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	PRE BUDGET PROPOSAL 2006-07



	


Pre Budget Proposal (2006-07)

I.
Single Taxation for Telecom Services Sector

Present taxation structure in telecom services sector is very complex and needs to be made simpler by introducing a single taxation regime so as to make the industry investor friendly/consumer friendly.

The Hon’ble Finance Minister of India, Shri. P.Chidambaram in his Inaugural Address at the 77th FICCI Annual General Meeting on 27th December, 2004 has promised that he will address the complex taxation structure presently existing in the Indian telecom sector and come out with investor-friendly, industry-friendly simple tax structure in the next budget. Relevant extract of his speech is reproduced below: 

Quote

“The second aspects which your President touched upon are four sectors which, while he may have referred to them in one context, are extremely important to me in another context.  These are – textiles, petroleum, sugar and telecom.  Now, what is common among these four?  In my humble view, what is common among  these four sectors is a convoluted tax structure that applies to these sectors.  From time to time, all of us have contributed to the convoluted tax structure.  We have to unravel this.  We have to make this simple, investment friendly and industry-friendly.  Last year, you will recall, I made a beginning with one part of the textile sector, namely natural fibres.  And I acknowledge readily that it is an unfinished exercise, that there is another part of the textile sector, namely man-made fibres, which requires attention.  But to textile we must add petroleum, sugar and telecom as sectors which have a very complex taxation structure.  I promise that we will address this complex taxation structure and come out with an investor-friendly, industry-friendly simple tax structure in the next budget.”
Unquote
A copy of the speech delivered by the Hon’ble Finance Minister is enclosed for ready reference as Annex.
II.
Proper definition of Adjusted Gross Revenue (AGR)

The AGR definition currently being followed in telecom services sector is proving to be a problem for all the telecom operators – basic, cellular, national and international long distance and other operators who pay an annual license fee in the form of revenue share to the Government. 

The definition of Adjusted Gross Revenue (AGR) in the License Agreement reads as follows:


quote
“Adjusted Gross Revenue” for the purpose of levying license fee as a percentage of revenue shall mean the Gross Revenue as reduced by:

(i) PSTN related call charges (access charges) actually paid to other telecom service providers for carriage of calls;

(ii) Service tax for provision of service and sales tax actually paid to the Government, if gross revenue had included the component of service tax.

“Gross Revenue shall include all revenues accruing to the LICENSEE on account of goods supplied, services provided, leasing of infrastructure, use of its resources by others, application fee, installation charges, call charges, late fees, sale proceeds of instruments (or any terminal equipment including accessories), handsets, bandwidth, income from Value-Added Services, supplementary services, access or interconnection charges, roaming charges, any lease or rent charges for hiring of infrastructure, etc and any other miscellaneous items including interest, dividend, etc without any setoff of related items of expense, etc.”

unquote
In order to accurately define AGR and avoid additional fiscal burden on the operators, our suggestion for AGR definition is as below:

(A)
Exclude interest received, dividends and miscellaneous non-telecom income from gross revenue because of the following considerations:
a)
Though Service providers earn interests on cash margins that they keep in bank to get bank guarantees, they are required to simultaneously pay interest charges on borrowings. 
b)
The service providers for their telecom projects get disbursements from financial institutions / banks on the basis of expenditure to be incurred in the next quarter and these disbursements received from institutions remain idle for some time and earn interest say at 5-6 % p.a. while the company pays higher interest of 13-15% on the loans. 
All interests received are included in the revenue as per the present definition of Gross Revenue without allowing any  set-off for interest paid on borrowed funds.

(B)
Avoid double payments of revenue share

When one licensed operator pays to another operator for port charges or leased-line charges or charges for space rented, no deduction from revenue of paying operator is permitted even though the operator who receives such amounts pays revenue share on these receipts. This is leading to double payment of revenue share and as such needs to be deducted from the revenue of paying operator.
(C)
Sale Handsets and other assets
Sale proceeds of handsets and other assets should be allowed as a deduction from the Gross Revenue. 
The Telecom Regulatory Authority of India has repeatedly reiterated that only those revenues that accrue from operations under the license should be considered while computing revenue share calculation.  This was in fact a condition under the migration package itself. TRAI in fact redefined AGR and wrote to DoT vide its recommendation on Basic Service as far back as 31st August 2000 as follows:

Quote

“Adjusted Gross Revenue” for the purpose of levying license fee as a percentage of Revenue Share shall mean the “Gross Revenue” accruing to the Licensee by way of operations of the Basic Service mandated under the license (inclusive of Revenue on account of Value-Added Services, supplementary services, and the sale of handsets) plus revenue accruing through resellers (if any), franchisees including CSPs, etc plus any revenue foregone through subsidies on handsets or any other rebates, as reduced by the following items:

(i) Interconnection / Access Charges payable to other service providers for carriage of calls;

(ii)  Roaming revenues collected on behalf of cellular mobile service providers (if applicable) and passed on or liable to be passed on to them;

(iii) Service tax paid or payable;
(iv) Proceeds from sale of handsets”
unquote

We also suggest that the above definition of TRAI should exclude income from the following as explained earlier.
(i) Interest and dividend

(ii) Sale of assets

(iii) Any other income accruing to the licensee by way of operations other than the telecom license operations.

(iv) Port charges, leased-line charges or any other charges paid to other licensed operator need to be allowed as a deduction to avoid double payment.
	Proposal

	To accurately define AGR, the definition should be as follows:

“Adjusted Gross Revenue” for the purpose of levying license fee as a percentage of Revenue Share shall mean the “Gross Revenue” accruing to the Licensee by way of operations of the Basic Service mandated under the license (inclusive of Revenue on account of Value-Added Services, supplementary services, and the sale of handsets) plus revenue accruing through resellers (if any), franchisees including CSPs, etc plus any revenue foregone through subsidies on handsets or any other rebates, as reduced by the following items:

(i)Interconnection / Access Charges payable to other service providers for carriage of calls;
(ii) Roaming revenues collected on behalf of cellular mobile service providers (if applicable) and passed on or liable to be passed on to them;
(iii) Service tax paid or payable;
(iv)Proceeds from sale of handsets;
(v) Interest and dividend;

(vi) Sale of assets;
(vii) Port Charges, leased-line charges or any other charges paid to other licensed operator need to be allowed as a deduction to avoid double payment;
(viii)Any other income accruing to the licensee by way of operations other than the telecom license operations.


III.     Reduction of Revenue Share License Fee
Currently, the Telecom Access Service Providers are paying a high percentage as license fee through a revenue sharing model. This revenue share ranges between 6-10% of Adjusted Gross Revenue (AGR) per annum depending on the category of licensed circle service area as indicated below. 

	Circle service area
	Annual license fee (%age revenue share)

	Metro/ Type A
	10 %

	Type B
	8 %

	Type C
	6 %


It would be relevant to mention that if telecom is to expand in the manner in which it is targeted and since all expansion is to be funded through the sector’s own accruals, then the sector cannot be seen as a source of revenue for the Government. 

It is of utmost necessity to reduce the licence fee from the present level in view of the fact that presently in addition to licence fee (6-10%) and spectrum fee ( 2-6%), the service providers pay service tax of 10%.

In fact, TRAI in its recommendations on unified licensing has proposed to the Govt to reduce the license fee revenue share to 6% as follows. AUSPI also suggests reduction in USO levy from the present level of 5%.  It has also been recommended by TRAI to the government.


Quote

“TRAI is of the view that the telecom services should not be treated as a source of revenue for the Government. Imposing lower license fee on the service providers would encourage higher growth, further tariff reduction and increased service provider revenues. With increased growth, it would be a win- win situation for the industry and the Government. Presently, in addition to licence fee ………, spectrum charges (2-6% - wherever applicable) the service providers are charged service taxes of 10%. Since for the services being offered, the service providers are charged service taxes of 10%, we are of the view that the maximum level of licence fee should not exceed the contribution towards USF and administrative fee. The present level of USO contribution is 5% and the level of administrative fee shall be 1% of AGR presently. Therefore it is recommended that for unified licence, …………the licence fee shall be (contribution to USF (5%) + Administrative cost (1%) i.e. 6% 0f Adjusted Gross Revenue (AGR).The administrative cost is required for managing, licensing and regulating the sector. 

With technological developments, flexibility in the licensing regime, deployment of more and more wireless technologies (using both licensed and unlicensed spectrum) and the growth of telecom services even in backward areas from telecom point of view, the Government may consider reviewing USO policy to reduce the level of USO contribution at an appropriate time, from its present level of 5%. Similarly, with increased revenues the Administrative cost in terms of percentage of AGR will also come down from the recommended value of 1%. The policy in this regard may be reviewed periodically every year depending upon the market conditions. Services licensed through Authorisations shall not be required to pay any License fee.”
Unquote

It has been brought out clearly by the telecom regulator that the reason for tariff downslide has been due to abolition of the high entry fee regime and allowing low revenue share by the government in 1999, 2001 and 2003.  In this connection, the following details of TRAI are quite relevant.  The issue is that government ultimately gains with reduced levy due to growth in subscribers.

	Statement of Revenues to be received by Central Government – mobiles

	All circle and Metro License
	(Rupees in crores)

	S
No
	Year
	1
	2
	3
	4
	5
	6

	
	
	License fee old regime auctioned high entry fee paid
	License fee new regime (post NTP 99)

15%
	License Fee as per 2001
Regime 

8-12%
	License Fee as per 2003 Regime 

6-8%
	Service Tax (Estimated)*% share define
	License Fee+

Service Tax

	1
	1999-00
	1603
	275
	209
	
	110
	319

	2
	2000-01
	2270
	619
	468
	
	248
	716

	3
	2001-02
	2734
	793
	602
	
	317
	919

	4
	2002-03
	2455
	872
	657
	
	349
	1006

	5
	2003-04
	2470
	1727
	1296
	
	1105
	2402

	6
	2004-05
	2511
	2698
	
	1666
	2158
	3824

	7
	2005-06
	2591
	4586
	
	2831
	3669
	6500

	8
	2006-07
	2680
	7796
	
	4813
	6237
	11050

	
	
	19314
	19366
	3234
	9309
	14193
	26736

	
	
	
	
	12543
	
	


*  Rate of service tax taken as 5% upto 13.5.2003, 8% up to 31st March 2004 and thereafter 10%

* Estimated service tax (based on estimated Gross Revenue)
	Statement of estimate of government levies from license fee, spectrum fee and service tax on all telecom services

	Rupees in crores

	1
	2
	3
	4
	5
	6
	7

	Year
	Gross revenue
	Adjusted Gross Revenue
	Licnese Fee
	Service Tax
 5-10%
	Spectrum Charge
2-4%
	Total Govt. Levies

	2002-03
	48000
	40800
	4080
	2040
	206
	6326

	2003-04
	61000
	51850
	4770
	4148
	434
	9353

	2004-05
	80000
	68000
	6256
	6800
	856
	13912

	2005-06
	100000
	85000
	7820
	8500
	1530
	17850

	2006-07
	139000
	118150
	10869.8
	11815
	2458
	25142

	2007-08
	169000
	143650
	13215.8
	14365
	3275
	30856


Source : TRAI’s recommendations on Growth of Telecom Services in rural India
IV.    Special Emphasis on growth of broadband
While announcing the Broadband Policy, the Hon’ble Minister of Communications & IT has categorically stated that the DoT would work out a package in consultation with the Ministry of Finance and related departments for reduction in fiscal levies / taxes and duties, the incidence of which results in increased costs to the end customer. 
Broadband services can reach the urban and rural consumers only if services are offered at affordable and easy terms. To acieve this, the following recommendations of TRAI should be implemented immediately for accelerated growth of broadband in our country:

· Allowing 100% depreciation in first year itself for PC’s and broadband Customer Premise Equipment (CPE) including modems and routers.

· Tax benefits to organizations on the value of PC’s, as defined by the Government through a value schedule that they donate to schools run by the government / local bodies, and charitable organizations.

· Removing the anti-dumping duty for recycled PC’s imported into India. 
· Duties levied on inputs (parts, components and spares) and finished products used in providing broadband and internet services should be reduced to levels equivalent to that for mobile phones. 
· Additionally, the central excise duty levied on these items should be reduced to the extent the customs duties are proposed to be reduced on a pro-rata basis, and in line with duties on imported finished goods.
· Profits that accrue to web hosting enterprises should be partially exempted from the income tax by at least 50% for the next 5 years.
· The Government of India should also recommend to all State Governments to waive sales tax on goods and services that are transacted through electronic mode (e-commerce) for the next 5 years up to limits to be prescribed by the Government. This recommendation should be then followed with legislation to ensure execution by the State Governments.

· A similar recommendation or legislation should also go from the Government of India to the State Governments to waive Entertainment Tax, currently approximately 30% in certain states, levied on broadband subscriptions and entertainment services, if they are provided through a broadband or internet platform. This recommendation should be then followed with legislation to ensure execution by the State Governments.

· All corporations, whether public or private, should be allowed to give a Rs. 6,000 per annum allowance to employees for broadband services access at home. This allowance should be removed from taxable income for the corporation. The same facility should be extended to self-employed professionals so that they may also reap the benefits of broadband services.

V. 
Indirect Taxes

(A)
Custom Duty 

(i) Reduction in customs duty on equipment required for telecommunication services.
(ii) Continuation of Basic Duty Concessions for network infrastructure equipment.
(iii)  Fixed Wireless Terminals:

CVD of 16% on Fixed Wireless Terminals/Fixed Wireless Phones, which are not manufactured in India should be removed in order to lower the capital expenditure on telecom networks and ensure affordable services to the masses.
      

(iv)     Microwave equipment:

· The Notification No 7/2004-CUSTOMS dated 8th Jan 2004 allows zero duty imports + CVD of 16% on specific goods listed for provisioning of Basic Telephone Services, Cellular Mobile Telephone Services, Internet Services or CUG 64 KBPS Domestic Data Network via INSAT Satellite System. The list of goods includes both switching and transmission equipment required for the different services. One of the items on this list which has concessional duty is Base Station which reads as follows: "Radio Communication Equipment including VHF, UHF and microwave communication equipment of the following description:-(a) Base Transceiver Station (BTS) (b)…”. 
· The Customs Department at the time of clearance gives the benefit of concessional duty only on BTS and when microwave equipment is imported, the duty is charged at 27.8% (10% Basic Duty). 
It is thus sought that a clarification be provided to include microwave equipment also at the concessional duty as is mentioned above.



(B)
Excise Duty




Duty Structure recommended at concessional slab of 8%: 

· Excise duty on all locally manufactured telecom equipment be pegged at the lowest level of 8% to provide maximum support to both the manufacturing and services segments of the telecom industry.

· Service providers sourcing indigenously manufactured telecom equipment have now been allowed to be setoff against the service tax payable on the services. This is a welcome move since this would also incentivise service providers to source indigenous equipment in the fiercely competitive global equipment market.

(C) Service Tax

· In the last Budget, Service Tax has been increased from 8% to 10%. The service tax net has also been widened with new services coming under the service tax regime. In view of the increasing role the services sector will play in the Indian economy, it is only appropriate that while new services could be levied service tax, the rate of tax be kept at level of 5% or even lower which will lead to higher consumption of services and thereby a larger collection by the Government. Telecom services are by far the single largest service tax contributors to the exchequer. It is only pertinent to mention the role of telecom services where subscriber base is expanding rapidly also leading growth in the turnover of the industry. By increasing the service tax, the Government is imposing an additional burden on the subscribers since affordability in provisioning of services is impacted. In view of this, it is prayed that service tax be reduced to 5% or lower level from the present level of 10%. 
· In the last budgets, the Government has allowed service tax credit with integration of goods and services under CENVAT. Further VAT paid by the telecom sector on their capital equipment purchases should be available as credit against their service tax liability. 
(D)
Cenvat Credit Rules, 2004

(i)
BTS towers and other similar capital goods, used by telecom service providers, should be included in the definition of Capital Goods 

 (ii) 
Review of Rule 6 of the CENVAT CREDIT RULES 2004 with respect to Service Providers 

· Rule 6 of CENVAT CREDIT RULES 2004 differentiates between manufacturers and service providers with respect to CENVAT credit on input goods and services when both taxable and exempt goods are manufactured or taxable and exempt services are provided and the assessee does not maintain separate accounts for taxable and non taxable goods and services. A differential treatment is being meted out to service providers vis-a-vis manufacturers. The manufacturers, who opt not to maintain separate accounts, have the option of paying the proportionate input credit used for manufacture of certain exempted goods or payment of a 10% duty as compared to a minimum of 16% on such exempted goods.  Whereas the service providers who opt not to maintain separate accounts in respect of taxable and exempted output services are allowed credit only upto 20% of the service tax payable by the assessee.  This is highly unfair and prejudicial to service providers. The percentage of duty to be paid should be same for both manufacturers and service providers.
Hence we request that Rule 6(3)(c) be amended and Service providers providing both taxable and exempted services should have the option of (i) either paying back the proportionate CENVAT Credit on input services used to provide exempted output services or (ii) pay service tax of 5% on exempted services.
· As per Rule 6(6), a manufacturer would be entitled to take CENVAT Credit on input goods and services used in the manufacture of excisable goods removed without payment of duty:
a. for supply to a unit in special economic zone; or

b. for supply to a 100% export oriented undertaking; or

c. for supply to a unit in Electronic Hardware Technology Park or Software Technology Park; or

d. for supply to United Nations or specified international organizations; or

e. for export under bond in terms of the provisions of Central Excise Rules, 2002; or 

f. if the excisable goods are gold or silver falling within Chapter 71 of the 1st Schedule arising in the course of manufacture of copper of zinc.

· It can be observed from the above that the benefit of input CENVAT Credit has been given with respect to items (a) to (d) above are with a view to encourage exports from the Country.  Since input credits are allowed, the cost to the exporting unit would be less and they would become more competitive internationally.

· In case of service providers, output services provided to units in special economic zone are exempt from service tax.  We understand that Government is also considering exempting from service taxes the output services provided to export oriented units and units in Electronic Hardware Technology Park and Software Technology Park.  There is no logic for not extending the benefit of input credit on input goods and services used for providing exempted output services to the above entities.  The export of services from the Country should also be made competitive especially in view of the fact that China and other surrounding Asian Countries are becoming a big exporter of services to US and other Western Countries.  

Hence we request that the provisions of Rule 6(6) be extended to output service providers also whereby they will be able to take input CENVAT Credit on input services used for providing output services to specified units like (a) units in SEZ (b) EOUs (c) units in Electronic Hardware and Software Technology Parks (d) United Nations (e) foreign embassies, etc.

VI.     Direct Taxes
1.
Section 80IA of the Income Tax Act, 1961 should provide benefit for the telecom sector on par with other infrastructure facilities provider. 

· Sub section 2A of section 80IA, however, provides that for the companies engaged in the business of providing telecommunication services, the exemption for the first 5 years would be 100% and for next 5 years it would be 30% of the profits of the gains of the enterprise. The sub section 2A of section 80IA may be deleted and 100% tax exemption for 10 years may be allowed to telecommunication service providers. The above distinction between other infrastructure providers and telecommunication service providers is arbitrary since telecommunication services are core infrastructure facilities. This would foster the growth of infrastructure facilities relating to telecom leading to higher growth in the sector.

· Also, since telecommunication services, like other infrastructure services, require major capital investments and operational outflows initially. Accordingly, its gestation period is comparatively longer. Hence, it is requested that the eligible period for the benefit may be extended to 20 years from the current period of 15 years to enable the telecommunication service providers to utilize the benefit under section 80IA in its true intent, which would   enable them to provide more economical and efficient services to the subscribers.
2.
Extension of benefits u/s 80 IA(4)(ii) up till 31-3-2008
· Section 80IA(4)(ii) allows for tax deductions to “any undertaking which has started or starts providing telecommunication services, whether basic or cellular, including radio paging, domestic satellite service, network of trunking, broadband network and internet services on or after the 1st day of April,1995, but on or before the 31st day of March , 2005.”

· These services form the backbone of the Communications Infrastructure of the country. An extensive and cost effective communications infrastructure is essential for a rapid growth of the economy and society. The communications sector is in a growth phase. The tax incentives provided, need to be available for a longer period for a longer period of time.

· The benefits u/s 80IA(4)(ii) are available to undertakings which start providing the services on or before the 31st March 2005. We pray that this period  be extended upto 31st March 2008.

3.
Continuance of the benefits under section 80-IA in case of slump sale

· The importance and need of the industries for amalgamation, merger and demerger have been recognised in various provisions of the Income tax Act, 1961 like section 10A, 10B, 35AB, 72A, 80IA, 80IB etc and continuance of the tax benefits have been provided for in case of amalgamation, demergers etc. However, the amalgamation, demergers etc, involve lengthy process of obtaining High Court approvals. Continuance of the existing tax benefits has not been provided for in case of Slump sale of the undertaking.

· In India, the telecom sector is one of the most expanding and evolving sectors. For providing better services and to achieve higher efficiency and effectiveness, the telecom service providers need to restructure itself. One of the faster and simpler methods of achieving the same would be through slump sale of the undertaking.

· If the various benefits attached to the undertaking are continued in the hands of the transferee of the undertaking in a slump sale, then it would be a great boost for the telecom sector. Though the intention is that the benefit is attached to the undertaking only, the said intention is not reflected in the provisions of the Act in respect of the slump sale. The sector can achieve desired restructuring through simpler and faster means of slum sale, which would avoid approaching the High Courts for their approvals. 

· Though the intention is that the benefit is attached to the undertaking only, the said intention is not reflected in the provisions of the Act in respect of the slump sale. Hence, we request for necessary clarification in this regard. 

4.
Clarification on TDS with respect to IUC charges paid from one operator to another. 

· To provide the subscribers efficient and flawless services, the existing telecom service providers have to provide interconnection of their network, equipments to the network and equipments of the new telecom service providers. These interconnection issue between the service providers has remained very crucial issue to deal with for the Department of Telecommunications and Telecom Regulatory Authority of India (TRAI). 

· To resolve the issue and to fix the terms and conditions of interconnectivity between Service Providers, to ensure effective interconnection between different service providers and to regulate arrangements amongst service providers of sharing their revenue derived from providing telecommunication services, TRAI has made THE TELECOMMUNICATION INTERCONNECTION USAGE CHARGES (IUC) REGULATION, 2003   (1 of 2003). Through this Regulation, TRAI has provided for inter connection charges payable by one service provider to another service provider for the purpose of inter connection. 

· The following definitions of the Regulation are relevant for the matter: 

(a) "Interconnection" means the commercial and technical arrangements under which service providers connect their equipment, networks and services to enable their customers to have access to the customers, services and networks of other service providers.
(b) Interconnection Charge" means the charge for interconnection levied by an interconnection provider on an interconnection seeker.

(c) “Interconnection Usage Charge (IUC)” means the charge payable by one service provider to one or more service providers for usage of the network elements for origination, transit and termination of the calls. 
(d) "Interconnection Provider" means the service provider to whose network an interconnection is sought for providing telecommunication services.
(e) "Interconnection Seeker" means the service provider who seeks interconnection to the network of the interconnection provider.
From the above definitions, it is obvious that through the process of interconnection, one service provider establishes a link between its own network, services and equipments with the network, services and equipment of other service provider. For facilitating these arrangements, TRAI has made the Regulation for IUC charges payable. Under the IUC regime, one service provider only uses the network elements (for carrying the calls to their destination) of other service provider. By providing the inter connection, the Interconnection provider does not render any services either to the Interconnection Seeker or to the subscriber of the services. 
In such Interconnection, the user telecom services provider utilises the facilities, switches etc. for transferring the calls from one network to another network. The same cannot be considered as provision of technical services. 
Fees for technical services has been defined in Explanation (b) to section 194J read with Explanation 2 to section 9(1)(vii) of the Act as under:

“Fees for technical services” means any consideration (including any lump sum consideration) for the rendering of any managerial, technical or consultancy services (including the provision of services of technical or other personnel) but does not include consideration for any construction, assembly, mining or like project undertaken by the recipient or consideration which would be income of the recipient chargeable under the head “Salaries”.

From the above definition, it can be observed that “technical services” involve rendering of services of managerial, technical or consultancy nature. Provisions of interconnect facilities and receiving and handing over of the calls do not involve rendering of any services. In Interconnect Agreements, the user utilises the technical equipments for interconnect purposes. 

· Just because technical equipments/gadgets are used in the process, it does not make the contract as that of rendering of technical services. 

· In the case of Skycell Communications Ltd. vs DCIT (2001) 119 Taxman 496, the Hon’ble Madras High Court has held that for the purpose of section 194J of the Act to become applicable, it is necessary that the payee receives ‘services’. If the payee uses only technical gadgets, which are made available to others also for fees, the same does not make the payment subject to tax deduction at source under section 194J of the Act. 

· Relying on the said decision, ‘interconnect facilities’ can be considered as ‘technical equipments provided by the Interconnection Providers to the Interconnection Seekers. However, it would not result into provisions of services by the receiver of the fees. Accordingly, the IUC cannot be made subject to deduction of tax at source under section 194J of the Act. 

· Telecom sector is already under 80IA and hence, this TDS deduction running into crores of rupees cause unnecessary hardships for the telecom sector. Hence, we request a clarification for non-deduction of tax on IUC. 

5A.   TDS on reimbursements

· At present TDS is deducted even on the value of re-imbursement included in a particular payment .Since TDS is tax on income and Re-imbursement can in no way be construed as Income , deduction of tax at source from re-imbursement is contrary to the basic tenets of Income tax . Hence, it is important that the re-imbursement component of a payment be excluded from the value considered for deduction of tax at source. Interest income covered u/s 10(23G) accruing in the hands of recipient is exempt from tax, however the payer of the interest is liable to deduct TDS U/s 194A on payment of interest to the lending institution. Clarification should be issued regarding non-applicability of Section 194A to all interest payments against funding to infrastructure projects irrespective of whether lender is a banking company or not. 

5B.     TDS on payments covered by 10(23)G

· Interest income covered u/s 10(23G) accruing in the hands of recipient is exempt from tax, however the payer of the interest is liable to deduct TDS U/s 194A on payment of interest to the lending institution. Clarification should be issued regarding non-applicability of Section 194A to all interest payments against funding to infrastructure projects irrespective of whether lender is a banking company or not.
6.
Section 10(23G) of the Income Tax Act, 1961: income from investments of Infrastructure capital company and infrastructure capital fund.
· The telecom sector is highly capital intensive and hence, it requires funding from internal and external sources.  To encourage funding in this sector, the Government has granted benefits under section 10(23G) of the Income Tax Act,1961 by exempting dividend, interest and long term capital gains arising to the investing companies/funds through their investments in specified companies including telecom sector companies.  The exemption in respect of interest is available for interest arising on long term finance.  Long Term finance has been defined in Explanation to Section 36(1)(viii) as,  any loan or advance where the terms under which moneys are loaned or advanced provide  for repayment alongwith  interest thereof during a period of not less than 5 years.

· The benefits under section 10(23G) are applicable for Long Term Finance only.  The sector does require bridge loans and working capital loans. Though they are not in the nature of long term loans, they do provide much needed and timely funds to the telecom sector.

· Hence , if the benefit of the section 10(23G)  is granted to the short term loans and working capital loans also, the telecom sector can borrow  at cheaper rates and that will reduce the costs of project for them. This would also make available investible funds for such companies. Hence, extension of the benefit in this regard would be highly encouraging for the telecom sector.


7.
Section139 (1) needs to exclude Mobile Phones from its purview:

· As per Sec 139 (1) of the Income Tax Act, if a person is a subscriber to a cellular telephone not being a wireless in local loop, he is required to furnish a return of income. Since mobile phones are no longer a luxury but an essential item and the Government wishes to expand the telecom infrastructure and usage, such a provision acts as a dampener to the use of the telecom infrastructure and uptake of services by the not so well off. Therefore we request that mobile phones need to be excluded from the purview of section 139(1).
8.
Section 115JB of the Income-Tax Act, 1961

· Section 115JB levies Minimum Alternative Tax (MAT) on companies, which have book profits but do not pay any corporate tax.

· Certain exclusions are made from the income considered for MAT. The amounts of profit eligible for deduction under sections 80HHC, 80HHE and 80HHF as well as profits of new undertakings located in FTZs, EPZs and SEZs and 100 per cent EOUs which are exempt from income-tax under sections 10A and 10B, have been exempted from the levy of MAT, so as not to render the above stated incentives ineffective.

· Similarly, as the Government is seriously intent in providing incentives to the telecom sector, the profits and gains of the enterprise providing telecommunication services should also be eligible for exemption from MAT. If this were not done it would not only negate the benefits offered under section 80-IA but also go against the objective of encouraging investments in the sector.
Hence, it is prayed that the exemption from MAT may also be extended to the telecom sector.

9.
Section 115(O) Tax on distributed profits of domestic companies with   respect of companies availing tax holiday U/s 80 IA : 

The present provisions stand as follows:

· Any amount declared, distributed or paid by a company covered u/s 80IA by way of dividends (whether interim or otherwise) on or after the 1st day of April, 2003, whether out of current or accumulated profits shall be charged to additional income-tax (hereafter referred to as tax on distributed profits) at the rate of twelve and one-half per cent. 

· Even if no income-tax is payable by a domestic company on its total income computed in accordance with the provisions of this Act, the tax on distributed profits under sub-section (1) shall be payable by such company.

· The tax on distributed profits so paid by the company shall be treated as the final payment of tax in respect of the amount declared, distributed or paid as dividends and no further credit therefore shall be claimed by the company or by any other person in respect of the amount of tax so paid.

· No deduction under any other provision of this Act shall be allowed to the company or a shareholder in respect of the amount which has been charged to tax under sub-section (1) or the tax thereon.  

This provision is not in line with the Government commitments on promoting sectors covered by section 80IA. Hence, in line with the provisions of section 10(23)G, such distributed profits should be exempt from tax. 
10.
 Restoration of benefit under section 80HHE

· Section 80 HHE of the Act provides for deduction in respect of profits from export of computer software and providing technical services outside India in connection with the development of software. CBDT, through a notification, has specified that deduction under section 80HHE shall also be available for Call Centers, Back Office Operations, Data Processing etc. However, deduction under section 80HHE has been discontinued from the assessment year 2005-06. 

· India has emerged as one of the main country which has started providing efficiently and robustly BPO services, Call Center services and in recent times many Indian companies have emerged as very important and main players in providing these services. Some of the companies have started their services only recently. 

· Considering the important nature of these services for India and also their recent start ups, it is important that the Government continues to provide them fiscal benefits so as to enable them to provide services at competitive rates. 
In view of the above it is prayed that benefit under section 80HHE be restored to its earlier levels.
VII.     International Taxation Issues
Taxes on software & Bandwidth payments 

For providing telecommunication services, bandwidth and software are both crucial and essential components. For international long distance calls, bandwidth is generally acquired from foreign companies and telecommunications service providers are almost entirely dependent upon software imported from foreign countries. 
In the current Indian scenario payments for purchase of both of the above are subject to an illogical taxation regime that ends up burdening the companies far more than what they should be paying.

Bandwidth

· The Income tax authorities have been treating the payments for such international bandwidth as royalty income of the foreign suppliers and are therefore subjecting the same to TDS. However, this is not the right approach.
· Acquisition of the Bandwidth does not involve acquiring rights to use any copyright of literary, artistic or scientific work, any patent, trade mark, design, model, plan, secret formula or process. Further, it does not involve hiring of any industrial, commercial or scientific equipment, as the bandwidth cannot be taken into physical custody.

· Bandwidth essentially involves connecting points through which communications become possible. A user utilises this bandwidth for transferring data or voice up to a specified capacity. It does not involve carrying out of any works contract or providing of any technical services. 

· In the case of Skycell Communications Ltd. V DCIT (2001) 119 Taxman 496, the H’ble Madras High Court has held that for the purpose of section 194J of the Act to become applicable, it is necessary that the payee receives ‘services’. If the payee uses only technical gadgets, which are made available to others also for fees, the same does not make the payment subject to tax deduction at source under section 194J of the Act.  The H’ble Bangalore Tribunal recently in case of Wipro Limited also upheld the above views and held that bandwidth charges payable to a foreign company cannot be subject to TDS either as royalties or as fees for technical services. 
In view of above, Court / Tribunal judgments, necessary instructions may be issued to Income Tax authorities so that TDS provisions do not apply on bandwidth charges. 

Software

· Further, in the absence of any clarification on taxability of software payments from India, the tax departments have been treating such software payments as royalty income of a foreign company and directing the Indian companies to withhold tax on such royalty payments. As per section 115A of such royalties are subject to tax @ 20%. 

· This is an anomaly because most the software so purchased are off the shelf or shrink-wrapped software and not necessarily customized or tailor made. Globally, such software is sold to the buyer through royalty-free, perpetual licenses. In a landmark judgment, a five judge bench of the Supreme Court upheld the Andhra Pradesh High Court's judgment holding that Computer Software was goods liable to sales tax. The question before the Constitution Bench was "whether the software sold by Tata Consultancy Services can be termed to be goods and as such liable to sales tax. The Court discussed in detail the definition of "goods", "sale", "tangible and intangible property" and came to the conclusion that software is goods indeed. In view of this judgement software should be excluded from the purview of Royalty payments and should not be subject to withholding taxes under section 195 of the Income tax Act.

· Since withholding of taxes is generally to be borne by the Indian companies, treating software payments as royalties puts an additional burden of withholding tax on the Indian companies adding to the costs of projects. For expansion and keeping pace with the changing telecom scenario, software imports are a prime necessity and the burden of withholding tax is a severe drain on the investible funds in India. 

· Internationally, software acquisition is treated as acquisition of a copyrighted article and not the copyright itself. The Internal Revenue Services, USA agrees with this view and accordingly software acquisitions are not considered as royalty income of the software supplier by them. Adopting the same view in India would be in line with such international practice.    
Thus, it is requested that a clarification is issued so that software  payments to foreign companies are treated as business income and not royalty income and hence not to be subjected to withholding tax in India. 
Anomalies arising out of the current Tax/TDS structure
The rates of withholding tax on incomes from royalty and technical fees paid to foreign companies are 15% under section 115A read with section 195. If the taxes are to be borne by the foreign companies, then withholding taxes are held back as 15% of the remittances paid to the foreign companies as royalty or technical fees.
Example:
· Let us suppose the fees or royalty to be remitted is Rs 100.
· Of this, Rs 15 is withheld as TDS.
· Now, Income Tax is essentially a tax on the net income and not on the receipts. Since the tax rate on foreign companies is 40% then tax of Rs. 15 implies that the net profit earned by the company is Rs 37, which translates to a net profit ratio of 37% on the gross receipts of Rs. 100. This is an excessively high net profit ratio.  No foreign company can have this kind of profits.
· The normal range of net profit ratio even for highly profitable companies is not more than 10-12%. Forty percent of this would be 5-6% at the most. 
· Under the current system 15% is being withheld. This creates an undue burden on the foreign company and they are reluctant to trade with us. Hence, they shift the burden of the withholding tax on the Indian companies and that increases the costs of project for the Indian companies. Since the tax is to be ‘grossed up’ in this case, the Indian companies will be paying tax of Rs. 17.6, taking the total costs for the Indian companies at Rs. 117.6, which ultimately gets passed on to the consumers. 
· It is thus important that software payments as well those for bandwidth should be taken out of the purview of Royalty or Technical Services and instead be considered as Business Income. 
· In such a case, as per the Double Taxation Avoidance Treaty there will be no withholding tax and the foreign company will be charged to tax only on its net profits in the home country. 

Exemption in respect of taxes paid on royalty & fees for technical services 

· Section 10(6A) of the Act provides that where in the case of a foreign company derives income by way of royalty or fees for technical services from Government or an Indian concern and tax on such income is payable by the Government of India or the Indian concern, then such tax would be fully exempt from income-tax in India on fulfillment of certain specified conditions.

Purpose of the above section was to encourage Indian concerns to obtain technical services and user rights for advanced and ultra modern technologies from foreign companies having expertise in the subject areas. However, the benefit of this exemption has been removed, which leads to an increase in costs for Indian concerns. Most of those types of agreements require the Indian concern to bear the burden of withholding tax. India still requires technical services and modern technologies from the developed countries especially in telecom sector which is still undergoing development. Hence, restoring the exemption would go a long way in reducing the costs for the telecom sectors and 
Costs saved could be used for further investments.
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