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The Delhi High Court in its judgment in the case of DIT v. Ericsson Communications Ltd.
(“assessee”) has held that the obligation of the person to withhold tax u/s 195 would arise only
if the payer owes a sum (chargeable under the Income Tax Act) to the non-resident and such
sum is acknowledged as a debt payable by the person to such non-resident.
The assessee was engaged in the business of installation and commissioning of telecom
projects. The assessee is a wholly owned subsidiary of TLME, a Swedish entity.
The assessee entered into an agreement with TLME for use of TLME's trademark 'Ericsson'. In
terms of the said agreement, the assessee was required to pay royalty @1% of total sales to
TLME. In order to account for royalty payable, the assessee debited 'Royalty Account' and
credited 'Accrued Expenses Account'. Subsequently, the assessee passed another entry in its
books transferring the credit balance to the account of TLME. The assessee neither deducted
nor paid any taxes at source in respect of the amount credited to the account of TLME. Further
subsequently, the assessee reversed the entries passed in its books of accounts because it
was denied permission by the Government to remit any royalty to TLME. The assessee debited
the account of TLME and credited Royalty Account; thereby the entries passed earlier were
nullified.
The AO passed an order u/s 201(1) holding that the assessee had defaulted in deducting tax
deducted at source on the amount of royalty credited by assessee to the account of TLME. The
CIT(A) upheld the order of AO. ITAT decided in favor of assessee. Revenue filed appeal an
appeal before the High Court.
In its arguments, the Revenue referred to S. 195 and submitted that the obligation to deduct tax
at source is not contingent on payment being made and the payer is required to deduct tax at
source even on the amounts being credited in its books of accounts. The Revenue further
submitted that the question whether the amount credited included any element of income or not
was not to be determined by the assessee.
The High Court held that in view of the plain language of S. 195(1) of the Act, there can be no
dispute that the obligation of a payer to deduct tax at source arises when the amounts payable
are credited into the accounts of the payee, even if the same is credited prior to making the
payment thereto. However, this obligation is contingent on the amount credited being
chargeable to tax under provisions of the Act.
The High Court further held that the machinery sections of collection and recovery of tax cannot
be read in isolation of the charging provisions. S. 195 of the Act is a part of the machinery
provisions for collection of tax and would be applicable only in respect of total income of a non-

resident which falls within the scope of S. 5(2) of the Act. The credit of any amount to the
account of a non-resident or foreign company, maintained in the books of the payer, would be
subject to withholding tax only if credit of such amount reflects accrued income in the hands of
the payee, which is chargeable to tax under the Act. For this purpose, the High Court relied on
the Supreme Court judgment in the case of GE India Technology Centre P. Ltd. (327 ITR 456).
The High Court observed that the rationale for imposing an obligation to deduct tax at source
on a credit entry being passed by a payer in favor of payee, is that such entry represents an
acknowledgement of debt by a payer in favor of a payee; the debt acknowledged is in respect
of an income that has accrued in favor of the payee; and such income is exigible to tax under
the Act.
The High Court concluded by holding that mere passing of book entries, which are reversed,
would not give rise to an obligation to deduct tax at source by the assessee, as clearly, there is
no debt that can be said to be acknowledged by the assessee. Imposition of an obligation to
deduct tax at source in these circumstances would amount to enforcing payments from one
person towards a tax liability of another, even where the person does not does not
acknowledge that any sum is payable. This, in High Court’s view, is contrary to the scheme of
provisions relating to deduction of tax at source under the Act.
This ruling has reiterated that where a sum is not exigible to tax in the hands of non-resident,
there is no requirement for the payer to withhold tax at source.
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