PROPOSED AMENDMENT TO S.115A OF THE I.T. ACT - ANOTHER MISGUIDED, INVESTOR-UNFRIENDLY MEASURE
1. Background
1.1    Clause 25 of the Finance Bill, 2013 seeks to amend Section 115A of the Income Tax Act, 1961 which deals with, inter alia, rates of tax on income of non-residents.

1.2     The existing provisions of clause (b) of sub-section (1) of S. 115A provide for the tax rates on which income by way of royalty or fees for technical services in case of non-residents or a foreign company is taxed. Various sub-clauses of the said clause provide for different rates of tax in case of income by way of royalty or fees for technical services based on the date of agreement under which such income is received by the non-resident a foreign company. For agreements entered on or after 01.06.2005, the prescribed tax rate is 10%.
1.3     India has tax treaties with 84 countries. Majority of tax treaties allow India to levy tax on gross amount of royalty at rates ranging from 10% to 25%, whereas the tax rate as per section 115A is 10%. In some cases, this has resulted in taxation at a lower rate of 10% even if the treaty allows the income to be taxed at a higher rate.
1. 4    As explained in the Memorandum to the Finance Bill, 2013, in order to correct this anomaly, the tax rate in case of non-resident taxpayer, in respect of income by way of royalty and fees for technical services as provided under section 115A, is proposed to be increased from 10% to 25%. This rate of 25% shall be applicable to agreements entered after 31.03.1976, which is taxable under section 115A and shall apply for assessment year 2014-15 and subsequent years.
2. Discussions
2.1   Gross Basis of taxation:

2.1.1  Section 9 of the Act provides the source rules as to the circumstances under which certain kinds of income provided therein shall be deemed to accrue or arise in India.  Section 9(i)(vi) and Section 9(i)(vii) deals with income from Royalty and Fees for Technical Services respectively which will be deemed to accrue or arise in India.
2.1.2  The Act recognizes two methods of taxation of non-residents viz. gross basis and net basis. Under the gross basis of taxation, gross income is taxed without allowing any deduction for expenses. The rationale behind the introduction of gross basis of taxation for non-residents was that it would be extremely difficult to allocate and claim deduction in India of the substantial expenses incurred by them over a period of many years in their home country or outside India in order to develop such knowhow, patents, trademarks, etc. Further, such expenses would have been amortized over the years in their home country. Hence, in such cases, gross basis of taxation is offered. 
2.1.3  However, as no expenses can be set-off against the gross income whereas expenditure must have been incurred, the tax rate on gross basis has to be on a concessional rate and not the normal rate of taxation. As a result, the Act correctly recognized this principle and reduced the tax rates prescribed in Section 115A from 30% that was applicable on agreements up to 31.05.1997 to 20% on agreements thereafter but up to 01.06.2005 and finally to the current rate of 10% for agreements after 01.06.2005.
2.1.4  Further, in cases where it is possible to claim such expenditure in India and consequently compute income after deduction of all expenses as per the normal provisions of the Act, an option is provided to non-residents by various sections of the Act, some of which are as under:

i. Explanation 2 to Section 9(1)(vii) provides an exception by allowing net basis of taxation in case of construction, assembly, mining or like projects

ii. Section 44DA provides for net basis of taxation where non-resident is carrying out the provision of services through a Permanent Establishment in India

iii. Various provisions of presumptive based taxation of non-residents under Sections 44B to 44D also provide the option to compute income under the normal provisions of the Act. Further, these presumptive provisions do indirectly provide for estimated amount as expenses against the gross income earned by the non-residents.
2.1.5  Thus, rate of taxes are concessional where gross basis of taxation is adopted and in other cases where non-residents are taxed on net basis, rate of taxes are higher at the normal rate of 40% plus surcharge & education cess. This imputes that the schema of the Act is recognizing and giving indirect credit of expenses incurred for the purpose of computing the tax. By extrapolation, such expenses work out to 75% of the gross income. 
2.1.6  However, as per the proposed amendment in Section 115A, the concessional tax rate of 10% is sought to be raised to 25%. Again, by extrapolation, this imputes an expenditure of only 37.5% of the gross income as per the following calculations:

	
	Existing
	Proposed

	Gross Royalty / FTS - Rs.
	100.00
	100.00

	Expenditure - Rs.
	75.00
	37.50

	Net Taxable Income - Rs.
	25.00
	62.50

	Tax rate (normal) - say - %
	40%
	40%

	Tax amount - Rs.
	10.00
	25.00

	Tax rate on gross basis as per S.115A
	10%
	25%


           Clearly, the proposed increase in tax rate to 25% seems to imply that providers of technology or technical services enjoy abnormally high net margins of over 62%. This perception or implication is, with due respects to the Budget, certainly misconceived, ill-thought-out and without any basis or justification. 
2.1.7 The Budget papers state that the 10% tax rate was an anomaly whereas, as explained above, there was no anomaly at all because wherever tax is charged on gross basis, the rate has to be concessional in nature and should result in effectively taxing net profits that can reasonably to expected to be made. This would also enable Indian concerns to obtain technology at an affordable price.
            It is ironical that the Dept., in its circular no. 684 dated 10th June, 1994, stated, while justifying  the reduction in tax rate applicable to interest, dividends, etc. to 20%, that "the tax rate provided on the aforesaid items of income in most of India's tax treaties with other countries is below twenty per cent", whereas Finance Bill, 2013 states that  "majority of tax treaties allow India to levy tax on gross amount of royalty at rates ranging from 10% to 25%" and hence, being an anomaly, the rate should be increased to 25% when in fact majority of the tax treaties provide for tax on royalty & FTS at 10% to 15%; yet the rate is sought to be increased to 25%. 

2.2  Implication under Double Tax Avoidance Agreements ('DTAA'):

2.2.1  Under the scheme of Section 90(2) of the Act, a tax payer can choose between the provisions of the DTAA or the provisions of the Act, whichever is beneficial to him. Thus, despite the proposed increase in tax rate to 25%, in all those cases where the relevant DTAAs provide for tax on royalty & FTS at 10%, the non-resident would still be charged to tax at say 10% on such income. However, in other cases where tax rate in the DTAA is higher than 10% as well is those cases where no DTAAs exist, the non-resident provider of technology or technical service shall be taxed at a higher rate. 
2.2.2  Out of the DTAAs that have been entered into by India, 10% tax rate is prescribed on royalties in 44 DTAAs, 15% tax rate is prescribed in respect of 20 countries, 20%  in respect of 7 countries and  30% in respect of 3 countries. Thus the proposed amendment would not affect non-residents from 44 countries. Even the non-residents from most of the other countries may not be affected adversely as most DTAAs have Non-discrimination / MFN ('most favoured nation') clauses which effectively provide for extending similar beneficial treatment which is accorded to other countries.
2.2.3  Hence the proposed increase in tax rate would primarily affect non-residents from countries with whom India has not signed DTAA. However, considering the globalization of businesses and the resultant complex group structures, It is fairly usual for a non-resident parent (which may be from a treaty country) to provide its technology through its subsidiary / group concern which may not have the benefit of a DTAA. Such non-residents will now be forced to undertake intra-group re-structuring of its patents, trademarks and other IPRs. This may not always be feasible and hence the proposed tax increase is an investor-unfriendly measure which ironically may also not lead to higher tax inflow for the government
3. Conclusions
3.1     The proposed increase in tax rate on royalty & FTS to 25% from the existing 10% fails to recognize the fact that where tax is charged on gross basis, it should be at a reasonable, concessional rate in order to effectively provide for high expenditure incurred over many years in the research or creation of the invention, patent, trademark, etc.

3.2     The higher proposed rate of 25% seems to illogically impute that providers of technology enjoy abnormal returns of over 60% which is rarely the case.
3.3     As India has a number of DTAAs in place, the proposed increase in tax rate may not affect most non-residents as they would avail the more beneficial tax rate under the DTAAs. To this extent, the amendment does not seem to serve the purpose of increasing tax revenues.
3.4     For non-residents from countries with whom DTAA is not available, it would involve expensive re-structuring of their holding / ownership of patents, trademarks, etc. to countries with DTAAs.
3.5   Further, the tax deducted in India @ 25% on gross basis may possibly lead to an unacceptable situation where such tax is higher than the non-resident's net income from the transaction as net margins are rarely high as discussed in Para 2.1.6 above. Also, the amount of tax deducted in India that is in excess of  the tax payable by the non-resident in its home country would not be available to it as a tax credit resulting in extra cost burden on the non-resident. The non-resident technology provider would, quite realistically, try to pass on this increase to the Indian recipient of technology making it more expensive.  
3.6     Thus, with due respects to the Budget, from every aspect, the proposed amendment falls short of achieving its stated objective and appears to be ill-conceived without proper consideration of all issues involved and is another measure in the recent line of investor-unfriendly moves by the government. 
