Supply :

(1) That only such part of the income, as is attributable to the operations
carried out in India can be taxed in India.
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(2) Since all parts of the transaction in question, i.e. the transfer of
property in goods as well as the paynent, were carried on outside the
I ndian soil, the transaction could not have been taxed in India.

(3) The principle of apportionnent, wherein the territorial jurisdiction of
a particular state determines its capacity to tax an event, has to be
fol | oned.

(4) The fact that the contract was signed in India is of no nateria

consequence, since all activities in connection with the offshore
supply were outside India, and therefore cannot be deenmed to accrue
or arise in the country.

(5) There exists a distinction between a business connection and a
per manent establishment. As the pernanent establishnment cannot be
said to be involved in the transaction, the aforenentioned provision
wi Il have no application. The pernanent establishnent cannot be
equated to a business connection, since the former is for the purpose
of assessnent of income of a non-resident under a Doubl e Taxation
Avoi dance Agreement, and the latter is for the application of Section
9 of the Income Tax Act.

(6) Clause (a) of Explanation 1 to S. 9(1)(i) states that only such part of
theincone as is attributable to the operations carried out in India, are
taxable in I ndia.

(7) The exi stence of a pernmanent establishnent woul d not constitute
sufficient 'business connection’, and the pernmanent establishnent
woul d be the taxable entity. The fiscal jurisdiction of a country would

not extend tothe taxing entire incone attributable to the pernmanent
est abl i shnment.

(8) There exists a difference between the existence of a business
connecti on and the incone accruing or arising out of such business
connecti on.

(9) Par agraph 6 of the Protocol to the DTAA is not applicable, because,

for the profits to be "attributable directly or indirectly’, the pernmanent
establ i shnent nust be involved in the activity giving rise to the
profits.

Re: O fshore Services :

(1) Sufficient territorial nexus between the rendition of services and
territorial limts of India is necessary to make the inconme taxable.
(2) The entire contract would not be attributable 'to the operations in India

viz. the place of execution of the contract, assuning the offshore

elements forman integral part of the contract.

(3) Section.9(1)(vii) of the Act read with Menp cannot be given a w de
nmeaning so as to hold that the amendnent was only to include the
i ncomre of non-resident taxpayers received by themoutside India from
I ndi an concerns for services rendered outside India.

(4) The test of residence, as applied in international |awalso, is that of the
taxpayer and not that of the recipient of such services.

(5) For Section 9(1)(vii) to be applicable, it is necessary that the services
not only be utilized within India, but also be rendered in India or have
such a "live link" with India that the entire incone fromfees as
envisaged in Article 12 of DTAA becones taxable in India.

(6) The terms "effectively connected’ and 'attributable to' are to be

construed differently even if the offshore services and the pernanent

est abl i shnent were connect ed.

(7) Section 9(1)(vii)(c) of the Act in this case would have no application
as there is nothing to show that the incone derived by a non-resident

conpany irrespective of where rendered, was utilized in India.

(8) Article 7 of the DTAA is applicable in this case, and it linmits the tax
on business profits to that arising fromthe operations of the

per manent establishment. In this case, the entire services have been

rendered outside India, and have nothing to do with the pernmanent
establ i shnent, and can thus not be attributable to the pernmanent

establishment and therefore not taxable in India.

(9) Applying the principle of apportionnment to conposite transactions

whi ch have sone operations in one territory and sone in others, is
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essential to determne the taxability of various operations.

(10) The | ocation of the source of income within India would not render
sufficient nexus to tax the incone fromthat source.
(11) If the test applied by the Authority for Advanced Rulings is to be

adopted here too, then it would elimnate the difference between the

connection between Indian and foreign operations, and the

apportionnent of incone accordingly.

(12) The services are inextricably Iinked to the supply of goods, and it
must be considered in the sane nanner

For the reasons aforenentioned, the appeal is allowed in part and to
the extent nentioned hereinbefore. No costs.




