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Taxing the Virtual World – Indian 
Perspective

As digital economy continues to expand at a breakneck speed, tax authorities are grappling with 
how to bring it into tax net. What are the principles governing taxation of non-resident taxpayers in 
India? Can the mere operation of website or presence of servers in India operated or owned by non-
residents constitute their Permanent Establishment in India? As the world looks forward to a new 
era of international tax principles in light of OECD G-20 BEPS project, what is India’s take on the 
recommendations for digital economy under the project? This article seeks to critically analyse all 
these questions. Read on to know more
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and consistent policy framework not only to regulate 
the sector but also to encourage the large scale 
innovation that the sector has seen in the recent past. 

While there are issues on FDI and VAT as well, 
this article elaborates on the direct tax policy 
framework for taxation of digital economy, issues 
therein, recent amendments made and way forward. 

Taxation of Non-Resident Taxpayers in 
India 
As per section 90(2) of (Indian) Income-tax Act, 1961 
(“ITA”), in case of a non-resident taxpayer, resident 
in a country with whom India has entered into a 
Double Taxation Avoidance Agreement (“DTAA”), 
the provisions of ITA shall apply to the extent such 

1 Source: http://economictimes.indiatimes.com/industry/services/retail/indias-ecommerce-market-to-breach-100-billion-mark-by-fy20-goldman-sachs/
articleshow/49532128.cms

From private equity, foreign direct investment 
rules (FDI) rules, levy of value added tax (VAT) to 
equalisation levy, digital economy in general and 
e-commerce in particular have gained attention 
in India like never before. With size of India’s 
e-commerce market expected to boom to USD 100 
billion by 20201, it is imperative that there is a stable 
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provisions are beneficial vis-à-vis DTAA. In other 
words, in case of non-resident taxpayers, whether 
India as a source state has jurisdiction to tax is 
determined not by ITA but by DTAA. 

Typically, under a DTAA, business income of a 
non-resident taxpayer is liable to tax in India in case 
the non-resident taxpayer constitutes Permanent 
Establishment (“PE”) in India and the receipts are 
attributable to such PE2. The concept of PE is akin to 
the concept of ‘business connection’ envisaged under 
section 9(1)(i) of ITA. PE is defined in Article 5(1) 
to mean ‘a fixed place of business through which the 
business of an enterprise is wholly or partly carried 
on’. In simple language, constitution of PE by a non-
resident taxpayer in India is the minimum threshold 
required before India can exercise its right to tax 
as the source country. This definition was based on 
the premise that to undertake business operations, 
substantial enough to justify taxation of business 
profits by source state, non-residents taxpayers 
would need to have some sort of tangible presence 
in the source state. OECD commentary to Article 
5 provides that paragraph 1 of model convention 
contains the following conditions: 
• the existence of a ‘place of business’, i.e., a 

facility such as premises or, in certain instances, 
machinery or equipment;

• this place of business must be ‘fixed’, i.e., it must 
be established at a distinct place with a certain 
degree of permanence;

• the carrying on of the business of the enterprise 
through this fixed place of business. This means 
usually that persons who, in one way or another, 
are dependent on the enterprise (personnel) 
conduct the business of the enterprise in the 
State in which the fixed place is situated.

Indian judicial precedents3, have also described 
PE as a virtual projection of the foreign enterprise 
in source state. The definition of PE was formulated 
keeping in mind the traditional brick and mortar 
business model and not the dynamic business 
models that are the norm in digital economy. 

The ability of non-residents taxpayers to 
undertake substantial business operations in 
source state without having any fixed place of 
business therein started causing concerns among 
policymakers. However, there was no change in 
Organisation for Economic Co-operation and 

Development (“OECD”) stance and or guidance 
on constitution of PE in digital economy. Then, in 
1999, the Committee on Fiscal Affairs of OECD 
constituted a Technical Advisory Group (“TAG”) 
to ‘examine how the current treaty rules for the  
taxation of business profits apply in the context of 
electronic commerce and examine proposals for 
alternative rules’. TAG laid down 5 principles for 
evaluating the taxation of electronic commerce, 
viz, neutrality, efficiency, certainty & simplicity, 
effectiveness and fairness & Flexibility. 

After evaluating multiple alternatives, TAG 
concluded that existing international taxation rules 
under DTAAs are sufficient to cover taxation of 
all kinds of transactions, whether in traditional  
economy or in a digital economy. TAG also 
concluded that as internet and digital world would 
evolve, developing countries would also have 
their domestic enterprises earning income from  
developed countries. Hence, developing countries 
would end up collecting their fair share of tax 
revenues under the existing framework. 

Then, in 2003, OECD added paragraphs 42.1 
to 42.10 to commentary on model convention4. In 
nutshell, revised OECD commentary states that 
website does not constitute a ‘place of business’ 
and therefore, cannot constitute a PE. However, 
if the enterprise carrying on business through a 
website has the server at its own disposal, place 
where that server is located could constitute a PE  
of the enterprise if the other requirements of  
Article 5 are met. India has taken the following 
position on OECD commentary to Article 5 in 2008 
update: 
 “33. India does not agree with the interpretation 

given in para 42.2; it is of the view that website 
may constitute a permanent establishment in 
certain circumstances.

TAG concluded that existing international taxation 
rules under DTAAs are sufficient to cover taxation of all 
kinds of transactions, whether in traditional economy 

or in a digital economy.  TAG also concluded that as 
internet and digital world would evolve, developing 

countries would also have their domestic enterprises 
earning income from developed countries.

2 As there are some difference in DTAAs entered into by India with different countries, reference in this article to Articles of DTAA shall be read as Articles 
of OECD model commentary   

3 CIT v Visakhapatnam Port Trust (1983) 144 ITR 146 (AP); Convergys Customer Management Group Inc vs. ADIT [2013] 34 taxmann.com 24 (Delhi 
ITAT)

4 The contents of paragraphs 42.1 to 42.10 have been unchanged since 2003 and also continue to appear in the latest updated version of 2014
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 34. India does not agree with the interpretation 
given in para 42.3; it is of the view that, depending 
on facts, an enterprise can be considered to have 
acquired a place of business by virtue of hosting 
its website on a particular server at a particular 
location."

Indian Judicial Precedents
The question that whether a website operated in 
India by a non-resident taxpayer can constitute PE, 
first arose for consideration before Kolkata Bench 
of Income Tax Appellate Tribunal (“ITAT”), in case 
of ITO vs Right Florists Pvt Ltd5. A diagrammatic 
presentation of the facts is below:

Company Y, an Indian company, made payments 
to Company X and others, tax residents of USA/
Ireland, for placing advertisements on Indian 
websites operated by these non-residents. These 
payments were made without deducting tax at 
source (“TDS”). During the course of assessment 
proceedings, assessing officer (“AO”) disallowed such 
expenses under section 40(a)(i) of ITA alleging that 
these expenses were liable for TDS under section 
195 of ITA. When the matter reached ITAT, it was 
held as under:
• Indian websites operated by Company X do not 

constitute place of business. Hence, no PE is 
constituted merely on account of operation of 
websites in India. 

• Server can constitute PE provided the non-
resident taxpayer has control over the server. 
However, in the instant case, as the servers on 
which the website of Company X was hosted 
were situated outside India, such servers also 
cannot constitute PE. 

• India’s reservations to OECD commentary 
are vague and do not constitute actionable 
statements. 

e-BAY International AG vs ADIT6 
In this case, eBay International AG, (“eBay AG”), 
a Switzerland based company operated an Indian 
specific website. In India, eBay AG entered into 
a marketing support agreement with eBay India  
Private Limited (“eBay India”) and eBay Motors 
India Private Limited (“eBay Motors”), both Indian 
eBay group companies, for availing certain support 
services in connection with its Indian specific 
website. 

Modus Operandi of the website operated by eBay 
AG was as under:
• Any seller was entitled to list its products for 

sale on the website 

In nutshell, revised OECD commentary states that 
website does not constitute a ‘place of businesses 

and therefore, cannot constitute a Permanent 
Establishment. However, if the enterprise carrying 

on business through a website has the server at its 
own disposal, place where that server is located 

could constitute a PE of the enterprise if the other 
requirements of Article 5 are met.

5 [2013] 32 taxmann.com 99 (Kolkata - ITAT)
6 ITA No 6784/M/2010
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• Any buyer could also register himself for buying 
of the goods through the website

• On every purchase by a buyer through the 
website, the concerned seller was required to 
pay a ‘user fee’

• If any seller intended his products to be listed 
more prominently on the website, then some 
amount of fee was charged for that purpose as 
well

Decision of Mumbai ITAT: 
• Regarding FTS: neither the buyer nor the seller 

is required to avail any technical services from 
the assessee to enter into transaction. Merely 
because the transactions of purchase and sale of 
products are routed through eBay AG’s website, 
which, in turn, came into existence through 
necessary technical input, will not make the 
users of the website as availing any technical 
service. 

• Regarding Agency PE: the two Indian entities 
have no other source of income except that 
from eBay AG. Hence, they definitely become 
dependent agents of eBay AG. However, none of 
the conditions provided in Article 5(5) of India- 
Switzerland are satisfied7. Hence, the Indian 
entities do not constitute Dependent Agent PE 
of eBay AG in India. 

Yahoo India Pvt Ltd vs DCIT8

In this case, Company Y, an Indian company, paid 
to Company X, a non-resident company, for placing 
advertisement on its websites in Hong Kong. The 
question before the Mumbai Bench of ITAT in 
this case was whether payment made for placing 
advertisements on websites would amount to royalty 
or specifically, equipment royalty, i.e., ‘the use or 
right to use any industrial, commercial or scientific 
equipment’. A diagrammatic presentation of the 
facts is below:

The Mumbai ITAT held as under: 
• To qualify for equipment royalty, there must 

be some positive act of utilisation, application 
or employment of equipment for the desired 
purpose. If an advantage is taken from 
sophisticated equipment installed and provided 
by another, it could not be said that the recipient/
customer ‘used’ the equipment as such. The 
customer merely made use of the facility, though 
he did not himself use the equipment. What was 
contemplated by the word ‘use’ in clause (iva) 
of Explanation 2 to section 9(1)(vi) was that the 
customer came face to face with the equipment, 
operated it or controlled its functions in some 
manner. 

• In the instant case, the predominant features and 
underlying object of the agreement unerringly 
emphasised the concept of service. That even 
where an earmarked circuit was provided for 
offering the facility, unless there was material 
to establish that the circuit/equipment could 

7 Article 5(5) of India-Switzerland DTAA provides that a dependent agent shall constitute a PE only if the agent, (a) has and habitually exercises in that 
State, an authority to negotiate and enter into contracts for or on behalf of the enterprise, or (b) habitually maintains in the first-mentioned Contracting 
State a stock of goods or merchandise from which he regularly delivers goods or merchandise for or on behalf of the enterprise, or (c) manufactures 
or processes in the source state for the enterprise goods or merchandise belonging to the enterprise 

8 ITA No 506/Mum/2008
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be accessed and put to use by the customer by 
means of positive acts, it did not fall within the 
ambit of equipment royalty. 

India’s Response 
In 2012, India made certain amendment under its 
domestic tax law (i.e., ITA) to broaden the scope of 
royalty. Further, Union Budget, 2016, proposes to 
impose an equalisation levy on payments made for 
online advertisement and related services to non-
residents. Both the amendments and ramifications 
are discussed under: 
• Amendment to the definition of royalty 
 In 2012, Explanation 4, 5 and 6 were added to 

section 9(1)(vi) of ITA pertaining to taxation of 
royalty. These amendments were intended to 
negate the interpretation taken by High Courts, 
which were favorable to non-resident taxpayers 
and have potential ramifications in a number 
of cases. Specifically, the decision of Mumbai 

Bench of ITAT in case of Yahoo India Pvt Ltd 
vs DCIT is sought to be nullified by providing 
retrospectively in the domestic tax law that 
royalty includes consideration in respect of any 
right, property or information, whether or not: 
 − possession or control of such right, property 

or information is with the payer
 − such right, property or information is used 

directly by the payer
− the location of such right, property or 

information is in India
 The above stated amendment along with other 

retrospective amendments has significantly 
broadened the definition of royalty under the 
ITA. Whether such amendments can be read  
into the DTAAs has been a litigious issue  
between taxpayers and tax authorities with 
courts taking different viewpoints. A timeline 
of amendment made and selective judicial 
precedents is below: 

9 [2016] 68 taxmann.com 8 (Delhi)
10 Article 31(1) of Vienna Convention provides that DTAAs shall be interpreted in good faith, in accordance with ordinary meaning to be given to the terms 

therein

 In author’s opinion, the Delhi High Court 
decision in case of DIT vs New Skies Satellite 
BV9 seem to expound the correct position 
of law. The High Court has held that while  
India has sovereign right to tax including the 

power to override DTAAs, what is clearly 
not permitted is unilateral amendment 
of existing DTAAs, in view of Article 31  
of Vienna Convention on the Law of Treaties, 
196910. 
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• Equalisation levy 
 Action Plan 1 of OECD G-20 BEPS project11 

explored three options for bringing the digital 
world into tax net, viz (i) A new nexus based on 
the concept of significant economic presence; 
(ii) A withholding tax on digital transactions; 
and (iii) equalisation levy. However, none of 
the options have been recommended because 
it is expected that some BEPS concerns raised 
by digital economy would be mitigated by 
implementation of recommendations under 
other BEPS Action plans. 

 Out of the three alternatives, India has decided 
to proceed with equalisation Levy. Important 
features of equalisation Levy, proposed under 
Finance Bill, 2016 is as under: 
− Rate and scope: 6 percent of the amount 

of gross consideration for any ‘specified 
service’ provided by a non-resident to (i) a 
resident in India and who carries on business 
or profession; (ii) a non-resident having a 
Permanent Establishment (“PE”) in India

− Services covered: ‘Specified service’ has 
been defined to mean online advertisement, 
any provision for digital advertising space or 
any other facility or service for the purpose of 
online advertisement and includes any other 
service as may be notified by the Central 
Government

− Mechanics: Equalisation levy is to be 
deducted by the payer at the time of making 
payment to the non-resident and deposited 
with the Government within specified 
time. Subsequently, the payer shall also be 
required to furnish specified statement to 
the tax officer

− Exemption from income-tax: Income 

arising to the non-resident from the specified 
service and subjected to an equalisation levy 
shall be exempt from income-tax

− Exceptions: Equalisation levy shall not be 
charged in following cases:
(a) the non-resident providing the specified 

service has a PE in India and the specified 
service is effectively connected with such 
PE;

(b) the aggregate amount of consideration 
for the specified service received or 
receivable in a previous year by the non-
resident does not exceed INR 0.1 million; 

(c) where the payment for the specified 
service is not for purposes of carrying 
out business or profession 

− Date of applicability: The date of 
implementation of such levy is yet to be 
notified

 Most importantly, equalisation levy has not 
been made part of domestic tax law legislation 
(i.e., ITA), but has been proposed as a separate 
levy under the Finance Bill, 2016. The intention 
behind this is to keep the levy outside the scope 
of DTAAs. 

 With introduction of equalisation levy, the 
contentious issue of India’s power to unilaterally 
override/amend DTAA would become more 
litigious. But one thing which is certain is that 
this unilateral act of India to introduce a tax 
on digital economy outside the ambit of DTAA 
framework could set a precedent for other 
countries to introduce such taxes, thereby 
frustrating the purpose DTAAs have sought to 
achieve for decades. 

Conclusion and Way Forward 
As someone famously said, ‘the best action by 
government is no action’. The digital economy has 
seen huge innovation in the past decade. While 
a stable policy for the sector is certainly welcome, 
the government should make sure that it does not 
end up stifling innovation. The government should 
rethink about introducing the aforesaid equalisation 
levy. Even if the government were to go ahead, 
some measures like increasing the threshold for 
applicability of levy, removal of powers from the 
government to notify additional services under 
the ambit of levy would certainly be useful. At the 
moment, government would be well advised to 
stick to its stated agenda of a non-adversarial and 
investor-friendly tax regime. 

Income arising to the non-resident from the specified 
service and subjected to an equalisation levy shall be 

exempt from income-tax. Equalisation Levy shall not 
be charged in few cases.

Most importantly, equalisation levy has not been made 
part of domestic tax law legislation (i.e., ITA), but has 
been proposed as a separate levy under the Finance 

Bill, 2016.  The intention behind this is to keep the levy 
outside the scope of DTAAs.  

11 Addressing the Tax Challenges of the Digital Economy
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