TAXABILITY OF TECHNICAL SERVICES PROVIDED TO ON-SHORE AND OFF-SHORE PROJECTS

I.    Background:

XYZ. Ltd. (XYZ) is a Mumbai based company engaged in providing professional services in the areas of urban infrastructure. Its services include technical surveys & investigations, Structural, Electrical, Mechanical, Instrumentation, Telemetry System Designs, preparation of feasibility, Master Plans, Detailed Designs & Drawings, Vendor selection, Construction management & supervision, Operation & Maintenance, etc.

For the purpose of execution of its projects, XYZ engages, whenever required, the services of foreign enterprises for provision of technical services for both on-shore and foreign projects. This note summarizes the tax aspects and implications of payments made to such foreign technical service providers for projects in India as well as outside India. It also examines the tax implications of similar payments in case of new entity incorporated outside India by XYZ. 
II.   Taxability implications for payments made by XYZ:
In case the foreign service provider / consultant i.e. foreign entity ('FE') is located in a country with whom India has not entered into a Double Tax Avoidance Agreement ('DTAA'), the tax implications of payments made by XYZ to such FE will get governed under the domestic laws of India, i.e. the Income-Tax Act, 1961 ('ITA').

Where the FE is located in a country with whom India has entered into a DTAA, the tax implications of payments made by XYZ to such FE will get governed under the ITA or the relevant DTAA, whichever is more beneficial to the FE in view of the specific provision under section 90(2) of the ITA.

Tax implications under both the scenarios are discussed herein below:

A. Tax implications where FE is located in a country with which India has no DTAA:

i. Scope & total Income of non-resident: The FE is a non-resident in India as per ITA. Income of a non-resident from whatever source derived is liable to tax in India as per section 5(2) of the ITA on the following basis:
(a) it is received or deemed to be received in India by or on behalf of such person, or

(b) accrues or arises or is deemed to accrue or arise in India.

ii. Section 9 of the ITA describes the activity/ies or event from which income is deemed to accrue or arise in India i.e. it assists one to determine the various nature of income which will be deemed to accrue or arise in India and deals with specific sources of income such as through business connection, salary, dividend, interest, royalty and fees for technical services.
Even though the income of the FE would be in the nature of business income, it is well settled in law that when specific provisions exist, they shall prevail over general provisions. Hence, unless the FE is providing its services through operations in India i.e. through a permanent establishment in India, provisions of section 9(1)(vii) regarding fees for technical services would be applicable for payments made by XYZ to FE under ITA subject to beneficial provisions under the relevant DTAA if any discussed in Para 'B' below.
iii. Fees for Technical Services ('FTS') is defined in Explanation 2 to Sec. 9(1)(vii) as any consideration (including any lump sum consideration) for the rendering of any managerial, technical or consultancy services (including the provision of services of technical or other personnel) but does not include consideration for any construction, assembly, mining or like project undertaken by the recipient or consideration which would be income of the recipient chargeable under the head “Salaries”.

iv. As FE is providing technical and consultancy services, including deputation of its personnel to India, the  consideration for the same can be said to be in the nature of Fees for Technical Services that is taxable under this clause. Hence, payments of FTS by XYZ to FE for on-shore projects shall be taxed in India and tax shall be deducted at source @ 25.75% to 28.325% depending on the quantum of payments where surcharge is payable and whether the FE is non-corporate or corporate in nature.
v. Tax implication in case of foreign projects: Section 9(1)(vii)(b) provides that FTS payable by a resident shall not be taxable where it is payable in respect of services utilized in a business or profession carried on by such resident outside India or for the purposes of making or earning any income from any source outside India.
Thus, in case XYZ is executing a project overseas and hires an FE for providing technical services to such foreign project, payments made for the same would not fall under the ambit of section 9(1)(vii). But such exemption is available only if the business is carried on by XYZ outside India or the source of income is located outside India. 
Existence of any one of these two exceptions is sufficient to avail the exemption {ITO vs Bajaj Hindustan Ltd. [2011] 13 taxmann.com13(Mum.)} 
Both the exceptions have been dealt with in the case of ITAT vs Lufthansa Cargo India (P.) Ltd. ([2004] 91 ITD 133 (DELHI). As per the ratio of the said judgment, the question whether a 'business is carried on in India or outside India' cannot be decided by the situs of the head office or the place of control of the business. The assessee, being an Indian company, would have the head office or the place of control in India. The assessee’s business was composed of a number of operations and It is a settled law that profits of a business cannot be said to accrue only in the place where sales take place or the revenue is earned, but they are embedded in each distinct operation of the business, both on the revenue and the expenditure side which has to be ascertained on general principles of apportionment of income, profits or gains.
As regards the exception of 'source of income outside India', the said judgment opines that, source can be said to be ‘outside India’ if - (i) payer is a non-resident, or (ii) contract with non-resident is made outside India, or (iii) activity yielding income takes place outside India.
Thus whilst the source of income i.e. the foreign project is undoubtedly located outside India and the activity takes place outside India, by way of abundant precaution, it may also be ensured that XYZ executes the projects outside India through its branch / liaison office outside India so that it would be deemed that the business is undertaken outside India.
vi. Tax implication of deputation of personnel by FE:  As stated earlier, personnel are deputed to India by the FE for the rendering of its services to on-shore projects. The residential status of such expatriate personnel assumes considerable importance as the taxability of payments made to them would depend on whether they are classified as (i) resident or (ii) resident but not ordinarily resident, or (iii) non-resident.

Residents are taxed on any income accrued, received or derived from India or outside India. However, if a person is classified as a resident but not ordinarily resident, income, which accrues or arises outside India, would not be taxable unless it is derived from a business controlled in, or a profession set up in, India. A non-resident is taxed only on income accrued, received or deemed to accrue or arise in India in India or deemed to have been received in India.

In the instant case, provisions of section 10(6)(vi) of the ITA needs to be noted. It provides that, the remuneration received by an individual who is not a citizen of India i.e. a foreign national as an employee of a foreign enterprise for services rendered during their stay in India, would be exempt from tax, in the following cases:

(a) The foreign enterprise is not engaged in any business or trade in India; 
(b) the employee’s stay in India does not exceed in the aggregate a period of 90 days in the previous year; and 
(c) the remuneration paid is not liable to be deducted from the income of the employer chargeable under the Act.

The condition under (c) above indicates and envisages the establishment of business by FE in India such that remuneration paid becomes deductible against business income in India. This section operates where presence of FE is mainly due to business of Indian company / taxpayer and not that of the FE.
Thus, if the expatriate's stay in India does not exceed 90 day in the aggregate in the assessable year, payments made to him would be exempt from tax in India.
B. Tax implications where FE is located in a country with which India has entered into DTAA:

i. As per section 90(2) of the ITA, the assessee is at the liberty to avail for the option i.e. whether ITA or DTAA provisions to apply, whichever is more beneficial to him. Hence depending on the circumstances, the assessee can either opt to be governed by the domestic law of India or the DTAA between India and the concerned country whichever is more beneficial to it.
ii. Each DTAA contains various Articles covering the definitions of terms as well as substantive provisions which deal with particular categories of income and allocate the taxing jurisdiction between the two countries i.e. whether source-based taxation or residence-based taxation. Most of the DTAAs are based either on the UN or OECD Model Conventions.
iii. Article 12 of these Model Conventions deal with income from Royalties. Article 14 deals with Independent Personal Services i.e. contracts for provision of services and Article 15 deals with Dependent Personal Services i.e. income from employment. 

It may be observed that neither of these Model Conventions deal with fees for technical services separately. However, several DTAAs entered into by India  include a specific article dealing with fees for technical services normally as a sub-article within the Article dealing with Royalties. In such cases, the fees would be classifiable as FTS and not as Independent Personal Services or Business Profits.

iv. Thus, on a case to case basis, the provisions of the relevant DTAA needs to be examined to determine, firstly, under the ambit of which Article the payments made by XYZ to the FE fall i.e. whether they are in nature of FTS, Independent Personal Services or Dependent Personal Services i.e. professional services performed in employment.
v. The term ‘fees for technical services’ is defined in various Double Taxation Avoidance Agreements (DTAA). The normal definition of ‘fees for technical services’ is more or less along similar lines in the ITA, as well as in tax treaties. But certain tax treaties (e.g. treaty with UK & USA) clearly depart from the normal definition. The treaty with USA introduced for the first time the concept of 'Fees for Included Services'. The key difference is that as against reference to ‘rendering of’ technical services, the stress is on ‘make available’ technical knowledge, experience, skill, know-how or process etc.

Broadly speaking, the term ‘make available’ means that the person acquiring the technical service is enabled to independently apply the technology. The word ‘enable’ is used in the sense that the technical services should be such that they make the recipient able or wiser in the subject matter. Thus, where the recipient of technical services does not get equipped with the knowledge or expertise and the recipient would not be able to apply it in future independently without support from the service provider, it will not be a case of technical service having been ‘made available’.

Thus, it has to be examined on a case to case basis whether the definition of FTS includes 'make available'. If so, in case the FE, while providing the technical service to XYZ, is not 'making available'  the knowledge, etc., the payments made would not be under the ambit of the relevant Article and hence would not be taxable. 
But for DTAAs that do not have such 'make available' clause, they provide for source-based taxation at rates ranging from 10% to 20%. Hence, XYZ would be required to withhold tax at the relevant rate for payments of FTS made to FE where 'make available' clause is not present.

vi. Tax implication of deputation of personnel by FE: In case the payments fall either under Independent Personal Services or under Dependent Personal Services, the DTAA generally provide for residence-based taxation except in cases where the non-resident's stay in the source country (India) exceeds in the aggregate 183 days in any 12-month period. Hence, if the stay in India exceeds 183 days, it would attract source-based taxation and XYZ would be required to withhold taxes at the appropriate rates.
vii. Tax implication in case of foreign projects: 
(a)  Payments to non-residents working on the off-shore project: In such cases, option can be made to avail of the more beneficial treatment under section 9(1)(vii)(b) which provides that FTS payable by a resident shall not be taxable where it is payable in respect of services utilized in a business or profession carried on by such resident outside India or for the purposes of making or earning any income from any source outside India. This provision has been discussed in detail in para A. (v) above.

(b) Payments to resident consultants working on the off-shore project:

As stated earlier, residents are taxed on any income accrued, received or derived from India or outside India. Hence income received by resident consultants from XYZ for services rendered off-shore would be taxable in their hands under ITA. However, if such resident consultants are employed by an FE and they are present in India for less than 182 days in the relevant fiscal year, they would have non-resident status and such income would not be taxable under ITA. 
Such personnel also have the option to avail of more beneficial provisions, if any, under the relevant DTAA whereby as per Article 15 (Dependant Personal Services) of Model Conventions, the source (i.e. foreign) country may exercise the right to tax provided such person is present in the source country for 183 days or more in any twelve months period and the remuneration is paid by / borne by the employer who is not a resident of the source country and does not have a PE or fixed base in the source country. 
C. Incorporation of Entity ('FE') outside India for undertaking off-shore projects:

(a) Payment by FE to non-residents: As both the parties are non-residents and the project is also off-shore, there is no implication under ITA and hence there is no incidence of tax.

(b) Payment by FE to resident: This situation is similar to that discussed in Para B.vii(b) above whereby  resident Indian is taxed on his Indian as well as worldwide income. However, if such residents are employed by the FE and they are present in India for less than 182 days in the relevant fiscal year, they may be regarded as non-resident and such income may not be taxable under ITA.
D. Incorporation of Entity ('FE') outside India in a treaty State with clause on 'Fees for Included Services' for undertaking onshore projects:
The tax implications in this case are similar to that covered in Para C above except:
(a) Transfer Pricing provisions would apply in case the FE makes payment to XYZ for services rendered by XYZ, the reason being that they are associated enterprises and consideration would have to be on arms length basis;
(b) If a resident consultant is employed by the FE and there is no Permanent Establishment of the FE in India, such resident can avail of opting for beneficial provision of Dependent Personal Services whereby there could be no tax incidence provided such person is not present in the source country (i.e. India) for 183 days or more in any twelve months period and the remuneration is paid by / borne by the employer i.e. FE who is not a resident of India and does not have a PE or fixed base in India.
