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Executive summary

This Tax Alert summarizes a recent ruling of the
Authority for Advance Rulings (AAR) [AAR No. 858-
861 of 2009] in the case of LS Cable Ltd. (Applicant)
on the issue of taxability of income from offshore
supplies. Based on the terms of the contract as well as
the documents submitted, the AAR held that the
transaction for sale was concluded outside India.
Therefore, no income from offshore supplies is liable
to tax in India under the Indian Tax Laws (ITL). The
AAR also ruled that even if the Applicant is said to
have a permanent establishment (PE) in India, the
same cannot be said to have any connection with
offshore supplies. Consequently, no part of income
from offshore supplies is taxable in India.

Background and facts

The Applicant, a company incorporated in Korea,
is engaged in the business of manufacturing
electric wires and cables for power distribution.

The Applicant was a successful bidder in the bids
invited by an Indian company (ICo) for four
different projects which involved supplying,
laying, jointing, testing and commissioning of
power cables.

With respect to the above projects, the Applicant

entered into three separate contracts with I1Co:

> Contract no. 1: Offshore supplies contract-for
supply of equipment and materials, including
mandatory spares on Cost, Insurance and Freight
(CIF) basis

> Contract no. 2: Onshore supplies contract
> Contract no. 3: Onshore services contract

The Applicant sought a ruling from the AAR on
whether the consideration received/ receivable
from ICo under Contract no. 1 for ‘offshore
supplies’ is taxable in India under the provisions
of the ITL and also under the India-Korea Double
Taxation Avoidance Agreement (DTAA).

Applicant’'s contentions

The title to the equipment and material was
passed outside India and the payment for
offshore supplies, too, was received in foreign
currency outside India. Therefore, no income
accrues or arises in India in respect of the
offshore supplies contract. On this aspect,
reliance was placed on the decision of the
Supreme Court (SC) in the case of Ishikawajima-
Harima Heavy Industries Ltd. ™!, which supports
its view.

Tax Authority’s
contentions

The Tax Authority had already filed a special leave
petition (SLP) to appeal before the SC against an
adverse order from the Delhi High Court on the
issue of taxability of offshore supplies in the
Applicant’s own case, though, in respect of a
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different contract. Therefore, it was proposed
that the hearing in this case be deferred till the
SC pronounced its order.

The consideration for offshore supply of

equipment is taxable in India under the provisions

of the ITL, for the following reasons:

> The separate contracts entered into are, in effect,
‘composite contracts’ and none of the contracts
can exist without the other as breach of one is
deemed to be a breach of the other contracts.
Furthermore, offshore supplies were on CIF basis
and all the contracts were signed on the same
date. In the event of breach of any of the
contracts, ICo (the employer) had a right to
terminate the other contracts at the risk and cost
of the Applicant.

> The award of separate contracts does not, in any
way, dilute the responsibility of the Applicant for
successful completion of the overall project.
Furthermore, the entire activity of offshore
supplies and onshore supplies/services was to be
rendered by the Applicant itself. The insurance
requirements of the offshore supplies require that
the Applicant would take out insurance of cargo,
installation, worker compensation etc. Therefore,
from the facts of the present case, the offshore
supplies cannot be considered as a sale
simplicitor. The project is for providing both
offshore as well as onshore supplies/services. The
Applicant had merely entered into different
contracts and this would not extinguish its tax
liability on independent consideration of each
contract.

»  The delivery of equipment would not be complete
till the same is commissioned on the site of ICo.
Furthermore, full payments against offshore
supplies were payable only after satisfactory
demonstration of the equipment. Therefore,



under such circumstances, passing of title outside
India is of little significance as far as the issue of
taxability of income earned in the transaction is
concerned. It cannot, therefore, be accepted that
the offshore and onshore contracts were totally
isolated and independent of the other. The
Applicant has, rather, entered into a turnkey
contract and, therefore, has a PE in India.
Reliance was placed on the decision of the Madras
High Court (Madras HC) in the case of Ansaldo
Energia SPA 2],

AAR ruling

Merely on the basis of filing the SLP before the
SC, the application filed by the Applicant cannot
be kept pending, especially when the question
stands concluded by an earlier decision of the SC.

Reliance is placed on the binding SC decision in
the case of Ishikawajima (supra) and an earlier
decision of the AAR in the case of Hyosung
Corporationt® to support that offshore supplies
are not taxable in India.

The clauses in the offshore supplies contract
regarding transfer of ownership, the payment
mechanism in the form of letter of credit etc.,
established that the transaction of sale took place
outside India. The transit risk borne by the
Applicant till the goods reached the site in India

was not necessarily inconsistent with the sale of
goods taking place outside India. The parties may
decide between themselves as to when the title of
the goods should pass. As the consideration for
the offshore supplies had been separately defined
in the contract, it could well be separated from
the whole of the project consideration.

The Madras HC decision in the case of Ansaldo
(supra), relied on by the Tax Authority, wherein
the contract for offshore supplies was held to be a
‘composite contract’ is distinguishable. In that
case, the turnkey project, as a whole, was
awarded to the applicant and, thereafter, the
contract was split. It was found by the Tribunal
that there was a facade created for the purpose of
avoiding tax and that there was a price imbalance
in the contracts which was skewed in favour of
the offshore supplies contract, in order to
minimize the tax liability. Subsequently, it was
held that consideration for offshore supplies was
taxable in India. However, facts of the present
case are distinguishable. Nothing in law prevents
the parties from entering into a contract which
provides for sale of equipment for a specified
consideration, although they were meant to be
utilized in the fabrication and installation of a
complete plant.

Even if a PE is said to have existed in India for the
Applicant, under Article 5 of the DTAA, the same
would be for the purpose of carrying out the
contract for onshore supplies/services and the
same would have no role to play in offshore
supplies. Even though the PE is involved in

cannot be said that the PE is involved with the
offshore supplies.

Accordingly, the Applicant is not liable to tax in
respect of offshore supplies.

Comments

A ruling by the AAR is binding only on the Applicant, in
respect of transaction in relation to which the ruling is
sought and on the Tax Authority, in respect of the
Applicant and the said transaction. However, it does
have persuasive value and the Courts in India, the Tax
Authority and the appellate authorities do recognize
the principles and ratio laid down by the AAR, in
deciding comparable cases.

This AAR ruling has reiterated the principle that
income from offshore supply of equipment is not
taxable in India, where essential conditions, such as
passing of title in the goods, payment received outside
India and conclusion of sale outside India are met.
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carrying on some incidental activities such as
(31 [314 ITR 343]

clearance from the port and transportation, it
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