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Executive Summary 

This tax alert summarizes the recent ruling 

of the Calcutta High Court (HC) in the case 

of ABN Amro Bank, NV (Taxpayer)1, on 

issues whether: 

• Interest payments made by Indian 

branch of the Taxpayer to its head 

office (HO) outside India is  

deductible in computing the profits 

of the Indian branch (PE) liable to 

tax in India. 

• Whether the PE was required to 

withhold tax from the interest 

payments. 

The Taxpayer, a resident of Netherlands, 

carried on banking business through a PE 

in India. The PE paid interest on funds 

received from HO. The Taxpayer claimed 

deduction of the interest in the 

                                                 
1 I.T.A. NO. 458 OF 2005 HC 

computation of profits of the PE liable to 

tax in India, pursuant to article 7(3)(b) of 

the India-Netherlands Double Taxation 

Avoidance Agreement (DTAA). 

• The Tax Authority denied the deduction 

for the reason that the said interest 

was taxable in India in the hands of the 

Taxpayer and the PE had failed to 

withhold tax. The first appellate 

authority confirmed the Tax Authority’s 

order. On appeal, the Special Bench2 

held that the PE and the Taxpayer 

being the same person, the interest 

was not deductible in the hands of the 

PE. On further appeal, the HC reversed 

the Special Bench ruling and held that 

in view of article 7(2) of the DTAA,  the 

Taxpayer and its branch are two  

                                                 
2 98 TTJ 295  

separate assessable entities, the 

interest is  deductible in the hands of 

the PE, but the Taxpayer is not liable to 

tax in respect of the corresponding 

interest income. Further, since the 

income is not taxable in India, PE had 

no tax withholding obligation. 

 

Background 

• As per Income Tax Act (ITA), a non 

resident is liable to tax in India in 

respect of income received or accruing 

or arising in India.  

• In the case of a non resident who 

carries on business through a business 

connection in India, his income from 

the business is liable to tax in India, but 

only to the extent it is attributable to 

the business connection. 
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• In the case of a non-resident who is 

resident of a jurisdiction with whom 

India has entered into a tax treaty, the 

provisions of ITA or the treaty 

whichever are more beneficial would 

apply for computation of his income. 

Generally, as per most tax treaties, 

business profits of a non-resident is 

liable to tax in India if the business is 

carried on through a Permanent 

Establishment, on a supposition that 

the ‘Permanent Establishment’ is an 

entity distinct from the non-resident to 

whom it belongs. 

• Pursuant to Section 195 of the Act, tax 

must be withheld from any payment to 

non-resident when the non-resident is 

chargeable to tax in India in respect of 

that payment. Further, under Section 

40(a)(i) of the Act, such payment is not 

deductible, if the aforesaid tax has not 

been withheld. 

• In the facts of the case, the Taxpayer is 

a foreign company incorporated in 

Netherlands, engaged in the banking 

business. It has a branch in Kolkata, 

India. In the course of banking 

activities, the said branch remitted 

substantial funds to its head office as 

interest payments without tax 

withholding.  

• The Taxpayer, being resident of 

Netherlands, relied upon the DTAA for 

determination of its income liable to tax 

in India. Pursuant to article 7 (3)(b) of 

the DTAA it claimed deduction of 

interest paid by the branch (PE) to HO 

and other branches in respect of funds 

received from them in the computation 

PE’s profits taxable in his hands in 

India. The claim for deduction was 

rejected by the department for the 

reason that tax was withheld by the PE 

from the payment of interest. On 

appeal, the first appellate authority 

rejected the claim. On further appeal, 

the Special Bench of the Income Tax 

Appellate Tribunal (ITAT), held that the 

interest expenditure was not deductible 

as per the DTAA, for, there is no 

specific provision in the DTAA for 

allowance of such expenditure. It also 

held that since the expenditure is not 

deductible, the question of disallowance 

thereof under Section 40(a)(i) of the 

ITA due to non tax withholding does not 

arise. The Taxpayer thereafter 

preferred an appeal before the HC.     

Taxpayer’s contentions 

• Provisions of the DTAA or ITA, 

whichever are more beneficial should 

prevail3. 

• Pursuant to article 7(2) of the DTAA, 

the PE is to be considered as an entity 

distinct from the taxpayer for 

computation of income of the non-

resident liable to tax in India. The 

above article read in conjunction with 

article 7(3)(b) of the DTAA, the interest 

paid by the PE should be allowed as 

deduction.  

• The fiction that the PE is a separate 

entity has a limited application confined 

to the computation of business profits 

pursuant to article 7 of the DTAA. The 

fiction is not to be extended to the 

provisions of the domestic laws which 

are concerned with tax withholding 

when such a fiction is not found in ITA. 

There is no obligation on the PE to 

withhold tax under Section 195 of the 

ITA, for, the PE and the Tax payer are 

not separate legal entities and without 

there being two parties to the 

                                                 
3
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transaction, tax withholding is 

inapplicable.  

• In view of the forgoing, interest paid by 

the PE should be allowed as deduction 

in computation of income attributable 

to PE in India. 

 

Tax Authority’s contentions 

• For the purpose of tax withholding 

under Section 195 of the Act, the PE 

and the taxpayer are separate entities.  

• The PE was under an obligation to 

withhold tax from the interest payment 

to the Taxpayer, and having failed to do 

so, in terms of Section 40(a)(i) of the 

Act, deduction for the interest cannot 

be allowed.    

• Under the DTAA also the interest paid 

to the Taxpayer is not deductible.  

  

HC ruling  

• Though a branch and Head office are 

the same person in general law, as per 

articles 7 of the DTAA, there is a fiction 

that a PE (branch) shall be treated as a 

distinct entity. 

• Pursuant to article 7(3)(b) of the DTAA, 

in the case of a banking company, 

interest paid by a branch to HO is an 

allowable deduction. 

•  As per DTAA, interest paid by PE to 

Taxpayer is not taxable in India.  

• Since the payment made by the PE is 

not chargeable to tax in India, it had no 

obligation to withhold tax from the 

interest payment. Hence there cannot 

be disallowance u/s 40(a)(i) of the ITA. 

• The interest paid shall be allowed as 

deduction to the PE in computation of 

the business profits of the Taxpayer.   

 

Our comments 

• The High Court has clarified that unless 

income is chargeable to tax in India, be 

it interest or any other sum, there is no 

tax withholding obligation pursuant to 

Section 195 of the ITA from any 

payment made to a non-resident.  

• Conceptually, a branch of a foreign 

company is not a separate legal entity. 

Hence income of such branch when 

taxable in India, is taxed in the hands 

of the foreign company, to the extent 

the income is attributable to the 

operations of the branch in India. 

• In terms of the domestic law and tax 

treaties as well, interest paid by a 

branch to HO in respect of funds made 

available by HO (out of its own funds) 

is not a deductible expenditure in the 

computation of profits of the branch 

liable to tax in India. However in most 

tax treaties, as an expectation to the 

above general rule, in the case of a 

banking company, such interest is 

allowed as deduction in the 

computation of taxable income of the 

foreign bank’s branch in India.  

• However in the case of the Taxpayer 

the ITAT rejected the claim for 

allowance of the interest payment to 

HO on a reasoning that the branch is 

not an entity assessable to tax in India 

as per the provisions of the ITA, and 

therefore, it is the foreign bank which is 

taxable entity, hence it is not 

permissible to allow deduction for the 

interest paid by one arm of the 

Taxpayer to its another arm. Referring 

to the DTAA, it held that the fiction in 

the article 7 which treats PE as a 

separate entity, is limited purpose to 

computation of business profits of the 

branch for the propose of allocation of 

the overheads, etc. It further held that 

the relief from disallowance of interest 
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paid by a branch to HO in terms of the 

article 7(3)(b) of DTAA is not equivalent 

to a provision  that enables allowance 

of such interest as deduction. Hence, 

for the want of a specific enabling 

provision, the interest paid cannot be 

allowed as deduction. 

• However, taking a pragmatic view of 

the matter, the HC reversed the ITAT 

ruling and held that the fiction that PE 

is a separate entity should be carried to 

its logical conclusion for all purposes of 

taxation of the income.  

• It may be emphasized that this ruling 

has laid down an important proposition 

in law that when a non-resident 

chooses to be governed by a beneficial 

tax treaty provision which provides for 

assessment of income of PE as if it is a 

distinct entity for computation of 

business profits, the fiction applies for 

all purposes of the Act including the tax 

withholding obligation under Section 

195 of ITA. Therefore, in a case where 

an expenditure claimed as deduction by 

a branch is liable to tax in India in the 

hands of a HO, branch must meet with 

tax withholding obligation under 

Section 195. Failure to do so, would 

cause disallowance of the expenditure 

in the hands of branch, while the 

income is taxed in the hands of HO. 

• In this ruling the HC held that the 

interest paid by the branch to the 

Taxpayer was deductible in the hands 

of the branch, but the corresponding 

receipt by the HO was not taxable, in 

India, in the hands of the Taxpayer in 

view of the DTAA provisions. The HC 

has not elaborated the basis of its 

conclusion on this aspect. It appears 

that HC reached to the above 

conclusion pursuant to article 11(7) of 

the DTAA, under which a non-resident 

who receives any interest income which 

is effectively connected to a PE in India 

would not be liable to tax in India in 

terms of the said article. However, not 

all tax treaties which India has entered 

into with other jurisdictions would have 

the same provisions. Therefore the 

principle laid down by the HC in the 

instant case in the context of India 

Netherlands tax treaty cannot be 

construed to have universal application 

for all jurisdictions. It is therefore 

imperative that each case be examined 

on its own facts after careful 

consideration of applicable provisions of 

the DTAA to decide the tax effects.    
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 Disclaimer 

 This alert has been prepared for general information to our clients, it may not deal with the subject comprehensively. The application of any law 

 stated herein may need evaluation in specific cases under a professional advice. We accept no responsibility for any action taken or inaction, by 

 recipient of this alert. 

 At your Service 

 For any clarification or elucidation in respect of this alert, you may kindly connect to our Direct Tax Team.  
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