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Supreme Court rules on automatic
enforcement of Most Favoured Nation
clause in Indian Tax Treaties

In a recent significant ruling’, the Hon’ble Supreme Court has held that availing
any benefit on basis of the Most Favoured Nation (‘MFN’) clause under Double
Taxation Avoidance Agreement (‘DTAA’) is not automatic, and a specific
Notification under Section 90(1) of the Income-tax Act, 1961 (‘the Act’) is a
mandatory requirement. On the aspect of claiming “same treatment” benefit by
invoking the MFN clause in a DTAA between India and other state, based on
subsequent entry of another DTAA between India and third state which is a
member of the Organisation for Economic Cooperation and Development
(‘OECD’), it is clarified that such third state should be a member of the OECD at
the time of entering into the DTAA with India (and it is not sufficient for such
third state to become an OECD member after entering into the DTAA with India).

Background and facts of the case e The MFN clause inter-alia broadly provides
that if after signing of the first DTAA, India
signs a DTAA with any other country which is
an OECD member, and such later DTAA
provides a restricted scope for taxation or

e In some DTAAs entered by India with various
countries, e.g., the Netherlands, France and
Switzerland, an MFN clause has been agreed
upon by the Union of India with their

respective counterparts. lower rate of tax qua different categories of

income to the tax resident of the other

T Nestle SA [TS-616-SC-2023] and other cases clubbed together.
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country, then the restricted scope of taxation
or lower rate of tax will also be offered under
the first DTAA. Such clauses are usually
entered to ensure equal treatment to the
OECD members without there being a need
for independent negotiation which is a time-
consuming process.

India had signed DTAA with Columbia,
Slovenia, Lithuania at different points in time.
After signing the DTAA with these countries,
each of them became members of the OECD
again at different points in time. As a result of
favourable treatment offered in respect of
certain incomes in these DTAAs, there was
trigger for invoking the MFN clauses existing
under the earlier DTAA that India had signed
with the OECD member countries.

The aforesaid case dealt with the following
two aspects:

—  Whether the benefit pursuant to the MFN
clause in a DTAA applies automatically
once there is trigger basis signing of a
favourable DTAA with another state, or
whether a separate notification is required
to be issued under Section 90(1) of the
Act for such benefit to become
applicable?

—  Whether the MFN clause can be invoked
when the third country, with which India
entered into DTAA, was not an OECD
member at the time of entering into such
DTAA?

Various High Courts had given a favourable
verdict, and the tax department was in appeal
before the Supreme Court. The relevant facts
pertaining to impugned judgements of High
Courts which were up for consideration before

the Supreme Court are briefly mentioned
hereunder:

1) Nestle SA? and Concentrix Services
Netherlands BV and Optum Global
Solutions International BV3

After the abolishment of Dividend
Distribution Tax (‘DDT’), taxpayers who
were residents of the Netherlands/
Switzerland sought for lower withholding
tax at the rate of 5% on payment of
dividends. The taxpayers put forth a
proposition that the benefit under the
MFN clause under respective DTAAs with
India enables to import the aforesaid
lower tax rate as per subsequent DTAAs*
entered into by India and third countries
which are members of the OECD as on
the date of applying the MFN clause
(though such third countries were not
OECD member at the respective time of
entering into the DTAA, with India).

2) Steria India Limited®

The taxpayer, on basis of the MFN clause
under the Protocol to the India-France
DTAA, imported in the India-France
DTAA the restricted definition (i.e., with
‘make available’ clause) of ‘fees for
technical services’ (‘FTS’) as provided in
the subsequently entered India-UK
DTAA. It was challenged that such
automatic adoption of a restrictive
definition of FTS from the India-UK DTAA
into the India-France DTAA pursuant to
MFN clause existing in India-France
DTAA is not possible unless there is a
Notification issued u/s. 90 of the Act to
grant such benefit under the India-France
DTAA.

2 Nestle SA [TS-446-HC-2021(DEL)]

3 Concentrix Services & Optum Global's case [TS-286-HC-
2021(DEL)],

4 E.g. Columbia, Slovenia, Lithuania
5 Steria [TS-416-HC-2016(DEL))
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Hon’ble High Courts in each of the above
referred cases, had ruled in favour of the
taxpayers. Aggrieved by these rulings, the
Revenue filed appeals before the Supreme
Court against these High Court Rulings.

Revenue’s key arguments

The constitutional framework of India states
that entering into a DTAA is different from
implementing the DTAA. A treaty becomes
law only when enabled by parliamentary
legislation®.

India has adopted the “dualist” practise, which
means that treaties need to be “transformed”
into domestic law by an act of national law to
become internally binding. This contrasts with
practice by certain other countries wherein
international treaties do not require any
domestic act of law to become binding
domestically if they are self-executing in
character.

The treaty practice of India makes it
necessary to issue a separate notification
under Section 90 of the Act, to give effect to
the MFN clause in India’s DTAA with the first
country, pursuant to a more beneficial DTAA
of India with a third country.

In many cases, the amending notification
granted one benefit (e.g., a lower tax rate)
while denying/ not extending other benefits
(e.g., restrictive scope) of the MFN clause of
respective DTAAs. This clearly shows that
such notifications were necessary and there
could not be any automatic applicability of all
benefits under the MFN clause to taxpayers
of counterpart countries.

e The MFN clause evidently indicates that the
third country is required to be an OECD
member as on the date of the signing of DTAA
with such third country and not on any future
date. Thus, when Slovenia, Lithuania, or
Columbia entered into respective DTAAs with
India, they had to have been members of the
OECD at that time, for the Netherlands,
France, and Switzerland to claim parity of
treatment pursuant to MFN clause in their
respective DTAA with India.

Taxpayer’s key arguments

o Respective DTAAs along with their Protocols
(having the MFN clause) were already notified
under Section 90(1) of the Act. Once the
aforesaid DTAAs with their protocols have
been notified and had come into force, there
is no further legal requirement to notify any
subsequent amendment to the DTAAs if the
MFN clause (granting ‘same treatment’)
operates automatically.

e Whether the MFN clause in any DTAA
triggers automatically or requires bilateral
negotiations/ further notifications would
depend upon the language of the respective
MFN clause itself.

e The MFN clauses in certain DTAAs/
Protocols” specifically require respective
countries to enter into bilateral negotiations/
or to notify such beneficial provisions, with a
view to extend the beneficial MFN provisions.
However, the relevant MFN clauses/
language of the DTAAs with the Netherlands,
France, Switzerland® has no such
requirements and, consequently, should
operate automatically whenever the MFN
clause is triggered®, without any further

6 Article 253 on dividends, interests, royalties, fees for technical services or
payments for the use of equipment to a rate lower or a scope
more restricted than the rate or scope provided for in this
Convention on the said items of income, then as from the date
on which the relevant Indian Convention or Agreement enters
into force the same rate or scope as provided for in that
Convention or Agreement on the said items of income shall
also apply under this Convention

7 E.g. DTAA of India with foreign countries like Philippines,
Finland, Switzerland etc,

8 To the extent of granting lower rate of tax

9|f after the signature of this convention under any Convention
or Agreement between India and a third State which is a
member of the OECD India should limit its taxation at source
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notification. The use of different language in a
DTAA is indicative of the intent of two
countries and cannot be disregarded while
interpreting their terms.

e India’s practice qua certain DTAAs of issuing
a notification® to give effect only to certain
beneficial provisions of the MFN clause of the
respective DTAA is unilateral in nature and
could not be regarded as a bilateral
amendment by states. The absence of a
unilateral notification which may have in the
past been issued as an administrative
practice cannot override the clear language of
an MFN clause which provides for automatic
application.

e Various countries with whom India had signed
such DTAA with the MFN clauses, had issued
executive orders / decrees'' accepting the
favourable treatment under such subsequent
DTAA reflecting the understanding of the
treaty partner with regard to the extension of
benefit under the MFN clause of the
respective DTAA.

e With regard to the DTAAs with countries
which became members of the OECD
subsequent to the signing of the respective
DTAAs, it was contended that the word “is”
used in the sentence “which is a member of
the OECD” in context of the MFN clause
stipulates that a country must be an OECD
member when the MFN clause is sought to be
applied and not at the time when the original
DTAA was executed.

Supreme Court ruling

e The Supreme Court after thorough
examination concluded the following three
principles:

10E g., Notification 30 August 1999 notifying certain beneficial
provisions of MFN clause in Protocol to India-Netherland
DTAA

— Notification under section 90(1) of the Act
is necessary and a mandatory condition
to give effect to a DTAA, or any Protocol
changing its terms or conditions, which
has the effect of altering the existing
provisions of law (irrespective of the
language used in the said DTAA/
Protocol).

— The beneficial treatment contained in a
DTAA with a third country (which is a
member of the OECD) will not
automatically be imported in the earlier
DTAA, entered into by India with the first
country which has an MFN clause. In
such a case, the earlier DTAA is to be
amended, post communication/
negotiation with other country, through a
separate notification, to give effect to the
MFN clause.

W

— The interpretation of the expression “is
has present signification. Therefore, the
third country should be a member of the
OECD when it enters into a DTAA with
India and not at a later date.

While coming to the above conclusions, the
Supreme Court briefly made the following
observations:

— As per the Indian Constitution, Parliament
has the exclusive power to legislate in
respect of any treaty or convention,
entered into by India, with any other
nation.

— Indian jurisprudence sheds light on the
fact that the treaty terms ratified by the
Union do not ipso facto acquire
enforceability but require independent
legislation by the parliament. Effectively
pointing towards the Parliament’s

11E.g., the Netherlands, Switzerland, France etc.
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exclusive power to legislate upon such
conventions or treaties.

— Thus, India entering into a DTAA or
Protocol does not result in its automatic
enforceability. The provisions of such
DTAAs/ Protocols having MFN clauses
do not therefore, confer rights upon
parties, till such time, as appropriate
notifications are issued, in terms of

Section 90(1) of the Act upon there being

triggering events for applying the MFN

clause.

— The Supreme Court observed that it has
been consistent practice of India to issue
Notification(s), once the MFN clause is
triggered in respective DTAAs, for

granting specific ‘same treatment’ benefit
(e.g., rate reduction/ date of applicability
of reduced rates, relief on scope etc.). It
has been carefully pointed out that such
notifications issued, have not and also
need not cover all the benefits provided
under the Protocol, upon the trigger due
to a subsequent favourable DTAA.

— Reliance was placed on various
international conventions/ commentaries/
jurisprudence which interalia recognize
that subsequent practice, being objective
evidence of understanding of the parties,
are authentic means of interpretation of
The Court held that while

considering treaty interpretation, it is vital

treaties.

to take into account the practice of the
parties.

— The executive orders/ decrees issued in
the three foreign countries’? (to grant the
benefit of the lower tax rate of 5% on

Columbia/  Slovenia/

OECD member

countries) cannot be relied upon on the

that

dividends after

Lithuania became

pretext the manner of ftreaty

12 the Netherlands, Switzerland and France.

assimilation into domestic law is radically
different than what the Constitution of
India mandates. In the aforesaid three
foreign countries, ratification is required.
However, in India, the treaty is required to
be legislated or requires assimilation

through a legislative device.

Dhruva Comments

The Supreme Court’s judgement signifies the
importance of Notification under Section 90(1) of
the Act in implementation of DTAA and its
Protocols.

This ruling will have a far-reaching implication
(apart from dividend taxability) on the application
of the MFN clause to various streams of income,
notably in the cases of fees for technical services
where ‘make-available’ benefits have been
imported automatically based on a subsequent
treaty which India may have entered into with an
OECD member. In the absence of appropriate
subsequent notification in relation to the changes
that trigger pursuant to the MFN clause in these
treaties, the benefit of the MFN clause may not be
available. This could potentially give rise to
significant tax demand together with interest on
the Indian payer who had deducted tax basis
lower rate of tax or restricted scope pursuant to
the MFN clause. The ability of the Indian payer to
recover such taxes and/ or interest from the
recipients in cases where the tax was borne by the
recipient especially where transactions have
concluded will be tested.

As a fall out of such efforts, it would be interesting
to see how the counterparties to the respective
DTAAs with India react to the Supreme Court’s
Ruling and enter into bilateral negotiations with
India for enforcement of MEN clause in entirety,
especially where parties to the Treaty have
agreed on ‘self-operating MFN clause’. It would
also be interesting to view India’s position on
implementation of the MFN clause given the
specific observation of the Supreme Court that
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where Indian Parliament refuses to give effect to  contributors:

the DTAA (say a particular item of MFN clause is

not notified), such DTAA continues to bind the Abhishek Mundada (Partner)
Union, leaving the Union in default.

Chirag Khetan (Principal)

Simran Punamiya (Senior Associate)

For any queries in relation to this alert,
please feel free to contact us.
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