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The Supreme Court of India (SC) in its recent case of PILCOM (Civil Appeal No. 5749 of
2012 with Special Leave Petition (Civil) No. 6829 and 7315 of 2019) ruled that the
obligation of the payor to withhold tax at a specified rate of 10% under section 194E of
Indian Income tax Act, 1961 (IT Act) on payments made to non-residents, is not affected
by the tax treaty applicable to such non-resident recipient.

Background

Under the provision of section 194E of the IT Act, any person making guarantee
payment to a non-resident sport association or institution in relation to any game or
sport played in India, is required to withhold tax at source at the rate of 10% (The
present applicable rate is 20%).

In the instant case, PILCOM (Taxpayer), a joint management committee formed
between cricket boards of India, Pakistan and Sri Lanka made certain payments
including guarantee money (Guarantee Money) to non-resident sports associations
where cricket teams of these associations played various matches in India. While
making these payments, the taxpayer did not withhold any tax under the IT Act on the
basis that Guarantee Money did not accrue to the recipient in India as the same was for
grant of a privilege and not towards the matches.

The tax officer however held that Guarantee Money paid to non-resident sports
association is in relation to the matches played in India and attracts withholding of tax
under section 194E of the IT Act. This position was affirmed by the Commissioner of
Income tax (Appeals).

Before the Income Tax Appellate Tribunal (Tribunal), the Taxpayer additionally
contended that withholding of tax was not required as Guarantee Money was not
taxable under the tax treaty between India and respective countries of various
recipients. The Tribunal on this argument held that applicable tax treaty does not
provide for any exemption from tax in India on the Guarantee Money under
consideration. This view was affirmed by the High Court.

Further, though not argued either by taxpayer or the department, the High Court held
that obligation to withhold tax under section 194E is not affected by the tax treaty
applicable to the recipient. If the income on which withholding of tax is required, is not
taxable or taxable at a lower rate under the tax treaty, refund of excess tax can be
claimed by the recipient.

Ruling

The Supreme Court noting the fact that Guarantee Money paid to the non-resident
sports association was in connection with the matches played by the cricket team of
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these associations in India, held that Guarantee Money has accrued in India thereby
attracting PILCOM's liability to withhold tax under section 194E of the IT Act.

As regards applicability of beneficial provisions under the tax treaty applicable to the
recipient, the SC held that PILCOM's obligation to withhold tax under section 194E of
the IT Act is not affected by the provisions under the tax treaty. The SC concurred with
High Court's view that the tax treaty benefit, if any, can be availed by the recipient, and
any excess tax paid would be refunded along with applicable interest to the recipient.

Comments

The SC in this ruling has held that where the IT Act provides for a specific withholding
tax rate on payment to non-residents, the payor is required to comply with the same
irrespective of the final tax position of such non-resident recipient under the applicable
tax treaty.

Section 194E at the centre of dispute provides for withholding of tax for the income
referred to in section 115BBA which is the charging section for guarantee income of a
non-resident sports association. It is a settled position that in case of a non-resident
with which India has a tax treaty, the provisions under the IT Act shall be applicable to
the extent they are more beneficial as compared to the tax treaty. The Supreme Court
has however held that this principle is relevant qua the recipient of income and not
where the payor is required to withhold tax at the specified rate.

Interestingly, SC in some of the earlier cases (involving payment of management fees,
capital gains, etc), where taxes were required to be withheld under section 195 of the
IT Act at the ‘rates in force', has held that tax treaty benefit can be allowed for
determining the amount of tax to be withheld. Given that section 194E is applicable on
income referred to in section M5BBA and does not have the language of ‘rates in force’,
the judicial precedents on section 195 of the IT Act could be distinguished.

This decision of SC is binding on all the courts in India unless an amendment is made to
relevant provisions under the IT Act or if a larger bench of SC takes a different view.

Given the binding nature of the ruling, shift in dividend tax regime, special tax rate for
interest on non-convertible debentures accruing to Foreign Portfolio Investors (FPIs),
etc the ruling could have an impact on various such payments where the specific
withholding tax rate under the IT Act is higher than the final tax rate applicable for the
recipient under the applicable tax treaty. Some of such payments include (a) payment
of dividend to FPIs and holders of Global Depositary Receipts (b) distribution of
dividend by a business trust (received from a special purpose vehicle that has opted
for concessional tax regime) to its non-resident unitholders and (c) interest payment
to FPIls. For these payments, there is presently no mechanism to approach the tax
officer for obtaining lower or nil tax deduction certificate, unlike for the payment to
non-residents covered by section 195 of the IT Act.

It therefore becomes essential to review the existing arrangement/structures including
those where tax cost is agreed to be borne by the payor and assess the withholding
tax and cash flow impact considering this ruling.
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