1

FHRAI  Pre-Budget Memorandum for Union Budget 2011-12
	S.No.
	                                Issues
	                                  Justification


DIRECT TAXES

	1.
	Section 35 AD – clarification from CBDT– TPU
	Section 35 AD has been included after the Hon’ble Finance Minister, in his Budget Speech dated February 26, 2010 (Annexure I) stated the following: 

132. In my Budget Speech last year, I stated that profit linked deductions are inherently inefficient and liable to misuse.  To incentivise businesses in priority sectors, I introduced investments linked deduction as an alternative to profit linked deduction.  To give a boost to investment in the tourism sector, which has high employment potential, I propose to extend the benefit of investment linked deduction under the Act to new hotels of two-star category and above anywhere in India.

As per Section 35 AD new Hotels of 2-star and above which open after April 1, 2010 are eligible for a deduction based on the capital expenditure incurred on the Hotel project except for cost of land, goodwill and financial instruments. 

However, since the wording of the Section was not clear as to the exact benefits that would accrue to the hotel industry, the Federation of Hotel & Restaurant Associations of India (FHRAI) appointed Ernst & Young, which is a  specialist Tax Advisory Firm, to reaview the section and answer the following queries which we posed to them  (Annexure 2) :

1. Whether the expenditure incurred for setting-up new hotels can be treated as a deduction out of the taxable profits of the assessee’s income including those from existing profit making hotels? 

2. The meaning of the expression (f) “any expenditure incurred on the acquisition of any financial instruments”: does it include interest during construction period, processing charges of loans, forward contracts, derivative instruments, etc. or is it the actual cost of obtaining financial assistance such as term loans, debentures, for which upfront, and other related fees which are payable. 


Specifically, does it mean that the interest paid on loans availed of for the hotel project is allowed as part of the preliminary cost of the project i.e. part of capital expenditure. 

The following reply has been received from Ernst & Young on the two queries posed to them:

1. Though arguable, a better view of the matter seems to be that the loss incurred in a specified business, as computed under section 35AD will be allowed to be set off against the profit of a specified business which has been professed, as a qualifying specified business activity, under section 35AD of the Act. The legislative intent and language of section 73A do not appear to allow the set off by treating every specified business activity referred to in section 35AD(8)(c) as ‘any other specified business’ regardless of applicability of section 35AD..

2. The expression ‘any expenditure of capital nature shall not include any expenditure incurred on the acquisition of any financial instruments’ appears to be a reference to the capital expenditure which is related to the specified business while, at the same time, resulting in acquisition of financial instrument in the nature of financial asset. What needs to be tested is whether the capital expenditure results in acquisition of an asset being land or goodwill or financial instrument- in any case, an asset. The term ‘financial instrument’ (‘FI’), may be understood, in the sense of an asset. It is true that in Accounting Standard 31, FI is defined to mean a contract which gives rise to financial asset for one entity and financial liability/ equity instrument for another entity. In the context of section 35AD it will need to be confined to the limb resulting in acquisition of a financial asset. The examples could be, the cost incurred in the acquisition of equity interest, warrants, lease deposits, security deposit etc. The expenditure which results in financial obligations such as, the interest during construction period, processing charges etc will continue to form part of allowable capital expenditure within the meaning of section 35AD for an enterprise governed by section 35AD.

Ernst & Young has further given a detailed analysis of the interpretation vide their letter dated May 28, 2010 which is self explanatory (Annexure 3).

In view of the above clear interpretation, it was necessary to have a clarification given by the Tax Planning Unit (TPU) of the Central Board of Direct Taxes (CBDT) so that the intent of the Finance Minister to give an incentive for new Hotels to be constructed and more employment to be created can be achieved. Mr.Sunil Mitra, Secretary (Revenue), Ministry of Finance, Government of India was met and vide letter dated September 21,2010 he was explained in detail the ambiguity caused by the present wording of the Section.   

      The reliefs sought from the CBDT, thus are as follows:

(i) There should be an option to the ‘specified businesses’ to be governed by normal provisions of the ITA dealing with the computation of business profits, in preference to investment linked incentive provisions of section 35AD.

(ii) Set off of losses of ‘any of the specified business under Section 35AD’ is permissible even against income not computed under Section 35AD.

      We trust that the above clarification is issued at the earliest.


	2.
	Clarification on Special provisions in respect of certain undertakings for enterprises  in certain special category States under Sec 80-IC 

	The following special category States i.e. Sikkim, Assam, Tripura, Meghalaya, Mizoram, Nagaland, Manipur, Arunachal Pradesh, Uttranchal and Himachal Pradesh are allowed 100 % deductions from profits and gains for five years for computing the total income for promoting Eco Tourism in the country in terms of Income Tax Act 1961 Schedule XIV  Part C Serial No 15 which is reproduced below:

“Eco Tourism” including Hotels, Resorts, Spa, Entertainment, Amusement Park and Ropeways”

The aforesaid deduction can be availed by undertakings who commence any “operation” specified in the Schedule XIV and have undertaken substantial expansion during the period 7-01-2003 to 01-04-2012.  

However, very surprisingly the Income Tax Authorities have disallowed deductions to Hoteliers on the grounds that an activity of a hotel does not constitute an operation as specified in Schedule XIV of the Act and various appeals are pending on this Section.  

 

The Income Tax Authorities have directed the hoteliers to explain the Eco Tourism activity in the project and justify deductions claimed under Sec 80IC of the Act. This is a great setback for the hoteliers who are promoting eco-tourism in these States/Country. 

It is, therefore, requested that it may be clarified that as Eco Tourism is an activity, specified in Schedule XIV a Hotel in these specified States should be considered an eligible activity under Sec 80-IC of the Act.

Justification: The provision for incentive or growth and development should be interpreted correctly as envisaged in the Income Tax Act so as to achieve the objective for which the deductions are provided for in the Act. 

      




INDIRECT TAXES

	1.
	Exemption from Para 63,  Service Tax Act, 1994 like Exporters who earn in convertible foreign exchange.

	Exporters who earn in convertible foreign exchange are exempted from Service Tax vide Notification No.17/2000 – Service Tax dated July 7, 2009 (copy enclosed – Annexure IV) which covers service provided by an agent located outside India and enters into agreement with the exporter for which service commission is paid to the agent abroad.  Apart from this service, the service tax paid on various other specified services utilized for the export of various goods/products which has been paid by an exporter would be refunded back to the exporter by way of duty draw back.  Such taxable services are as follows:

(i) General insurance charges provided by an Insurer for export of goods/products.

(ii) Service provided by an airport in respect of export of said goods/products.

(iii) Service provided by a technical testing and analyzing agency or an inspection and certification agency in respect of goods/products.

(iv) Service provided for transportation of such goods/products to the port of export.
(v) Service provided for purchase or sale of foreign currency including money changing provided to an exporter in relation to export of goods/products, etc.

Hotels and other Tourism related Service Providers who earn foreign exchange have been included as the 13th Sector in the Service Export Promotion Council (SEPC) set up by the Ministry of Commerce Government of India recently.  However, no benefits have been extended to them like other service exporters who earn foreign exchange.  As such, they may please be granted exemption to the extent of foreign exchange earned by them in convertible foreign exchange for the following services to foreign tourists : 

Service tax is now levied on services rendered by hotels i.e commission remitted to foreign Tour Agents / Tour Operators / Destination Management Companies for bookings  made for foreign tourists and for which payments are also made in convertible foreign exchange.
 1.    Health Club or Fitness Centres.
 2.    Dry Cleaning Services.

 3.    Beauty Parlour Services.
 4.    Internet Services.

5. Rent a Cab/Hire of private taxis in Hotels.

6. Banquet rentals / Business Centre support services.

7. Management Consultant Services, etc.

8. Commission paid to foreign travel agents/tour operators/destination management companies based in India for bookings made by them for foreign tourists for which payments are received in convertible foreign exchange.

Thus, it is requested that for payments received by Hotels in convertible foreign exchange from foreign tourists who stay in these Hotels, and avail of the aforesaid services, these payments which are clearly delineated be exempted from Service Tax.  The concept of Zero-Rating applied by the Department of Revenue can be applied to these Services.
It is pertinent to note that this exemption was accorded till 2007 for Hotels who received payments from tourists in convertible foreign exchange but was changed after that date.  This exemption from service tax is already granted by the Department of Revenue, Ministry of Finance and the DGFT, Ministry of Commerce, Government of India for 
exporters who earn foreign exchange.  See Annexure  4



EXCISE DUTY
	1.
	 Excise Duty

	The food preparations (such as breads, biscuits, chocolates, pastries, ice-creams, fruit juices etc.) in Hotels or Restaurants, which are basically for captive consumption by its guest, as a part of Food & Beverage Service and not as sale, be exempted from levy of Central Excise duty. 

This Central Excise levy on Hotels and Restaurants which is a service Industry activity does not get the benefit of small scale industrial activity, since no State Government recognizes the activity as an Industrial activity and issues SSI registration.  

It is, therefore, requested that Hotels and Restaurants are exempted from the levy of Central Excise duty on the products produced and consumed within the premises and be given on turnover of the value of production of the aforesaid food preparations as is  given to small scale units which at present  is  Rs. 1.50 crores per year.
Copy of the Notification No.17/2009 – Service Tax dated 7th July, 2009 issued in this regard to Exporters is enclosed for ready reference – Annexure IV. 




GENERAL ISSUES

	1.

2.


	Request pending with the Ministry of Finance, Government of India, Planning Commission of India and the Reserve Bank of India with regard to inclusion of Hotels in the Infrastructure Lending List of the RBI as published in RBI Circular No. RBI/2009/10/151 DBOD-BP.BC No.42/08-12-015/2009-10 dated September 9,2009.

Approval of Take-out Finance for Hotel:


	With the extension of Section 35 AD to hotels, which was given only for priority sectors like cross country pipeline carrying oil and gas, cold storages and warehouses, the Federation of Hotel & Restaurant Associations of India has been requesting the Department of Economic Affairs, Ministry of Finance, Government of India, Planning Commission and the Reserve Bank of India to include hotels in the list of Infrastructure Lending issued by RBI vide Circular No.DBOD.BP.BC.52/21.04.048/2007-08 dated 30.11.2007.  After the inclusion of hotels in the Infrastructure Lending list the specialized financial institutions like IDFC, IIFCL and IL&FS, etc. can extend financial assistance to hotels with a higher debt-equity ratio of 1:4 instead of the present ratio of 1:1.5 which was prescribed by Commercial Banks and Institutions when it was part of the Commercial Real Estate (CRE).

Also as hotels have become capital intensive specially due to the very high cost of land in metros, it is necessary that the hotels be given financial assistance like infrastructure projects with repayment schedule extended to 15 years with a moratorium of 3 years for construction and 4 years for the final stabilization period.  

As almost 80,000 guestrooms are still required to be constructed to meet the present shortage of hotel rooms in the country at an average cost of Rs.40 lakhs per room a mammoth amount of Rs.32,000 crores is required to be invested in Hotels.  As Airports are included in the CRE, it is only justifiable that the two arms of tourism – airports and hotels – be both accorded infrastructure status and that would only be achieved if Hotels are included in the  Infrastructure Lending list of the RBI. 

As has been approved recently for infrastructure projects,  Rupee Term Loans extended to infrastructure projects by Commercial Banks and Financial Institutions have been granted approval to have them replaced by Foreign Currency Term Loans (as per extant RBI norms on ECB’s) so that these infrastructure projects are able to avail loans at lower rate of interest which is typically charged for foreign currency loan.  This scheme of Take-out Finance has been requested to be extended to hotels by Infrastructure Lending Institutions and other Commercial Banks who can arrange foreign currency loans in lieu of rupee term loan already sanctioned and availed of by infrastructure projects.  
Such grant of approval of ECB’s for hotel projects would render them more economically viable and reduce the cost of interest during the construction period which, in typical hotel projects constitute a large amount specially given the high rates of interest charged by Commercial Banks and Financial Institutions for rupee term loan.  
Thus with lower cost per room hotels would be able to charge lower room tariffs which has been a point raised by both the Ministry of Tourism, Government of India as well as foreign travel agents/tour operators.  The high capital cost of setting up of hotels in India including the escalating cost of land have led to high room tariffs which could be reduced once the interest rate during construction period is brought down.  
Hotels in India could thus have comparatively priced tariffs whilst a competing destinations such as Malaysia, Indonesia, Thailand, Sri Lanka, etc.



	3.
	Rationalization of VAT/ Sales Tax and Other Taxes under G.S.T. 


	It is requested that issues related to State Govt. taxes be referred to the Empowered Committee of the State Finance Ministers so that a common policy can be evolved for the whole country with regard to luxury tax as well as uniform VAT/Sales Tax on Food & Beverage and excise duty on liquor when the G.S.T. is introduced next year.




