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Disallowance of expenditure under Section 40(a)(i) of Income-tax Act 
are not applicable to India-Mauritius tax treaty    

25 April 2018 

Background 

Recently, the Delhi Bench of the Income-tax 
Appellate Tribunal (the Tribunal) in the case of 

Unocol Bharat Ltd1 (the taxpayer) dealt with the 
issue of allowability of salaries and other operating 
expenditure of a Permanent Establishment (PE) in 
India of a foreign company. The Tribunal held that 
no disallowance provisions under Section 40(a)(i) of 
the Income-tax Act, 1961 (the Act) could apply to 
the taxpayer on account of non-deduction of tax in 
the absence of any restrictive clause in Article 7(3) 
of India-Mauritius tax treaty (tax treaty).  
 

Facts  

The taxpayer, a Mauritian company, is a wholly-
owned subsidiary of a U.S. company. The taxpayer 
is engaged in the business of pursuing opportunities 
in the exploration, development and production of 
crude oil and natural oil and gas, developing power 
plants, etc. in India. During the year, the taxpayer 
entered contracts in India and had Permanent 
Establishment (PE) in India.  The taxpayer claimed 
losses which were carried forward to the 
subsequent years. The taxpayer did not derive any 
income from any project in India. The taxpayer 
claimed expenditure on account of salaries and 
other operating expenditure. The Assessing Officer 
(AO) observed that the taxpayer could not furnish 
the details of names and address of the employees, 
the duration of stays in India and whether tax has 
been deducted on payment to employees. 
Accordingly, the entire employee cost was 
disallowed for non-deduction of tax at source under 
Section 40(a)(i) of the Act. With respect to operating 
contract cost, since the tax was not deducted at 
source on payment to non-resident, such 
expenditure was disallowed under Section 40(a)(i) 
of the Act.  
_______________ 
 
1 DDIT v. Unocol Bharat Ltd (ITA No. 1388/Del/2012) – Taxsutra.com 

Before the Commissioner of Income-tax (Appeals) 
[CIT(A)], additionally, the taxpayer claimed that 
there was no restriction under Article 7(3) of the tax 
treaty for the claim of expenditure when the same 
was incurred for the purpose of business of a PE, 
and hence disallowance cannot be made under 
Section 40(a)(i) on account of non-deduction of 
tax. The CIT(A) held that Article 7(3) of the tax 
treaty does not put any restriction of the claim of 
expenditure and accordingly, the expenditure was 
allowed when the same had been incurred for the 
business of a PE.  
 

Delhi Tribunal ruling 

The Tribunal observed that the taxpayer had given 
the duration of stay of each employee in India, 
names of such employees and amount paid to 
them. Thus, the contentions of the AO that details 
of the employees in India have not been given was 
not correct. With respect to the operating contract 
expenditure, since the payment made to non-
residents were not income in the hands of the non-
residents2. Therefore, no disallowance under 
Section 40(a)(i) of the Act shall be made. 
 
With respect to disallowance under Section 
Section 40(a)(i) of the Act, it was observed that as 
per Article 7(3) of the tax treaty, the restriction 
provided under the Act could not be read into the 
tax treaty. The phraseology used in Article 7(3) of 
the tax treaty was different from other treaties3. 
Since the tax treaty does not provide for any 
restriction to apply the limitation of the domestic 
taxation laws, such limitation given under the 
Indian tax law cannot be imported in such an 
Article under the tax treaty. If the expenditure has 
been incurred on the payment of the salary of the 
employees, then it has to be allowed while  
 
______________ 
2 In terms of Section 195(2) of the Act 
 
3 For example - Article 7(3) of India-U.S. tax treaty provides that 
deduction of expenses which are incurred for the purpose of business of 
the PE would be in accordance with provisions subject to the limitation of 
the taxation laws of that State 
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computing the profit and loss of the PE without any 
restriction of deductibility under the provisions of the 
Act. A similar ratio was applied in the case of 
operating contract expenditure. The Tribunal 
discussed its own decision in the case of State Bank 
of Mauritius Limited4 and held that there was no 
restriction in allowing the employee cost and 
operating contract expenditure. The disallowance 
under Section 40(a)(i) of the Act cannot be read into 
the tax treaty, and hence, disallowance cannot be 
made.  

 

Our comments 

Applicability of disallowance provisions to 

Article 7 of the tax treaty 

The issue of applicability of ‘disallowance of 
expenditure’ related provisions on account of non-
deduction of tax in the absence of any restrictive 
clause in Article 7(3) of India-Mauritius tax treaty has 
been a matter of litigation.  
 
The Vienna Convention as well as various Courts5 
have observed that a tax treaty is to be interpreted in 
good faith in accordance with the ordinary meaning 
given to the terms of the treaty6. A ‘holistic approach’ 
should be adopted for interpreting a treaty 
considering its history, text, context, object and 
purpose. One has to look at what is clearly said and 
there is no room for any subjective intendment or 
implying words which are not used in the provisions7. 
The intention of the contracting state is specifically 
expressed in words/explicit language of the treaty8. 
When the language of the treaty is reasonably clear, 
the party offering a contrary interpretation must 
persuade the Court that its construction comports 
with the view of both the Contracting States9. 
 
Article 7(3) of certain Indian tax treaties (e.g., with 
the U.S., the Netherlands, etc.) restricts deductibility 
of expenditure because it also provides that 
allowability of expenditure is subject to the limitations 
of the taxation laws of the Contracting State. 
However, Article 7(3) of various Indian tax treaties 
(e.g., with Hungary, Mauritius, Israel, etc.), does not 
provide for such restriction towards the deductibility 
of expenditure.  
_____________ 
4 ITA No. 2254/Mum/2005 
 
5 IBFD Case No. VPB 64.79 (Federal Tax Appeal Commission of 
Switzerland), James Mackintosh & Co (P) Ltd v. ACIT [2005] 93 ITD 466 
(Mum), Lamesa Holdings BV v. Commissioner of Taxation [1997] IBFD 
Case No. NG 225 of 1997 (Federal Court of Australia) 
 
6 Nilesh Modi’s book ‘The Law and Practice of Tax Treaties’ 

7 Avery Jones v. IRC (1976) Simon’s Tax Cases 290 (High Court, London, 
Chancery Division) 

8 Ngee Hin Chong v. Commissioner of Taxation (2000) IBFD Case No. VG 
463 of 1998 (Federal Court of Australia); McDermotte Industries (Aust) Pty 
Ltd v. FC of T (2005) 2005 ATC 4398 (Full Federal Court of Australia) 

9 The North West Life Assurance Company of Canada v. Commissioner of 
Inland Revenue (1996) IBFD Case No. 4694-94 (US Tax Court) 

The Supreme Court in the case of Morgan 
Stanley and Co Inc.10 while dealing with India-
USA tax treaty observed that the taxable income 
has to be determined in accordance with the 
provisions of the domestic tax law and all 
provisions of the domestic law, including 
provisions relating to depreciation, investment 
losses deductible expenses, carry forward and 
set off of losses, etc., were applicable. 
 
However, the Tribunal in various cases11 has 
held that the restriction in Indian domestic law for 
deduction of expenditure would not apply in the 
absence of the words ‘in accordance with the 
provisions of and subject to the limitations of the 
taxation laws of the contracting state’ in a tax 
treaty. 
 
In the case of the State Bank of Mauritius Ltd12, 
the Tribunal had dealt with the India-Mauritius tax 
treaty and held that Article 7(3) of the tax treaty 
does not put any restriction of the claim of 
expenditure and accordingly the expenditure was 
to be allowed when the same was incurred for 
the purpose of PE and thus no disallowance 
could be made. The Tribunal in the present case 
has held on similar lines. 
 
It is interesting to note that as per the protocol to 
the India-Japan tax treaty, deduction of executive 
and general administrative expenditure shall be 
allowed in accordance with the provisions of the 
Act, however it should not be less than what was 
allowable under the Act as effective on the date 
of signing of a tax treaty. While dealing with this 
protocol, the Mumbai Tribunal in the case of 
Toyo Engineering Corporation13, held that only 
expenditure referred to in the protocol would be 
subject to the limitations of the Indian domestic 
law and other expenditure would be allowable as 
a deduction in full without any limitation. 
 
One needs to be very cautious while interpreting 
the language of the tax treaty since each tax 
treaty has been differently worded. The tax treaty 
should be read with the protocol or MOU 
specified therein. Similarly, Article 7(3) of the 
India-Mauritius tax treaty in the present case has 
been differently worded, and the Tribunal held 
that disallowance under Section 40(a)(i) of the 
Act are not applicable while allowing expenditure 
in terms of Article 7(3) of the said tax treaty. 
Though India-Mauritius tax treaty has been 
amended with effect from 1 April 2017, Article 
7(3) has not been amended. 
___________________ 
10 DIT v Morgan Stanley and Co Inc [2007] 292 ITR 416 (SC) 

11 Compagnie Francaise D'Etudes Et De Construction v IAC (1984) 8 
ITD 215 (Del), ITO v Degremont International (1985) 11 ITD 564 
Jaipur);/CIT v State Bank of Mauritius Ltd (2011) 11 taxmann.com 331 
(Mum) 

12 State Bank of Mauritius Ltd v. DDIT (ITA No 2254 & 
3005/Mum/2005) 

13 DDIT v. Toyo Engineering [2012-TII-55-ITAT-MUM-INTL] 
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Currently, Section 40(a)(ia) of the Act, dealing with 
the disallowance of payment made to a resident on 
account of non-deduction of tax at source, restricts 
the disallowance to the rate of 30 per cent of  the 
expenditure. However, a similar kind of restrictive 
disallowance is not provided under Section 40(a)(i) of 
the Act while dealing with the disallowance of 
payment made to non-resident on account of non-
deduction of tax at source. Accordingly, the taxpayer 
in appropriate cases may invoke the non-
discrimination clause under respective tax treaties to 
avoid such disallowance of expenditure. 
 

 

Section 40(a)(i) disallowance vis-à-vis non-

discrimination 

As a part of the adverse consequences of non-
compliance with TDS-related provisions, payments 
without deduction of tax at source are disallowed14 
while computing the income of the payer. However, 
it is interesting to refer to various tax treaties which 
provide relief to the taxpayers in the form of a non-
discrimination clause. 
 
The Delhi Tribunal in the case of Mitsubishi 
Corporation India Pvt Ltd15, while applying the non-
discrimination clause under the India-Japan tax 
treaty, held that the payment made by the taxpayer 
to non-resident, without deduction of tax at source 
could not be disallowed since the payments made 
to residents, without deduction of tax at source, 
were deductible. 
 
Similarly, the Delhi Tribunal in the case of Herbalife 
International India (P.) Ltd.16 while dealing with 
erstwhile Section 40(a)(i)17 observed that these 
provisions  disallow payment made to a non-
resident only where the tax was not deducted at 
source on certain payment. A similar payment to a 
resident does not result in disallowance in the event 
of non-deduction of tax at source. Thus, a resident 
left with a choice of dealing with a resident or a non-
resident in business, and he would opt to deal with 
a resident rather than a non-resident owing to the 
provisions of Section 40(a)(i) of the Act. To that 
extent, the non-resident is discriminated. Applying 
Article 26(3) of India-USA tax treaty, the AO cannot 
invoke the provisions of Section 40(a)(i) to disallow 
the claim of the taxpayer for deduction even on the 
assumption that the sum in question was 
chargeable to tax in India. Subsequently, in various 
decisions, the Tribunal18 while following the Delhi 
Tribunal’s decision held on similar lines.  
 
________________ 
14 Presently, 30 per cent in case of payments to residents and 100 per 
cent in case of payments to non-residents  
 
15 Mitsubishi Corporation India Pvt Ltd v. DCIT (ITA No. 5042/Del/2011) 

16 Herbalife International India (P) Ltd v. ACIT [2006] 101 ITD 450 (Del)  

17 As it existed prior to amendment by the Finance Act 2003 

18 DCIT v. Incent Tours (P) Ltd [2012] 53 SOT 308 (Del), Sandoz (P.) Ltd 
v. ACIT [2010] 42 SOT 450 (Mum), Central Bank of India v. DCIT [2012] 
148 TTJ 237 (Mum), Mitsubishi Corporation v. ACIT [2010] 38 SOT 158 
(Chen) 
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