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Tax liability of each partner to be examined under respective DTAA in case of
tax transparent entity, legal services not FTS under domestic tax law — Delhi
bench of the Tribunal

e

In a recent ruling1, the Delhi bench of the Income-tax Appellate Tribunal (Tribunal) upheld that for a
UK-based partnership firm, which is a fiscally transparent entity, the tax liability of each partner of the
firm has to be examined with reference to the Double Taxation Avoidance Agreement (DTAA) with
the country of their respective residence.

Furthermore, the Tribunal has concluded that professional services rendered by specialised
professionals are distinct from services that form part of the fees for technical services (FTS) even
under the provisions of domestic tax laws.
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Facts

« The taxpayer, a firm of solicitors engaged in providing legal services, had its registered office in
the UK and is treated as a fiscally transparent entity for tax purposes. For the purposes of
payment of taxes, the firm’s income and losses are allocated to the partners in accordance with
their respective profit-sharing ratios.

+  With respect to the UK resident partners, the taxpayer claimed the revenue received from the
provision of legal services on engagements in India as exempt in the return of income as per the
provisions of the India-UK DTAA as amended by Notification No. 10/2014 dated 10 February
2014.

« For income relating to the profit share of non-UK resident partners (such as Australia, France,
Belgium, China and Japan), the same was claimed as not taxable in India under the DTAAs
between India and the respective countries of the non-UK partner’s tax residence.

« However, with respect to the share of profit of the partners from Germany, the taxpayer itself
offered to tax the receipts, considering that there is no make available clause in the India-
Germany DTAA.

« The tax officer (TO) was of the view that the profits attributable to non-resident UK partners are
taxable in India as FTS under the provisions of section 9(1)(vii) of the Income-tax Act, 1961 (the

' ITA No. 2281/Del/2019
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Act) as the DTAA benefit is not available to the taxpayer in respect of such non-UK resident
partners.

Taxpayer’s contentions

The taxpayer submitted that, though a partnership firm is liable to file return of income, the profits
of the partnership firm are ultimately assessable in the hands of the individual partners in the UK.

Referring to Article 4(1)(b) of the India-UK DTAA dealing with fiscal domicile, the taxpayer
contended that the India-UK DTAA limits the benefit of the DTAA only to the residents of the UK,
without barring non-UK residents from claiming benefits under DTAAs with the countries of their
residence.

The taxpayer relied upon Article 31 of the Vienna Convention to argue that the DTAA must be
interpreted in light of its object and purposes. Furthermore, relying upon the ruling of the Tribunal
in case of other firmsz, the taxpayer argued that the India-UK DTAA does not, and cannot, bar the
operations of other DTAAs and benefits under those DTAAs to the respective residents of those
contracting states.

It was also contended that the phrase ‘to the extent’ must be interpreted as limiting the India-UK
DTAA to its residents and nothing further. Any other interpretation which bars DTAA relief to
residents of non-UK countries is not only unjustified but also contrary to the object and purpose of
the India-UK DTAA and wholly contrary to the provisions of India’s DTAA with non-UK countries
and international treaty law.

The taxpayer further stated that, to determine the income taxable in India for the previous year,
the following provisions of the respective DTAAs need to be carefully considered —

— The taxpayer does not have a fixed base in India, or the presence of its personnel is under or
within the threshold limit as specified in the Article on Independent Personal Services in
India’s DTAAs with the respective non-UK countries; and

— The legal services provided do not satisfy the condition or test of the ‘make available’ clause
of the relevant DTAAs as required for the service fee to qualify as FTS in case of countries
other than Germany.

— The taxpayer does not have any form of Permanent Establishment (PE) in India, and thereby,
the business income is not taxable in India.

Furthermore, the taxpayer, relying on the ruIings3 of the Delhi bench of the Tribunal, submitted
that professional services, i.e. legal services being professional in nature, constitute a separate
category of services distinct from managerial, technical or consultancy services. Hence,
payments received by non-UK resident partners cannot be taxed as FTS under the provisions of
the Act.

Since none of the conditions were satisfied, the taxpayer contended that the income pertaining to
non-UK resident partners will not be subject to tax in India.

Revenue’s contentions

The Revenue argued that as per Article 4(1)(b) of the India-UK DTAA, the benefit of the
India-UK DTAA can be extended only to the extent the income by the partnership is subject to
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tax in the UK as income of a resident (either in its hands or in the hands of partners or
beneficiaries).

+ The benefit of the India-UK DTAA cannot be extended to non-UK resident partners. Accordingly,
the income attributable to non-UK resident partners should be taxable in India under the domestic
tax laws.

Tribunal’s ruling

« The Tribunal noted that the income of a partnership firm based in the UK is taxed in the hands of
the individual partners depending upon the residential status of each partner of the firm.
Accordingly, the DTAA of each partner’s country of residence will have to be examined.

« The Tribunal further noted that the TO has himself accepted the income offered to tax by the
taxpayer with regard to the Germany-based partners of the firm in light of the India-Germany
DTAA. Thus, the TO has accepted that the taxability of each partner of the partnership firm is to
be determined on the basis of the partner’s state of residence.

» Furthermore, the Tribunal concluded that the professional services rendered by the category of
specialised professionals are distinct from the services that form part of FTS.

« Therefore, the payments made to the taxpayer for Indian engagements cannot be brought under
the definition of FTS under section 9(1)(vii) of the Act.

« Accordingly, the Tribunal restored the issue back to the tax authorities to examine the tax liability
of the non-UK resident partners with reference to the DTAA of the country of which they are
resident.

The takeaways

This is a welcome ruling, wherein the Tribunal has emphasised that where the firm is tax transparent
and tax liability is examined in the hands of non-resident partners, the DTAA benefits should be
provided based on the DTAAs of the respective countries of which the partners are resident.

Importantly, the Tribunal has also concluded that professional services are a separate category from
FTS and hence, cannot be taxed under section 9(1)(vii) of the Act.
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