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Interest on tax refund is taxable as business income under the India-U.K. 
tax treaty since it is effectively connected with a PE in India. Section 44BB 
of the Income-tax Act dealing with the business of exploration etc. of 

mineral oil is not applicable to interest on tax refund    

Background 

 

Recently, the Uttarakhand High Court (High Court) in 
the case of B.J. Services Company Middle East 
Limited

1
  (the taxpayer) held that the interest earned on 

income tax refund is taxable as business income under 
the India-U.K. tax treaty (tax treaty) since the debt 
claim in respect of which interest is paid, is effectively 
connected

2
  with a Permanent Establishment (PE) in 

India. 
 
The High Court also held that Section 44BB of the 
Income-tax Act, 1961 (the Act) is not applicable to 
interest on income tax refund since the amount of such 
interest is not on account of the provision of services 
and facilities in connection with, or supply of plant and 
machinery on hire in the prospecting for, or extraction 
or production of mineral oils. 
 

Facts of the case 

 The taxpayer, a non-resident company, is engaged 
in the business of oil exploration. During the year 
under consideration, the taxpayer received interest 
on income tax refund. The tax refund was in 
respect of excess tax paid on behalf of the 
employees of the taxpayer. 

 

 

__________________ 

1
 B.J. Services Company Middle East Limited v. ACIT (Income Tax Appeal No. 

01 of 2010) –Taxsutra.com 
2
 As per Article 12(6) of the India-U.K. tax treaty 

 The taxpayer computed tax on such tax refund at 
the rate of 15 per cent under Article 12 of the tax 
treaty. However, the Assessing Officer (AO) treated 
such interest as business income and assessed 
that under Article 12(6)

3
 of the tax treaty. 

 The Commissioner of Income-tax (Appeals) 
[CIT(A)] and the Income-tax Appellate Tribunal (the 
Tribunal) upheld the order of the AO. 

High Court’s ruling 

Taxability of interest under the tax treaty 

 In the present case, the interest received in India 
can be taxed in England. However, Article 12(2) of 
the tax treaty provides that the said interest can 
also be taxed in India as tax was paid by the 
Government of India on the excess tax paid on 
behalf of the taxpayer’s employees. 

 If there was no other provision for taxability of 
interest on tax refund, the taxpayer would be 
justified in offering 15 per cent to taxation. 
However, on perusal of Article 12(6) of the tax 
treaty, it indicates that provisions of Article 12(1)

4
 

will not apply, if the beneficial owner of interest is a 
resident of the contracting state which carries on 
business in another contracting state (in India) in 
which the interest arises through a PE situated 
therein. 

_____________ 
3
 The provisions of paragraphs 1, 2 and 3(a) of this Article shall not apply if the 

beneficial owner of the interest, being a resident of a contracting state, carries 
on business in the other contracting state in which the interest arises through a 
permanent establishment situated therein, or performs in that other state 
independent personal services from a fixed base situated therein, and the debt-
claim in respect of which the interest is paid is effectively connected with such 
permanent establishment or fixed base. In such case, the provisions of Article 7 
(Business profits) or Article 15 (Independent personal services) of this 
Convention, as the case may be shall apply. 
4
 Which provides beneficial rate of 15 per cent 
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   It was not disputed by the taxpayer that it was 

carrying on business through a PE in India. Since 
the word ‘or’ figures immediately thereafter, the High 
Court did not refer to other provisions as the 
requirement of the Article 12(6) of the tax treaty are 
fulfilled in this case. 

 In the present case, the taxpayer paid excess tax on 
behalf of its employees. The AO, after assessment, 
apparently has ordered a refund. There was a delay 
and interest was paid under the Act at the statutory 
rate fixed. Therefore, there arises a debt claim, and 
the interest is effectively connected with the PE on 
fixed rates. 

 Accordingly, Article 12(6) of the tax treaty which 
provides that the provisions of Article 7, which relate 
to business profits, or Article 15 (Independent 
personal services) of the tax treaty shall apply to the 
facts of the present case. 

 Accordingly, it has been held that the income has to 
be assessed as business profits, and the rate of tax 
is 48 per cent.   

Taxability of interest under Section 44BB of the 

Act 

 Section 44BB(2) of the Act provides for the method 
of computing the amount for the purpose of arriving 
at the profits from the business of extraction or 
production of mineral oil. It provides for including all 
amounts paid or which are payable (whether in India 
or outside India) to the taxpayer or to any person on 
its behalf. To this extent, the taxpayer is covered by 
the same and it has also been assessed in regard to 
other income also.  

 The said Section further provides that the payment 
must be on account of the provision of services and 
facilities in connection with supply of plant and 
machinery on hire used, or to be used, in the 
prospecting for or extraction of mineral oil in India. In 
the present case, it cannot be held that the amount 
of interest paid by the tax department is on account 
of the provision of services and facilities in 
connection with, or supply of plant and machinery on 
hire used or to be used in the prospecting for, or 
extraction or production of mineral oils.  

 There is no provision which provides as to who is to 
make the payment to the non-resident and which is 
to be included. In other words, any payment by the 
tax department as such is not expressly excluded. 

 On perusal of Section 44BB(2)(a) of the Act, what is 
contemplated is only the payments received actually 
or payable account of the provision of services and 
facilities in connection with, or supplying plant and 
machinery on hire used, or to be used.  

 

 In the present case the words ‘in connection with’ 
are relatable to the provision of services and 
facilities of supply of plant and machinery. It will 
be impermissible being too farfetched to include 
the amount received from the income tax 
department as falling within the same. 

Our comments 

The Uttarakhand High Court in the present case has 
held that interest earned on tax refund is taxable as 
business income under the India-U.K. tax treaty since 
the debt claim in respect of which interest is paid, is 
effectively connected with a PE in India.  

The Special Bench of the Delhi Tribunal in the case of 
Clough Engineering Ltd

5
 had held that interest on tax 

refund earned by a tax resident of Australia in India 
could not be treated as business income under Article 
VII of the India-Australia tax treaty since such refund 
was not effectively connected with the PE of the 
taxpayer either on the basis of asset test or activity 
test. Accordingly, it was held that such interest was 
taxable at a concessional rate of 15 per cent under 
Article XI(2) of the tax treaty. 

The Uttarakhand High Court has also held that 
Section 44BB of the Act is not applicable to such 
interest since the amount of such interest is not on 
account of the provision of services and facilities in 
connection with, or supply of plant and machinery on 
hire in the prospecting for, or extraction or production 
of mineral oils. 

 

 

 

5
 ACIT v. Clough Engineering Ltd. [2011] 11 taxmann.com 70 

(Delhi) 
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