Deduction of hypothetical tax and contribution towards social
security charges

Background

The Income-tax Appellate Tribunal, Pune® has held that the deduction in
respect of hypothetical tax® as per the tax equalization policy of the
home country employer and employee contribution towards social
security charges paid outside India should be allowed to the expatriate
employee deputed to work in India.

Facts of the case

e M/s Skoda Auto as (‘the foreign company’), a company
incorporated in Czechoslovakia (‘home country’) deputed its
employee (‘tax payer’), a Czech national, to work with Skoda Auto
India Private Limited.

o In the return of income filed by the tax payer, a deduction in respect
of hypothetical tax (‘hypo tax’) and contribution towards social
security charges paid in the home country was claimed from the
base salary and net salary was offered to tax in India.

Issues before the Tribunal

o Whether hypo tax can be allowed as a deduction from the base
salary chargeable to tax in India?

! The IncomeTax officer , Aurangabad v. Lukas Fole (ITA No. 1228/PN/08)

2 Under a tax equalization policy framed by the Company, the employer provides that
the company shall bear the employees tax liability arising out of the foreign assignment.
But the employers liability will be restricted only to the extent of additional liability
over and above what would have arisen had the assignee stayed back at home.
Hypothetical tax is the tax that is payable by the employee had he continued to stay in
his home country and not accepted the foreign assignment.
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e Whether the employee’s contribution towards social security
charges can be allowed as a deduction from base salary chargeable
to tax in India?

Tax payer’s contention

e The deduction of hypo tax was claimed under the tax equalization
policy of the foreign company.

¢ Inthe case of Jaidev H Raja’, it was held that the taxable base salary
is to be reduced by the amount of hypo tax. Accordingly, deduction
of hypo tax was claimed from the base salary offered to tax in India.

e Asregards social security charges in the home country, the tax payer
does not have any enforceable right vested in him. No benefit
accrued to the tax payer under the social security plan of the home
country in the relevant financial year®.

e Reliance was placed on the case of Gallotti Raoul®, wherein it was
held that only the net income was chargeable to tax after adjustment
of French social security charges. Accordingly, deduction in respect
of social security charges was claimed from the base salary offered
to tax in India.

Assessing officer’s contention

¢ In the case of Jaidev H Raja, gross income was offered to tax and
tax liability on that income was paid, as against deduction of hypo
tax from the base salary in the taxpayer’s case.

e Hypo tax is not a permissible deduction from salary income under
the Income-tax Act, 1961 (‘the Act’). Accordingly, deduction of
hypo tax cannot be granted from the base salary.

e Further, there is no specific deduction under the Act or India-
Czechoslovakia tax treaty (‘tax treaty’) in respect of the contribution
towards social security charges. Therefore, no deduction can be
allowed for the same from the base salary chargeable to tax in India.

Decision of Commissioner Income-Tax (Appeals) [CIT(A)]

e The decision in the case of Jaidev H Raja is squarely applicable on
the facts of the instant case.

e The hypo tax is not accrued to the tax payer at all and the same is
not taxable. Accordingly, the deduction of hypo tax has been rightly
claimed by the tax payer.

% ITA No.2021/Mum/98- Income Tax Appellate Tribunal, Mumbai
* 2005-06
® 61 ITD 453- Income Tax Appellate Tribunal, Mumbai
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¢ In respect of social security charges, the domestic law of the Czech
Republic lays down a compulsion whereby all citizens are required
to contribute towards social security plan, regardless of the place of
work.

e The contributions towards social security plan never reach the
employee as his income. Therefore, non- existence of a specific
deduction in respect of this contribution under the Act or tax treaty
is immaterial.

e Therefore, the tax payer is justified in claiming the deduction in
respect of said contribution, keeping in view the case of Gallotti
Raoul.

The Tribunal Ruling

e The deduction of hypo tax is made under the tax equalization policy
of the employer, which restricts the tax liability of an employee in
India to the liability he would have incurred in his home country, if
not sent on deputation.

e On the issue of deductibility on account of hypo tax from base
salary of the tax payer, while holding that there is no doubt the issue
is in favour of the tax payer, the Tribunal deliberated on whether the
deduction is to be allowed while computing the basic salary or it is
to be allowed at the stage of computing tax perquisite (i.e. tax of the
employee borne by the employer).

e The Tribunal expressed that the hypo tax only reduces the tax
perquisite and not the base salary of the employee. Therefore, in
principle, the hypo tax should be reduced from the tax perquisite and
not from the basic salary. In the instant case as there was no tax
impact whatever be the method of claiming the deduction, they did
not disturb the conclusions of the CIT(A).

e As regards social security charges, the decision of the CIT (A) was
upheld and deduction allowed.

Our Comments

As per this judgement, gross base salary is required to be offered to tax
instead of salary net of hypo tax. The hypo tax is to be reduced from the
tax borne by the employer. This method of claiming a deduction for
hypo tax will have implications in instances wherein base salary is
considered among other components, as the basis for calculation of
perquisites e.g. Rent free accommodation, tax paid by employer on non-
monetary perquisite etc and the final tax liability of the individual may
witness a change.

Also on deduction towards employee contributions to overseas social
security, the relevant domestic law of the home jurisdiction levying such
a charge has to be examined in detail.
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Disclaimer

The information contained herein is of a general nature and is not
intended to address the circumstances of any particular individual or
entity. Although we endeavour to provide accurate and timely
information, there can be no guarantee that such information is
accurate as of the date it is received or that it will continue to be
accurate in the future. No one should act on such information without
appropriate professional advice after a thorough examination of the
particular situation.
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