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ITA No.5198/Mum/ 10 is an appeal by the Assessee against the order dt. 27-04-2010 of CIT(A)10, Mumbai, 
relating to AY 08-09. This appeal arises out of proceedings arising out of issue of intimation u/s. 143(1) of the Act 
relating to AY 08-09. ITA No.6998/Mum/11 is an appeal by the Revenue against the order dt. 18.7.2011 of 
CIT(A)-10, Mumbai, relating to AY 08-09. This appeal arises out of proceedings arising out of an order u/s.143(3) 
of the Act relating to AY 08-09 The facts and circumstances giving raise to these appeals are as follows:  
 
The Assessee is a non-resident company incorporated in the United States of America (USA). It is a tax resident of 
USA. The Assessee set up a project office in India in the year 1994 after due approval by the Reserve Bank of 
India (RBI). The project office was set up to execute contract with Dabhol Power Company (DPC) for setting up a 
power plant in Maharashtra and also to execute contract with Haldia Petrochemical (HPL)in connection with 
setting up petrochemical plant in West Bengal. The petrochemical plant in West Bengal had been completed and 
there was no income from the said project during the previous year. The contract with DPC was also termination 
w.e.f. 17.6.2001 due to default in payments by DPC. However the Assessee entered into a fresh contract to restart 
Dabhol Power Project (DPP) on 27.3.2006 and the same was completed by 31.3.2007 and the entire income was 
offered to tax in 07-08. Though during the previous year there was no business carried by the project office yet the 
project office continued to exist.  
 
The Assessee received during the previous year interest on income tax refund of Rs.64,01,113/relating to excess 
payment of taxes relating to business income. The aforesaid interest income was offered to tax in the income tax 
return filed by the Assessee for AY 08-09. The Assessee claimed that the said interest income has to be taxed 
under Article 11(2) of the Double Taxation Avoidance Agreement (DTAA) between India and USA (hereinafter 
referred to as India-US DTAA) at 15%. In the intimation u/s.143(1), the AO applied 40% rate of tax, which is the 
applicable tax rate, if the interest is attributable to permanent establishment (PE) or fixed base in India, falling 
under Article 11 (5) read with Article 7 of the India-US DTAA. In the appeal against the action of the AO in 
treating interest income in question as falling under Article 11(5) of the India-USA DTAA and applying 40% rate 
of tax in the intimation u/s.143(1), the CIT(A) by his order dt.27.4.2010, confirmed the action of the AO. Against 
which the Assessee has filed ITA No.5198/Mum/ 10.  
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In the assessment u/s.143(3), the AO applied 40% rate of tax, which is the applicable tax rate, if the interest income 
is considered as income under Article 11 (5) read with Article 7 of the India-US DTAA. In the appeal against the 
action of the AO in treating interest income as business income and applying 40% rate of tax in the order u/s 
143(3), the CIT(A) held that the income in question is interest income falling within Article 11(2) of the India-US 
DTAA by his order dt. 18.7.2011. Against which the Revenue has filed ITA No.6998/Mum/11.  
 
4.1Thus the common issue that has to be decided in these appeals are as to whether the interest income in question 
has to be considered as interest income falling within Article 11(2) of the India-US DTAA or the interest income is 
attributable to permanent establishment or fixed base in India falling under Article 11(5) read with 7 of the India-
US DTAA.  
 
4.2Though elaborate submissions were made before us by referring to several decided cases, we shall refer to only 
the decision of the Special Bench of ITAT in the case of ACIT Vs. Clough Engineering 130 ITD 137 (Delhi) as 
this case was decided on identical facts and after taking into consideration all the cases to which reference was 
made before us in the course of arguments by the learned DR as well as the learned counsel for the Assessee. The 
question which was referred for consideration by the Special Bench in the case of Clough Engineering (supra), the 
facts of the case and the reasoning of the SB and its decision are set out in the following paragraphs.  
 
The question that was referred for consideration by the Special Bench was as to "Whether, on the facts and in the 
circumstances of the case, interest on income-tax refund and fixed deposits with the bank is liable to tax with 
reference to Article 7 read with paragraph No. 4 of Article 11 or paragraph No. 2 of Article 11 of Indo-Australia 
Double Taxation Avoidance Agreement?"  
 
The facts of the case in so far as it relates to interest on income tax refund were that the assessee-company was 
incorporated under the laws of Australia. (As far as interest on Fixed deposits is concerned, the special bench held 
that it was effectively connected with the PE and had to be taxed under Article 7 of the Indo-Austrialian DTAA). It 
was an admitted fact that the assessee-company was carrying on business through the Permanent Establishment 
(the PE) in India. The assessee has declared contract receipts from ONGC Ltd., Cairn Energy India (P.) Ltd. and 
Niko Resources Ltd. The income declared by the assessee-company inter alia included interest on income-tax 
refund. It has been submitted that this interest income is taxable at the rate of 15 per cent on gross basis in view of 
the provision contained in paragraph No. 2 of Article XI of the Indo-Australian Double Taxation Avoidance 
Agreement (the DTAA). However, the Assessing Officer held that the said interest income was taxable under 
Article VII read with paragraph No. 4 of Article XI as the interest has been paid on the refund of tax deducted at 
source, made from the business receipts and, thus, it is directly connected with the business receipt. The relevant 
terms of the Indo-Australian DTAA is as follows: Article XI - Interest-1. Interest arising in one of the Contracting 
States, being interest to which a resident of the other Contracting State is beneficially entitled, may be taxed in that 
other State. Such interest may also be taxed in the Contracting State in which it arises, and according to the law of 
that State, but the tax so charged shall not exceed 15 per cent of the gross amount of the interest.  
 
The term "interest" in this Article includes interest from Government securities or from bonds or debentures, 
whether or not secured by mortgage and whether or not carrying a right to participate in profits, and interest from 
any other form of indebtedness as well as all other income assimilated to income from money lent by the law, 
relating to tax, of the Contracting State in which the income arises, but does not include interest referred to in 
paragraph (1) of Article 8.  
 
4.The provisions of paragraphs (1) and (2) shall not apply if the person beneficiary entitled to the interest, being a 
resident of one of the Contracting States, carries on business in the other Contracting State, in which the interest 
arises, through a permanent establishment situated therein, or performs in that other State independent personal 
services from a fixed base situated therein, and the indebtedness in respect of which the interest is paid is 
effectively connected with such permanent establishment or fixed base. In such a case, the provisions of Article 7 
or Article 14, as the case may be, shall apply. (Underlining by us for emphasis)  
 
7. The Special Bench held that the real test for deciding the controversy is not as to whether interest income was 
business income or not, but whether the indebtedness is effectively connected with the PE. The Special Bench 
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further held that the jurisprudence under the income tax Act, which nowhere contains similar words, cannot be 
taken recourse to for interpreting the provision. The special Bench further held that the words "Effectively 
connected with such permanent establishment" did not find place in the Act anywhere, therefore the decided cases 
thereunder cannot form the basis for understanding the real import of the expression.  
 
7.1 On the question whether indebtedness was effectively connected with the PE, the Special Bench ruled thus:  
"11.4 Thus, we are again left with the fundamental question as to whether the debt-claim in this case can be said to 
be effectively connected with the PE. We have already held that the claim is connected with the PE in the sense 
that it has arisen on account of tax deduction at source from the receipts of the PE. However, it is also a fact that 
payment of tax is the responsibility of the foreign company. The same is determined after computation of its 
income and the tax forms not an expenditure for earning the income but an item of appropriation of profit. 
Therefore, even if the debt is connected with the receipts of the PE, it cannot be said to be effectively connected 
with such receipts because the responsibility to pay the tax lies on the shoulders of the assessee-company from the 
final profit ascertained as on the last date of the previous year and on closing the books of account. It is for the 
company to pay the tax from any source available with it. It so happened in this case that the tax got automatically 
deducted from the receipts of the PE by operation of law. Such collection of tax by force of law would not 
establish effective connection of the indebtedness with the PE as ultimately it is only the appropriation of profit of 
the assessee company. However, we may add that we do not venture to say that the interest income has to be 
necessarily business income in nature for establishing the effective connection with the PE because that would 
render provision contained in paragraph 4 of Article XI redundant. Thus, there may be cases where interest may be 
taxable under the Act under the residuary head and yet be effectively connected with the PE. The bank interest in 
this case is an example of effective connection between the PE and the income as the indebtedness is closely 
connected with the funds of the PE. However, the same cannot be said in respect of interest on income-tax refund. 
Such interest is not effectively connected with PE either on the basis of asset-test or activity- test. Accordingly, it is 
held that this part of interest is taxable under paragraph No. 2 of Article XI. Thus, the ground referred to the 
Special Bench is partly allowed. The Division Bench shall dispose off the appeal in conformity with this order.  
(Underlining by us for emphasis)  
 
7.2. The above decision of the special Bench squarely applies to the facts of the case in the present appeal. The 
learned D.R. however submitted that the terms of the treaty between India and USA were differently worded as the 
expression used in the same was "attributable to the PE". He relied on the decisions rendered under the Income Tax 
Act, 1961 on the scope of the words "Attributable to" being an expression having a broader connection and 
submitted that the interest income in the present case should be held to be connected with the PE and taxed under 
Article 11 (5) read with Article 7 of the Indo-USA DTAA. The relevant clauses of the Indo-USA DTAA are as 
follows: Article 11 INTEREST Interest arising in a Contracting State and paid to a resident of the other 
Contracting State may be taxed in that other State. However, such interest may also be taxed in the Contracting 
State in which it arises, and according to the laws of that State, but if the beneficial owner of the interest is a 
resident of the other Contracting State, the tax so charged shall not exceed: (a) 10 per cent. of the gross amount of 
the interest if such interest is paid on a loan granted by a bank carrying on a bona fide banking business or by a 
similar financial institution (including an insurance company); and (b) 15 per cent. of the gross amount of the 
interest in all other cases. 3. Notwithstanding the provisions of paragraph 2 of this article, interest arising in a 
Contracting State: (a) and derived and beneficially owned by the Government of the other Contracting State, a 
political sub-division or local authority thereof, the Reserve Bank of India, or the Federal Reserve Bank of the 
United States, as the case may be, and such other institutions of either Contracting State as the competent 
authorities may agree pursuant to article 27 (Mutual Agreement Procedure); (b) with respect to loans or credits 
extended or endorsed (i) by the Export Import Bank of the United States, when India is the first-mentioned 
Contracting State; and (ii) by the EXIM Bank of India, when the United States is the first-mentioned Contracting 
State; and (c) to the extent approved by the Government of that State, and derived and beneficially owned by any 
person, other than a person referred to in sub-paragraphs (a) and (b), who is a resident of the other Contracting 
State, provided that the transaction giving rise to the debt-claim has been approved in this behalf by the 
Government of the first-mentioned Contracting State; shall be exempt from tax in the first-mentioned Contracting 
State.  
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The term " interest " as used in this Convention means income from debt-claims of every kind, whether or not 
secured by mortgage, and whether or not carrying a right to participate in the debtor's profits, and in particular, 
income from government securities, and income from bonds or debentures, including premiums or prizes attaching 
to such securities, bonds, or debentures. Penalty charges for late payment shall not be regarded as interest for the 
purposes of the Convention. However, the term "interest " does not include income dealt with in article 10 
(Dividends).  
 
The provisions of paragraphs 2 and 3 shall not apply if the beneficial owner of the interest, being a resident of a 
Contracting State, carries on business in the other Contracting State in which the interest arises, through a 
permanent establishment situated therein, or performs in that other State independent personal services from a 
fixed base situated therein, and the interest is attributable to such permanent establishment or fixed base. In such 
case the provisions of article 7 (Business Profits) or article 15 (Independent Personal Services), as the case may be, 
shall apply. Article 7 BUSINESS PROFITS 1. The profits of an enterprise of a Contracting State shall be taxable 
only in that State unless the enterprise carries on business in the other Contracting State through a permanent 
establishment situated therein. If the enterprise carries on business as aforesaid, the profits of the enterprise may be 
taxed in the other State but only so much of them as is attributable to (a) that permanent establishment; (b) sales in 
the other State of goods or merchandise of the same or similar kind as those sold through that permanent 
establishment; or (c) other business activities carried on in the other State of the same or similar kind as those 
effected through that permanent establishment. (underlining by us for emphasis)  
 
8. On the above submission of the learned DR that the terms of the treaty between India and USA were differently 
worded as the expression used in the same was "attributable to the PE" and his reliance on the decisions rendered 
under the Income Tax Act, 1961 on the scope of the words "Attributable to", the learned counsel for the Assessee 
brought to ournotice the commentary by Klaus Vogel, south Asian reprint edition at page /para 569 sub-para (dd) 
which reads as follows: "dd) What US MC looks at in order to determine whether the dividends (etc.) form part of 
the permanent establishment, is whether the payments concerned are attributable to the establishment rather than 
whether the right or property giving rise to the payment is "effectively connected" with it. In choosing this 
wording-and in this respect deviating from OECD and UN MCs-US MC takes account of the fact that "effectively 
connected" is a technical term of US domestic tax law and that it is defined in detail in I.R.C. Sec.864 ( c) (See 
Dale, H., 42 T.L.R. 689 (1987)), whereas "attributable", though used in US domestic tax law as well, is not defined 
(see, for instance, I.R.C. Sec.864( c) (4)( C )). If US MC were to refer to "effectively connected", the question 
would arise whether that term would be required by Art.3(2) MC to be interpreted on the US side in accordance 
with its definition under US tax law, Use of the term "attributable" avoids that problem. Your commentators 
believe that, in substance, this does not result in any difference from the rules of OECD MC described above."  
 
8.1 Further reference was made by him to the Technical Explanation of the convention and protocol between the 
USA and the Republic of India signed on 12.9.1989 effective from 1st Jan.1991, which explains the limited force 
of attraction rule enshrined in Article-7 of the Indo-USA DTAA. It is explained therein that certain items of foreign 
source income described in section 864 (c) (4)(B) of the Code may be attributed to a U.S.permanent establishment 
of an Indian enterprise and subject to tax in the United States. The concept of "attributable to" in the Convention is 
narrower than the concept of "effectively connected" in section 864(c ) of the Code. The limited "force of 
attraction" rule in Code Section 864 ( c ) (3), therefore, is not applicable under the Convention. (underlining by us 
for emphasis)  
 
9. The learned counsel for the Assessee thus submitted that the use of the expression "attributable to" in the Indo-
USA DTAA has therefore to be understood either as equal to "effectively connected" or as having a narrower 
meaning than the word "effectively connected". If that be the meaning then according to him the argument of the 
learned D.R. should be rejected, as the decision of the special bench in the case of Clough Engineering (supra) will 
squarely apply.  
 
10. We have given a careful consideration to the rival submissions. We are of the view that in the light of the 
commentary of Klaus vogel on the reason for use of the word "attributable" in the US conventions, they are in no 
way different from the expression "effectively connected". US Model convention deviates from OECD and UN 
Model Conventions (MCs) because the term "effectively connected" is a technical term of US domestic tax law 
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and that it is defined in detail in I.R.C. Sec.864 ( c) whereas "attributable", though used in US domestic tax law as 
well, is not defined. If US MC were to refer to "effectively connected", the question would arise whether that term 
would be required by Article 3(2) MC to be interpreted on the US side in accordance with its definition under US 
tax law, Use of the term "attributable" avoids that problem and that is the reason the expression "Attributable" is 
used in US Model Conventions. Therefore the term appearing in US Model Conventions have the same meaning as 
the expression "Effectively Connected". The expression "Attributable" as used in Article 11 (5) of the India-USA 
DTAA has therefore to be construed as equivalent to "Effectively connected". The technical explanation referred to 
by the learned counsel for the Assessee whereby it has been observed that the term "Attributable" is to be given a 
narrower meaning than the expression "Effectively Connected", we find that the said technical explanation is in the 
context of attribution of profits of the PE and is relevant to taxation of an Indian enterprise having PE in USA. 
Nevertheless, the expression "attributable" even if held to be equivalent to the expression "effectively connected" 
in the light of the commentary by Klaus Vogel, referred to above, then the case of the Assessee would stand 
squarely covered in favour of the Assessee by the decision of the Special Bench in the case of Clough Engineering 
(supra). Following the same, we hold that the interest income on income tax refund is to be charged to tax only 
under Article 11 (2) of the Indo-USA DTAA and not under Article 11(5) thereof.  
 
11. For the reasons given above, we allow the appeal of the Assessee and dismiss the appeal by the revenue.  
 
12. In the result, the appeal by the Assessee is allowed, while the appeal by the Revenue is dismissed.  
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