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The Chennai Tribunal in the case of Ansaldo Energia SPA v DDIT (63 taxmann.com 280) has
held that income by way of interest on refund of income tax is not ‘interest’ as defined under
Article 12(4) of the India-Italy tax treaty, and is therefore subject to a higher rate of withholding
tax (TDS).

The assessee, a tax resident of Italy, engaged in the business of designing, building and
supplying full range of plant solutions on different types of packages such as turnkey,
engineering and individual components, executed certain contracts in India. The assessee was
eligible for interest on refund under the Income-tax Act, 1961 (Act). Upon payment of refund,
the Assessing Officer (AO) effected TDS at a rate of 42.024%. However, the assessee claimed
that such interest should be exempt under the India-ltaly tax treaty. The Commissioner of
Income-tax (Appeals) [CIT(A)] upheld the order of the AO.

In the appeal filed before the Chennai Tribunal, the assessee contended that the interest was
covered under Article 12(4), and the issue had been considered by the Delhi Special Bench in
the case of Clough Engg. Ltd. wherein, it was held that even if the debt was connected with the
receipts of the PE, it could not be said to be ‘effectively connected’ with such receipts on the
basis of the asset-test or the activity-test so as to subject it to net basis of taxation. The
assessee also relied on the decision of the Bombay High Court in the case of DHL Operations
B.V. v. Dy. DIT (IT) and Mumbai Tribunal in the case of Bechtel International Inc. v. ADIT
(International Taxation)

The tax authorities relied on the decision of the Delhi Tribunal in the case of B.J. Services Co.
Middle East Ltd. v. ACIT to contend that the interest was taxable as business profits.

The Tribunal held that the interest on refund of tax is not envisaged in the definition of interest
under Article 12(4) of the India-Italy tax treaty. Further, the Tribunal held that the case laws
relied by the assessee were not relevant as these were not rendered in the context of the India-
Italy tax treaty. Accordingly, the Tribunal upheld the order of the CIT (A).

The ITAT has not provided any reasons for considering the interest as effectively connected to
the PE of the assessee and only limited its observation to Article 12(4) of the tax treaty. Further,
it is noteworthy that the BJ Services Co. Middle East Ltd decision relied upon by the tax
authorities did not have any dispute regarding existence of ‘effective connection’ which was
also noted by the Delhi Special Bench in Clough Engineering case. The Tribunal’s approach of
not considering decisions rendered on a similar issue in the context of other tax treaties entered

into by India may require a reconsideration.
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