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The Judgrment of the Court was delivered by

RAJENDRA BABU, CJ. : These appeals involve follow ng two questions for our
consi deration although several other questions were considered by the High
Court

(a) Whet her the Mal aysi an i ncone cannot be subjected to tax in Indiain
the basis of the agreenment of avoi dance of double taxation entered into
bet ween Governnent of |ndia and Governnent of Mal aysia?

(b) VWet her the capital gains should be taxable only in the country in
whi ch the assets are situated?

The facts leading to these appeals are that the respondent is a firm owning
i movabl e properties at |poh, Ml aysia; that during the course of the
assessment year the assessee earned incone of Rs. 88,424 from rubber
estates; that the respondent sold property, the short term capital gains of
whi ch came to Rs. 18,113; that the Income Tax O ficer assessed that both
the incones are assessable in India and brought the sane to tax; that the
respondent filed an appeal before the Conm ssioner of | ncome Tax (Appeal s)
who held that under Article 7(1) of the Avoi dance of Doubl e Taxation of

I ncome and Prevention of fiscal Evasion of Tax unless the respondent has a
per manent establishment of the business in India such business incone in
Mal aysi a cannot be included in the total inconme of the assessee and,
therefore, no part of the capital gains arising to the respondent in the
foreign country could be taxed in India.

This order was carried in appeal to the Tribunal. The Tribunal, after
exam ni ng various contentions raised before it, confirmed the order of the
Conmi ssi oner of I ncone Tax (Appeals) and held that (i) since the respondent
has no pernmanent establishnent for business in India, the business incone
in Mal aysia cannot be included in his income in India, and (ii) the
property is situated in Ml aysia, capital gains cannot be taxed in India.
Thereafter, the matter was carried by way of a reference to the Hi gh Court.

The High Court held that the finding of the Tribunal is in accordance with
the provisions of the Avoi dance of Doubl e Taxation of inconme. The Hi gh
Court took the view that

(i) where there exists a provision to the contrary in the agreenment, there
is no scope for applying the | aw of any one of the respective contracting
States to tax the incone and the liability to tax has to be worked out in
the manner and to the extent pernmitted or allowed under the terns of the
agreenent .

(ii) if there is no specific provision, the local tax |aw governing the .
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| evy of income tax in the respective States shall be applicable and if in
the course of such application, assessnent and determ nation of the tax
l[iability double taxation results or has been brought about of the entirety
of the particular category of income in both countries, than the tax credit
or relief contenplated in the other provision of Article XXIl would get
attracted and have to be appli ed.

(iii) In respect of sone categories of incone total exenption or
elimnation is not contenplated and in certain other cases, the exenption
depends upon the fulfilnment of certain conditions and in all such cases,
the exenption depends upon the fulfilnent of certain conditions and in al
such cases only tax credit or relief can only be accorded to the extent
perm ssi bl e under the various provisions of the agreenent in order to avoid
doubl e taxati on.

(iv) The stand taken by the Revenue that for rate purposes and the

determ nati on of the total income derived froma source in Ml aysia shal
first be taken into consideration in conputation does not nerit acceptance
and allowing the Department to do so would amount to permtting flagrant
violation of |law-as al so the agreenent entered into in these cases with the
Gover nnent_of Mal aysi a.

(v) The contention urged on behal f of the Revenue that wherever the
enabl i ng words such as "may be taxed" are used there is no prohibition or
enbargo upon the authorities exercising powers under the Indian Incone Tax
Act, 1961 from assessing the category or class of incone concerned cannot
be accepted as of substance or nerit.

(vi) The High Court rejected the application of commentaries on the Article
of the Mddel Convention of 1977 presented by the O ganisation for Economc

Co- operation and Devel opnent (for shot "OCECD ) as it would not be a safe or
acceptabl e guide or aid for such construction

(vii) Disposal of the property or the capital asset itself is as much a
formor nmethod of use of the imovabl e property as such, and the words

"direct use....... or use in any other form are sufficiently wi de enough

to include within its scope the transfer, sale or taxcharge of the
property.

(viii) The provision of Article VI al one would apply and govern the
assessment of capital gains also derived fromthe i movabl e property
situated at Ml aysi a.

Bef ore we enbark upon the exami nation of contentions raised in these cases,
we shall briefly notice the |egal position in.regard to the provisions
relating to double taxation and the reliefs granted therein

The traditional viewin regard to the concept of 'double taxation' is that
to constitute double taxation, objectionable or prohibited, the two or ‘nore
taxes nmust be (1) inposed on the same property, (2) by the sanme State or
Governnment, (3) during the sane taxing period, and (4) for the sane
purpose. There is no double taxation strictly speaki ng where(a) the taxes
are inposed by different States, (b) one of the inpositions is not a tax,
(c) one tax is against property and the other is not a property tax or (d)
the double taxation is indirect rather than direct.

But, we have travelled very far fromthis stage as the Indian | aw has

devel oped in this regard. Section 90 of the Indian Income Act, 1961

(hereinafter referred to as "the Act’) provides for "Agreement with foreign

countries" in cases where (a) for granting of relief in respect of incone

on whi ch have been paid both incone-tax under the Act and incone tax in

that country, or (b) for the avoidance of double taxation of incone under

the Act and under the corresponding lawin force in that country, or (c)
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for exchange of information for the prevention of evasion or avoi dance of

i ncome tax chargeabl e under the Act or under the corresponding law in force
in that country, or investigation of cases of such evasion or avoi dance, or
(d) for recovery of income tax under the Act and under the correspondi ng
law in force in that country. But virtue of provisions of subsection (2)
thereof it is provided that where such agreenment has been entered into for
granting relief of tax, or as the case may be, avoi dance of double
taxation, then in relation to the assessee to whom such agreenent applies,
the provisions of this Act shall apply to the extent they are nore
beneficial to that assessee.

Where liability to tax arises under the | ocal enactnent provisions of
Sections 4 and 5 of the Act provide for taxation of global incone of an
assessee chargeable to tax thereunder is subject to the provisions of an
agreement entered into between the Central Governnent and CGovernnent of a
foreign country for avoi dance of doubl e taxation as envi saged under Section
90 to the contrary, if any, and such an agreement will act as an exception
to or nodification of Sections 4 and 5 of Incone Tax Act. The provisions of
such agreenent cannot fasten a tax liability where the liability is not

i mposed by a local Act. Were tax liability is inmposed by the Act, the
agreement may be resorted to either for reducing the tax liability or

al together avoiding the tax liability. I'n case of any conflict between the
provi si ons of the agreenent and the Act, the provisions of the agreenent
woul d prevail over the provisions of the Act, as is clear fromthe

provi sions of Section 90(2) of the Act. Section 90(2) makes it clear that
"where the Central Governnent has entered into an agreenment with the
CGovernment of any country outside India for granting relief of tax, or for
avoi dance of double taxation, then in relation to the assessee to whom such
agreenment applies, the provisions of the Act shall apply to the extent they
are nore beneficial to that assessee" neaning thereby that the Act gets
nodified in regard to the assessee in'so far as the agreement is concerned
if it falls within the category stated therein

The | earned Attorney Ceneral urged that an agreenent can give different
types of reliefs either by way of (' avoi dance’ or by way of ’'credit’ to
elimnate double taxation; that "credit’ method as 'wel| as 'avoidance
method will have to be decided with reference tothe provisions in the
agreenent; that wherever the expression used in the treaty is "incone shal
be taxable only in or "shall not be taxed in " or "shall be exenpt from
tax in ", what is contenplated is the avoidance nethod; that, on the other
hand, whenever the expression used is "inconme may be taxed"” what is
contenplated is the relief or the credit nethod; that Article XXl 1(2) of
the I ndo-Mal aysian Treaty also indicates that the said Treaty contenplated
the credit nethod. He submitted that Article XXI1(2) is not a residuary
Article in respect of forms of income not otherw se specified in the
Treaty; that whenever it was intended that there should be a residuary
clause, it has been specifically so provided in various other Treaties,
nost Treaties, including the OEDC Model Treaty and the/ |l ndo-Mauritius
Treaty, have specific residuary clauses in additionto the Article XX1I(2)
where it is stated that subject to the provisions of paragraph 2 of Article
XXI'l itenms of incone of a resident of a Contracting State, wherever,
arising, which are not expressly dealt with the foregoing articles of this
Convention, shall be taxable only in that Contracting State. Therefore, he
submitted that if the said Article XXI1(2) was nmeant to operate as a
resi duary cl ause covering heads of incone not specifically nmentioned, there
was no need for such a specific Article in the other Treaties; that Article
XXl (2) of the Indo-Mlaysian Treaty itself makes it clear that it applies
only when tax is payable "in accordance with the provisions of this
Agreenent” which neans it applies only where tax is payable in accordance
with or is relatable to one of the Articles of the Agreenment. He refuted
the contention that the Treaty woul d be neani ngl ess and woul d serve no
purpose since this contention overl ooks the basic fact that under section
91(1) the assessee can seek relief only if he provides that he had paid tax
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in the other country and on the other hand, under Article XXI1(2) of the
Treaty relief is available whenever tax is payabl e under the | aws of

Mal aysi a; that the words "tax actually paid' and "tax payable" are two
different concepts; that, in this context, this Court in 263 I TR 706
recogni sed this aspect of the matter. He further urged that tax on capita
gains is a different kind of tax though brought within the fold of income
tax law in this country; that under the principles of international |awthe
fiscal jurisdiction of a State to tax any form of incone generally arises
fromeither the |ocation of the source of income within its territory or by
virtue of the residence of the assessee within its territory. However, in
contrast to the State where income is sourced, the country is residence is
entitled to tax the assessee on its global income and in other words, the
assessee is subject to unlimted liability in the State of residence.
Sim | ar view has been taken by Karnataka H gh Court in 202 I TR 508. Thus,
the State of which the assess is a resident has inherent jurisdiction to
tax the assessee’s inconme fromproperty situated in another State. However,
since if is generally recognised that the State of source in respect of

i movabl e property has a cl oser econom c connection with the incone from
that property, the Treaties generally provide that tax which may be inpose
by the State of source in respect of such property and shall be allowed be
as a credit inthe State of residence; that it needs to be enphasi sed that
there is no bar under the international |law for the State of residence to

i mpose tax on incone from property situated in another State and whet her
there is such a bar ‘under the Treaty depends upon the correct
interpretation of its provisions.

So far as business incone is concerned, the learned Attorney genera
submitted that the argunment that incone attributable to a pernanent
establishnent is taxable only inthe State where the permanent
establishnent is situated is incorrect; that even.in the case of business
i ncome the power to tax givento Malaysiais inpermssive |anguage, that
is, 'may’ and it is therefore not correct to contend that in such a case
tax can be inposed only by Ml aysia; that there is no dispute that the
assessees are resident and enterprises of India and in such a situation a
reading of Article 7(1) makes it clear that ordinarily income of an Indian
enterprise shall be taxable only in‘India unless the enterprise carries on
busi ness in Ml aysia through a pernanent establishnment situated therein in
whi ch case tax may be inposed in Ml aysia though only to the extent of
income attributable to that pernanent establishnment; that the Treaty in
guesti on enpl oyees different expressions in respect of different fornms of
i ncome under different situation and there is intrinsic evidence in the
Treaty that where the Treaty sought to bar the jurisdiction of one State in
respect of a particular itemof incone it has said so expressly; that the
argunent of the respondent that the expression "may be taxed in" neans
"shall be taxed only in" a particular Stateis not perm ssible. He further
contended that the Treaty does not confer power on any State to | evy tax
because the power to tax being derived fromthe domestic | aw of the
respective States including the power to tax the gl obal incone of a
resident; that thus; in the absence of clear bar or exclusion of
jurisdiction to levy tax by virtue of the Treaty tax can al ways be i nposed
by either State under its donestic |laws and bar or “enbargo on the
jurisdiction of a country to levy tax has to be express and cannot be read
into a Treat by inplication; that, noreover, when a Treaty specifically
enpl oyees different expressions such as "shall only be taxable" and "may be
taxed" such expressions will necessarily have to be given different
neani ngs. He further urged that in any event capital gains is not one of
the aspects covered by the Treaty inasmuch as there is no specific
provi sion under the Treaty providing for the treatnment of such incone and
the Hi gh Court has sought to bring the same within the anmbit of Article 6.
Further, he contended that it may be noted that scope of Article 6(1) is
restricted by the words of Article 6(3) which provides that the provisions
of the said Article shall apply only to inconme derived fromthe use of
i movabl e property; that the expression 'capital gains’ is a well defined
concept and the taxable event is "transfer’ or 'alienation’ of property and
capital gains cannot arise fromthe use of property because 'transfer’ and
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"use’ being different |egal concepts since use of property postulates the
continues existence of the property whereas on transfer of property, the

property ceases to be the property of the owner. Therefore, he contended,
capital gains is the profit arising fromthe transfer of the property as

distinct fromthe profits arising fromthe use of the property.

On behal f of the respondents it is submtted that there is a distinction
bet ween the agreenments for avoi dance of double taxation of income falling
under cl ause (b) of Section 91 of the Act and agreenents for granting
relief in respect of income on which tax has been paid in nore than one
country falling under clause (a) of that Section; that Articles 6 to 21 of
the treaty nust be read as providing for allotnment of the taxing power to
either India or Mal aysia both of whom coul d otherwi se have taxed the sane
i ncome by virtue of tax payer being a resident of one of those countries or
by virtue of the source of the inconme having arisen in one of those
countries; that Article 6, therefore, allocates the power to tax incone
frominmovabl e property in the contracting State in which such property is
situated; that agreenment of this nature between Governments representing
sovereign nations necessarily inplies surrender by each of the States to
the other State of its taxing power over a particular incone for their

mut ual benefit-and for the benefit of their citizens. The respondents seek
to distinguish the judgment of the Federal Court of Australia in Chong v.
Conmi ssi oner of Taxation, (2000) FCA 635, on which reliance was placed by
the |l earned Attorney General. The | earned counsel appearing on behal f of
the respondents adverted to the decisions in Conm ssioner of Taxation v.
Lanesa hol di ngs BV, (1997) 77 FCR 579. It is contended that inconme fromthe
alienation of real property is allocated to the State in which that
property is situated. The income in question in the present appeals in
relation to business arises fromthe activities relating to rubber

pl antati ons which would clearly fall both within Article 6 and Article 7.
Rubber pl antations being i nmbvabl e property even busi ness i ncone therefrom
is admttedly derived fromuse of such property as contenplated in Article
6 and, therefore, it is submtted, in viewof sub-article (6) of Article 7
this kind of incone has to be taxed based on source of inconme in ternms of
Article 6. The | earned counsel further submtted that in the respondent’s
own assessnent prior to the assessnment in appeal for the assessment year
1970-80 and for many subsequent year assessnments have been finalised
pursuant to the law laid down by the Karnataka H gh Court inCIT v. R M
Mut hai ah, (2000) | TR 508; that the parties have arranged their affairs and
accounts have been finalised for nore than three decades based on the
under st andi ng of the I aw and any change in | aw now after three decades
woul d put themin great difficulty.

Shri T.L. Vishwanatha lyar, |earned senior Advocat e appearing on behal f of
the respondents in sone of these appeals, subnmitted that Treaty in question
cane into force fromthe assessnent year 1973-74 though the Treaty was
signed in Cctober 1976; that prior to 1973-74 the procedure adopted was to
allow only tax credit on the incone taxes bothin India and Ml aysi a; that
this procedure was found to be extrenely difficult and cunbersone and the
assessees have to produce even for the purpose of clainng the tax credi't
not only the assessnment orders passed by the concerned authorities in
Mal aysia but also the receipted tax paid challans evidenci ng paynent of tax
in Malaysia; that in the recent years, the Incone Tax Authorities in
Mal aysi a have di spensed with the procedure of issuing any assessnent orders
and even the taxes are paid directly into the Bank and this has resulted in
there being no assessnent order passed by these authorities in Mlaysia or
any receipted tax paid challans being issued; that this again resulted in
considerable difficulty in the matter of conpleting the assessnents in
India. It is submtted that to avoid such difficulties experienced by the
assessees the Governnent of India and Mal aysia entered into an Agreenent
for the "Avoi dance of Doubl e Taxation" between the two countries which in
ef fect neant that the income arising in Ml aysia was not to be included in
the total income in India subject to certain conditions in the Articles of
the Agreenent; that, therefore, when the Treaty came into force the incone
tax authorities in India need not have to insist upon the production of the
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assessment orders and the receipted tax paid challans and were, therefore,
enpowered to avoid the inconme arising in Mlaysia; that thus such incone
arising in Mal aysia subject to certain conditions was to be conpletely
excluded fromthe total income in India. It is further contended that the
guesti on whet her Section 5(c) of the Incone Tax Act applies to a resident
to whomthe incone arising in all parts of the world had to be included in
the total income in India |loses its effect the coming into force of the
Treaty between the two countries; that circular dated April 2, 1982 was

i ssued by the Central Board of Direct Taxes indicating that whenever there
is conflict between the provisions of the Income Tax Act and the provisions
of the Treaty only the provisions of the Treaty would prevail. Therefore,

it was submtted that after the Treaty was signed by the two countries the
I ncome Tax Act could no l'onger be the | aw governing the taxability of such
income in the two countries but only the Treaty governs such taxability and
thus the provisions of Section 4 or 5 or 6 of the Income Tax Act could no

| onger be | ooked into for this purpose. In regard to Article VI of the
Treaty regardi ng taxability of incone tax frominmovabl e properties, it is
urged on behal f of the respondents that the word 'may’ woul d al so mean in
that context 'must’ or 'shall’ because the situs of the property has to be
considered and if the situs of the property is situated in Ml aysia, the

i ncome fromthe property can be assessed to tax only in that country and
agai n under the provisions of the Treaty in question, such income cannot be
included in the total incone in India. Further, clause 3 of Article VI
refers to incone derived fromthe direct use, letting, or use in any other
form of inmovable property. Inasnuch as direct use could be used in any
manner and the letting could be used by letting out the property, the use
in any other formcould only refer to capital gains since such use is nade
by the assessee till date of sale of the property and the capital gains is
al so an income arising out of that property. He submitted that for certain
category of income capital gains-is also inconme as per Section 2(24) of the
I ncome Tax Act and the decision of the Karnataka Hi'gh Court in 202 | TR 508
has accepted this kind of reasoning and since no appeal has been filed to
this Court against the decision of the Karnataka Hi gh Court reported in 202
| TR 508, the | aw decl ared therein has been applicable to the assessees to
whomtreaty applies. In regard to Article VIl relating to income from
business, it is submtted, the inportance has to be the place where the

per manent establishnment is situate and if the assessee earns business
profits through a pernmanent establishnment situate i'n Mal aysia, such incone
could be said do arise only in Malaysia and such i ncome cannot. be incl uded
in the total income in India. The inportance of Article XX I (2) of the
Treaty is that it is applicable to income arising to an assessee other than
those nentioned in Article VI to XXI of the Treaty and al so a situation
where any income that has not been referred to therein becone taxable in
either country at a nuch |ater date. He further argued that OECD nodel
treaty came into existence only in the latter part of 1977, while the
Treaty in question was signed in October 1976; that nost of the clauses in
the OECD nodel treaty could not have been in the contenplation of 'the
parties at the time when the Treaty in question was signed and the
provi si ons of CECD nodel treaty cannot, therefore, the applied to the
Treaty in question. He further urged that Article XXII(2) will apply only
when taxes are payable under the laws of Ml aysia; ‘that even for granting
the tax credit, the proof of tax paid in Mal aysia has to be furni shed and
it would thus be simlarly necessary to furnish such proof of tax paid in
Mal aysi a even for the purpose of Article XXII1(2) of the Treaty; that in
order to avoid conflicts of interest, the Treaty between India and Ml aysi a
was signed and under the Articles of the Treaty the incone arising in

Mal aysia has to be totally excluded while conputing the inconme in |India,
subject to the conditions prescribed therein

Agreenent between the Governnent of India and the Government of Mal aysia
for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion
with respect to taxes on incone was entered into on 1.4.1977. This
Agreenent is applicable to persons who are resident of one or both of the
contracting States. Under Article 11 taxes which are the subject of the
Agreenent are as follows :
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I N MALAYSIA : (i) the incone tax;
(ii) the suppl ementary income tax, that is, profits tax, devel opment tax

and timber profits tax; and
(iii) the petroleumincone tax; IN IND A

(i) the incone tax and any surcharge on income tax inposed under the
I ncome Tax Act, 1961 (43 of 1961);

(ii) the surtax inmposed under Conpanies (Profits) Surtax Act, 1974 (7 of
1964)

Thi s agreenent al so applies to any other taxes of a substantially simlar
character to those referred to in the precedi ng paragraph inposed in either
contracting State after the date of signature of the Agreement in question
Articles 1V, V, VI, VIl and XXl | of the Agreenent read as under

"ARTI CLE 1| V' Fiscal Domcile

1. In this Agreement, unless the context otherw se requires : (a) t he
term "resident of Malaysia" means

(i) an individual who is ordinarily resident in Ml aysia; or

(ii) a person other than individual who is resident in Ml aysia; for the
basi s year for a year of assessnent for the purpose of Ml aysi an tax;

(a) the term"resident of I'ndia" neans a person who is treated as a
resident of India in the previous year for the relevant assessnent year for
the purpose of Incone tax:

(b) the ternms "resident of one of the Contracting States" and "resident
of the other Contracting State" mean a resident of Ml aysia or a resident
of India, as the context requires.

2. \WWere by reason of the provisions of paragraph'l of this Article an
i ndividual is a resident of both Contracting States, then his residentia
status be determined in accordance with the follow ng rules :

(a) he shall be deened to be a resident of the Contracting State in
whi ch he has a permanent home available to him If he has a pernanent hone
available to himin both Contracting States, he shall be deened to be a
resi dent of the Contracting State with which his personal and econom ¢

rel ati ons are cl oser;

(b) if the Contracting State with which his personal and econom c

rel ations are closer cannot be determ ned, or if he has not a pernanent
hone available to himin either Contracting State, he shall be deened to be
a resident of the Contracting State in which he has-an habitual abode;

(c) if he has an habitual abode in both Contracting States or in
neither of them he shall be deened to be a resident of the Contracting
State of which he is a citizen

(d) if he is a citizen of both Contracting State or of neither of them
the conpetent authorities of the Contracting States shall deternine the
guestion by nutual agreenent.

3. Wiere by reason of the provisions of paragraph 1 of this Article a
person other than an individual is a resident of both Contracting States,
then it shall be deenmed to be a resident of the Contracting States, then it
shal |l be deened to be a resident of the Contracting State in which its
pl ace of effective
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nmanagenent is situated.
ARTI CLE V Per manent Establ i shnent
1. For the purposes of this Agreenent, the term "pernmanent establishment”
neans a fixed place of business in which the business of the enterprise is
whol ly or partly carried on.
2. The term "permanent establishnent” shall include especially :
(a) a place of managenent;
(b) a branch;

(c) an of fice;

(d) a factory;

(e) a wor kshop;

(f) a war ehouse;

(9) a mne, oil well, quarry or other place of extraction of natura
resour ces;

(h) a building site or construction, -installation or assenbly project

whi ch exists for nbre than six nmonths;

(1) a farmor plantation
(i) a place of extraction of tinmber or forest produce. (3) The
term "permanent establishnment” shall not be deened to include

(a) the use of facilities solely for the purpose of storage, display or
delivery of goods or merchandise belonging to the enterprise.

(b) the mmi ntenance of a stock of goods or nerchandi se belonging to the
enterprise solely for the purpose of storage, display or delivery.

(c) the mai ntenance of a stock of goods or nerchandi se belonging to the
enterprise solely for the purpose of processing by another enterprise;

(d) the mmi ntenance of a fixed place of business solely for the purpose
of purchasi ng goods or nerchandi se or collectinginformation, for the
enterprise;

(e) the mai ntenance of a fixed place of business solely for the purpose
of advertising, for the supply of information, for scientific research or
for simlar activities which has a preparatory or auxiliary character, for
the enterprise.

4. An enterprise of one of the Contracting States shall be deened to
have a pernmanent establishnent in the other Contracting State if

(a) it carries on supervisory activities in that other Contracting
State for nore than six nonths in connection wth a construction
installation or assenbly project which is being undertaken in that other
Contracting State;

(b) it carries on a business which consists of providing the services

of public entertainers (such as stage, notion picture, radio or television

artistes and nusicians) or athletes in that other Contracting State unless

the enterprise is directly or indirectly supported, wholly or

substantially, fromthe public funds of the Governnent of the first-
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nmentioned Contracting State in connection with the provision of such
servi ces.

5. Subj ect to the provisions of paragraph 6 of this Article, a
person acting in one of the Contracting States on behalf of an enterprise
of the other Contracting State shall be deenmed to be a permanent
establishnent in the first-mentioned Contracting State if

(a) he has, and habitually exercises in that first-nentioned
Contracting State, an authority to conclude contracts on behal f of the
enterprise unless his activities are limted to the purchase of goods or
mer chandi se for the enterprise; or

(b) he maintains in the first-nentioned Contracting State a stock of
goods or nerchandi se belonging to the enterprise fromwhich he regularly
fills orders on behalf of the enterprise.

6. An enterprise of one of the Cbntract|ng States shall not be
deened to have a per manent establishnent in the other Contracting State
nerely because it carries on business in that other Contracting State
through a broker, general comm ssion agent or any other agent of an

i ndependent status, where such persons are acting in the ordinary course of
their busi ness.

7. The fact that a conpany which is a resident of one of the
Contracting States controls or is controlled by a conpany which is a

resi dent of the other Contracting State or which carries on business in
that other Contracting State whether through a pernanent establishnment or
ot herwi se shall not of itself constitute either conpany a pernanent
establ i shnment of the other

CHAPTER 111

TAXATI ON OF | NCOVE

ARTI CLE VI

I nconme from | mmovabl e Property

1. I ncome from i movabl e property may be taxed in the Contracting
State in which such property is situated.

2. The term "i mmovabl e property” shall be defined in accordance with
the law of the Contracting State in which the property in question is
situated. The termshall in any case include property accessory to

i movabl e property, livestock and equi pment used in-agriculture and
forestry, rights to which the provisions of general | aw respecting

| anded property apply, usufruct of inmovable property and rights to
variable or fixed paynents as consideration for the working of, or the
right to work, mneral deposits, oil wells, quarries and other places of
extraction of natural resources or of tinmber or forest produce. Ships,
boats and aircraft shall not be regarded as i movabl e property.

3. The provisions of paragraph 1, of this Article shall apply to incone
derived fromthe direct use, letting, or use in any other formof inmovable

property.

4. The provisions of paragraph 1 and 3 of this Article shall also apply
to the incone fromimovabl e property of an enterprise

ARTI CLE VI| Business Profits

1. The incone or profits of an enterprise of one of the Contracting

States shall be taxable only in that Contracting State, unless the

enterprise carries on business in the other Contracting State though a
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per manent establishnment situated therein. If the enterprise carries on
busi ness as aforesaid, tax may be inposed in that other Contracting State
on the inconme or profit of the enterprise but only on so nuch of that
incone or profit as is attributable to that permanent establishnment.

2. VWere an enterprise of one of the Contracting State carries on
business in other Contracting State though a permanent establishnent
situated therein, there shall be in each Contracting State be attributed to
that pernmanent establishnent the incone or profits which it mght be
expected to make if it where a distinct and separate enterprise engaged in
the sanme or simlar activities under the same or simlar conditions and
dealing wholly independently with the enterprise of which it is a

per manent establishnent.

3. In the determination of the Incone or profits of a permanent
establ i shnent, there shall be allowed as deducti ons expenses which are
incurred for the pur poses of the permanent establishnent including
executive and general -adm ni strative expenses so incurred, whether in the
State in which the permanent establishnent is situated or el sewhere.

4, In so far as it has been customary in a Contracting State to
determne the profits to be attributed to a permanent establishment on the
basi s of an appointment of the total incone or profits of the enterprise to
its various parts, nothing in paragraph 2 or paragraph 3 of this Article
shal | preclude such Contracting State fromdeterm ning the inconme or
profits to be taxed by such an apporti onnent as nmay be custonary; the

nmet hod of apportionnment adopted shall, however, be such that the result
shall be in accordance with the principles laid down in this Article.

5. No incone or profits shall be attributed to a pernmanent
establ i shnent by reason of the nmere purchase by that permanent

est abl i shnent of goods or nerchandi se for the purpose of export to the
enterprise of which it is the pernanent establishnent.

6. Where income or profits include itens of incone which are dealt
with separately in other Articles of this Agreenent, then the provisions of
those Articles shall not be affected by the provisions of this Article.

CHAPTER |V
ELI M NATI ON OF DOUBLE TAXATI ON ARTI CLE XXI |

1. The laws in force in either of the Contracting States will continue
to govern the taxation of inconme in the respective Contracting States
except where provisions to the contrary are nmadein thi's Agreenent.

2. (a) The anmpunt of Mal aysi an tax payable, under the | aws of

Mal aysi a, and in accordance with the provisions of this Agr eenent , whet her
directly or by deduction, by a resident of India, in respect of incone from
sources within Mal aysia, which has been subjected to tax both in India
and Mal aysia shall be allowed as a credit against the India tax payable in
respect of such incone but in an anount not exceeding that proportion of

I ndi an tax which such income bears to the entire incone chargeable to

I ndi an t ax.

(b) For the purposes of the credit referred to in sub-paragraph (a) above,
there shall be deened to have been paid by the resident of India :

(i) the anmpbunt of tax which woul d have been paid in respect of royalties
but for the exenption provided in paragraph 2 of Article 13; and

(ii) the amount of tax which would have been paid if the Ml aysian tax had
not been reduced or relieved in accordance with the special incentive means
as designed to pronote econonic devel opnment in Ml aysia -
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(aa) which are set forth in section 21, 22 and 26 of the Investnent
Incentives Act, 1968 of Ml aysia; or

(bb) which may be introduced in future in the Income Tax Act, 1967,

Suppl erentary I ncome Tax Act, 1967, Petrol eum (I ncone Tax) Act, 1967 or

I nvest ment I ncentives Act, 1968 in nodification of or in addition to the
exi sting neasures;

Provi ded an agreenment is made between the two Contracting States in respect
of the scope of the benefit accorded by the said neasures.

3. (a) The anount of Indian tax payable, under the laws of India and in

accordance with the provisions of this Agreenent, whether directly or by
deduction, by a resident of Ml aysia, in respect of incone from sources

within I ndia which has been subjected to tax both in India and Ml aysi a,
shall be allowed as a credit agai nst Ml aysian tax payable in respect of
such incone, but in an anmount not exceeding that proportion of Malaysian
tax which such incone bears to the entire income chargeable to Ml aysi an
t ax.

(b) For the purposes of the credit referred to it in sub-paragraph (a)
above, there shall be deened to have been paid by the resident of Ml aysia
the ampbunt whi ch woul d have been paid if the Indian tax had not been
reduced or relieved in accordance with the special incentive measures
designed to pronote econom ¢ devel opnent in India -

(i) inrelation to royalties, as set forth in the relevant annual Finance
Act of India, and

(ii) inrelation to other incone-as set forth in the follow ng sections of
the I ncone-tax Act, 1961 of India or which may be introduced in future in
the India tax laws in nodification of or in addition to the existing
neasures, provided that an agreenment is nmade between the two Governnent in
respect of the scope of the benefit accorded by the said neasures :

(aa) Section 10(15)(iv)(b) and (c) - relating to exam nation fromtax of
(a) an approved foreign financial (institution in respect of interest on
noneys lent by it to an industrial undertaking in I'ndia under a |oan
agreenment; and (b) a non-resident in respect of interest on noneys |ent or
credit facilities allowed by himto an-industrial undertaking in India for
the purchase outside India of raw materials or capital plant and machinery;

(bb) Section 33 - relating to devel opnent rebate in respect off ships,
machi nery or plant;

(cc) Section 80-J - relating to deduction in respect of profits and gains
fromeligible industrial undertaking or ships or hotels;

(dd) Section 80-K - relating to deduction in respect of dividends
attributable to profits and gains fromeligible industrial undertakings or
shi ps or hotels; and

(ee) Section 80-M- relating to deduction in respect of certain dividends
recei ved by a conmpany from a donestic company. This sub-clause shall apply
inrelation to a conpany which is a resident of Malaysia only if such
conpany beneficially holds shares (either singly or together with any
conpany controlling it or any conmpany controlled by it) carrying not |ess
than ten per cent of the voting power in the donestic conpany and the
donestic conmpany is an industrial conpany.

(i) any other incentive neasure as nmay be agreed fromtinme to tine
bet ween the two Contracting States."

Now, we shall first deal with the argument advanced on behal f of the Union
of India by the |l earned Attorney General. .
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Here in these appeals we are concerned with inconme arising frominmnovabl e
property. W will proceed on the basis that fiscal connection arises in
relation to taxation either by reason of residence of the assessee or by
reason of the location of the inmovable property which is the source of
income. In the clauses which we have set out above fiscal domicile is set
out in Article IV which states that in a case where the person is a
resident in both the contracting States fiscal domicile will have to be
determined with reference to the fact that if the contracting State with
whi ch his personal and econonic relations are closer he shall be deened to
be a resident of the contracting State in which he has an habitual abode.
This inplies that tax liability arises in respect of a person residing in
both the contracting State has to be determned with reference to his close
personal and econonic relations with one or the other

The i movabl e property in question is situate in Ml aysia and incone is
derived fromthat property. Further, it has also been held as a matter of
fact that there is no permanent establishnment in India in regard to
carrying on the business of rubber plantations in Ml aysia out of which

i ncomre is derived and that finding of fact has been recorded by all the
authorities and affirmed by the Hi gh Court. We, therefore, do not propose
to re-exam ne the question whether the finding is correct or not.
Proceedi ng on that basis, we hold that business incone out of rubber

pl ant ati ons cannot be taxed in India because of closer econonmic relations
bet ween t he assessee and Mal aysia in which the property is |ocated and
where the pernmanent establishnent has been set up will determine the fisca
domicile. On the first issue, the view taken by the High Court is correct.

We need not to enter into an exercise in semantics as to whether the
expression "may be" will nean allocation of power to tax or is only one of
the options and it only grants power to tax in that State and unless tax is
i nposed and paid no relief can be sought. Reading the Treaty in question as
a whole when it is intended that even though it is possible for a resident
inlIndia to be taxed in terns of Sections 4 and 5, if he is deened to be a
resident of a contracting State whether his personal and economc relations
are closer, then his residence in India will becone irrelevant. The Treaty
will have to be interpreted as such and prevails over Sections 4 and 5 of
the Act. Therefore, we are of the view that the H gh Court is justified in
reaching its conclusion, though for different reasons fromthose stated by
the Hi gh Court.

The contention put forth by the | earned Attorney General that capital gains
is not income and, therefore, is not covered by the Treaty cannot be
accepted at all because for purposes of the Act capital gains is always
treated as inconme arising out of immvable property though subject to

di fferent kind of treatnent. Therefore, the contention advanced by the

| earned Attorney Ceneral that it is not a part of ‘the Treaty cannot be
accepted because in the terms of Treaty wherever any expression is not
defined the expression defined in the Inconme Tax Act woul d be attracted.
The definition of "inconme’ would, therefore, include capital gains. Thus,
capital gains derived frominmnovabl e property is income and therefore
Article 6 would be attracted.

The question as to whether by reason of the sale of the property not having
been used whet her such incone is covered by the Treaty, in the Treaty it is
specifically provided in sub-clause (2) of Article Il that the agreenent
shall also apply to any other taxes of a substantially sinmlar character to
those referred to in the precedi ng paragraphs i nposed in either contracting
State after the date of signature of this agreement. And Income-tax is
specifically set out in sub-clause (b) of clause (1) of Article Il. Tax is
| evied on capital gains and certainly when capital gains is treated as one
kind of inconme tax it also becones incone and assunes substantially simlar
character of tax referred to in the precedi ng paragraph

Taxation policy is within the power of the Government and Section 90 of the .
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I ncone Tax Act enables the Government to fornulate its policy through
treaties entered into by it and even such treaty treats the fiscal domcile
in one State or the other and thus prevails over the other provisions of
the I ncone Tax Act, it would be unnecessary to refer to the terns addressed
in OECD or in any of the decisions of foreign jurisdiction or in any other
agreenents.

In this view of the matter, it is unnecessary to refer to the decisions
cited before us since we have taken the viewwith reference to clauses set
out under the Agreenent. We, therefore, find ro merit in these appeals and
they stand di sni ssed.
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