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O R D E R 

 

PER BENCH 

 

First we take appeals preferred by the assessee in ITAs no.6329, 6330, 

6331 and ITA no.7661/Mum./2007 as well as the assessee’s Cross 

Objections no.191/Mum./2003, 129, 130, 39/Mum./2008 and 200/Mum./ 

2010. The appeals are directed against the impugned separate but identical 

orders passed by the Commissioner (Appeals), Mumbai, for assessment 

years 1999-00, 2000-01, 2002-03, 2003-04, 2004-05 and 2007-08 

respectively  and the Cross Objections preferred by the assessee are directed 

against the impugned orders passed by the Commissioner (Appeals), 

Mumbai, in the appeals filed by the Revenue.  

 

2. Learned Counsel, Mr. Rajesh B. Gupte, appearing on behalf of the 

assessee, submits before us that he does not wish to press these appeals 

and cross objections preferred by the assessee, to which, learned 

Departmental Representative, Mrs. Malthi Shridharan, appearing on behalf of 

the Revenue,  did not object to the submissions so made by the learned 

Counsel. Consequently, these appeals as well as the cross objections 

preferred by the assessee are dismissed as “not pressed”. 

 
3. In the result, all the appeals as well as the entire cross objections by 

the assessee are dismissed. 

 

4. Now, we take up Revenue’s appeals in ITA no.5086/Mum./2003, ITAs 

no.6370, 6371, 6372/Mum./2007, ITA no.7511/Mum./2007 and ITA no. 

2322/Mum./2010, which are directed against the impugned separate orders 

passed by the Commissioner (Appeals), Mumbai, for assessment years 1999-

2000, 2000-2001, 2002-03, 2003-04, 2004-05 and 2007-08 respectively. 

 

5. The main issue, which is common in all the appeals preferred by the 

Revenue is, whether or not the Commissioner (Appeals) was justified in 

holding that only 10% of the fee received by the Head Office for services 

rendered in India through independent surveyors is attributable to PE 

ignoring the facts that such services are not effectively connected with the 
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PE as required under Para-5 of the Article 12 of the treaty between India and 

Japan and whether the same is taxable @ 20% on gross receipt under Article 

12(2).  

 

6. The Revenue has raised one more additional ground in the appeal in 

ITA no.5086/Mum./2003, for assessment year 1999-2000 i.e., deduction 

claimed by the assessee on a provision for irrecoverable advance rent paid. 

 

7. The Commissioner (Appeals) has brought out the facts of the case and 

the procedure followed by the P.E. in his appellate order vide Paras-2.1 to 

2.4 and Para-5.2, which are extracted below for ready reference:- 

 
“2.1 The appellant Nippon Kaiji Kyokai (NK) is a classification society 

formed as an Association of Persons and established in Japan in 1889, 
engaged in the business of providing inspection and certification 
services to the marine industry. In accordance with the statutory 

requirements of the relevant national authorities of various countries, 
ships are required to be classified by a Classification Society approved 

by the said authority for the purpose. Such classification is done at the 
instance of the ship owner but on behalf of the respective Govt. While 
in some cases, the findings pursuant to the classification are reported 
directly to the ship owner, in other cases the reports are submitted to 
the respective Govt. which after examination hands it over to the ship 
owner. 
 
2.2 In India, for the purpose of inspection / certification, the 

necessary survey activities are carried out by the branches set up by 
NK at Mumbai and Chennai (NK-IB) and reports are issued by them 

upon completion thereof. Thus, NK-IB as such constitutes a Permanent 
Establishment (PE) in India of the H.O. in terms of Article 5 of the 
Double Taxation Avoidance Agreement (DTAA) between India and 
Japan. However, in certain cases where ships are anchored on ports 
where an exclusive NK surveyor, namely an employee of the India 
Branches is not readily available, the surveyor, namely an employee of 
the India Branches is not readily available, the survey work is assigned 
to and carried out by independent Acting surveyors (hereinafter 
referred as ACS) on behalf of NK Head Office (hereinafter referred to 
NK-HO). However, in the year under consideration there has been a 

change in the manner of conducting this work of surveys which was 
got through independent surveyors. The A.O. has quoted the following 

note in her assessment order which was appended by the appellant to 
the notes to accounts for the year ended 31.3.1999, which explains 
the change: 
 

“Until the previous year, independent surveyors, 
appointed by Head office (HO) in pursuance of 
agreements, raised invoices on the customers for the 
survey carried out by them. The invoices included an 
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amount equivalent to 30% which was accrued / received, 
retained and utilised for the purpose of business by the 

Branch and accordingly recognised as income in the profit 
and loss accounts of the Branch. However, with effect 

from 1st April 1998, pursuant to global changes effected 
by the H.O. in the manner of carrying out business and to 
ensure better control over billings, realisations, etc. 
invoices for work carried out by the said independent 
surveyors, to whom technical support is provided by the 
H.O. are raised by the H.O. on foreign customers directly. 
The H.O. collects the debts, retains 45% and pays the 
balance to the independent surveyors. In view of this and 

as in the earlier years, as no substantial services are 
rendered by the Branch to the customers, no portion to 

the survey fees is attributable to the Branch and 
accordingly no income is recognised in the profit and loss 
account of the Branch and no provision for tax is 
considered necessary.” 
 

2.3 As the appellant did not offer income earned by the H.O. by 
getting surveys through independent surveyors in India, the A.O. 
issued show cause notice. After considering the submission of the 
appellant that surveys done directly by H.O. is not connected with the 
P.E. the A.O. asked the appellant to explain as to why same should not 

be taxed as “fees for technical services”. Though the appellant filed its 
reply, the same was not found acceptable by the A.O. and a sum of ` 

42,38,519 received by the H.O. directly from surveying activity carried 
out in India was brought to tax @ 20% on gross amount as “fees for 

technical services” under Article 12 of the DTAA. 
 

2.4 Apart from this, the A.O. also rejected the appellant’s claim for 
deduction of a sum of ` 36,48,840 being loss of leave and licence 

deposit, treating it as capital loss and hence not allowable. 

 
5.2 In view of the claim of change in the manner of conducting work 
of survey through independent surveys, the authorised representative 
of the appellant was asked to file a note on the procedure of the 
business performed in assessment year under appeal with particular 
reference to the role of the P.E. in India. Accordingly, the A.R. filed a 
note vide letter dated 14.1.2003, the relevant portion of which is 
extracted below:- 

 
“Procedure of business performed for A.Y. 1999-2000 is 
as follows:- 
 
Ship owners are given survey application forms by NKK 
H.O. which is a classification society. Owner of the ship 
makes an application on the form writing his name and 
address along with name of the Co. who will be 

responsible for making payments to the H.O. and sends 
the filled form to the H.O. of NKK. 

 
Details such as contents of survey, place and date of 
survey and details of certificates to be issued are filled by 
the Ship owner. Surveys are to be performed by which 
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branch or Permanent Establishment is decided by the HO. 
One copy of the survey application form is sent to the 

P.E. and the P.E. having received the application finds 
that its own exclusive surveyor are not in a position to 

reach port of survey in time and that the nature of survey 
is such that the nearest Acting surveyor has the authority 
to carry out the survey. The P.E. directs the Acting 
Surveyor who is at the nearest port as to where the ship 
berthed and asked them to carry out the survey and 
allots them a job no. 
 
The Acting surveyor goes on the spot where the ship is 

berthed and carry out the survey as per the ship owners 
request and the instructions of the P.E. After completing 

the survey work the acting surveyor prepares a class 
survey record highlighting the details of survey carried 
out and number of hours put into carry out the survey. 
Later, the Acting Surveyor prepares his proforma invoice 
and forward it to the P.E. On receiving the proforma 
invoice from the acting surveyor, for communication and 
any other direct expenses incurred for communication 
and any other direct expenses and sends a request for 
billing survey fees to the H.O. The H.O. forwards their bill 
to the ship owners who pays to the H.O. The H.O. later 

pay the Acting Surveyor his share and reimburse the 
expenses incurred by the P.E. and retain their share of 

45% of fees. 
 
It can be seen from the above facts that P.E. has only 
some procedural role to play in carrying out the survey. 
 
It is further stated that H.O. of NKK which is situated in 
Japan has a major role to pay in the business of 
surveying, inspecting and servicing ships for the 

compliances with the requirement of NK class vessels. 
The H.O. is the person who gets the major source of 

business through its connection worldwide. They procure 
their customers and they authorize their other branches 
to perform the work in respective countries and also 
decide who are the acting surveyors who will perform the 
work in those respective countries. The H.O. keeps a 
close watch on the quality of services rendered by acting 
surveyor and P.E. The H.O. in maintaining the quality of 
their survey train the Acting Surveyor as well as staff of 

the P.E. and keep them upgraded with all literature by 
supplying latest information on development of survey 

operations and also supply certain technical know how for 
which the H.O. bears all direct as well as indirect 
expenses in maintaining their quality of surveys. Hence, 

the entire business of survey is controlled by the H.O.” 
 

8. The Assessing Officer accepted the contentions of the assessee that 

the activities in respect of surveys carried out through independent acting, 
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surveyors cannot be substantially attributable to the Permanent 

Establishment (herein after for short “P.E”), which is the assessee’s branch 

in India. He relied on Article-12(5) of the Double Taxation Avoidance 

Agreement (herein after for short “DTAA”) between India and Japan and 

came to a conclusion that since the Fee for Technical Services (herein after 

for short “FTS”) is not connected effectively to the P.E. situated in India, the 

same should be taxed in India @ 20% of the gross amount in terms of 

Article-12(2) of the said DTAA. On the provisions of doubtful deposits, the 

Assessing Officer held that the same is not incurred wholly and exclusively 

for the purpose of business and that since the Suit is pending, the loss is 

contingent in nature. He further held that the loss, if any, is in the capital 

filed and, hence, not allowable. 

 
9. The assessee, being aggrieved, carried the matter in first appeal, 

wherein the Commissioner (Appeals) considered the procedure of the 

business performed by the assessee. He came to a conclusion that the P.E. 

of the assessee company in India has an effective connection with the 

services rendered through the independent surveyors. He observed that 

when the P.E. is not in a position to reach the port of survey in time, and 

when the nature of the survey is such that the nearest acting surveyor can 

do it, then the P.E. directs the acting surveyors to carry out the survey and 

allots them a job number. He observed that the P.E. has a procedural role to 

play, when acting surveyors conduct survey. He referred to Article-12(5) of 

the Indo-Japan DTAA and as the FTS is effectively connected with the P.E., 

provisions of Articles-12(1) and 12(2), do not apply and that the provisions 

of Article-7 are attracted. Once he had come to a conclusion that the 

provisions of Article-7 are attracted, the Commissioner (Appeals) determined 

10% of the income as that which is attributable to the P.E. He further 

directed that no further expenditures should be allowed to the assessee, 

except consequential allowance of Head Office expenses under section 44C 

of the Income Tax Act, 1961 (for short "the Act"). 

 
10. Insofar as the issue of write-off of advance rent is concerned, the 

Commissioner (Appeals) accepted the contentions of the assessee and on 
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the ground that the recovery is quite bleak and loss of advance rent is in the 

revenue field, held that the same is allowable under the Act. Aggrieved, the 

Revenue is in appeal before the Tribunal.  

 
11. Learned Departmental Representative took this Bench through the 

facts of the case and submits that it was the case of the assessee before the 

Assessing Officer that the P.E. has no rule to play in providing services 

through independent acting surveyors. She submits that the Assessing 

Officer has accepted this position and levied tax in terms of Article-12(2) of 

the DTAA. She further submits that as the entire service was rendered in 

India, the Head Office should pay the tax @ 20% of the gross FTS received. 

She submits that the Commissioner (Appeals) has erred in relying on Article-

12(5) of the Indo-Japan DTAA. She elaborated by submiting that for 

attracting the provisions of Article-12(5), the following conditions are to be 

fulfilled viz., (i) the beneficial owner of the FTS should carry on the survey 

through a P.E. in the other State and the FTS is paid for the services 

effectively connected, with the P.E. She vehemently contends that when 

there is only a procedural role for the P.E., it cannot be said that the FTS is 

effectively connected with the P.E. She submits that there is no dispute that 

fee received for the FTS and that 55% of the same is taxed in India and 

what is in dispute is only 45% belonging to the Head Office. She further 

submits that it is nobody’s case that provisions of Article 12(6) comes into 

play. She filed a paper book in which commentaries from OECD, Model Tax 

Convention and U.N. Model Convention are enclosed and made extensive 

reference to them to drive home her argument that there is no effective 

connection in this case. Under the OECD model, commentary states that the 

P.E. can be said to have been effectively connected it an amount is paid in 

respect of rights of property forming part of the asset of the P.E. Learned 

Counsel for the Revenue, in response to a query from the Bench, submits 

that royalty and FTS are to be treated in the same manner and what is 

explained is the term “effectively connected” in the case of royalties and this 

is also to be applied in the case of FTS. She submits that the force of 

attraction rule does not come into play in Indo-Japan DTAA. She submits 

that the relationship should enhance the P.E’s economy strength and there 
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should be a functional connection. She, referred to the provisions of Article-7 

and submitted that Article-12(5) should be interpreted, keeping in view of 

the wordings of Article-7, as, in Article-7, only so much of the profits that are 

attributable to the P.E. are made taxable.  

 

12. Learned Counsel for the Revenue raised an alternative contention 

without prejudice to her claim that the entire amount should be taxed in 

terms of Article-12(2) of the DTAA, that if 10% of the amount is treated as 

business profit and taxed under Article-7, then the balance 35% should be 

considered as taxable under Article-12(2). 

 

13. Learned Counsel for the Revenue, referring to ground no.2, submits 

that the loss is contingent in nature as litigation was carried on. She refers to 

arbitration award and points out that ultimately the assessee has received 

back a substantial amount. She further argued that the expenditure is in the 

capital field. While concluding her arguments, she prayed that the order 

passed by the Assessing Officer be restored and that of the Commissioner 

(Appeals) be reversed. 

 
14. Learned Counsel for the assessee submits that the P.E. has an 

effective connection with the services rendered by the independent acting 

surveyors. He explained in detail the procedure adopted by the organization 

and points out that it is the P.E. which entrusted the acting surveyor with a 

particular job and thereafter, not only plays a liaison role but also has a 

monitoring role to play. He submits that acting surveyors are independent 

persons and responsible for rendering the services and accountability lies 

with the assessee company both with the Head office as well as the P.E. He 

submits that as the services are effectively connected with the P.E. in terms 

of Article-12(5), Articles-12(1) and 12(2) cannot be applied and the 

provisions of Article-7 come into play. He submits that once Article-7 comes 

into play, what is taxable is such portion of profits of the enterprise which 

are directly or indirectly attributable to the P.E. He relied on the order of the 

Commissioner (Appeals) and supported the finding that 10% of the fee could 

be attributable to the role of the P.E. He opposed the contention of the 

Learned Counsel for the Revenue that the balance has to be brought to tax 



Nippon Kaiji Kyokoi 12 

under Article-12(2), by submitting that the DTAA does not contemplate the 

same. 

 
15. The learned Counsel for the assessee, referring to ground no.2, 

submits that what was given was rent in advance and it was loosely termed 

as “security deposit”. He referred to the correspondence and submits that 

the landlady refused to return the amount and in such a situation, as the 

recovery was bleak and as the assessee never got any asset of enduring 

nature, the amount was written-off and claimed as expenditure. His case is 

that only the year of allowability is in question and when the arbitration 

proceedings attains finality, the amount received by the assessee was 

offered to tax and that the Assessing Officer accepted the same. He relied on 

the order of the Commissioner (Appeals) and prayed that the same be 

upheld. 

 

16. Rival contentions heard. On a careful consideration of the facts and 

circumstances of the case and on perusal of the papers on record, we hold as 

follows:-  

 
17. On facts, the learned Departmental Representative has not disputed 

the procedure stated to have been followed by the assessee and its P.E. in 

India. The procedure allowed by the assessee is brought out at Pages-5 and 

6 of the Commissioner (Appeals), which is reproduced above, vide Para-7 of 

this order. From this procedure of business, it can be observed that the P.E. 

on receiving a copy of the application wherever required, directs the acting 

surveyor to carry out the survey and allot them a job number. The acting 

surveyor follows the instructions of the P.E. Thereafter, the invoice is 

forwarded by the acting surveyor to the P.E. which in turn, adds its expenses 

incurred for communication, etc., and forwards the bill to the Head Office. 

The expenses incurred by the P.E. are reimbursed. Thus, it cannot be denied 

that the P.E. has a functional connection, though limited wherever survey 

work is assigned to the acting surveyor. The issue to be adjudicate is, 

whether the P.E. can be said to have effective connection with this activity 

for survey. The assessee admits that the Branch does not render substantial 

services to the customers wherever independent surveyor are appointed but 
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fact remains that even before the Assessing Officer it is not stated by the 

assessee that no service was rendered by the Branch to the customers. 

There is a difference between the words “substantial services” used by the 

assessee by filing a note dated 31st March 1999 and the words “effective 

connection” used in Article-12(5). The note, in our considered opinion, has 

been mis-interpreted by the Assessing Officer. 

 
18. Coming to the issue as to whether the FTS is effectively connected with 

the P.E., we find that the commentaries relied upon by the learned 

Departmental Representative discuss the issue of royalties and not FTS and 

the assents test has been suggested for royalties. As far as FTS is 

concerned, the test to be applied is activity test or functional test. In the 

present case, the P.E., either conducts the survey with its exclusive surveyor 

or in the alternative, appoints acting surveyors. The P.E. also adds its 

expenses and sends the billing survey fees to the Head Office. In such 

circumstances, factually, we are of the considered opinion that the FTS in 

question is effectively connected with the P.E. When a service is rendered 

thorugh own staff, it is accepted as service of the P.E. When so, if service is 

rendered through an Acting Surveyor, who is a free lancer, due to shortage 

of staff or otherwise, it cannot be held separately. Both the services, one by 

own staff and one through off-loaded system, cannot, in our view, be held 

differently. At this stage, we mention that both parties have agreed with the 

fee in question is in the nature of FTS and the issue is limited to the 45% 

share retained by the Head Office. With this factual finding, that there is an 

effective connection of the FTS with the P.E., we examine the issue. 

 
19. We now extract Article-7(1) and 12(1), 12(2), 12(4), 12(5), as 

follows:- 

 
“7(1) The profits of an enterprise of a Contracting State shall be 
taxable only in that Contracting State unless the enterprise carries on 
business in the other Contracting State through a permanent 

establishment situated therein. If the enterprise carries on business as 
aforesaid, the profits of the enterprise may be taxed in that other 

Contracting State but only so much of them as is directly or indirectly 
attributable to that permanent establishment. 
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12(1) Royalties and fees for technical services arising in a Contracting 
State and paid to a resident of the other Contracting State be taxed in 

that other Contracting State. 
 

12(2) However, such royalties and fees for technical services may also 
be taxed in the Contracting State in which they arise and according to 
the laws of that Contracting State, if the recipient is the beneficial 
owner of the royalties or fees for technical services, the tax so charged 
shall not exceed 20% of the gross amount of the royalties or fees for 
technical services. 
 
12(4) The term “fee for technical services” as used in this article 

means payment of any amount to any person other than payment to 
an employee of a person making payments and to any individual for 

independent personal services referred to in article 14, in 
consideration for the services of a managerial, technical or consultancy 
nature, including the provisions of services of technical or other 
personnel. 
 
12(5) The provisions of paragraphs 1 and 2 shall not apply if the 
beneficial owner of the royalties or fees for technical services, being a 
resident of a Contracting State, carries on business in the other 
Contracting State in which the royalties or fees for technical services 
arise, through a permanent establishment situated therein, or 

performs in that other Contracting State independent personal services 
from a fixed base situated therein, and the right, property or contract 

in respect of which the royalties or fees for technical services are paid 
is effectively connected with such permanent establishment or fixed 
base. In such case, the provisions of article 7 or article 14, as the case 
may be, shall apply.” 

 

20. Perusal of Article-12(5), takes us to a conclusion that when the 

payment for FTS is effectively connected with the P.E., in such case, 

provisions of Article-7 will apply. In view of our factual findings, we agree 

with this interpretation of the Commissioner (Appeals) in all the cases. Study 

of Article-7(1) shows that only such amount of profits of all enterprise i.e., 

directly or indirectly attributable to the P.E. is taxable in other connecting 

State where the P.E. is situated. The Commissioner (Appeals) has estimated 

10% as business profits which are directly or indirectly attributable to the 

P.E. This figure is not disputed by the Revenue. Thus, we uphold the finding 

of the first appellate authority.  

 

21. Coming to the argument of the learned Departmental Representative 

that the balance amount other than 10% should be taxed under Article-

12(2), we find that Article-12(5) of the DTAA, excludes the entire receipt 
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from Article-12(1) and 12(2), if the receipt has an effective connecting with 

the P.E. The argument that Port is to be taxed under Article-7 and balance 

under Article-12, is devoid of merit. The DTAA does not contemplate the 

same. Such an interpretation said to be placed by learned Departmental 

Representative is incorrect and, hence, we reject the same. When certain 

FTS is effectively connected with the P.E., then so much of the fees i.e., 

directly or indirectly attributable to the P.E. is to be taxed under Article-7. In 

view of the above discussion, we uphold the findings of the first appellate 

authority and dismiss this ground of the Revenue in all the appeals. 

 
22. Now, coming to ground no.2, raised by the Revenue for assessment 

year 1999-2000, we find that what was paid to the landlady is advance of 

“leave and licence fee” for a period of five years. As pointed out by the 

learned Departmental Representative, in the agreement entered, neither the 

assessee nor the landlady had the right to unilaterally terminate the 

agreement. In this case, the assessee unilaterally terminated the agreement 

leading to a litigation and this litigation was ultimately resolved by way of 

consent terms agreed to on 7th October 2003, before the Hon’ble Bombay 

High Court. ON entering on these terms, the assessee has, in its return of 

income, for assessment year 2004-05, offered the amount received from the 

landlady to tax. The Revenue has also taxed this amount. On these facts, we 

are of the considered opinion that the sole issue is the year of taxation, as 

well as, whether the loss in question is in the revenue field or in the capital 

field. What is paid was advance of leave and licence fee and no enduring 

benefit accrues to the assessee. Advance Rent paid, in our opinion, is not 

capital expenditure. As to whether the expenditure is contingent in nature, 

we hold that the loss is real and it does not depend on the happening of any 

event, as in the case of contingency.  In any event, as the assessee has 

already offered to tax the amount on settlement of dispute and as the 

Revenue has accepted the same, we are of the opinion that as there is no 

loss to the Revenue, the findings of the first appellate authority on this issue 

has to be upheld. Ground no.2 is, thus, dismissed. 
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23. In the result, all the appeals of the Revenue are dismissed. 

 
24. To sum up, all the appeal as well as cross objections filed by the 

assessee and the appeals filed by the Revenue are dismissed. 

Order pronounced in the open Court on 29.7.2011 
 

 

Sd/- 
V. DURGA RAO 

JUDICIAL MEMBER 

            

                Sd/- 
                 J. SUDHAKAR REDDY 

                ACCOUNTANT MEMBER  
 

MUMBAI,   DATED:  29.7.2011 
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