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Profits Attributable to PE – Whose 
Slice of the Pie?

Introduction
The provisions of the tax treaties that allocate taxing 
rights between the two states use different sets of 
words such as “shall be taxed only”, “may be taxed” 
and “may also be taxed” (in one or both the states, as 
the case may be). These different sets of words have 
led to diverse interpretations of and controversies 
around the tax treaty provisions. 

For example, paragraph 1 of Article 7 of many 
Indian tax treaties typically provides that business 

With increasing number of international transactions entered into by Indian taxpayers, the 
tax authorities and courts in India are often required these days to interpret the provisions 
of various tax treaties that India has entered into with several countries. As a result, the dust 
around provisions of various tax treaties is tending to settle down and some reliable and 
settled interpretations are emanating from decisions of Indian courts. In order to facilitate 
the achievement of the main objective of the tax treaties, viz. avoidance of double taxation, 
the tax treaties have been given an inherent supremacy over the Income-tax Act, 1961 (the 
Act) by Section 90(2) of the Act, of course subject to the General Anti-Avoidance Rules 
(GAAR), Controlled Foreign Corporations (CFC) regulations, etc. that may be introduced 
by the Act and/or the Direct Taxes Code (DTC) Bill. The tax treaties either allocate taxing 
rights between the two states (countries) or eliminate double taxation by way of exemption 
or credit. Read on… 
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profits of an enterprise shall only be taxed in the 
state of residence (State R) unless the enterprise has 
a permanent establishment (PE) in the state of source 
(State S) of such profits. If the enterprise has a PE in 
State S, profits attributable to such a PE may be taxed 
in that State. Looking at the language of Article 7, one 
may wonder whether State S is given an exclusive right 
to tax profits attributable to a PE in that State, if a PE 
exists or State R also has a right to tax such profits. 

There has been a lot of deliberation on this issue 
in India as well as in commentaries on various model 
tax conventions and works of several international 
tax experts. This article aims at briefly discussing the 
extant Indian jurisprudence on the issue including a 
recent decision given by Delhi Bench of the Income 
Tax Appellate Tribunal (the ITAT) in the case of 
Telecommunications Consultants India Limited vs. 
ACIT1 and comparison of the Indian jurisprudence 
with international scenario.

Extant Indian Jurisprudence
If we look at the circumfluent Indian jurisprudence, 
it can be observed that Indian judicial authorities 
have expressed divergent views on the aspect, with a 
larger number of decisions holding that State S has an 
exclusive right to tax profits attributable to PE. Let us 
touch upon a few landmark case laws on this issue.
1. The Special Bench of Chennai ITAT held in  

P.V.A.L. Kulandagan Chettiar vs. ITO2 that the  
right of India (State R) to levy tax in respect of 
business profits of its enterprises as provided in 
opening paragraph of Article 7 of the tax treaty 
between India and Malaysia was taken away 
because a PE was situated in Malaysia (State S). 
It was, therefore, held that the income from PE in 
Malaysia was taxable only in Malaysia.

 The aforesaid decision was upheld by the 
Madras High Court. However, in CIT vs. P.V.A.L. 
Kulandagan Chettiar3 , the Supreme Court affirmed 
the decision of the Madras High Court for different 
reasons. The Supreme Court after applying the tie-
breaker rule under the tax treaty between India and 
Malaysia held that the taxpayer in this case was 
a tax resident of Malaysia. Further, as he did not 
have a PE in India, his business income arising in 

Malaysia was held to be taxable only in Malaysia.
2. It would be interesting to note that despite the 

above legal position, Delhi ITAT has held in DCIT 
vs. Mideast India Limited4 that the decision of the 
Special Bench of the ITAT in P.V.A.L. Kulandagan 
Chettiar vs. ITO (supra) still holds good. Delhi 
ITAT further observed that the said decision of 
the Special Bench of the ITAT was upheld by the 
Supreme Court for different reasons, and hence it 
could not be inferred that the reasoning given by 
the Special Bench of ITAT was disapproved by the 
Supreme Court. 

3. Karnataka High Court has observed in CIT  
vs. R.M. Muthaiah5 that the tax treaty, by  
necessary implication takes away the power of 
India (State R) to levy tax on income in respect of 
certain categories of income as per certain Articles, 
including Article 7.

4. As held by Madras High Court in CIT vs. VR.S.R.M. 
Firm & Others6 and CIT v. Lakshmi Textile 
Exporters Limited7 , business income attributable 
to PE is taxable in State S and tax authorities in 
State R cannot assess the same in State R.

5. In DCIT vs. Essar Oil Limited8, Mumbai ITAT dealt 
with Article 7 of the tax treaty between India and 
Qatar. Article 7 of the said tax treaty is uniquely 
worded insofar as it uses the phrase “may also be 
taxed” (in State S) as against the phrase “may be 
taxed” in most of the other Indian tax treaties. In 
this case, Mumbai ITAT observed that wherever 
the contracting states intended that income is to 
be taxed in both the states, they have specifically 
provided in clear terms. It further observed that the 

Though it seems to be an internationally accepted 
position that Article 7 grants State S a non-exclusive 

right to tax profits attributable to a PE therein, it 
seems that reaching a consensus on this has so far 
been an uphill battle in the Indian scenario. There 

has been a lot of hugger-mugger in this regard 
insofar as the Indian judicial authorities have 

expressed views that are contradictory to each other 
or to those expressed by the higher authorities.

1 (2012) (20 taxmann.com 31)
2  3 ITD 426
3 267 ITR 654 
4 124 TTJ 924
5 202 ITR 508
6 208 ITR 400 (Madras High Court)
7 245 ITR 521
8  47 SOT 139
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phrase “may also be taxed” was at par with “may 
be taxed” and held that State S had exclusive right 
to tax profit attributable to PE. 

Though there is a series of judgements in favour 
of the taxpayer as discussed above, some courts have 
expressed an exactly opposite view. Such adverse 
decisions are discussed hereunder:
1. While examining the question whether loss incurred 

by a PE abroad can be claimed as deduction in 
computation of tax liability in India in DCIT vs. 
Patni Computer Systems Limited9, Pune ITAT 
observed that once an income is held to be taxable 
in a tax jurisdiction under a tax treaty and unless 
there is a specific mention that it can also be taxed in 
the other tax jurisdiction, the other tax jurisdiction 
is denuded of its power to tax the same. 

 The above observation of Pune ITAT may imply 
that as Article 7 mentions that profits will be taxable 
in State R unless a PE exists in State S, State R is 
not denuded of its power to tax profits attributable 
to PE. 

2. In case of The Bombay Burmah Trading  
Corporation Limited vs. ACIT10, the Mumbai ITAT 
held that if there is a PE situated in State S, that  
State can levy tax on the profits earned by the PE. 
At the same time, State R will also levy tax on the  
profits earned by the PE and will give credit for 
taxes paid in State S.

3. Chennai ITAT observed in ITO vs. Data Software 
Research Company Private Limited11 that 
paragraphs 2 and 3 of Article 7 of the tax treaty 
between India and the USA prescribe modes for 
computation profits attributable to PE and they 
nowhere prescribe that such profits will be exempt 
from taxation in India (State R). It was, therefore, 
held that profits attributable to PE in the USA 
(State S) would also be taxable in India and in such 
a case, tax credit method would be the only method 
for elimination of double taxation.

Moreover, the Central Board of Direct Taxes (the 
CBDT) has issued a notification (No. 91/2008 dated 
August 28, 2008) stating that if a tax treaty provides 
that income of a resident of India “may be taxed” in the 
other country, such income shall be taxed in India and 

relief shall be granted in accordance with the method 
of elimination of double taxation provided in the tax 
treaty. This abundantly makes clear the view of the 
CBDT on the issue being discussed.

Recently, Delhi ITAT has also expressed a similar 
view in the case of Telecommunications Consultants 
India Limited vs. ACIT (supra). Facts of the case and 
the ruling given by Delhi ITAT after a detailed analysis 
are briefly discussed in the forthcoming paragraphs. 

Delhi ITAT Decision in Telecommunications 
Consultants Limited Case:
Telecommunications Consultants India Limited (the 
taxpayer) is a public sector undertaking engaged in 
the business of providing full range of consultancy, 
design and engineering services in all the fields of 
telecommunication in India and abroad.

During the year under consideration, the taxpayer 
had earned income from foreign projects in Oman, 
Mauritius, Netherlands and Tanzania. This income 
was not included in the total income on the ground that 
the same is taxable only in respective countries where 
the taxpayer had PEs, as per the respective tax treaties. 
A number of judicial precedents were cited in support 
of the taxpayer’s contention, important ones among  
which are CIT vs. P.V.A.L. Kulandagan Chettiar 
(supra), CIT vs. VR.S.R.M. Firm & Others (supra), CIT 
vs. Essar Oil Ltd.12 , Ms. Pooja Bhatt vs. DCIT13 and 
DCIT vs. Mideast India Limited (supra). Some of these 
cases are discussed in “Extant Indian Jurisprudence” 
section herein before.

The tax authorities vehemently combated the 
contentions of the taxpayer mainly referring to some 
fundamental principles of international taxation 
and the commentary on the OECD14 Model Tax 
Convention (OECD Commentary), which are 
discussed in the “International Scenario” herein below. 
The tax authorities also contended that the judicial 
precedents cited on behalf of the taxpayer were based 
on the Supreme Court decision in CIT vs. P.V.A.L. 
Kulandagan Chettiar (supra) and that the ratio of the 
said Supreme Court decision was incorrectly applied 
in all these cases.

Observations and Decision of the ITAT:
The ITAT upheld majority of the contentions put forth 

9   109 TTJ 742
10  76 TTJ 785
11  2008-TIOL-09-ITAT-MAD
12  ITA No. 135 of 2008 (Bombay High Court)
13  26 SOT 574 (Mumbai ITAT) 
14  Organisation for Economic Co-operation and Development
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In tax treaties, in case of a number of items of 
income, an exclusive right to tax is conferred on one 
of the contracting states. The other contracting state 

is thereby prevented from taxing those items and 
double taxation is avoided. As a rule, this exclusive 

right to tax is conferred on State R. In case of  
other items of income, the right to tax is not an 

exclusive one.

by the tax authorities. Let us have a fleeting glance at 
the observation noted and the decision given by the 
ITAT.

The ITAT observed that if a contracting state is 
to be given exclusive right to tax a particular kind of 
income, then relevant article of a tax treaty uses the 
phrase “shall be taxable only”. This phrase precludes 
the other contracting state from taxing that income. As 
a rule, such exclusive right is given to State R, though 
there are a few articles where exclusive right to tax is 
given to State S also.

 In respect of income where the attribution of  
right to tax is not exclusive, the tax treaty uses the 
phrase “may be taxed”. Therefore, even if a tax treaty 
provides that an item of income “may be taxed” in 
State S and nothing is mentioned about taxing right 
of State R, State R can tax the income using inherent 
right of state of residence to tax global income of its 
resident.

While interpreting Article 7 of the relevant tax 
treaties, the ITAT noted that first sentence of paragraph 
1 of Article 7 consists of two parts. The first part gives 
exclusive right to taxation of business income to State 
R, as it uses phrase “shall be taxable only”. The second 
part states that if there is PE in State S, then right to 
taxation of State R is not exclusive, but inherent right 
of State R is not lost, as the phrase “may be taxed” is 
used.

The combined reading of these sentences of Article 
7 means that State S has a non-exclusive right to tax 
business income attributable to PE. However, this non-
exclusive right does not extinguish inherent right of 
State R to tax global income of its resident. Otherwise, 
the phrase “shall be taxable only” would have been 
used in the second part as well.

On this ground, the ITAT held that there was no 
contradiction between the provisions of the relevant 
tax treaties and the Act and hence, the business income 
earned abroad by the taxpayer through its PE was 
taxable in India under the Act as well as the respective 
tax treaties.

The ITAT also distinguished the decision in CIT 
vs. P.V.A.L. Kulandagan Chettiar (supra) on the basis 
that the Supreme Court had not expressed any opinion 
on the aspect and scope of the expression “may be 
taxed”.

International Scenario
Before we embark on the discussion on international 
scenario on the issue at hand, let us take note of one of 
the basic principles of interpretation of tax treaties.

In tax treaties, in case of a number of items of 
income, an exclusive right to tax is conferred on one 
of the contracting states. The other contracting state is 
thereby prevented from taxing those items and double 
taxation is avoided. As a rule, this exclusive right to 
tax is conferred on State R. In case of other items of 
income, the right to tax is not an exclusive one.15 

Let us now proceed to see what the internationally 
accepted interpretation of paragraph 1 of Article 7 is. 

OECD Commentary16 :
Business profits that are not attributable to PE in 
State S are taxable only in State R (Paragraph 23 of 
Introduction). A natural corollary of this may be that 
business profits that are attributable to PE in State S 
would be taxable in both the states, subject to terms 
used in the respective treaty.

The profits of an enterprise of a contracting state 
shall not be taxed in the other state unless the enter-
prise carries on business in that other state through a 
PE therein (Paragraph 11 of commentary on Article 7). 
Thus, State R may be considered to have an inherent 
right to tax business profits of its enterprises, though 
such profits may also be taxed by State S.

Purpose of paragraph 1 of Article 7 is to limit the 
right of one contracting state to tax business profits of 
enterprises of the other contracting state (Paragraph 
14 of commentary on Article 7). 

UN Commentary17: 
Paragraph 1 of Article 7 reproduces paragraph 1 of 
Article 7 of the 2008 OECD Model Tax Convention 

15  Paragraph 19 of Introduction to the OECD Commentary 2010
16  OECD Commentary 2010
17  Commentary on 2011 United Nations Model Double Taxation Convention between Developed and Developing countries
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with addition of limited force of attraction18, which in 
turn substantially resembles to paragraph 1 of Article 7 
of the 2010 OECD Model Tax Convention. Celebrated 
international tax expert Klaus Vogel also states that the 
OECD and UN Model Tax Conventions are largely in 
conformity19.

Therefore, the interpretation of paragraph 1 
of Article 7 as discussed under the head OECD 
Commentary above by and large holds good in the 
case of UN Commentary as well.

Views of International Tax Experts:
Eminent international tax expert Philip Baker  
states that where an enterprise of a contracting  
state carries on business in the other state 
through a PE, then that other state may tax profits  
attributable to PE. The right is not exclusive, however, 
the state of residence also has the right to tax such 
profits.20 

Klaus Vogel, while analysing the main features 
of OECD Model Tax Convention, states that profits 
of enterprise operated by a resident of a contracting 
state are, as a rule, taxed exclusively by the state of 
residence, and this applies even if profits result from 
activities exercised in the other contracting state21. He 
emphasises on the phrase “shall be taxable only” used 
in paragraph 1 of Article 7. 

Conclusion
Though it seems to be an internationally accepted 
position that Article 7 grants State S a non-exclusive 
right to tax profits attributable to a PE therein, it seems 
that reaching a consensus on this has so far been an 
uphill battle in the Indian scenario. There has been 

a lot of hugger-mugger in this regard insofar as the 
Indian judicial authorities have expressed views that 
are contradictory to each other or to those expressed 
by the higher authorities. 

Further, there is a lack of unanimity on role 
of commentaries on model tax conventions in 
interpretation of Indian tax treaties. Though India 
is not a member of OCED, OECD Commentary 
has been quoted in support in many cases by Indian 
courts, whereas in some cases like CIT vs. P.V.A.L. 
Kulandagan Chettiar (supra), Pooja Bhat vs. DCIT 
(supra) and P No. 28 of 1999, In re22, it has not been 
accepted as having a precedent value.

It is an internationally well-accepted view  
that the commentaries on model tax conventions, 
particularly the OECD Commentary, have a  
significant persuasive value, unless language of the 
concerned tax treaty and the context are materially 
different. 

Due to the “flattening of the world” as the famous 
American journalist and author Thomas Friedman  
terms it, Indian tax authorities and the judicial 
system can no longer remain uninfluenced by the  
internationally accepted interpretations and princ- 
iples in the sphere of international taxation; 
and a well-reasoned order of Delhi ITAT in 
Telecommunications Consultants India Limited v. 
 ACIT (supra) seems to be a kickoff in this direction  
and the taxpayers may now need to explore the 
alternative route for avoidance of double taxation in 
respect of business profits, viz. availing credit in State 
R for tax paid in State S under the tax treaty. 

To conclude, it would be worthwhile to note that 
in the current scenario, it seems that India is slowly 
waking up to the international trend and moving 
towards a robust Transfer Pricing regulation in order to 
determine the most appropriate basis for determining 
PE profits attribution. Recently, the Delhi High Court23 
has also observed that in order to arrive at a cogent  
basis of attribution, guidance must be drawn from 
the FAR (functions, assets, risk) analysis that clearly 
provides the functions of the Indian PE. Hence, going 
forward, in all the cases, it would be advisable that 
multinational companies should prepare the FAR 
analysis before hand in order to substantiate the correct 
attribution of profits to a PE in India. ▪

18  Paragraph 6 of commentary on Article 7
19 Klaus Vogel on Double Taxation Conventions (South Asian Reprint Edition), Page 403
20  Page 7-2 of “Double Taxation Convention” (September 2002)
21  Klaus Vogel on Double Taxation Conventions (South Asian Reprint Edition), Page 403
22  242 ITR 208 (Authority for Advance Rulings)
23 Rolls Royce Singapore (P) Ltd. vs ADIT [2011] 202 Taxman 45 (Del)

There is a lack of unanimity on role of commentaries 
on model tax conventions in interpretation of Indian 
tax treaties. Though India is not a member of OECD, 
OECD Commentary has been quoted in support in 

many cases by Indian courts, whereas in some cases 
like CIT vs. P.V.A.L. Kulandagan Chettiar (supra), Pooja 

Bhat vs. DCIT (supra) and P No. 28 of 1999, In re25, it 
has not been accepted as having a precedent value.
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