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As we bid goodbye to another year marred by the 
pandemic, the world is looking at 2022 with lot 
of expectations, hopes, aspirations and optimism. 
Despite the second wave being quite severe, the 
relative impact on the Indian economy was softer than 
the impact of the first wave, thanks to the resilience 
and the adaptation shown by Indian businesses. 



Merger and acquisition (‘M&A’) activities in India 
continued to be steady with a number of deals 
taking place during the year. Regulatory actions 
against start-ups in China has created quite a 
turbulence amongst investors, swaying attention 
towards Indian new age enterprises. Initial public 
offerings continue to rule the roost and with listings 
occurring at record valuations for some of the new 
age enterprises. The growth of domestic unicorns is 
particularly satisfying. It augurs well for the spirit of 
entrepreneurship and innovation within India. 

Beyond the markets, we saw the Indian Government 
begin to strategically divest many public sector 
undertakings. The sale of Air India to the Tatas was 
a very successful privatization effort accomplished 
in record time. We hope this will provide impetus 
for the many other divestments that have been lined 
up. 

In the world of taxes, we saw the Pandora Papers leak 
about shell companies and offshore bank accounts. 
This has revived the debate on tax havens and the 
secrecy of offshore jurisdictions. It has also had the 
unfortunate fallout that the people named in the 
leaks are presumed to have done something illegal 
despite the fact that the offshore companies may 
have been set up legally with remittances through 
official channels. The government has announced 
a cell to investigate the leaks and we will likely see 
more searches and investigations being carried 
out. The fact that the names of reputed businessmen 
and celebrities feature in these papers adds to the 
attention that the issue has attracted.

On the digital tax front, we have seen significant 
traction at the OECD level to build consensus on 
the Pillar One and Pillar Two proposals. This has 
set the stage for the laying of new architecture over 
the next few years. 

Budget 2021 introduced a number of policy-level 
and procedural-level changes for simplifying tax 
administration, increasing the ease of compliance 
and reducing litigation such as the introduction 

of faceless appeals before the appellate tribunals, 
the reduction of time limits for the reopening of 
assessment proceedings, and the introduction of a 
dispute resolution committee for small and medium 
taxpayers. The denial of depreciation on goodwill 
was a major clampdown. A noteworthy event has 
been the burial of the retrospective amendment on 
indirect transfers. While it may have been done a 
little late and under some degree of coercion, it 
is indeed a very welcome step and will reassure 
global investors of the government’s resolve to 
provide a conducive investment climate. I hope 
there are lessons learnt for posterity and that we do 
not fall into such quicksand again. 

This year also marks the completion of seven years 
of the Dhruva journey, and we have indeed been 
fortunate that our clients have trusted us with 
several marquee assignments. Through this journey 
of seven years, we are grateful to have gathered 
trust from a repertoire of prominent clients, Indian 
and MNCs for whom we have worked on some 
of the largest transactions, handled litigation, done 
restructuring, worked on advisory matters and 
so on. It will always be our endeavor to provide 
consistent high-quality partner-led service which 
would lead to client satisfaction and enhancement 
of client engagement.

In this publication, we have compiled some of the 
key tax issues that had a bearing on businesses in 
2021 and their future impact. We hope you will 
find it useful. Do reach out to us with your feedback 
and/or suggestions.

Dinesh Kanabar
CEO

Foreword
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FACELESS PENALTY SCHEME 
JANUARY 2021

The Central Board of Direct Taxes (‘CBDT’) 
launched a faceless penalty scheme for conducting 
penalty proceedings in a faceless manner under 
the Income-tax Act, 1961. The scheme is intended 
to impart greater efficiency, transparency and 
accountability by eliminating the interface between 
taxpayers and the tax authority and by making 
optimal utilisation of the administrative resources 
with dynamic jurisdictions. This is in continuation of 
similar faceless schemes launched for assessments 
and appeals. 

DEPRECIATION BENEFIT ON 
GOODWILL WITHDRAWN 
FEBRUARY 2021

The Budget 2021 came with a significant 
amendment (w.e.f. 1 April 2020) wherein goodwill 
was categorically excluded from the definition of 
an intangible asset, and thus barred from a claim 
of depreciation thereon. Gains arising from the 
transfer of goodwill would be taxable as capital 
gains. A detailed write up on the Road Ahead, 
as a result of this amendment, follows later in this 
publication. 

SCOPE OF INDIA’S DIGITAL TAX 
(EQUALISATION LEVY) CLARIFIED 
FEBRUARY 2021

Transactions that qualify in the nature of royalties 
or fees for technical services under the Act, read 
with the applicable Tax Treaty, will not be subject to 
the equalisation levy. It was also clarified that the 
equalisation levy would apply to the gross amount 
of consideration for the sale of goods or provision 
of services, irrespective of whether such goods or 
services are owned, provided or facilitated by a 

marketplace / e-commerce operator. Furthermore, 
the definition of online sale of goods and online 
provision of services was expanded to cover 
activities such as acceptance of an offer of sale, 
placing or acceptance of a purchase order, 
payment of consideration, etc.

STRATEGIC DISINVESTMENT OF 
PUBLIC SECTOR UNDERTAKINGS 
(PSUS) 
FEBRUARY 2021

India has set a revenue target of INR 1,75,000 
crores from strategic disinvestment of public 
sector undertakings in Union Budget 2021. Few 
tax provisions have been amended in the Budget 
2021 to facilitate smooth disinvestment of strategic 
PSUs. Successful disinvestment of Air India to 
the Tata Group has been a key milestone of the 
disinvestment roadmap, promising sustained action 
on this front. With equities having a dream run so 
far, all eyes are on the government as it readies 
itself for partial divestment and listing of LIC one 
of biggest ticket divestments if it happens during 
the year.

RELIEF TO INDIVIDUALS 
STRANDED IN INDIA DUE TO THE 
PANDEMIC 
MARCH 2021

The CBDT has provided for a relaxation by 
announcing an exclusion period for overstay in 
India during the specified period for determining 
the residential status in India. The CBDT has also 
clarified that there will be no risk of double taxation, 
and appropriate tax credits under the relevant 
tax treaty would be granted. The CBDT has also 
requested relevant information in order to enable it 
to announce a general or case-by-case individual 
relief. 

6
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REVAMPING OF PROVISIONS 
PERTAINING TO TAXATION OF 
PARTNERSHIPS / LLPS 
FEBRUARY 2021 AND JULY 2021

The provisions pertaining to taxation of partnerships 
have been significantly redesigned and bring their 
own set of opportunities and complexities. As per 
the new provisions, the tax liability is fastened on 
the firm on transfer of capital asset or stock in trade 
to a partner in connection with reconstitution* or 
dissolution of the firm. The new provisions also seek 
to levy tax (as per a prescribed formula) on the 
firm for any money or capital assets received by 
the partner in connection with reconstitution of the 
firm. The tax on the Firm in respect of money or 
capital assets received by a partner in connection 
with reconstitution will be in addition to that levied 
for transfer of a capital asset or stock in trade. New 
guidelines and Rules in this regard have also been 
notified by the CBDT.

SLUMP SALE TO INCLUDE A 
SLUMP EXCHANGE 
FEBRUARY 2021 AND MAY 2021

Sale / transfer of a business for a non-monetary 
consideration is now covered under the provisions 
dealing with taxation of slump sale. The mechanism 
for computation of capital gains arising on account 
of slump sale have also been significantly altered to 

provide for imputation of fair market value (‘FMV’) 
in cases where the transaction value is lower than 
the FMV of the business computed basis the FMV of 
underlying specified assets.

WITHHOLDING TAX ON 
PURCHASE OF GOODS 
FEBRUARY 2021 AND JUNE 2021

During the last few years, the framework for 
deduction / collection of tax at source has been 
increased as the government seeks to bring more 
potential tax payers in the taxation net. Budget 
2021 introduced new TDS provisions applicable to 
the purchase of goods w.e.f. 1 July 2021. As per 
the new provisions, every buyer whose total sales 
exceeds INR 100 million is required to deduct tax at 
source at 0.1% from the resident seller on payment 
or credit, whichever is earlier. TDS is applied on the 
value of purchases exceeding INR 5 million of the 
seller during a financial year. Relevant guidelines in 
this regard are also issued by the CBDT. 

7

* reconstitution of the specified entity means, where—
(a) one or more of its partners or members, as the case may be, of 

such specified entity ceases to be partners or members; or
(b) one or more new partners or members, as the case may be, 

are admitted in such specified entity in such circumstances that 
one or more of the persons who were partners or members, 
as the case may be, of the specified entity, before the change, 
continue as partner or partners or member or members after 
the change; or

(c) all the partners or members, as the case may be, of such specified 
entity continue with a change in their respective share or in the 
shares of some of them
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THRESHOLD FOR SIGNIFICANT 
ECONOMIC PRESENCE (‘SEP’) 
NOTIFIED 
MAY 2021

The concept of SEP seeks to expand the scope of 
income of non-residents that can be deemed to 
accrue or arise in India by establishing a business 
connection of non-resident entities in India. SEP 
regulations were introduced in Finance Act, 2018, 
as part of the initiative to mobilise revenues on 
account of growing digitalisation of businesses. 
The guidelines have now been notified. As per the 
SEP test, a non-resident could construe a taxable 
presence in India on account of either of the 
following two situations:

Nature of activities Threshold

Transactions in respect of any goods, 
services or property carried out by a 
non-resident in India, including provision 
of download of data or software in India, 
if the aggregate of payments arising 
from such transaction or transactions 
during the previous year exceeds that 
amount as may be prescribed

INR 20 
million

Systematic and continuous soliciting 
of business activities or engaging in 
interaction with such number of users 
as may be prescribed in India through 
digital means

0.3 
million 
users

RETROSPECTIVE EFFECT OF 
INDIRECT TRANSFER PROVISIONS 
WITHDRAWN 
AUGUST 2021

A landmark initiative to bury the ghost of 
retrospective taxation India has withdrawn the 
retrospective effect of much-debated indirect 
transfer provisions, which seek to levy capital gains 
taxes on the transfer of shares of a foreign company, 

which derives substantial value from India assets. 
The law now provides that no fresh tax demands 
can be raised even in cases where proceedings are 
underway. Any orders passed raising demands for 
transactions prior to 2012 stand nullified, provided 
that the litigation is withdrawn and there is no claim 
against the government for costs, damages, etc. The 
law also provides that the amounts collected from 
the taxpayers will be refunded, albeit without any 
interest. Detailed regulations have been specified 
and it is expected that most cases of retrospective 
taxation on indirect transfer will be settled in due 
course. 

OECD /G-20 INCLUSIVE 
FRAMEWORK AGREEMENT ON 
BEPS 
OCTOBER 2021

136 member jurisdictions of OECD (including 
India) have agreed on the key components of the 
Two-Pillar approach which is part of the OECD 
Base Erosion and Profit Shifting (BEPS) project. 
Briefly stated, Pilar One allocates residual profits 
to market jurisdiction. It provides that large MNEs 
(currently those having a turnover of more than 
Euros 20 billion), having profitability in excess 
of 10% would allocate 25% of the excess profits 
(technically referred to as “residual profits”) to the 
market jurisdiction. Pillar Two also referred to as 

‘Global Anti-base Erosion Rules’ (‘GloBE’) provides 
for minimum tax of 15% on corporations. Once 
implemented over the next two to three years, this 
will signal a resetting of the international taxation 
framework for MNEs, which will have significant 
impact on how MNEs organise their global 
operations.

IMPROVING TAX BUOYANCY 
NOVEMBER 2021

Despite stress in some sectors due to second wave 
of Covid-19 that began in April 2021, India has 
witnessed a strong rebound in tax collections. With 
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the net direct tax collection until October closing 
in on INR 6 lakh crore and average monthly GST 
mop-up likely to be around INR 1.15 lakh crore 
this fiscal year, it is expected that the government’s 
tax collection kitty will surpass budget estimates 
this financial year. In percentage terms, the net 
direct tax collection at the first half of FY 21-22 
has witnessed a surge of 74.4% on a year-on-year 
basis. The advance tax collections also recorded an 
impressive growth of 56% over the corresponding 
period in FY 20-21.

MODEL RULES ON PILLAR TWO 
APPROACH PUBLISHED BY OECD 
DECEMBER 2021

In continuation of the work being carried out by 
the OECD / G20 Inclusive Framework to address 
the tax challenges arising from digitalisation of the 
economy, the OECD released Model Rules which 
lay down the key operative provisions of the Pillar 
Two approach (Global minimum tax of 15%). The 
countries are expected to translate these Model 
Rules into domestic law. Given that the Rules are 
expected to come into force in 2023, the process 
of enacting them into the domestic law should 
happen in 2022. One needs to watch out whether 
India makes necessary amendments as part of the 
forthcoming budget exercise, or whether this will 
happen by way of a separate process later in the 
year 2022.

PRODUCTION LINKED INCENTIVE 
(‘PLI’) SCHEME 
THROUGHOUT THE YEAR!

With the aim of enhancing the manufacturing 
sector’s contribution to the GDP, multiple policy 
initiatives have been announced to make the sector 
more lucrative for investors. Amongst several such 
initiatives, the PLI Scheme across several sectors 
has been announced, which is garnering huge 
interest on account of the significant budget outlay 
and the incentives offered. The scheme is intended 

to create large scale manufacturing capabilities, 
help in import substitution and export promotion 
as well as employment generation. Coupled 
with a concessional income-tax rate of 17% for 
new manufacturing companies, the PLI scheme 
is expected to provide a significant boost to the 
manufacturing sector of the country. This comes 
in the backdrop of the Covid pandemic which has 
pushed companies across the globe to de-risk their 
manufacturing dependence on China and is also in 
line with the ‘Make in India’ initiative of the Indian 
government. A detailed write up on this Scheme 
follows later in this publication.

COLLECTIVE VIGILANCE ACROSS 
GOVERNMENT DEPARTMENTS 
THROUGHOUT THE YEAR!

The Indian government has capitalised on the 
tracking of digital transactions and integrated data 
sharing across tax and regulatory departments. 
The tax and regulatory departments have used 
data analytics to trace suspicious transactions that 
potentially seeks to avoid taxes. Frequent joint search 
operations of tax and regulatory departments, such 
as Income-tax, Goods and Services Tax, Central 
Bureau of Investigation, Enforcement Directorate, 
etc, to unearth black money and trace prohibited 
transactions, have increased confidence of law-
compliant citizens in the system. 

9
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A Year Gone By – Practical Experiences in 
Faceless Assessments and Appeals1

In August 2020, the Hon’ble Prime Minister, Shri 
Narendra Modi, unveiled a multifaceted platform -  
 ‘Transparent Taxation – Honoring the Honest’. One 
of the main features of this platform was introducing 
the faceless assessment regime for all categories of 
taxpayers (barring a few – primarily, non-residents, 
matters referred for exchange of information from 
foreign countries and search/seizure cases) across 
the country. Similarly, the Faceless Appeal Scheme 
was also launched subsequently and was operative 
with immediate effect. Under these faceless schemes, 
communications with the tax authorities has been 
completely digitized, with no direct interaction or 
interface needed between the taxpayers and the 
revenue authorities. 

Towards the end of the year, all aspects of the 
faceless scheme – from issuance of notices, to 
making representations/ furnishing responses, and, 
consequently, issuance of assessment orders and 
adjudication of the same at the first appellate level 
(also faceless) were put to test. As we bid adieu to 
2021, we must reflect on how these schemes have 
been received by various stakeholders and identify 
calibrations and modifications, if any, required to 
strengthen it. 

Digitization and e-communication have become the 
need of the hour during the pandemic. Undoubtedly, 
the timing for introduction of the faceless scheme 
couldn’t have been better. The faceless scheme has 
come with several advantages. However, every 
new endeavor comes with its challenges, and 
this was no exception. The only way to gauge its 
effectiveness was to see it live, understand it, and 
2021 did just that for us. The practical advantages 
and challenges which the faceless scheme brought 
with itself are discussed below -

OBJECTIVE ASSESSMENTS 
INVOLVING JUDICIOUS 
CONSIDERATION OF ASSESSEE’S 
SUBMISSIONS 
The fact that the taxpayer and officer scrutinizing 
the case do not know each other adds a layer of 

objectivity to the assessment proceedings. In many 
cases, it was observed that historical adjustments 
made by the tax authorities in the past have 
not been replicated in orders passed under the 
faceless scheme based on the submissions made 
by taxpayers. The explanations/submissions of the 
taxpayer have been judiciously considered on the 
merits of the case, rather than the baggage of the 
past weighing down on them. 

Under the faceless scheme, should the tax authorities 
propose to make an adjustment, a draft order, 
accompanying the show-cause notice is required to 
be issued to the taxpayer. The draft order and the 
show cause notice allow the taxpayer to understand 
the perspective of the authorities in proposing an 
adjustment and provides an opportunity to the 
taxpayer to further strengthen its arguments/table 
additional facts in support of its claim. In fact, this 
mechanism, at times, has also helped in clarifying 
any disconnect/misinterpretations between the 
parties, owing to the elimination of the physical 
interface. In several instances, it has been observed 
that responses to the draft assessment orders have 
been duly considered, and proposed adjustments 
have been dropped. 

Instances like these give taxpayers a ray of hope 
that the faceless scheme will help to reduce litigation 
on redundant matters in the years to come. 

However, in several instances it was also observed 
that the adjustments were made without issuance of 
a draft assessment order. Some of these assessment 
orders have been challenged through writ 
jurisdictions of the High Courts and have received 
favorable judicial consideration. 

CONCISE AND STRUCTURED 
INFORMATION REQUIREMENTS
Previously, taxpayers often encountered 
requirements for bulky documents and information  
 - also involving matters already vetted under the 
Chartered Accountant certified Tax Audit Report, 
which accompanies a Tax Return. Under the faceless 
scheme, it was seen that in several instances, the 

1. This article is contributed by Sandeep Bhalla (Partner, Dhruva Advisors), Prachi Mehta (Principal, Dhruva Advisors) and Ritesh Thakkar (Senior 
Associate, Dhruva Advisors)



Year in Review 2021 11

information requirement was specific and to 
the point on aspects requiring verification. This 
saved the taxpayer ample time from collation of 
voluminous information, which, on most of the 
occasions, was uncalled for.

ELIMINATION OF BUREAUCRATIC 
HASSLES
The faceless scheme has completely eliminated the 
need for multiple visits to the Tax Office and saves 
the taxpayers/consultants ample time including 
precious waiting time. Moreover, stakeholders 
have a sense of comfort and assurance that the 
assessments/appeals will be concluded in a 
fair and judicious manner given the absence of 
physical interaction and potential rub-offs with the 
tax authorities. 

REPRESENTING MATTERS 
INVOLVING COMPLICATED FACTS 
AND LEGAL INTERPRETATION
Audi Alteram Partem (in Latin, “let the other 
side be heard”) forms the basis of any judicial 
process. The faceless scheme eliminates human 
interface and, hence, the complete emphasis is 
on written submissions. Often written submissions 
end up being verbose and expecting an Assessing 
Officer to go through voluminous submissions 
on screen may not be rational at all times. On 
several occasions, personal hearing does become 
imperative to explain the issues alongside the 
supporting documentation to enable the Assessing 
Officer to understand the issue and ensure fair 
adjudication.

Written submissions assume great significance 
in the faceless regime. The key to an efficient 
representation is how effectively and eloquently 
the thoughts of the taxpayer are conveyed on 
paper to the Assessing Officer in an unambiguous 
manner, with zero or minimal room for different 
interpretations. Illustratively, use of diagrams/
providing a summary of the submissions, 

highlighting the essential facts in documentary 
evidence, and providing accurate cross-references 
go a long way towards attaining an objective and 
judicious conclusion to an assessment/appellate 
proceeding conducted in a faceless manner.

COMMUNICATION OF NOTICES 
The faceless scheme requires communication of 
notices through the electronic mode. Notices are 
required to be uploaded on the account of the 
taxpayer on the e-filing portal, followed by a real-
time message through SMS and email. On several 
occasions, taxpayers may have not received an 
email owing to IT restrictions on the system, or an 
SMS may have gone unnoticed. Resultantly, one 
may become aware of a communication from the 
tax authorities only on actual access to the e-filing 
portal. This often resulted in missed deadlines on 
filing responses and non-compliance. 

Taxpayers are advised to be vigilant for any 
communication received through SMS/ email 
and take immediate action for downloading the 
communication from the e-filing portal.

RESPONSE TIME AND DEALING 
WITH ADJOURNMENT REQUESTS
Often as the time-limit for conclusion of assessment 
proceedings is approaching, taxpayers are issued 
notices requiring responses in a very limited 
timeframe. In times of the pandemic, taxpayers 
could be short on resources and with limited access 
to office owing to the lockdowns. In a situation 
where genuine circumstances result into an 
inability to respond, such timelines can make one 
apprehensive and cause a lot of uncertainty. 

HEARINGS THROUGH THE VIDEO 
CONFERENCE MODE
The faceless scheme provides a mechanism to 
enable taxpayers to request a hearing through 
the video conference mode. However, the same 
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is discretionary in nature. This raises concerns 
amongst the taxpayers, especially in cases of 
complex matters. On several occasions, where the 
request for a hearing through the video conference 
mode was not considered or arbitrarily rejected, 
Courts have held such assessment orders to be void. 

While faceless assessment and appeal scheme 
have been implemented with laudatory objectives, 
however, principles of natural justice and providing 
an opportunity of being heard are sanguine and 
will need to be respected. May be there is a 
message here for some course correction which 
ought to be heeded. 

TECHNICAL CHALLENGES
At times, matters involving voluminous data are 
required to be uploaded in multiple batches due 
to file size restrictions per submission. Moreover, 
collating bulky information, having them scanned 
(and at the same time ensuring that it remains 
within the prescribed file size limits and also reader 
friendly) results into wastage of time and resources. 
Technological limitations especially in smaller cities 
and mofussil areas cannot be disregarded in a 
large and diverse country like India. Hopefully 
with rapid strides in digitization, these will get 
minimized in days to come. 

Moreover, in June 2021, the income-tax department 
launched a new e-filing portal. The transition to 
the new income-tax portal was not handled in a 
seamless manner and became subject of vociferous 
cries from the tax paying community. The senior 
most functionaries including the Hon’ble Finance 
Minister had to intervene to assuage the concerns 
of the taxpayers and set things right. Hopefully, if 
the rightful lessons are learnt, it will augur well for 
posterity. 

NON-COMPLIANCE WITH THE 
FACELESS SOPS RESULTING IN 
ASSESSMENT ORDERS BEING 
VOID
The Faceless Assessment Scheme provides a 
detailed procedure for conclusion of assessments. 
In November 2020, a detailed set of standard 
operating procedures (SOPs) were also issued 
by the CBDT, the apex tax administrative body 
in India. In 2021, we saw significant instances 
where the procedure prescribed under the 
Faceless Assessment Scheme, or the SOPs, were 
not followed. The revenue has found itself being 
pulled up repeatedly by various High Courts for 
not adhering to the procedure in a series of writ 
petitions filed by the taxpayers. The High Courts, on 
multiple occasions have held that assessment orders 
which did not adhere to the prescribed procedures 
(primarily on account of not granting opportunity 
for physical hearing, passing final assessment 
orders without issuance of draft assessment orders 
/ show cause notices, etc.) were in violation of the 
principles of natural justice and hence void. 

FACELESS APPEALS
Alongside the Faceless Assessment Scheme, a 
faceless scheme at the first appellate level was 
also launched in 2020. While notices in respect 
of several cases were issued requiring taxpayers 
to make submissions in support of their case, 
orders have been passed sparingly. As of now, the 
constitutional validity of the Faceless Appeal Scheme 
has been challenged by one of the most reputed 
organization representing the tax practitioners and 
the proceedings are ongoing. The outcome of the 
appeal will be closely watched. 
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The faceless schemes have been introduced 
with significant thrust from the top. However, 
their ground level success needs due receptivity 
and hassle-free execution from the assessing 
authorities on one hand as also matching 
compliance from taxpayers and their advisors. 
The judicial authorities will be around to 
smoothen any ruffles. 

There have also been some fleeting discussions 
around exempting certain large categories of 
taxpayers from the faceless scheme and continue 
with the traditional approach. However, no 
concrete announcement on this aspect has been 
made as of now. The need of the hour is that 
a balanced approach is followed, especially 

in complex matters. An issue-based exemption 
from the faceless scheme may also be explored.

The Government of India has introduced the 
faceless schemes with an honest intention of 
easing compliance, curbing malpractices, 
and making the tax-assessment experience 
painless as well as faceless. The year gone by 
has given us a bittersweet taste of the faceless 
scheme with lots of optimism. While the faceless 
scheme comes with its own set of challenges at 
the implementation level, its improvements in 
specific aspects will certainly help taxpayers to 
reap the benefits of the scheme and, hopefully, 
will go a long way in reducing the quantum of 
litigation.

THE ROAD AHEAD
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Pillar One and Pillar Two proposals – Impact 
analysis and way forward for MNEs2

In today’s world, with technology seeping into 
virtually every section of the economy, the ‘digital 
economy’ has become intertwined with the 
traditional economy such that making a clear 
delineation is getting harder and harder. The tax 
challenges related to the digitalization of the world 
economy were identified as one of the main areas 
of focus of the Base Erosion and Profit Shifting 
(BEPS) Action Plan, leading to the 2015 BEPS 
Action 1 Report - Addressing the Tax Challenges of 
the Digital Economy.

The tax regime, as it stands today, was designed 
in a different era, and the law in its current form is 
unable to keep pace with the impact of technology 
on global businesses. The digital economy is 
increasingly being viewed by governments as 

the ‘catalyst’, enabling enterprises to make use of 
the gaps that exist between different tax systems 
to reduce taxable income or shift profits to low-
tax jurisdictions. This fact has been recognized 
by countries across the globe. The OECD/G20 
Inclusive Framework has made major progress in 
development of a Two-Pillar approach for, inter-
alia, addressing the tax challenges of the digital 
economy.

WHAT IS THE TWO-PILLAR 
APPROACH?
There is now formal recognition by the OECD that 
the existing global tax architecture suffers from two 
fundamental infirmities: 

This recognition marks a radical departure in the 
existing thought process on how MNEs should 
be taxed. Whilst the OECD was in the process of 
obtaining a consensus on taxation of the digital 
economy, countries began to take unilateral 
measures to address the gaps in the global tax 
architecture. For instance, the UK introduced the 
Digital Services Tax, India introduced Equalization 
Levy, and a host of other countries took different 
unilateral measures. Given the fact that many of the 
companies which were impacted were US MNEs, 
the USA retaliated with trade measures on these 
countries.

The OECD came up with the Two-Pillar approach, 
to address the above; the framework was approved 
in principle a few months ago and has now been 
formalized, with 137 (out of 141) of the world’s 
largest economies agreeing to be a part of the 

Inclusive Framework and implement the Two-Pillar 
approach.

Pillar One is focused on new nexus and profit 
allocation rules to ensure that, in an increasingly 
digital age, the allocation of taxing rights with 
respect to business profits is no longer exclusively 
circumscribed by references to physical presence. 
Pillar Two is focused on a global minimum tax and 
addresses remaining issues arising on account of 
BEPS. 

The Two-Pillar approach also provides for 
appropriate coordination between the application 
of the new international tax rules and the removal 
of all Digital Service Taxes and other relevant 
similar unilateral measures on all companies.

That the digital world does not require 
existence of a place of business, or 
what is referred to in tax parlance as a 
Permanent Establishment (‘PE’); and 

Profits arise not merely from research, 
manufacture and production, but also 
from access to markets with little or no 
physical presence. 

2. This article is contributed by Ajay Rotti (Partner, Dhruva Advisors) 
and Almitra Rego (Principal, Dhruva Advisors)
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PILLAR ONE – THE UNIFIED 
APPROACH 
Pillar One marks acceptance of a radical 
proposition viz. attribution of profits to the market 
jurisdiction. The unified approach is designed to 
adapt taxing rights by taking into account new 
business models and thereby expand the taxing 
rights of market jurisdictions (‘user jurisdictions’). 
This is intended to re-stabilize the international tax 
system, assisted by enhanced dispute prevention 
and resolution procedures. India as a developing 
country has been a consistent advocate of this view 
and would regard this as a welcome development. 

Under Pillar One, taxable profits allocable to 
market jurisdictions are based on summation of the 
following amounts: 

Amount A Portion of MNEs’ residual profit 
allocated to market jurisdiction 

Amount B 

Fixed remuneration based on the 
Arms-Length Price (‘ALP’) for ‘baseline’ 
routine marketing and distribution 
functions in-country 

The proposals will currently apply only to large 
MNE’s, where global turnover is more than EURO 
20 billion and profitability (profit before tax /
revenue) is 10% or more. The quantum of income 
to be re-allocated and taxed has been defined 
through a variety of considerations including a 
new nexus rule, revenue sourcing rules, and the 
determination of the base of income which is 
subject to reallocation. 

Amount B would be determined on the basis of 
the arm’s length principle to in-country baseline 
marketing and distribution activities. The framework 
pertaining to mechanics and computation of 
Amount B will be simplified and streamlined, with 
a particular focus on the needs of low-capacity 
countries. This work is expected to be completed 
by the end of 2022. Where the residual profits of 
a specified MNE are already taxed in a market 
jurisdiction, a marketing and distribution profits 
safe harbor will cap the residual profits allocated 
to the market jurisdiction. Double taxation of profit 
allocated to market jurisdictions will be relieved 
using either the exemption or credit method.

The multilateral instrument through which Amount 
A is implemented will be developed and opened 
for signature in 2022, with ‘Amount A’ coming into 
effect in 2023. The Multilateral Convention (‘MLC’) 
will require all parties to withdraw all Digital 
Services Taxes and other relevant similar measures 
with respect to all companies, and to commit not 
to introduce such measures in the future. It will 
be interesting to see how India proceeds on this 
aspect, given the current provisions enshrined in 
domestic tax law. 

MNEs would be allowed tax compliance under 
Pillar One at a single entity level. 

Pillar One also proposes to provide tax certainty 
through a mandatory and binding dispute 
resolution mechanism. An elective binding dispute 
resolution mechanism would be allowed to certain 
developing jurisdictions for issues on Amount A.
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PILLAR TWO 
Pillar Two or the Global Anti-Base Erosion (‘GloBE’) 
Rules provide for a coordinated system of taxation 
intended to ensure large groups pay a minimum 
level of tax on the income arising in each of the 
jurisdictions where they operate. This result is 
achieved by imposing a top-up tax on profits 
arising in a jurisdiction whenever the effective tax 
rate, determined on a jurisdictional basis, is below 
the minimum rate.

On December 20, 2021, the OECD released 
the Model Rules for Pillar Two. The GloBE Rules 
comprise of an (i) income inclusion rule (‘IIR’) and 
(ii) an undertaxed payment rule (UTPR). The IIR 
seeks to impose a top-up tax on a parent entity 
on the income of a constituent entity that is taxed 
at an effective rate below 15%. The UTPR on the 
other hand seeks to deny deductions or require an 
equivalent adjustment to the extent the income of a 
constituent entity is taxed under the 15% tax rate 
threshold. It will be important to note that because 
the GloBE rules operate as a minimum tax, the 
rules are complimentary to existing corporate tax 

rules, such as Controlled Foreign Company (CFC) 
regimes. Accordingly, to the extent tax is paid at 
or above the minimum rate as a result of existing 
rules, including CFC rules, no additional tax is due 
under Pillar Two. 

It is proposed that a Commentary to the GloBE rules 
will be released in early 2022 and will provide 
guidance on the interpretation of the global minimum 
tax rules. Furthermore, a model treaty provision to 
give effect to the Subject to Tax Rule (‘STTR’) under 
Pillar Two will be developed and the model treaty 
provision will be supplemented by commentary that 
explains the purpose and the operation of the STTR. 
A multilateral instrument will be developed by the 
Inclusive Framework by mid-2022 to facilitate the 
swift and consistent implementation of the STTR in 
relevant bilateral treaties. 

One very large question explicitly not addressed 
by the Model Rules is how they will co-exist with 
the US GILTI regime.

The challenges that the digital economy poses to 
the effectiveness of international corporate tax 
rules can only be suitably addressed through 
multilateral reform, and the Two-Pillar solution 
represents a step in the right direction. Both 
Indian headquartered groups with international 
operations (India outbound) and foreign 
headquartered groups with Indian operations 
(India inbound), satisfying the threshold 
requirements, would be required to evaluate the 
impact of this in terms of additional tax outflows 
and compliance burdens. This would need to be 
analyzed, keeping in mind the interplay of new 
taxation rules with existing treaties, domestic 
tax laws and transfer pricing regulations, 

application of carve-outs and carry-forward 
mechanisms and documentation.

Incremental tax burdens can affect the cash 
flow and overall profitability of businesses. An 
impact analysis of existing and alternate supply 
chains and business/ownership structures, 
along with realignment of technology to match 
documentation and compliance requirements 
would be important action points for businesses 
to consider3. As and when implemented this 
would mark a major strategic change in the 
global tax architecture impacting both MNEs as 
also many low tax jurisdictions.

3. Refer to our publication on “Navigating the OECDs Two Pillar Approach”:  
https://www.dhruvaadvisors.com/insights/files/Navigating-the-OECDs-Two-Pillar-approach.pdf

IMPACT ON BUSINESSES AND WAY FORWARD 
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Externalization and SPAC listings in the 
Indian context4

INTRODUCTION
Global business models, the need for overseas 
capital, the availability of a deeper investor 
pool, better valuations, and stronger intellectual 
property laws have resulted in a growing clamor 

‘to externalise’ the holding structure in recent years. 
Within Indian startups and new age companies, this 
is observed as a common niche. Externalization as 
a concept refers to flipping the ownership of an 
Indian company to an overseas holding company. It 

In 2020, SPACs accounted for more than 50% of 
new publicly listed U.S. companies6.

In the Indian context, several tax and regulatory 
issues arise with listing Indian companies overseas 
or with the migration of shareholding to overseas 
jurisdictions, and likewise for mergers with 
overseas entities. Some of the key discussion points 
around externalization and SPACs, the need for 

SPACS DATA FOR THE USA5 

is an involved exercise entailing tax and regulatory 
considerations which need to be planned efficiently. 

Externalized holdings have also ensured a 
heightened interest in Special Purpose Acquisition 
Companies (SPACs), which are emerging as a 
viable alternative to traditional IPOs, with lucrative 
valuations and accelerated listing on overseas 
bourses. These have been around for a decade but 
have gained traction over the last two years. Here’s 
a primer on some SPAC data from USA, which 
leads other jurisdictions by quite a margin. 

externalization, the areas warranting attention, 
potential structures, etc. have been outlined below. 

4. This article is contributed by Abhishek Mundada (Principal, Dhruva 
Advisors) and Mohit Rakhecha (Senior Associate, Dhruva Advisors)

5. Source: https://www.statista.com
6. Source: https://hbr.org/2021/07/spacs-what-you-need-to-know

Time period SPACs created Amount Invested 

Year 2019 59 13

Year 2020 247 80

Year 2021 (as at October 28 2021) 498 138
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THE NEED FOR EXTERNALISATION

CURRENT LANDSCAPE
Possible avenues for Indian companies to 
access international capital markets without 
externalization?

Indian companies can only access foreign equity 
capital markets by issuing depository receipts, i.e., 
Global Deposit Receipts (GDRs) and American 
Deposit Receipts (ADRs). This route is restrictive 
and is only available for listed Indian companies. 

Deeper liquidity, 
lower cost of 
equity capital 
and a broader 

investor 
fraternity base

Better realization 
of business 

potential and 
higher business 

valuations

Provides a 
deeper and 

evolved 
understanding of 
non-traditional 
business models

Attracts foreign 
investors who prefer 
familiarity with the 

regulations and 
tax regime of their 
home jurisdictions

Attracting global 
talent and 

depending R&D
Facilitates overseas 

listing
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Potential options for unlisted companies to access international capital markets

Once the detailed guidelines are prescribed, 
requisite changes would also be required in various 
legislation, including Exchange Control laws, SEBI 
listing requirements, and Income-tax laws, in 
order to make overseas listing fully operational 
and efficient for Indian companies. Even as 

the landscape for the overseas listing of Indian 
companies continues to evolve, the rising number 
of Indian unicorns and their need for global capital 
should be addressed with a smooth regulatory 
framework for externalization and SPAC listings.

In December 2014, 
unlisted lndion componies 
allowed to ist ADR/GDR 
on overseas exchanges 
without prior listing in 
India

In September 2020,the 
Indian corporate law was 
amended to allow public 
companies to list their 
securities on overseas 
stock exchanges. Detailed 
rules and guidelines in this 
regard are impending

In 2018, tho Securities 
ond Exchonge Board of 
India (‘SEBI’) established 
an expert committee 
to consider the listing 
of equity shares issued 
by lndian companies on 
foreign stock exchanges

In October 2019, SEBI 
clarified that only listed 
companies can list their 
ADR/GDR on overseas 
exchanges

Timing a Flip?

Migration/relocation 
of founder or C-sude 
executives of the Company

Entry of a marquee 
investor group,  

PE investor VC Funds, etc.

Sufficient expansion 
and growth 
opportunities in the 
overseas markets

Creation of 
patentable and 

unique intangibles

Niche product offering, 
limited market potential 
in India

Business model  
sufficiently scalable 

anticipating significant value 
appreciation in future



Year in Review 2021 21

EXTERNALIZATION – KEY AREAS 
FOR CONSIDERATION 
Holding company jurisdiction

• One needs to consider access to the global 
investor pool, the availability of skilled 
manpower and senior professionals, the ease 
with which one can tap into intended markets, 
the impact on valuations, tax incentives, and the 
legal protection available for IPOs. 

Exchange control laws and other regulations
• Externalization typically results in an overseas 

entity with all of its investors (including Indian 
investors) invested in it, and which in turn has 
investments/ shall invest in an Indian entity. 
Where Indian investors are involved, this 
results in a ‘round-trip structure’ (i.e. India à 
Overseas à India), requiring prior approval 
from the Reserve Bank of India (RBI). Further, 
in the proposed revised framework, it has been 
mentioned that any round-trip structure which 
is designed for the purpose of tax evasion/ tax 
avoidance shall be treated as contravention 
of a serious nature7. It, therefore, becomes 
paramount to substantiate commercial and 
business cases for setting up the overseas 
holding company for such cases.

• In our experience, the RBI has allowed 
applications for the approval of round-trip 
structures on a case-by-case basis upon being 
satisfied with the commercial/business need for 
having such a structure. 

• A post facto detection attracts a compounding 
penalty and also increases the risk of unwinding. 
In certain cases, it has been observed that the 
RBI has permitted the regularization of such 
structures as well. 

• Individual investors in Indian companies may be 
restricted from investing in overseas companies 
beyond the limits specified under the Liberalized 
Remittance Scheme (LRS). Further, they shall not 
be permitted to make investments in an overseas 
entity which in-turn, have or shall have step-
down investments. 

• Investors investing through an SPV, i.e. 
companies or LLPs, need to comply with extant 
exchange control regulations for investment in 
overseas entities (e.g. an investment limit of 
400% of net worth, restrictions on more than 
two-layer holding structures, etc.).

• One would also need to consider other sectoral 
regulations such as those applicable to Non-
Banking Financial Companies, Core Investment 
Companies, Insurance, and other entities 
operating in the financial sector that may 
become applicable. 

Income-tax
• Externalization usually results in the transfer 

of the shareholding of an Indian company, 
triggering tax on capital gains income in the 
hands of the investors. Tax efficient structures in 
this regard can be considered. 

• Certain key tax issues which need to be planned 
include the availability of grandfathering 
benefits under tax treaties, the preservation 
of the cost base and the period of existing 
holdings for shareholders, the ability to secure a 
cost step-up, income upstreaming, and General 
Anti-Avoidance Rules (GAAR), etc. 

• One needs to be cognizant of certain tax issues 
arising post-externalization as well, including 
potential India-level taxability on the sale of 
shares of overseas companies on account of 
rules surrounding indirect transfer in India. A 
reconsideration and reorganization of business 
models may help to address some of these issues. 

Transfer pricing 
• Often externalization involves the migration 

of intellectual property (IP), such as brands, 
patents, trademarks, copyrights, know-how, etc. 
as an essential element of the entire exercise. 

7. DRAFT - Foreign Exchange Management (Overseas Investment) 
Regulations, 2021 and Draft Foreign Exchange Management (Non-
debt Instruments - Overseas Investment) Rules, 2021 dated 9 August 
2021
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PREVALENT STRUCTURES
Mirror structure

• Under this option, the Indian entity and the 
overseas holding company co-exist and operate 
in parallel. This option can be evaluated 
when there are restrictions from a regulatory 
perspective for Indian investors making an 
investment in an overseas entity.

• Control and value consolidation in such 
structures are exercised through contractual 
arrangements. 

• This requires appropriate planning for 
administrative and contractual aspects as well 
as future exits. 

This could trigger capital gains tax and one also 
needs to substantiate the arms-length transfer 
pricing through appropriate fair valuation/ 
benchmarking. 

• Companies also need to plan future development 
and maintenance of such IPs, warranting a 
thorough transfer pricing evaluation. 

Substance 
• Adequate substance in the overseas holding 

company should also be created to mitigate 
any concerns around treaty eligibility, including 
provisions of Multilateral Instruments, Permanent 
Establishment (PE), and the place of effective 
management provisions under Indian Income-
tax law. 

Migration of ESOPs and employment contracts
• Externalization also requires issuance of ESOPs 

by the overseas holding company to employees 
of the Indian subsidiary. 

• This requires examining existing ESOP offerings 
and gathering an understanding of the 
different stages at which ESOPs exist, finalizing 
rollover plans, evaluating tax and regulatory 
implications (including the treatment of ESOPs 
already granted), and handling documentation 
and communication strategies for employees, 
amongst various other things. 

• Employment contracts at overseas holding 
company level should be structured by duly 
factoring in aspects around fixed place and 
service PE issues.

Promoters Promoters

Foreign Investors F Co  
(Outside India) I Co (India) Foreign Investors

Indian Investors Indian InvestorsStructure consolidation by way of contractual control
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Flip structure 
• This option entails the migration and mirroring of 

the capitalization table from the existing Indian 
company to the overseas holding company, and 
the subsequent re-alignment / consolidation of 
the Indian business under the overseas holding 
company structure. 

Restructuring of sandwiched structures
• Externalization of holdings with overseas 

businesses/subsidiaries may result in the 
problem of sandwiched structures. These 

• Various options (e.g. swap, merger, demerger, 
slump-sale etc.) are available for flipping 
the structure and consolidating the Indian 
company’s value under the overseas holding 
company structure. One could achieve a full 
or partial externalization, depending on the 
shortlisted options. 

structures are riddled with tax inefficiencies 
and call for a migration of the business/
shareholdings of overseas companies directly 
under the overseas holding company. 

Promoters

Promoters

Promoters

Promoters

Promoters

Foreign Investors F Co 
(Outside India)

I Co (India)

I Co (India)

I Co (India)

I Co (India)

I Co (India)

Op Co  
(Outside India)

Op Co  
(Outside India)

Op Co 
(Outside India)

Foreign Investors

Indian Investors Indian InvestorsStructure consolidation by way of contractual control

PRE FLIPPING

POST FLIPPING

POST FLIPPING & 
RESTRUCTURING

F Co  
(Outside India)

F Co  
(Outside India)

Business/shareholding of Op Co 
to be migrated to F Co directly or 
Op Co under F Co
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SPAC AND INDIAN EXPERIENCE
• SPACs help to achieve listing for externalized 

businesses. In summary, a SPAC is a “blank 
check” overseas company that conducts an IPO 
to raise funds for investment in a business which 
is identified/to be identified. 

• On the regulatory front – 

 - Recently, the SEBI instituted an expert 
committee to explore the viability of 
formulating rules and regulations for SPACs 
to be formed and listed in India. 

 - In another development, the International 
Financial Services Centres Authority has 
also notified IFSCA (Issuance and Listing 
of Securities) Regulations, 2021 which 
introduces a listing framework for SPACs in 
the recognised stock exchanges in IFSCs, viz- 
the GIFT city. Some of the key features of 
these Regulations are set out below :

 » Minimum issue size : USD 50 million 
 » Minimum number of subscribers : 50
 » Minimum subscription requirement: at 

least 75% of the issue size.

• With an upswing in the popularity of SPACs, 
Indian companies are seen as attractive targets 
for SPACs. Few precedents of SPAC listings exist 
in India. 

 » Sponsor shareholding and lock-in 
requirements : at least 15% but not more 
than 20% of the post-issue paid up capital 
of the SPAC as well as have an aggregate 
subscription prior to, or simultaneous to 
the IPO of at least 2.5% of the issue size 
or USD 10 million, whichever is lower.

 » Others : the regulations also mandate 
that the SPAC issuer must complete the 
business combination within a maximum 
of 36 months from the date of listing. 
Detailed IPO process, disclosures in the 
initial offer document as well as continual 
disclosure requirements, SPAC specific 
obligations etc. are also outlined in the 
Regulations.

There have been cases of India-focused SPAC 
entities such as Trans-India Acquisition and 
Phoenix India Acquisition.

In 2016, Yatra’s parent company listed on 
NASDAQ by way of a reverse-merger with 
another US-brand SPAC, Terraoin 3 Aquisition.

A recent news article named Flipkart, Swiggy, Delhivery, Grofers, etc. as being likely to pursue the SPAC route for achieving 
listing in overseas markets.

In 2015, Silver Eagle Acquisition acquired a 30% 
stake in Videocon d2h for approximately USD 
200 million.

Recently, Renew Power adopted the SPAC route 
for achieving overseas listing when it announced 
an agreement to merge with RMG Acquisition 
Corp II, a SPAC.
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CONCLUDING REMARKS*
The SPAC bandwagon is moving at a brisk speed. 
If the recent activity is any indication, SPACs 
are fast emerging as a mainstream listing route, 
especially for companies in the technology and 
environmental, social, and governance sectors. 

Clearly, any SPAC or externalization evaluation 
requires detailed examination of a gamut of 
legal, tax and regulatory frameworks, with a 
final decision necessitating a careful calibration 
of all considerations and factors involved.

FLIP EXTERNALIZATION STRUCTURE FOR SPACS
• As a part of the de-SPAC process, the SPAC entity merges with the overseas holding company or 

acquires the shares of the overseas holding company. As a result, the ownership of the Indian company 
is transferred to the listed company overseas and the public shareholders of the SPAC migrate as 
shareholders of said overseas listed company. 

Promoters

Promoters

Public Investors

Public Investors

Sponsor  
Holding Company

Sponsor  
Holding Company

I Co (India)

I Co (India)

STRUCTURE - POST EXTERNALIZATION

POSTE DE-SPAC STRUCTURE

SPAC STRUCTURE

Foreign Investors

Foreign Investors

Indian Investors

Indian Investors

F Co  
(Outside India) SPAC

SPAC

Public shares and 
Public Warrants

Public shares and 
Public Warrants

Founder shares and 
Founder warrants

Founder shares and 
Founder warrants

* Read our detailed publication on this subject: https://dhruvaadvisors.com/insights/files/Externalisation-and-SPAC-listings-India-context.pdf
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Landmark income-tax rulings of 2021 and 
potential impact on businesses8

By most measures, 2021 was also a year of 
landmark developments at the Indian judiciary. 
The Courts/Tribunals had an occasion to deal 
with several path breaking cases spanning across 
numerous significant and interesting issues. Several 
cases, each significant in its own right, were 
decided and the principles emerging from them will 
undoubtedly have a far-reaching impact on India’s 
tax jurisprudence in the coming years. We pick 
here a few decisions, amongst many, that would 
occupy minds of taxpayers in 2022 and much 
beyond.

SUPREME COURT IN CASE OF 
ENGINEERING ANALYSIS CENTRE 
OF EXCELLENCE PRIVATE LIMITED 
V. CIT AND ANR.9

The issue in this case was whether payment to non-
residents for purchase of software could be taxable 
under the provisions of the Income-tax Act, 1961 
(‘the Act’), and whether the payer is under an 
obligation to withhold taxes? The Supreme Court 
(‘SC’), in its landmark ruling, has finally put to rest 
the litigation surrounding taxation of payments 
for purchase of software and consequential 
withholding tax obligation on the payer. 

The core issue before SC was whether software 
providers were paid for a “copyrighted article” 
or for the “use or right to use a copyright” and 
accordingly therefore whether the payments should 
be characterized as ‘royalties’ or not. The SC 
bifurcated the batch of appeals into four categories 
as under:

• Purchase of software by resident end user;

• Purchase of software by resident distributor / 
reseller;

• Purchase of software from a non-resident 
distributor / reseller; and 

• Purchase of software embedded in hardware 
sold as integrated unit by resident end user / 
distributor / reseller

The SC observed that ‘copyright’ is an exclusive 
right which includes the right to restrict others 
from doing certain acts. Ownership of copyright 
is different from the ownership of the physical 
material in which the copyrighted work may 
happen to be embedded. A situation where core of 
the transaction is to authorize the end-user to have 
access to and make use of the ‘licensed’ computer 
software product over which the licensee has no 
exclusive rights, it can be said that no copyright 
has been parted with and consequently payment 
for the same cannot be regarded as royalty. What 
is ‘licensed’ by the non-resident supplier to the 
distributor and resold to the resident end-user, is 
in fact the sale of a physical object which contains 
an embedded computer program, and is therefore, 
akin to sale of goods. The profits from sale of 
software would be taxable as business profits and 
not as royalties. Only business profits attributable 
to the Permanent Establishment in India would be 
taxable in India. 

The SC held that a non-exclusive, non-transferable 
license, merely enabling the use of a copyrighted 
product cannot be construed as a license to enjoy 
all or any of the embedded rights. The right to 
reproduce and the right to use computer software 
are distinct and separate rights.

While observing the amendment in definition 
of ‘royalty’ under the Act, the SC held that a 
retrospective amendment in definition of ‘Royalty’ 
cannot be enforced for the years, when such an 
amendment was not actually and factually in the 
statute book. Hence, no withholding obligation can 
be fastened on the payer with retrospective effect.

The obligation to withhold taxes would depend 
upon taxability under the Act read with the 
applicable Double Tax Avoidance Agreements 
(‘DTAA’). Where the transaction does not fall within 
ambit of ‘Royalty’ under the DTAA, the provisions 
of the Act would have no application and no 

8. This article is contributed by Umesh Gala (Partner, Dhruva Advisors), 
Saurabh Shah (Principal, Dhruva Advisors) and Rushi Shah (Senior 
Associate, Dhruva Advisors)

9. [2021] 432 ITR 471 (SC)/[2021] 125 taxmann.com 42 (SC)/
[2021] 281 Taxman 19 (SC)
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obligation to withhold taxes under section 195 
would apply. The observations in case of PILCOM 
ruling which fastens liability to withhold taxes on 
payments to non-residents would not apply where 
the transaction is covered under section 195 of the 
Act.

Taxpayers would need to keep an eye out and 
evaluate the interplay of this judgement with 
provisions of equalisation levy. As per the Budget 
amendments, transactions subjected to “royalty” 
and “fees for technical services” under the Act read 
with the DTAA will not subjected to equalisation levy. 
Thus, cases where the payments are not subjected 
to royalties by virtue of this judgement may get 
covered under the equalisation levy provisions. 

Further, in many cases, payments towards 
software would have been made under net of tax 
arrangements with the tax being borne by the 
resident payer. In such ‘net of tax’ arrangements, 
there could be potential options wherein the 
deductor could claim a refund of taxes which has 
been borne by him in the past. Alternatives to claim 
tax refund by the non-resident recipient can also be 
explored in appropriate cases.

SUPREME COURT IN CASE OF 
SOUTH INDIAN BANK LTD. V. CIT10 
Section 14A was incorporated in the Act to ensure 
that expenditure incurred by a taxpayer in earning 
exempt income is not claimed as a deduction 
while computing the total income. Computation 
of disallowance under section 14A read with Rule 
8D has been a subject matter of litigation between 
the taxpayers and the Revenue, especially under 
Dividend Distribution Tax (‘DDT’) regime. 

One of the primary areas of dispute was whether 
disallowance under section 14A triggered (on 
a proportionate basis) in a situation where the 
taxpayer had a pool of interest-free own funds and 
interest-bearing borrowed funds, specially where 
the nexus between the borrowed funds and tax-
free income is established? The SC in case of South 
Indian Bank Ltd. v. CIT has held in favour of the 
taxpayers and has put the issue to rest. 

In given case, the SC observed that the taxpayer 
has not maintained separate books of accounts 
for taxable and tax-free income. Hence, nexus 
between borrowed funds and tax-free income 
cannot be established. Further, the quantum of 
taxpayer’s own funds was higher than the quantum 
of investments which yielded exempt income. 

In the given context, the SC rejected the theory 
of proportionate disallowance as argued by the 
Revenue. The SC observed that the proportionate 
disallowance of interest is not warranted in 
cases where interest free own funds available 
with the taxpayers are higher than the quantum 
of investments. The absence of maintenance of 
separate books of accounts does not dilute the 
application of theory of beneficial allocation of 
funds. Echoing importance of tax certainty and 
transparency, the SC observed that in a taxation 
regime, there is no room for presumption, and 
nothing can be taken to be implied. The tax that 
an individual or a corporate is required to pay, 
is a matter of planning for a taxpayer and the 
Government should endeavor to keep it convenient 
and simple to achieve maximization of compliance. 

From tax year 2020-21, the classical system of 
taxing dividend income in hands of shareholder is 
reintroduced. Thus, given that dividend income is no 
longer exempt in hands of shareholder, the question 
of disallowance under section 14A does not arise 
now. However, under the classical system, interest 
deduction against dividend income is capped to 
20% of gross dividend income. The principle laid 
down by the SC on beneficial allocation of funds 
would thus be equally important in the classical 
system of taxation of dividends as well.

SUPREME COURT IN CASE OF 
SAKTHI METAL DEPOT V. CIT11 
Section 50 of the Act characterizes any gain / 
loss arising from transfer of depreciable assets as 
short-term capital gains / loss. In the given case, 

10. [2021] 438 ITR 1 (SC)/[2021] 130 taxmann.com 178 (SC)/[2021] 
283 Taxman 178 (SC)

11. [2021] 436 ITR 1 (SC)/[2021] 130 taxmann.com 238 (SC)/[2021] 
282 Taxman 384 (SC)
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the issue before the Supreme Court was regarding 
characterization of income arising on transfer of a 
depreciable asset, which prior to its sale was not 
utilized for business purposes since last couple of 
years. 

The Supreme Court concurred with Kerala High 
Court’s observation and affirmed the proposition 
that the asset retains its character as a depreciable 
asset even if it was not used for business purposes 
later and even if no depreciation was claimed 
thereon. Therefore, basis the special provisions of 
section 50, the gains would be regarded as short-
term capital gains. 

This ruling has brought clarity on one of the 
important aspects of taxation of depreciable assets. 
In case of business restructuring transactions, gains 
arising on transfer of depreciable assets classified 
as ‘held-for-sale’, would be taxable as capital gains. 
This ruling also affirms the proposition that once 
the asset forms part of ‘block of assets’, it cannot 
cease to be part of block merely on account of its 
change of user. It may be noted that the special 
provisions (section 50) have its own methodology 
to compute capital gains in respect of depreciable 
assets which form part of block of assets. The benefit 
of indexation is not available and the gains are 
deemed to be from transfer of short term capital 
asset even where the asset is otherwise a long term 
asset basis its holding period. 

Whilst this Supreme Court ruling is largely on 
applicability or otherwise of section 50 to the 
fact pattern on hand and the characterization of 
gains as short term in nature, there are several 
other interpretative issues which the taxpayer may 
want to examine further. Whilst section 50 deems 
the gains as arising from transfer of short term 
capital assets, will the benefits which the statute 
confers upon transfer of long term capital assets be 
applicable? For instance: 

• Whether exemption benefits available on transfer 
of a long-term capital asset as envisaged under 
sections 54E / 54EC etc. are available on gains 
computed under section 50? 

• Whether long-term capital loss arising on 
account of transfer of other assets can be set 
off against the gains computed under section 

50 arising on account of transfer of long-term 
depreciable assets? 

• Whether the rate of tax as provided in section 
112 of the Act for long-term capital asset shall 
be applicable for gains computed under section 
50 of the Act?

SUPREME COURT IN CASE OF CIT 
V. M/S RELIANCE ENERGY LTD12

In a significant ruling, the Supreme Court held that 
the profit linked deductions under Chapter VI-A 
(i.e. deductions in relation to business of power 
generation, infrastructure development, housing 
projects, etc.) is allowable to the extent of Gross 
Total Income of the taxpayer and need not be 
restricted to the extent of income under the head 

‘Profits and Gains of business or profession’ (‘PGBP 
income’).

In this case, the gross total income of the assessee 
consisted of PGBP income and ‘income from other 
sources’. The profits from the eligible business were 
greater than the income under the head of PGBP 
(this may be on account of losses in non-eligible 
business or set-off of brought forward business loss 
/ unabsorbed depreciation) and also greater than 
the gross total income of the Assessee. The assessee 
claimed deduction under section 80-IA of an 
amount exceeding the business income, however 
restricted it to the amount of gross total income in 
accordance with provisions of the Act. In effect, 
the Assessee claimed the said deduction against 
business income as well as income from other 
sources which was challenged by the Revenue.

The Supreme Court, relying upon CBDT circular 
no. 281 dated September 22,1980, accepted the 
contention of the assessee that the legislative intent 
behind introduction of section 80AB of the Act was 
to stipulate that the deduction under section 80AB 
would be computed on basis of net income from 
eligible business and net income so determined 
shall be deemed to be included in gross total 
income of the taxpayer. 

12. [2021] 127 taxmann.com 69 (SC)
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With regard to section 80-IA(5), the SC held that the 
scope of said section is limited to only determination 
of quantum of profits from eligible business. In 
computing profits from eligible business, losses 
from other business / units need not to be taken 
into account. 

While upholding deduction claim in excess of PGBP 
income, the SC has held that the said sections are 
intended merely to compute the amount of profits 
from eligible business and do not restrict the claim 
of deduction to the extent of gross total income. This 
provides taxpayers with an opportunity to evaluate 
the possibility of enhanced deduction in excess of 
business income. 

This ruling could be important for the taxpayers 
claiming deduction under Part C of Chapter VI-A 
of the Act. It has been observed that the Central 
Processing Centre (‘CPC’) while processing returns 
under section 143(1) of the Act restricts claim of 
deduction to the extent of PGBP income. Basis 
this Supreme Court ruling, the taxpayers should 
explore rectifying the intimation and/or making 
a fresh claim during the assessment or appellate 
proceedings.

SUPREME COURT IN CASE OF M. 
M. AQUA TECHNOLOGIES LTD. V. 
CIT13

Section 43B of the Act provides for deduction of 
certain expenses including interest payable on loan 
or borrowing from any public financial institution 
on actual payment basis. 

In the given case, the taxpayer had availed loan 
from financial institutions. Due to difficulty in 
servicing the debt, the taxpayer had approached 
the financial institutions for a rehabilitation plan, in 
which convertible debentures were accepted by the 
lenders against outstanding interest payable by the 
taxpayer. The taxpayer claimed deduction of such 
interest under section 43B on the ground that there 
was a constructive payment of interest through 
issuance of debentures. This claim was rejected by 
the Revenue.

The core issue before the SC was whether issue 
of debentures in lieu of accrued interest would 
tantamount to ‘actual payment’ for the purpose of 
section 43B? 

The SC noted that the object of section 43B of the 
Act is to allow certain deductions only on actual 
payment and not just on mere incurrence of a 
liability. However, the mode of payment for the 
purpose of section 43B was not specified.

The SC also noted the observations of lower 
appellate authorities to the effect that as per the 
rehabilitation plan agreed to between the lender 
and the borrower, debentures were accepted by 
the financial institutions in discharge of the debt on 
account of outstanding interest.

It is pertinent to note that Explanation 3C was 
added in section 43B in the year 2006 with 
the object of plugging a loophole in the law i.e. 
to avoid misuse of section 43B by not actually 
paying interest but converting the same into a 
fresh loan. However, the SC held that bona fide 
transactions of actual payments are not meant to 
be affected by Explanation 3C. The SC also held 
that a retrospective provision in a tax statute which 
even though is inserted “for the removal of doubts” 
cannot be presumed to be retrospective, if it alters 
or changes the law as it earlier stood. 

This ruling of SC is welcome ruling and may 
provide significant aid to the taxpayers who 
are in financial distress and undergoing debt 
restructuring including insolvency and bankruptcy 
proceedings. Also, it is important to note that there 
can be various forms of restructuring arrangements 
with financial institutions to reinstate the liability of 
the borrowers. The aforesaid Explanation applies 
to  “loans” or “borrowings” which could have a 
large connotation. There have been conflicting 
rulings on the application of Explanation 3C to 
conversion of interest into fresh loans, debentures 
or share capital. The ratio and the approach laid 
down by the SC in this ruling ought to be factually 
and legally assessed by the taxpayers who desire 
to claim deduction under section 43B in such a 
case.

13. [2021] 436 ITR 582 (SC)/[2021] 129 taxmann.com 145 (SC)/
[2021] 282 Taxman 281 (SC)
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DELHI HIGH COURT IN CASE 
OF CONCENTRIX SERVICES 
NETHERLANDS B.V. V. ITO (TDS) & 
ANR14

As you would be aware, India has re-introduced 
the classical system of taxing dividend income in 
the hands of the shareholders as was prevalent 
in the past. For non-resident shareholders, tax is 
required to be deducted at 20% (plus applicable 
surcharge and cess) subject to tax treaty benefits 
where a lower rate can be availed. 

In given case, the non-resident taxpayer had 
applied a lower tax rate basis the Most Favoured 
Nation (‘MFN’) clause in India-Netherlands Tax 
Treaty. The Revenue denied the applicability of 
lower rate benefit basis MFN clause on the ground 
that Lithuania, Slovenia and Columbia were 
not members of OECD when India negotiated a 
reduced withholding tax rate with them. Thus, as 
per the Revenue, the lower rates in those tax treaties 
cannot be applied to India-Netherlands. 

The High Court held that rules of interpretation of 
domestic law cannot be applied for interpretation 
of treaties since international treaties are negotiated 
by diplomats. Even if third countries are not 
members of OECD at the time of signing of their tax 
treaties, as long as they are OECD members on the 
point when the MFN clause is sought to be invoked, 
the benefit of lower rate / restricted scope would 
be available. The High Court also took note of an 
important decree issued by Netherlands wherein 
it has extended the lower tax rate as provided in 
India-Slovenia treaty to be applicable to India-
Netherlands treaty and therefore as per the High 
Court, India cannot have a contrary view basis 
principles of interpretation and understanding of 
tax treaties. 

Given that India has reintroduced the classical 
system of dividend taxation in the hands of the 
shareholder, this decision assumes significance 
given that Netherlands based companies would 
want to claim the benefit of lower tax rates as 
provided in India’s treaties. The India’s tax treaties 
with other jurisdictions (for example, Colombia, 
Lithuania, Slovenia) providing for a 5% withholding 

rate for dividend have been negotiated by India 
when such countries were not members of the 
OECD at the time of signing of the tax treaty. This 
ruling provides major relief to foreign taxpayers 
which would be able to adopt lower rate of taxes 
from India’s tax treaties with Colombia, Lithuania 
or Slovenia.

Even though the decision has been rendered in 
the context of India-Netherlands Tax Treaty, the 
same should equally apply for other tax treaties 
which have a comparable language in the MFN 
clause (refer, for instance, tax treaties with France, 
Hungary, Spain, Switzerland, Sweden, etc). Further, 
this decision will not only assume importance for 
dividend income but also for other categories like 
royalty and fees for technical services wherein a 
lower rate and restricted scope may have been 
provided. Taxpayers in the aforementioned 
jurisdictions may wish to evaluate the impact of 
this ruling on their dividend and other streams of 
income.

KARNATAKA HIGH COURT IN 
CASE OF NANDI STEELS LTD15 
This was a case wherein the taxpayer had set-off 
its brought forward business losses against capital 
gains arising from sale of business assets. As per the 
provisions of section 72 brought forward business 
losses can be set off only against business income. 
The gains arising therefrom were admittedly 
taxable under the head ‘Capital Gains’. The issue 
under consideration before the Karnataka High 
Court was whether such brought forward business 
loss can be set-off against capital gains arising on 
sale of capital assets which were used for business 
purposes. 

Section 72 of the Act provides for a mechanism 
to set-off brought forward business loss. As per 
Section 72 of the Act, brought forward losses can 
be set off against the profits and gains, if any, 
of any business or profession carried on by him 

15. [2021] 434 ITR 516 (Delhi)/[2021] 127 taxmann.com 43 (Delhi)
15. [2021] 436 ITR 238 (Karnataka)/[2021] 128 taxmann.com 267 

(Karnataka)/[2021] 281 Taxman 615 (Karnataka)
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and assessable for that assessment year The High 
Court (overruling the Special Bench decision) held 
that as per section 72, brought forward business 
losses can be set-off against profits and gains of a 
business irrespective of the head under which they 
are taxed. Therefore, if business profits are taxed 
under the head ‘Capital Gains’, brought forward 
business losses can be set-off against such gains 
if it can be substantiated that the capital gains are 
nothing but gains arising in course of a business.

The High Court placed heavy reliance on the 
decision of the Supreme Court in case of Cocanada 
Radhaswami Bank Limited [1965] 57 ITR 306 (SC) 
which in the context of set-off of brought forward 
business loss against dividend income earned on 
shares held as stock-in-trade, held that brought 
forward business loss can be set-off against profits 
and gains of business & profession irrespective 
of ‘the head’ under which the same is classified as 
per the provisions of the Act. In these cases, the 
dividend income was taxed under the head ‘Income 
from other sources’. 

The principles emerging from this ruling could 
potentially help in overall tax optimization and 
taxpayers with similar fact pattern should assess 
the impact of this ruling and make appropriate 
claims at the time of filing of tax return or during 
assessment / appellate proceedings. 

MUMBAI BENCH OF TRIBUNAL IN 
CASE OF ADIT (IT) V. M/S. ASIA 
TODAY LTD16

The Mumbai ITAT in case of Asia Today, briefly 
touched upon the concept of re-domiciliation and its 
impact on the residential status of the re-domiciled 
company, in terms of claiming treaty benefits.

Corporate re-domiciliation means the process by 
which a company moves its ‘domicile’ (or place 
of incorporation) from one jurisdiction to another 
by changing the country under whose laws it is 
registered or incorporated, whilst maintaining the 
same legal identity. In the facts of said case, the 
taxpayer, initially incorporated in the British Virgin 

Islands (‘BVI’), was re-domiciled to Mauritius. The 
taxpayer was issued a TRC by the Government of 
Mauritius. The Revenue contested that the taxpayer 
had originally been incorporated in BVI, and hence 
it was not eligible to claim the benefits of the India–
Mauritius Tax Treaty. This argument was made for 
the first time by the Revenue before the Mumbai 
ITAT. The taxpayer argued that even though it 
had initially been incorporated in the BVI, it was 
registered in Mauritius at the time of claiming the 
Mauritius Treaty benefits, meaning that its TRC was 
not in question and, thus, it contended that the 
fact of re-domiciliation did not affect such treaty 
entitlements.

Given the specific facts of the case, especially 
considering the delay in raising the issue regarding 
the treaty entitlement, the Mumbai ITAT ruled that 
a mere doubt in the mind of the Revenue in terms 
of the eligibility of the assessee company ought not 
to be a ground for rejection of the treaty benefits. 
Accordingly, the objection that had been raised 
by the Revenue was rejected. With regard to the 
concept of re-domiciliation, the Mumbai ITAT made 
certain key observations that are briefly discussed 
below:

• It acknowledged the concept of corporate re-
domiciliation, also referred to as ‘continuation’, 
as the process by which a company moves 
its ‘domicile’ (or place of incorporation) from 
one jurisdiction to another, by changing the 
country under whose laws it is registered or 
incorporated, whilst maintaining the same legal 
identity.

• It observed that, given the ground realities of the 
offshore world, re-naming, re-structuring, and 
even re-domiciliation of offshore companies are 
facts of life. A re-domiciliation by itself should 
not result in denial of the treaty benefits which 
are accorded to under tax treaties entered 
into between India and the country of re-
domiciliation. However, such a re-domiciliation 
would trigger a detailed examination into the 
underlying rationale for such re-domiciliation.

31

16. [2021] 129 taxmann.com 35 (Mumbai - Trib.)
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It may be noted that re-domiciliation to a treaty 
favorable jurisdiction does not necessarily fall foul 
of the anti-abuse provisions including the Principal 
Purpose Test (‘PPT’). However, the onus on the 
taxpayer to establish that re-domiciliation is for 
non-tax and commercial reasons is far higher.

A company may wish to shift its domicile from 
one country to another, for various commercial 
reasons. Say, for instance, the rules and regulations 
prevailing in the original jurisdiction no longer align 
with the commercial objectives and goals of the 
company, or the geopolitical situation of the country, 
due to the instability of the government or its ever-
changing policies, which results into constraining 
its future business or prospects. For these reasons 
and an array of others – such as the flexibility of 
laws, availability of better talent and investor pool, 
deeper R&D environment, time-zone, statutory and 
regulatory environment, tax treatment, protection 
of IPs, prevailing data security laws, comprehensive 
investor protection agreements, availability of 
finance and infrastructure etc. – a company may 
wish to consider shifting the jurisdiction of its 
registration.

As far as India is concerned, practically, we have 
seen cases where the Reserve Bank of India does 
not give approval for domestic mergers if the 
shareholder is from a non-FATF jurisdiction. This 
may also be a strong ground to redomicile an entity 
from a non-FATF to a FATF jurisdiction wherein any 
potential treaty benefits may be incidental.

When the jurisdiction of the company is shifted, 
it shall be imperative to ensure that the control/
decision-making authorities also sit in the new 
jurisdiction. In the event if only the place of 
registration is moved from one country to another, 
however, and the control / management continue 
to stay in the original or another jurisdiction(s), 
this may jeopardise the claim to treaty benefits or 
may result in dual residency. It is thus imperative 
to create a tangible economic reality or physical 
presence or setting of footprints in the country 
of re-domiciliation. Mere shifting of the place 
of registration, without any accompanying shift 

of control / management / decision-making 
authorities to the country of re-domiciliation may 
result in the tax authorities challenging the structure.

As of today, considering that only a few countries 
permit the re-domiciliation of companies, re-
domiciliation is not a popular tool for shifting 
corporate domiciles as compared to cross-border 
mergers or incorporation of a new entity. That said, 
considering the benefits of re-domiciliation, and its 
ease of implementation, MNCs may explore the 
option of re-domiciliation, and evaluate the potential 
consequences on the basis of the parameters that 
have been discussed above. There are strong 
arguments to contend that re-domiciliation does not 
result in a “transfer”, and that the grandfathering 
protection, if any, under the respective tax treaties 
should continue to be available. However, it shall 
be imperative for MNCs, amongst others, to bear 
in mind the substance requirements as well as 
the commercial rationale for undertaking the re-
domiciliation exercise.

CONCLUDING REMARKS
As curtains draw on 2021, decisions on many 
important appeals are pending at various 
fora; and as we enter 2022, one could expect 
many interesting decisions to be pronounced.
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Depreciation on Goodwill – The road ahead17

The controversy as to whether goodwill of a 
business is an intangible asset that is eligible for 
depreciation was settled by the Hon’ble Supreme 
Court (‘SC’) in the case of Smifs Securities Ltd18. In 
this case, the SC affirmed that goodwill acquired 
pursuant to the amalgamation of a business is an 
intangible asset eligible for depreciation under 
section 32 of the Income-tax Act, 1961 (‘Act’). 
Several subsequent judicial precedents have relied 
upon this SC decision and granted the benefit of 
depreciation on goodwill to the taxpayer.

However, significant amendments have been 
enacted by the Finance Act, 2021 (‘FA 2021’) in 
this regard. As per the amendments in FA 2021, 
goodwill is not considered to be a part of block of 
assets and hence is not eligible for depreciation. 
In respect of goodwill acquired in the past 
and on which depreciation has been claimed 
hitherto, provisions have been introduced to deny 
depreciation on the notional written dow bn value 
(‘WDV’) of goodwill. 

The amendments enacted3 in FA 2021 are listed 
below:

a. Section 2(11): Definition of “block of assets” 
amended to exclude “goodwill” from its ambit.

b. Section 32: Goodwill also excluded from the 
list of qualifying intangible assets eligible for 
depreciation.

c. Determination of cost of acquisition of 
goodwill as per section 55: Purchase price to 
be reduced by depreciation already obtained 
till Assessment Year (‘AY’) 2020-21.

d. Amendment in definition of WDV: Section 
43(6) of the Act has been amended to reduce 
the standalone WDV of goodwill (computed 
as the difference between the actual cost of 
goodwill and the depreciation allowable on that 
goodwill till 31 March 2020) from the WDV of 
the block of intangibles. It further provides that 
the amount of reduction so computed shall not 
exceed the WDV of the block.

e. Proviso to section 50(2): A proviso has been 
inserted to in section 50(2), wherein the 
Central Board of Direct Taxes (‘CBDT’) has 

been empowered to prescribe a manner to 
determine the WDV of the block of asset and 
short-term capital gains (‘STCG’), if any, in a 
case where goodwill forms part of the block of 
asset for Assessment Year (‘AY’) 2020-21 and 
depreciation thereon has been obtained by the 
assessee. 

PRACTICAL ISSUES AND 
CHALLENGES
Given the amendment vide FA 2021, depreciation 
on goodwill will not be allowed as a deduction 
henceforth. However, the following issues merit 
consideration:

Depreciation claim for past years – is it affected? 
The Explanatory Memorandum appears to give 
the impression that depreciation claim for the past 
years should be allowed on the basis of the SC 
decision in CIT v. Smifs Securities Ltd [2012] 348 ITR 
302 (SC). Consequently, matters that have already 
been adjudicated or are pending adjudication 
(pertaining to years prior to AY 2021-22) should 
arguably not be affected by this amendment. 
However, another reading of the Memorandum also 
appears to imply that the depreciation on goodwill 
arising out of tax neutral business reorganizations 
was never permissible. The revenue will litigate 
these claims, which will have to be settled by the 
appellate / judicial forums. 

A taxpayer should be able to contend that 
depreciation already claimed in years prior to AY 
2021-22 be tested applying the ratio of the decision 
of Supreme Court in the case of Smifs Securities 
without any reference to the Memorandum to the 
Finance Bill, 2021 or the amendments, which are 
in any case effective only from AY 2021-22. B. 

17. This article is contributed by Umesh Gala (Partner, Dhruva Advisors), 
Saurabh Shah (Principal, Dhruva Advisors) and Bhakti Maru (Senior 
Associate, Dhruva Advisors)

18. [2012] 348 ITR 302 (SC)
19. Effective from AY 2021-22 i.e. for FY 2020-21 and onwards
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Unabsorbed depreciation brought forward from 
earlier years – is it affected?

Once depreciation has been claimed and allowed 
on the goodwill in respect of any previous year, 
unless there is a specific retrospective amendment, 
the depreciation already allowed cannot be subject 
to any change on account of any subsequent 
amendment. If one goes by the legislative history 
and the judicial precedents on the changes 
made in the provisions pertaining to unabsorbed 
depreciation, it becomes clear that the amendment 
made in section 32(2), which deems the unabsorbed 
depreciation as depreciation of the current year, 
was only to facilitate its set-off against income from 
other heads (apart from income from business or 
profession) and to permit its carry forward and set-
off without any time limit. Hence such unabsorbed 
depreciation arising on account of goodwill should 
not be affected by the current amendments. 

Furthermore, in absence of any specific restriction 
(like section 115BAA, 115BAB etc.) for disallowing 
depreciation pertaining to goodwill from the 
quantum of unabsorbed depreciation, the amount 
of unabsorbed depreciation need not be disturbed 
and should be allowed to be set-off in full.

Also, given that the amendment is effective from 
AY 2021-22 and onwards, the unabsorbed 
depreciation of past years should remain protected 
on this count as well.

Historic Purchase Price Allocation (‘PPA’) - Need 
and ability to revisit?

Taxpayers who have goodwill sitting in their block 
of intangible assets may try to salvage the situation 
to the extent possible. Depending upon the level of 
PPA undertaken in the past and disclosures around 
such intangibles in the block of assets, a taxpayer 
would need to explore whether reallocation of 
higher amounts to non-goodwill intangibles 
(such as trademarks, licenses, customer contracts, 
knowhow, distribution network, etc) is possible. 
Since the law has now been amended retroactively, 
it can be contended that given the depreciation 
rate on intangibles was the same, there was never 
a need to split goodwill into other intangible 
components at that point in time, and therefore 

all intangibles were grouped under a common 
heading of goodwill.

There are several judicial precedents that have 
held that even though different intangibles may 
be grouped under a single heading of “goodwill” 
these intangibles are eligible for depreciation even 
on a standalone basis if they meet the criteria of 
being regarded as a ‘business or commercial right 
of a similar nature’. This will strengthen the view 
that the value of other intangibles appearing in 
the block needs to be separated from the value of 
goodwill pursuant to the amendment.

An argument can also be put forth that since 
depreciation on goodwill is not allowable on 
account of the amendment, it becomes imperative 
to carve out goodwill from other intangibles, which 
as a matter of practice may have been grouped 
in a common basket and termed as goodwill 
in the financial statements. The amendment in 
section 43(6) requires the assessee to exclude the 
standalone WDV of goodwill (calculated as the 
difference between the actual cost of goodwill and 
depreciation allowable on such goodwill till 31 
March 2020) from the block of intangibles. 

Any such effort will require a significant deep dive 
into the facts, and should be undertaken under 
proper legal advice. 

Insertion of Rule 8AC for computation of STCG 
and WDV

Consider a situation where the opening WDV of 
the block of intangibles is 100 and the notional 
WDV of the goodwill that is to be reduced from 
the block is 150. If the notional WDV of 150 is 
reduced from the opening WDV of block of 100, 
then it will give rise to minus 50. To deal with such 
situations, in exercise of the powers conferred by 
the aforementioned proviso to section 50(2) of the 
Act, the CBDT vide Notification No. 77 of 2021 has 
inserted Rule 8AC for computation of STCG and 
WDV on account of goodwill. This Rule contains 
provisions for computation of capital gains if the 
block of assets comprises of goodwill and other 
intangible assets. It provides that if the standalone 
WDV of goodwill (actual cost of goodwill less 
depreciation allowable on that goodwill till AY 
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2020-21) exceeds the aggregate of opening WDV 
of block of intangible assets and the actual cost of 
other intangible assets acquired during FY 2020-
21, then the excess amount shall be deemed to be a 
capital gain arising from the transfer of short-term 
capital asset. Taxpayers may want to contend that 
the gains to be taxed by way of Rule 8AC(3) are 
not arising due to the of any intangible asset, but 
they are arising due to the reduction of standalone 
WDV of goodwill from the block of intangible assets. 
It is a settled position that the pre-requisite to create 
a charge of income under the heading of capital 
gains is that there has to be transfer of an asset. 
In the absence of a transfer or any other deeming 
charging provision in the statute, a question arises 
as to whether the notional capital gains arising due 
to reduction of standalone WDV of goodwill be 
brought within the ambit of capital gains merely by 
inserting a Rule to this effect? 

Other issues

a. Moving forward, the acquisition of business 
undertakings will have components of goodwill 
that will be affected by the amendments. Usually 
in a business acquisition or merger or demerger, 
there might be many intangible assets or rights 
with goodwill being a residual figure. How 
should a taxpayer approach allocation towards 
other intangibles and what would be the basis 
to determine whether any of these qualify 
for depreciation? Could the tax department 
question such detailed allocation by asserting 
that these are nothing but a part of goodwill? 

b. The ability to revise the tax return to reflect 
the appropriate allocation towards various 
components of intangible assets or a fresh claim 
during the assessment/appellate proceedings

c. Optimal mode of business acquisition for 
new M&A transactions – slump purchase, 
amalgamation, demerger, share acquisition?

d. Eligibility of other intangible assets (customer 
contracts, distribution network, etc.) to claim 
depreciation in cases where such intangibles 
are acquired through (i) slump sale (ii) 
amalgamation / demerger

PLAUSIBLE ALTERNATIVES FOR 
NEW M&A TRANSACTIONS 

More scientific and robust PPA into qualifying 
intangibles other than goodwill 

Acquisition of a business (either through share 
purchase or asset purchase) brings its own set of 
intangibles to the acquirer. If the consideration 
paid is higher than the fair value of the business 
acquired, the difference should be rightly allocated 
amongst various intangibles that are perceived to 
have value and only the balance, if any, must be 
allocated to goodwill. Identifying an appropriate 
valuation approach and obtaining valuation reports 
from technical experts will now become far more 
critical. The accounting guidelines on recognition 
of intangibles and interplay of accounting and tax 
judiciary in this regard will also assume significant 
importance in this exercise.

Different forms of business acquisition, 
especially if businesses are acquired through the 
acquisition of the target company’s shares

A taxpayer could consider alternative forms of 
business consolidation, including non-tax neutral 
mergers / demergers. In such cases, there is a 
possibility to contend that if there does not exist 
any block of intangibles in the predecessor entity, 
the requirement of the law to impute the same cost 
as appearing in the books of the predecessor entity 
should not apply. A fact-specific analysis in these 
cases is highly recommended.
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CONCLUDING REMARKS*
The amendment is a significant one and will 
have a far-reaching impact in future, as well 
as concluded M&A transactions. The fact that 
depreciation on goodwill is not sought to be 
allowed even in cases where it is purchased, 
would significantly increase the tax cost of 
M&A transactions. To date, as a matter of 
conventional practice, taxpayers generally 
record the difference between the purchase 
consideration over net assets acquired as 

“goodwill” or “intangible assets” without further 
bifurcating it into several components. Going 
forward, a robust and a scientific PPA would 
assume far more importance to determine the 
appropriate quantum of goodwill and non-
goodwill items. For new M&A transactions, a 
direct acquisition of a business under a slump 
sale arrangement may be more preferable as 
compared to an amalgamation or demerger in 
order to achieve overall tax efficiencies. 

* Read our detailed publication on this subject: https://www.dhruvaadvisors.com/insights/files/Depreciation_on_Goodwill_ver2.pdf
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New reassessment provisions – A boon or a bane?20

INTRODUCTION
Amongst various amendments made by the Finance 
Act, 2021, one of the major amendments was the 
overhauling of the framework for reassessment. 
This is part of the avowed objective of ushering in 
a taxpayer-friendly regime. The new provisions, 
inserted with effect from April 01, 2021, provide 
for different triggers and thresholds for initiating 
reassessment as well as a different approach and 
process for undertaking reassessment proceedings. 
Furthermore, until March 31, 2021, the Income-tax 
Act, 1961 (‘the Act’) had separate provisions for 
proceedings/approaches for search- and survey-
related assessments. The provisions pertaining to 
search assessments are no longer applicable for 
search proceedings conducted after March 31, 
2021. These provisions have been subsumed with 
the new reassessment provisions, which shall also 
apply for search assessments in respect of searches 
conducted after March 31, 2021.

The changes are far-reaching, and some of 
the points to take note of from the revamped 
reassessment provisions are the revised and 
curtailed timelines, and the new approach to the 
reassessment proceedings – proceedings before the 
proceedings, an information-driven process, etc. As 
per the Explanatory Memorandum to the Finance 
Bill, 2021, the changes in the new reassessment 
provisions are made with the intention of reducing 
litigation and promoting taxpayers’ ease in doing 
business.

Though the changes have been introduced with 
a positive intent, as is often the case, any new 

provisions can potentially give rise to many new 
controversies, which will take their own time to be 
tested judicially before they can be considered as 
settled. Thus, the new reassessment provisions may 
throw up several interesting issues and areas. 

Some of the important provisions of the new 
reassessment regime are discussed below:

REDUCTION IN TIME LIMIT FOR 
INITIATING REASSESSMENT 
PROCEEDINGS 
A significant and notable change is the reduction in 
time limit for reopening closed assessments. Under 
the erstwhile reassessment provisions, the base 
time limit for issuing the reassessment notice was 
four years from the end of the relevant assessment 
year with a further extension up to six years in 
certain cases, and in some specified cases for a 
period up to sixteen years. The same has now 
been curtailed to three years from the end of the 
relevant assessment year. However, in cases where 
the income escaping assessment exceeds INR 5 
million and is represented in the form of an asset, 
then the tax officer has an extended period of ten 
years for reopening the assessment, subject to the 
fulfilment of other conditions. The reduction in time 
limit from six years to three years is a very positive 
and a welcome change; and will bring certainty 
to taxpayers on the reopening of assessments 
for earlier years, allowing them to focus on the 
business rather than getting entangled in the tax 
disputes for a long-drawn period of time. The 
comparison between the time limit under old and 
new provisions is tabulated below:

20. This article is contributed by Umesh Gala (Partner, Dhruva Advisors), Bhavin Dedhia and Saurabh Shah (Principal, Dhruva Advisors) and Bhakti 
Maru (Senior Associate, Dhruva Advisors)

Old provisions Time limit 

If escaped income ≥ INR 0.1 million and 
there is a failure to disclose material facts 
fully and truly

6 years

If escaped income < INR 0.1 million 4 years

If escaped income pertains to a foreign 
asset

16 years

New provisions Time limit 

General time limit (no monetary limit/
condition)

3 years 

If the tax officer has books of accounts 
or other documents/evidence in his 
possession, which reveals that the 
escaped income is represented in the 
form of an asset and is likely to amount 
to INR 5 million or more

10 years
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SHIFT FROM A SUBJECTIVE 
APPROACH TO AN OBJECTIVE 
APPROACH FOR INITIATING 
REASSESSMENT PROCEEDINGS
Under the old provisions, the tax officer was 
required to form a “reason to believe” that income 
has escaped assessment. However, the Finance Act, 
2021 has removed this specific requirement and 
introduced the concept of “information”. Under the 
amended provisions, the tax officer can reopen the 
assessment only if he has received “information” 
suggesting that income chargeable to tax has 
escaped assessment. It is pertinent to note that the 
new provisions specifically and exhaustively define 
the expression “information with the Assessing 
Officer which suggests that the income chargeable 
to tax has escaped assessment” to mean as follows: 

i. information flagged by the risk-management 
strategy of the Central Board of Direct Taxes 
(flagging to be done by a computer-based 
system). 

ii. final objection raised by the Comptroller 
and Auditor General of India (C&AG) to the 
effect that assessment has not been made in 
accordance with the provisions of the Act.

Thus, for the purposes of reassessment, the 
information would be either the information as 
is flagged by the computer-based system, or 
information in the form of a final objection raised 
by C&AG. 

However, at present, there is no clarity on what 
kind of information will get flagged by the system, 
whether the information would be known to the 
taxpayers, and whether taxpayers would be 
able to challenge the validity of the information 
flagged by such system. Furthermore, there is no 
clarity on whether all objections made by C&AG 
will constitute information. For example, will an 
objection made by C&AG on the issues that have 
already been adjudicated by the tax officers after 
examining the details and the submission of the 
taxpayers constitute information? Will this enable 

the tax department to revisit the issues already 
adjudicated? Will this enable the tax department to 
change their opinion framed earlier during original 
assessment? 

The answer to the above questions may not be in 
the affirmative. The term “information” has been 
interpreted by various Courts in the past to mean 
something new and not merely a change of opinion 
on the same set of facts and materials. Thus, one 
may argue that the details flagged by the system 
or emanating out of a C&AG objection, shall be 
validated and tested by the tax officer to conclude 
that it is indeed a new piece of information 
available with him that can enable him to proceed 
with a reassessment. Also, in this regard, the new 
reassessment provisions provide for the tax officers 
to conduct the required enquiries, provide the 
taxpayer with an opportunity of being heard to 
the taxpayer, consider the reply of the taxpayer, 
and then decide whether it is a fit case for issuing 
the in which to issue a notice. Thus, the onus and 
responsibility lies with the tax officer to satisfy 
himself that there is a valid “information” basis on 
which the reopening is justified. Thus, though the 
concept of reason to believe may be done away 
with, the function of the tax officer is made much 
more stringent. 

Also, the Supreme Court in the famous case of CIT 
v. Kelvinator of India Ltd. [2010] 320 ITR 561 (SC)] 
has held that the reopening of a case merely on 
the basis of a change in opinion is not permissible. 
Thus, given these principles, one may contend that 
the reopening on issues which that have already 
been examined shall not be permissible as they 
may not constitute ‘information’ as per the new 
provisions. 

However, until there is guidance from the judicial 
forums on these issues and particularly on the 
scope of the term “information”, the litigation on 
this aspect remains imminent. 
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SITUATIONS THAT MAY NOT 
GET COVERED UNDER THE 
NEW REGIME/SITUATIONS THAT 
CAN GET COVERED UNDER 
REASSESSMENT 
For reassessment to be triggered there has to be 
an   ‘income escaping assessment’. Under the 
erstwhile reassessment provisions, there was a 
deeming fiction in the statute that deemed certain 
situations as cases where ‘income chargeable to 

A connected question that also arises is whether the 
deeming fiction present in the erstwhile provisions 
is merely clarificatory or does it seek to artificially 
add certain cases within the ambit of ‘income 
escaping assessment’. If the deeming fiction is 
regarded to be clarificatory, then absence thereof 
in the new reassessment provisions may not have 
any impact. 

WHEN DOES THE REVENUE GET 
AN EXTENDED TIME LIMIT OF 10 
YEARS FOR REASSESSMENT? 
As aforementioned, ordinarily, the time limit for 
reopening assessments under the new provisions 
is three years. However, the tax officer gets an 
extended time of ten years if all the below conditions 
are fulfilled: 

i. he has in his possession books of accounts or 
other documents or evidence that reveal that 
the income chargeable to tax has escaped 
assessment.

tax has escaped escapement’. Illustratively, some of 
these cases were income being assessed at a lower 
rate, income subjected to excessive relief, excessive 
claim of loss or any allowance, etc. However, it is 
pertinent to note that no such deeming fiction is 
present in the new provisions. In the absence of 
such deeming fiction under the new provisions, a 
question arises whether the situations envisaged 
in the erstwhile regime will still get be covered 
within the expression ‘income chargeable to tax 
has escaped assessment’ and hence be eligible for 
reopening? A few instances of such situations have 
been tabulated below:

ii. Such income is represented in the form of an 
asset. 

iii. Income escaping assessment is likely to amount 
to INR 5 million or more.

Thus, if all the above conditions are fulfilled, only 
then can the assessment be reopened beyond three 
years and up to ten years. The use of the word 

‘reveal’ may seem to imply that the document/
evidence should pertain to an undisclosed asset. 
Furthermore, one could contend that there has to 
be an existence of an asset to trigger the condition 
of ‘income represented in the form of an asset’. 
Does that mean that if the income is expended 
without creation of any asset, then it may not be 
said to be ‘represented in the form of an asset’? 
Moreover, is it necessary that the asset should 
exist at the time when the tax officer reopens the 
assessment? Similarly, a question would also arise 
on the point of time when one needs to test the limit 
of INR 5 million? These are questions on which 
there is no clarity at present and it is expected that 
jurisprudence will evolve on these pertinent issues.

Situations: Grounds on which 
assessment has been reopened

Old reassessment provisions New reassessment provisions

Excessive loss is claimed by the 
taxpayer in return, and the resultant 
amount after reassessment continues 
to be a loss.

Covered by the deeming fiction of 
Explanation 2 to section 147.

Arguably, one may be able to 
contend that these situations do 
not get covered by the expression 

‘income chargeable to tax has 
escaped assessment’ in section 147. 

The income of taxpayer remains 
the same, but there is a change in 
amount of tax payable because of a 
difference in tax rate. 

Covered by the deeming fiction of 
Explanation 2 to section 147.
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FOOD FOR THOUGHT/AN AREA 
TO PONDER: CAN A TAXPAYER 
MAKE A FRESH CLAIM DURING 
REASSESSMENT PROCEEDINGS?
The Supreme Court in the case of Sun Engineering 
Works (P.) Ltd [1992] 198 ITR 297(SC) … had 
clarified that reassessment proceedings are for the 
benefit of revenue, and a taxpayer cannot make 
a fresh claim in the reassessment proceedings. 
Recently, the Karnataka High Court in the case 
of Karnataka State Co-operative Apex Bank 
Limited v. DCIT (ITA No. 392 of 2015) held that 
the assessment order gets effaced on initiation of 
subsequent reassessment proceedings and the tax 
officer is required to consider the reassessment 
proceedings de novo and to consider the fresh 
claim made by the taxpayer in the reassessment 
proceedings. The Karnataka High Court departed 
from the well-accepted ratio laid down by the 
Supreme Court in case of CIT v. Sun Engg. Works 
(P.) Ltd (supra) The Karnataka High Court relied 
on another decision of the Supreme Court in the 
case of ITO v. K L Srihari (HUF) [2001] 250 ITR 
193 (SC) wherein the Supreme Court has held that 
reassessment under section 147 completely effaces 
the original assessment under section 143. 

The decision of the Karnataka High Court gives rise 
to few important questions as follows:

• Can the decision of the Supreme Court in K.L 
Srihari (HUF)(supra) be said to have overruled 
the judgement of the Supreme Court in Sun 
Engg Works (P) Ltd (supra), given the fact that 
it was rendered in the context of the peculiar 
facts of the case and the Supreme Court did 
not adjudicate on the difference in views of 

the Supreme Court in the previous judgements. 
How should one address this judicial conflict of 
opinion?

• What is the nature of a “reassessment”? Can 
an argument be taken that there can be only 
one order at any point of time and hence 
once reassessment is completed, the original 
assessment ceases to have effect and becomes 
inoperative?

• Can a fresh claim be made by the assessee in 
course of reassessment proceedings?

• If yes, can the returned income in reassessment 
be lower than the original assessment 
proceedings despite the fact that reopening is 
understood to be for the benefit of the Revenue?

• Alternatively, can a fresh claim in reassessment 
be made upto the quantum of additions made 
by the tax officer?

• Sec 147 empowers the AO to assess or reassess 
“such” income (i.e., income escaping assessment). 

However, the word “such” is not present in the 
latter part of the section, which requires the AO 
to recompute the loss/depreciation or any other 
allowance. The Income Tax Act, 1922 specifically 
referred to excessive loss or depreciation. Given 
this, can the taxpayers’ case be placed on a 
better footing while making a fresh claim during 
reassessment?

Given the Karnataka High Court decision, 
taxpayers may be encouraged to retest the waters 
and explore as to whether the ratio of the Karnataka 
High Court decision (supra) can alter the more-or-
less accepted position in case of Sun Engineering 
Works (supra).

CONCLUDING REMARKS
As can be seen, the new regime has significantly 
changed the architecture of reassessment 
provisions. Whilst some of the principles as 
pronounced by the Courts earlier may still hold 
good, there are still many areas which need 
clarity and are prone to diverse interpretations 
depending upon the facts and circumstances of 

each case. As is rightly said, the devil lies in the 
details. Taxpayers need to carefully assess and 
analyse the implications depending on the fact 
pattern in their case. Though the new provisions 
have been introduced to reduce litigation, only 
time will tell as to what extent they are successful 
in achieving the desired objective.
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International Financial Service Centre (‘IFSC’) 
in India21 - Framework and Opportunities

BACKGROUND
With a vision to make India a hub for international 
financial activities, the government established 
Gujarat International Financial Tec-City (GIFT 
City), a global financial and IT services hub. GIFT 
City was established in the state of Gujarat as 
India’s first International Financial Services Centre 
(IFSC) in 2015. GIFT City caters to India’s large 
financial services potential by offering global 
firms, world-class infrastructure, and state of the 
art facilities. GIFT City aims to bring the financial 
services transactions that are currently carried on 
outside India by overseas financial institutions and 
overseas branches/subsidiaries of Indian financial 
institutions back to Indian shores. 

The target business segments of GIFT City include 
offshore banking, aircraft leasing, capital markets, 
insurance, fund management, and offshore funds. 
In order to make GIFT City an attractive destination 
for financial players, the government has provided 
various tax incentives over the years for the units 
established in IFSC.

In the following paragraphs, we have discussed 
a few business activities22 that are finding 

traction in the GIFT City and have highlighted 
the key regulatory requirements and income-tax 
implications in respect of such activities:

AIRCRAFT LEASING IN IFSC

Broad regulatory framework
The International Financial Services Centres 
Authority (IFSCA)23 notified the Framework for 
Aircraft Leasing in the IFSC24 (“Aircraft Leasing 
Framework”) on 19 February 2021. As per the 
Aircraft Leasing Framework, a lessor in IFSC is 
permitted to undertake operating lease (including 
sale and lease back transactions), purchase, 
novation, transfer, assignment, or other similar 
transactions in relation to aircraft lease. 

Further, a ‘lessor’ is defined in the Aircraft Leasing 
Framework as an entity engaged in the business 
of providing aircraft or helicopter and/or engines 
of aircraft or helicopter, or any other part thereof, 
under an operating lease. Further, an entity 
desirous of operating as a ‘lessor’ needs to register 
with the IFSCA.

In the following table, we have discussed the key 
requirements/conditions to operate as a lessor in 
IFSC:

21. This article is contributed by Punit Shah (Partner, Dhruva Advisors), Vishal Lohia (Principal, Dhruva Advisors) and Meet Mehta (Senior Associate, 
Dhruva Advisors)

22. Any set-up of unit in IFSC would be subject to the Indian exchange control implications, if any.
23. International Financial Services Centres Authority is a unified authority for the development and regulation of financial products, financial services 

and financial institutions in GIFT City
24. Circular on Framework for Aircraft operating Lease dated 19 February 2021 

Particulars Regulatory requirement

Eligibility
 - A lessor shall set-up operations in IFSC by way of a Company, a Limited Liability 

Partnership, a Trust, or in any other form as may be specified by IFSCA
 - Person in control of lessor must be from a Financial Action Task Force compliant jurisdiction

Capital 
requirement

 - Minimum capital of USD 2,00,000 is to be maintained at all times by the lessor
 - IFSCA may prescribe maintenance of additional capital, based on the nature and scale of 

business of the entity

Currency for 
conduct

Lessor shall transact in a freely convertible foreign currency only; Administrative expenses may 
be defrayed in INR

Books of accounts
Lessor to maintain books of accounts and other financial information in foreign currency 
(mentioned at the time of application)
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Broad Income-tax framework/ incentives
The tax incentives available for aircraft leasing and 
financing business in the IFSC have been set out 
below:

• Royalty or interest income derived by a non-
resident from leasing an aircraft to an aircraft 
leasing unit in IFSC is exempt provided such 
unit commences its operations on or before 31 
March 2024;

• 100% deduction in respect of gains arising on 
the transfer of an aircraft or aircraft engine 
by an IFSC unit engaged in aircraft leasing, 
provided the unit has commenced its operations 
on or before 31 March 2024 (deduction is 
available only during the tax holiday period25);

• Lease payments received by IFSC unit may be 
eligible for deduction during the aforesaid tax 
holiday period; and

• Minimum Alternate Tax (MAT), i.e., tax on book 
profits, is applicable at the rate of 9% instead 
of 15 %.

FINANCE COMPANY OR 
FINANCE UNIT IN IFSC26

A Finance Company or Finance Unit is a unit set-
up in IFSC for rendering one or more permitted 
financial services. Further, a Finance Company or 
Finance Unit are prohibited from accepting public 
deposit from residents and non-residents. 

An entity can commence operating a Finance 
Company or Finance Unit only after obtaining a 
certificate of registration from the IFSCA. A Finance 
Company / Unit is permitted to inter-alia undertake 
the following activities:

25. Any ten consecutive assessment years, at the option of the assessee, out of fifteen years
26. International Financial Services Centres Authority (Finance Company) Regulations, 2021 dated 25 March 2021

Specialized activities

 - Credit enhancement  - Factoring and forfaiting of receivables

Core activities

 - Lending in form of loans and guarantees
 - Sale and purchase of portfolios
 - Undertake investments, including subscribing, 

acquiring, holding, or transferring securities

 - Buy or sell derivatives 
 - Carry of financial lease transactions for aircraft and 

ship leasing
 - Undertake equipment leasing 

Non- Core activities

 - Merchant banking
 - Trusteeship services
 - Distribution of insurance products/ mutual funds
 - Authorized person

 - Investment advisory services
 - Asset management support services
 - Registrar and share transfer agent
 - Portfolio management services
 - Trading and clearing member
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Other regulatory requirements/conditions have been mentioned below:

Particulars Regulatory requirement

Eligibility

 - A Finance Company can be set up as a subsidiary or a joint venture, or as a new company, 
or in any other specified form; No-objection certificate to be obtained from the home 
country regulator for setting up a Finance Company in IFSC, if the investing entity in a 
Finance Company is engaged in regulated financial activity in its home jurisdiction.

 - A Finance Unit can be set up if the investing entity or the ultimate parent of the investing 
entity is carrying out a regulated financial activity and a no-objection certificate has been 
obtained from the regulator.

The applicant entity or its promoters shall be from a Financial Action Task Force (FATF) 
compliant jurisdiction. 

Currency for 
conduct

A Finance Company or a Finance Unit shall transact only in a freely convertible foreign 
currency; Administrative or statutory expenses may be defrayed in INR. 

Capital 
requirement

Finance Company / parent of a Finance Unit is required to maintain prescribed minimum 
owned funds depending upon the activity proposed to be undertaken. 

Other 
requirements

The Finance Company/ Unit shall comply with certain prudential norms such as maintaining 
minimum capital ratio, liquidity coverage ratio, and exposure ceiling.

Broad Income-tax framework/ incentives
The income-tax framework/ incentives for Finance Company / Finance Unit in IFSC have been set out 
below:

• Income of IFSC unit may be eligible for 100% tax deduction during the tax holiday period, i.e., for a 
period of 10 years out of the first 15 years of commencement of its operations; and

• MAT is applicable at 9% instead of 15%.
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27.  Circular on Framework for enabling Ancillary services at IFSC dated 10 February 2021

ANCILLARY SERVICES IN IFSC

Broad regulatory framework
Considering the importance of professional and 
other service providers for the development of 
financial products, financial services, and financial 

Broad Income-tax framework/incentives
The tax incentives available to ancillary service providers in the IFSC have been set out below:

• Income of IFSC unit may be eligible for 100% tax deduction during the tax holiday period, i.e., for a 
period of 10 years out of the first 15 years of commencement of its operations; and

• MAT is applicable at 9% instead of 15%.

institutions in IFSC, a framework27 for enabling 
ancillary services has been provided (Ancillary 
Services Framework). 

The key requirements/eligibility conditions to 
engage in rendering ancillary services have been 
mentioned below:

Particulars Regulatory requirement

Permissible 
activities

 - Legal, Compliance, and Secretarial (such as legal advisory services, legal documentation, 
and certification services)

 - Auditing, Accounting, Bookkeeping, and Taxation Services (such as financial auditing 
services, compilation of financial statement, tax planning, and consulting services)

 - Administration, Assets Management Support Services, and Trusteeship Services
 - Professional Services (i.e. advisory services to prescribed class of entities)
 - Management Consulting Services (i.e. general management, financial management, or 

marketing management consulting services)
 - Any other services as approved by IFSCA 

Eligibility
Entity may be set up in the IFSC in the form of a company, a limited liability partnership, a 
registered partnership firm, a branch thereof, or any other form as may be approved by the 
IFSCA

Service recipient

 - Entities set up in IFSC 
 - Entities from foreign jurisdictions for various permissible ancillary services in the IFSCs in 

India or overseas
 - Indian entities who propose to open, set up, or carry out operations in IFSCs or foreign 

jurisdictions, provided consideration is received in freely convertible foreign currency

Other 
requirements

 - Service providers shall transact in freely convertible foreign currency only (administrative 
expenses may be defrayed in INR) 

 - Every service provider shall maintain its books of accounts, records, and documents in such 
foreign currency as declared at the time of application 
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ALTERNATIVE INVESTMENT FUNDS 
(AIF) IN IFSC
An AIF is a privately pooled investment fund (whether 
from Indian or foreign sources) in the form of a 
trust, a company, or a limited liability partnership 
which collects funds from investors (whether Indian 
or foreign) for investing in accordance with a 
defined investment policy. Further, the regulations 
in India provide for three categories of AIFs (which 
inter-alia depends on the underlying investments 
proposed to be made).

Given that there are certain income-tax advantages 
for setting up a Category-III AIF in IFSC (as 
compared to AIF Category-I and II), we have 
discussed below the regulatory and tax framework 
relevant to the case of Category-III AIF in IFSC:

Broad regulatory framework28

• Only specified investors can invest in AIF in 
IFSC, i.e., non-residents, Indian institutional 
investors under Indian exchange regulations, 
and resident individuals with a minimum net 
worth of USD 1 million during the preceding 
financial year to the extent allowed under 
Liberalized Remittance Scheme

• AIF in the IFSC is permitted to inter-alia invest 
in securities listed in IFSC, securities issued by 
companies incorporated in IFSC/India/foreign 
jurisdictions, units of an AIF, and other securities 
which a domestic AIF is permitted to invest in.

• The requirement under AIF Regulations which 
restricts investment by Category I and II AIFs in 
one investee company to 25% of its investable 
funds and investment by Category III AIFs in 
one investee company to 10% of its investable 

funds will not apply to AIFs in IFSC, subject to 
certain conditions.

Broad Income-tax framework/ incentives 
for Category III AIF in IFSC 

• Category III AIFs are not granted tax pass 
through status (hence could be taxable in the 
hands of the AIF).

• The provisions of Indian domestic tax laws 
provide for exemption of inter-alia the following 
incomes in the hands of Category-III AIF in 
IFSC [subject to the condition that all units of 
Category III AIF are held by non-residents (other 
than units held by its sponsor or manager]):

 - any income accrued or arisen to, or received 
by a Category III AIF in IFSC from transfer of 
securities29 (other than shares in a company 
resident in India);

 - Income from securities issued by an NR [not 
being a permanent establishment (‘PE’) of 
an NR in India] and where such income 
otherwise does not accrue or arise in India; 
and

 - Income from a securitization trust which 
is chargeable under the head ‘profits and 
gains of business or profession’.

• The abovementioned exemption of Category III 
AIF is only available for income attributable to 
units held by NR investors (not being a PE in 
India).

• Any income accruing or arising to or received 
from Category III AIF in IFSC or on transfer of 
units in a Category III AIF in IFSC will be exempt 
from tax in the hands of investors. 

28. SEBI (IFSC) Guidelines, 2015 read with Operating Guidelines for AIF in IFSC
29. Bonds, GDRs, rupee denominated bonds of Indian company, derivatives, foreign currency denominated bond, unit of mutual fund; unit of business 

trust, foreign currency denominated equity share of a company, units of AIF and other securities (to be notified by GOI) on a recognised stock 
exchange located in IFSC, where consideration for such transaction is in convertible foreign exchange, is exempt to the extent such income is in 
respect of units held by NR unit holders.
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CONCLUDING REMARKS
The Government aims to make India a major 
economic power by facilitating the development 
of a strong base of international financial services 
in India and bring financial service experts sitting 
offshore back to Indian shores and transform 
India as a talent hub. The Government of India 
has recognized the importance of IFSC and has 
been actively working with other regulators to 
regularize, promote, and incentivize the set-up 
of units in the IFSC. 

The measures announced by the Finance 
Minister will prove to be a stepping stone to 
make India an Atmanirbhar Bharat (i.e. self-
reliant India) and realise the dream of building 
a $5 trillion economy. The attractiveness for 
setting up business in the GIFT City has increased 
manifold. One hopes that over the next few 
years the overall eco system also fully aligns to 
make it a preferred destination as envisaged by 
the government. 

47
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Trends in M&A Tax Jusrisprudence30

INTRODUCTION
The year 2021 has been a watershed year for M&A 
and transaction activity in India with several large 
transactions through the year. Despite the ravaging 
second wave of the pandemic, the year witnessed 
a three year high in terms of transactions. The year 
marked IPOs by the new age Indian businesses on 
the Indian stock exchanges with the stupendous 
debut by Zomato followed by record listing by 
Nykaa and Policybazaar. Another important 
feature of the year was the trend of acquisition 
of large established businesses by start-ups, such 
as the acquisition of Thyrocare by PharmEasy 
and Groww acquiring the mutual funds business 
of Indiabulls. With record fund raise activity by 
start-ups, the availability of growth capital enabled 
these companies take strong bets and acquire 
larger businesses. The turbulence in the new age 
ecosystem in China due to regulatory actions has 
also helped to divert the attention to the large 
Indian eco system around new age enterprises. 

The year also saw a number of important 
developments from a tax and regulatory perspective 
that impact deal structuring. We have summarised 
some of the key developments and judgments below.

PRINCIPLES FROM KEY 
LANDMARK RULINGS IN M&A TAX

Section 56(2)(viib) of the Act (angel 
tax provisions) not applicable to 
shares issued pursuant to a scheme of 
amalgamation 
In the matter of Deputy Commissioner of Income-
tax v Ozone India Ltd31, the Ahmedabad Income 
Tax Appellate Tribunal held that issue of shares 
at face value pursuant to amalgamation shall not 
trigger the provisions of section 56(2)(viib) of the 
Act. Section 56(2)(viib) seeks to tax consideration 
received by a closely held company for issue of 
shares which is in excess of the fair value of such 
shares. The said provision has been introduced to 
tax money laundered into such companies through 
inappropriate means. The key observations made 
by the Tribunal were as follows: 

• Section 56(2)(viib) provides for taxability of 
consideration received pursuant to issuance of 
shares. However, in an amalgamation, the issue 
of shares does not trigger any consideration; 
instead, it is the obligation of the amalgamated 
company to discharge the consideration, which 
in effect triggers the action of share issuance. 

• The interpretation of section 56(2)(viib) suggests 
that the taxability is triggered only when shares 
are issued at a premium and not otherwise.

• Section 56(2)(viib) creates a deeming fiction to 
imagine and fictionally convert a capital receipt 
into revenue income. Such deeming fiction 
should be strictly construed and cannot be 
stretched beyond the limited purpose for which 
it is created (as a fact of the matter, in this case, 
no premium was charged for issue of shares). 

• Amalgamation is a tripartite (and not a bilateral) 
arrangement and hence, not considered to be 
covered by the deeming provisions.

This is a welcome ruling, laying down the essential 
principles of section 56(2)(viib) of the Act and should 
help put to rest the controversy on applicability of 
the deeming provisions on merger and demerger.

Set-off of accumulated business losses 
pursuant to amalgamation denied due 
to non-fulfilment of condition of 75% 
shareholding as on the appointed date 
The Chennai Income Tax Appellate Tribunal in 
the case of Roca Bathroom Products Pvt. Ltd. v 
Deputy Commissioner of Income-tax32 denied the 
benefit of carry forward of accumulated business 
losses of an amalgamating company in the hands 
of the amalgamated company, on account of non-

30. This article is contributed by Vaibhav Gupta (Partner, Dhruva 
Advisors), Harsh Shroff (Principal, Dhruva Advisors) and Meenal 
Mehta (Senior Associate, Dhruva Advisors)

31. Deputy Commissioner of income-tax v Ozone India Ltd I.T.A. Nos. 
2081/Ahd/2018, 103/Ahd/2019

32. Roca Bathroom Products Pvt. Ltd. v Deputy Commissioner of Income-
tax I.T.A. No: 2767/Chny/2019
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fulfilment of one of the qualifying conditions for   
 ‘amalgamation’ under section 2(1B) of the Act.

The assessee company held 26% of the shares of 
the amalgamating company as on the appointed 
date i.e., April 1, 2013, and the balance (74% 
of the shares) of the amalgamating company 
was acquired by the amalgamated company 
on February 14, 2014. On April 28, 2014, the 
Madras High Court sanctioned the scheme with 
effect from the appointed date (i.e., April 1, 2013). 
The Tribunal held that the appointed date is crucial 
and since on such date, the assessee company held 
only 26% shares in the amalgamating company (as 
opposed the 75% shareholding envisaged under 
section 2(1B) of the Act), the assessee company 
was not entitled to the benefit of carry-forward 
and set-off of accumulated losses of the transferor 
company. 

In most cases, the appointed date and record 
date33 are two different dates and shares are 
issued based on the shareholding on the record 
date. This ruling marks a significant deviation 
from the practical and commercial aspects of the 
transactions where shareholding changes do take 
place between the appointed date and the record 
date and hence, it becomes impractical to issue 
shares to shareholders on the appointed date if 
they are not the shareholders on the record date. 
It will be interesting to see the view of the higher 
appellate bodies on this matter. 

Revised return filed beyond the time limit 
pursuant to scheme of arrangement 
In a recent ruling of Gujarat High Court in the case 
of Deep Industries Limited v DCIT34, it was held that 
the assessee company (i.e., the demerged company) 
should be entitled to physically file the revised 
return of income beyond the time limit specified 
under section 139(5) of the Act. The Gujarat High 
Court observed that it was not possible for the 
assessee company to electronically file the revised 
return within the specified time limit since the NCLT 
order approving the scheme was passed after the 
expiry of the time limit. 

The High Court relied on the judgement of the 
Supreme Court in the case of Dalmia Power Limited 
v ACIT35 and held that since the delay in filing the 
return of income was not on account of an omission 
or a wrong statement, the time limit specified under 
section 139(5) of the Act shall not apply.

Advance tax payment by the 
amalgamating company 
The Karnataka High Court in the case of GE India 
Industrial (P.) Ltd. v ACIT36 held that in a scheme of 
amalgamation, the transferor company is obliged 
to pay advance tax until the date of approval of 
the scheme by the National Company Law Tribunal 
(‘NCLT’). The scheme of amalgamation was dated 
April 1, 2016 and was approved by NCLT on 
March 20, 2017. The Karnataka High Court held 
that for the interim period (between April 1, 2016, 
and March 20, 2017), the assessee company (i.e., 
the transferor company) cannot escape payment 
of advance tax, since the income for such interim 
period is the income of the transferor company in 
its individual capacity (and not as an amalgamated 
company).

This ruling clarifies that the amalgamating company 
cannot escape the payment of advance tax until the 
merger scheme is approved by order of NCLT.

Transfer of MAT credit of amalgamating 
company upon merger 
In the case of Tata Communication Ltd. v. Dy. 
Commissioner of Income-tax37, the Mumbai 
Income Tax Appellate Tribunal held that upon 
amalgamation, the MAT credit of the amalgamating 
company should be available in the hands of the 

33. Record date is the cut-off date for determining the shareholders 
of amalgamating company to which the shares of amalgamated 
company shall be issued on merger

34. Deep Industries Limited v DCIT Application No. 11916 Of 2021
35. Dalmia Power ltd v ACIT (2020) 420 ITR 339 (SC)
36. GE India Industrial (P.) Ltd. V ACIT WRIT PETITION NOS. 11565 & 

11566 OF 2017 (T-II)
37. Tata Communication Ltd. V Dy. Commissioner of Income-tax ITA 

no.2577/Mum./2019
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amalgamated company. The Tribunal has mainly 
placed reliance on its co-ordinate bench ruling 
of Ambuja Cements Ltd. v. DCIT ITA no.3643/
Mum./2018. The decisions in the cases of SKOL 
Breweries Ltd v ACIT ITA No. 2313/Mum./2017 
and Adani Gas Ltd v. ACIT ITA Nos. 2241 & 
2516/Ahd/2011 were also cited by the Tribunal 
to support its view. 

In relation to a restructuring involving conversion 
of a company into a limited liability partnership 
(‘LLP’), there is a specific provision in the Act which 
prohibits the transfer of MAT credit of the company 
to the LLP. However, there is no specific provision 
under the Act governing transfer of MAT credit 
upon amalgamation. In view of the same, this is 
one more favourable ruling which allows transfer 
of MAT credit upon amalgamation. 

Re-assessment on amalgamating 
company post amalgamation 
The Madras High Court in case of Vama Sundari 
Investments (Delhi) (P.) Ltd v ACIT38 held that the 
notice for re-opening of an assessment served on 
the amalgamating company could not be set aside 
on the grounds that the amalgamating company 
was not in existence. Whilst ruling this, the High 
Court observed that the said notice was duly 
acknowledged by the assessee company (i.e., the 
amalgamated company). It was also noted that the 
provisions of section 170(ii) of the Act (dealing with 
succession of business) shall be applicable in the 
instant case. In view of the same, it was held that 
the entire reassessment proceedings under section 
147 of the Act cannot be held to be invalid on the 
premise that the said notice was issued on a non-
existent company.

Interestingly, the Supreme Court decision in the 
case of Principal Commissioner of Income-tax v 
Maruti Suzuki India Ltd39 was not discussed in the 
aforesaid ruling. The Supreme Court held that upon 
amalgamation, the amalgamating company ceases 
to exist in the eyes of law and hence, the notice 
issued on such non-existent entity shall be invalid. 
The said principle laid down by the Supreme Court 
in case of Maruti Suzuki India Ltd was followed in 
certain other judgements40 as well. 

Carry forward and set-off of 
accumulated business losses on account 
of change in shareholding (Section 79 of 
the Act)
The Mumbai Income Tax Appellate Tribunal in 
the case of M/s Bechtel France SAS v. Deputy 
Commissioner of Income-tax (International 
Taxation)41 held that accumulated tax losses shall 
not lapse despite a change in the immediate 
shareholding of the company from one Bechtel 
Group Company to another Bechtel Group 
Company, since the ultimate holding company 
of Bechtel Group continued to control the voting 
power of the assessee company. The Tribunal noted 
the rulings of the Karnataka High Court Ruling in 
case of CIT, Bangalore v. Amco Power Systems 
Ltd.42 as well as the Delhi High Court in case of 
Yum Restaurants (India) Pvt. Ltd. v ITO43 and held 
that where there are different views on the subject, 
a view which is favorable to the assessee (i.e., the 
view as per the Karnataka High Court Ruling in 
case of CIT, Bangalore v. Amco Power Systems Ltd.) 
shall be adopted. 

In yet another judgement by the Mumbai Income 
Tax Appellate Tribunal in the case of Dy CIT v. Tril 
Roads Private Limited44, it was held that the benefit 
of carry forward and set-off of losses should not 
be denied when there is no effective change in 
the management and voting rights of the assessee 
company. In this case, pursuant to an internal group 
restructuring exercise, there was a change in the 
immediate shareholding of the assessee company. 
However, as per the pre-restructuring as well as 
the post-restructuring shareholding pattern of the 

38. Vama Sundari Investments (Delhi) (P.) Ltd v ACIT W.P. NO. 3413 
OF 2013

39. Principal Commissioner of Income-tax v Maruti Suzuki India Ltd 
[2019] 416 ITR 613 (SC)

40. eMudhra Ltd. v Assistant Commissioner of income tax [2020] 117 
taxmann.com 550 (Karnataka), Gayathri Microns Ltd v Assistant 
Commissioner of Income-tax [2020] 114 taxmann.com 318 
(Gujarat) 

41. M/s Bechtel France SAS v. Deputy Commissioner of Income-tax 
(International Taxation) ITA No.830/MUM/2021

42. CIT, Bangalore v. Amco Power Systems Ltd. (2015) 379 ITR 375 
(Kar)

43. M/s Yum Restaurants (India) Pvt. Ltd. v ITO ITA No. 349 of 2015
44.  Dy CIT v. Tril Roads Private Limited ITA No. 3914/MUM/2019
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assessee company, the ultimate holding company 
of the group was controlling and having beneficial 
ownership of more than 51% in the assessee 
company. 

Given that there are contrary rulings on the subject 
of ‘beneficial shareholding/ voting power’ under 
section 79 of the Act, the matter is likely to attain 
finality only once the issue is settled by a ruling of 
the Supreme Court. 

Timing of accrual of capital gains where 
a part of the sale consideration is 
parked in an escrow account 
In a recent ruling of the Madras High Court in 
the case of M/s. Caborandum Universal Limited 
v ACIT45, it was held that for the purpose of 
computation of capital gains under section 48 of 
the Act, the entire full and final payment agreed 
for the transfer of business undertaking shall be 
construed as ‘sales consideration’. 

The High Court took a note of the facts under 
consideration as well as the terms and conditions 
of the business transfer agreement. Basis the 
same, it was held that retaining a particular sum 
of money in the escrow account (to cover for 
certain contingencies) amounts to a subsequent 
action/ conduct of the parties and hence, it cannot 
take away such amount from the purview of full 
consideration accruing in favour of the assessee 
company.

This ruling is likely to have a bearing on the 
manner in which deals involving an escrow 
account mechanism are structured. Interestingly, 
while determining the timing of accrual of the 
capital gains, the High Court did not discuss the 
aspect of deferred consideration versus contingent 
consideration.

Loss on account of capital reduction 
undertaken by a subsidiary company 
allowable as business loss
The Ahmedabad Income Tax Appellate Tribunal in 
the case of GHCL Ltd46 held that in view of the facts 

of the case, the loss in the value of shareholding 
pursuant to a capital reduction exercise undertaken 
by a subsidiary company should be allowed as 
a ‘business loss’. The Tribunal observed that the 
assessee company had made an investment in the 
subsidiary company for the purpose of setting up a 
supply chain system and manufacturing units in the 
global market. Moreover, such investment was made 
as a measure of commercial expediency to further 
the business objectives of the assessee company. 
The Tribunal also noted that the investment was 
not made for the purpose of earning dividends or 
capital appreciation. The Tribunal placed reliance 
on several decisions on the subject, including the 
decisions in the cases of CIT v Colgate Palmolive 
(India) Ltd. [2015] 370 ITR 728 (Bombay) and 
Patnaik & Co. Ltd. v CIT [1986] 161 ITR 365 (SC) 
and ruled in favour of the assessee.

In one more recent case of DCIT v M/s Maneesh 
Pharmaceuticals Ltd47 involving write-off of 
investment in a loss-making subsidiary company, 
the Mumbai Income Tax Appellate Tribunal held that 
since the assessee company made the investment 
out of commercial expediency and in furtherance 
of its business objectives, the loss arising therefrom 
should be allowed as business loss.

The above judgements reinforce the relevant 
principles for determining the nature of loss incurred 
in relation to investment made in subsidiaries viz. 
commercial expediency, purpose of investment, 
extent of nexus to the business operations etc. 

Tax effective and legally permissible 
option/ action cannot be regarded as   
 ‘colourable device’ 
In the case of M/s. Venus Infrastructure & 
Developers (P) Ltd., v DCIT48, the assessee company 
(which was engaged in the business of construction 
and development of real estate) sold the shares of 

45. M/s. Caborandum Universal Limited v ACIT I.T.A.No.594/
Mds/2007

46. GHCL Ltd I.T.A Nos. 976/Ahd/2014 & 10 others
47. DCIT v M/s Maneesh Pharmaceuticals Ltd .I.T.A. No.4024/

Mum/2019, 4027/Mum/2019
48. M/s. Venus Infrastructure & Developers (P) Ltd., v DCIT ITA No. 

1582/AHD/2019, ITA No. 1568/AHD/2019
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an investee company (say, A Co) and incurred a 
long-term capital loss. The revenue authorities 
contended that A Co owned only one immovable 
property and hence, in effect the assessee company 
has resorted to a colourable device by transferring 
the immovable property under the garb of a 
share transfer. The Tribunal held that the assessee 
company had two options for disposing the land 
(i.e., directly selling the land or selling the shares 
held in A Co) and that choosing a tax effective 
option does not amount to employing a colourable 
device. 

The Tribunal drew support from the decision of 
Gujarat High Court in the case of Banyan & Berry v. 
CIT49 wherein it was observed that every act which 
results in tax deduction, exemption of tax or not 
attracting tax authorized by law cannot be treated 
as a device of tax avoidance.

Provisions of section 56(2)(viib) invoked 
by declaring the transaction as a ‘sham’ 
In the case of M/s Sindya Securities and 
Investments Pvt. Ltd. V ACIT50, the Chennai Income 
Tax Appellate Tribunal held that issue of preference 
shares at face value of INR 10,000/- per share 
amounted to a ‘colourable device’ and hence, the 
excess consideration received by the assessee 
company towards allotment shares over and above 
the fair market value of such shares is taxable 
under section 56(2)(viib) of the Act. 

The Tribunal noted that at the time of issue of 
shares the net worth of the assessee company 
was negative and it did not have any significant 
business activity. Furthermore, the assessee 
company neither provided any valuation report 
nor justified the basis for fixing the face value of 
preference shares at INR 10,000/- per share. In 
view of the same and considering the manner in 
which the preference shares were issued, including 
terms of repayment, rate of return and period of 
shares, the Tribunal concluded that transaction of 
issue of preference shares was a sham transaction 
to overcome the provisions of section 56(2)(viib) of 
the Act. The Tribunal also made a reference to the 
Supreme Court ruling in the case of Mc Dowell & 
Co Ltd. Vs Commercial Tax Officer51. 

The Tribunal has made an interesting observation 
that the provisions of section 56(2)(viib) of the Act 
stand invoked only when the shares are issued 
at a premium. Nevertheless, in this case, the 
Tribunal ruling was against the assessee since the 
transaction itself was treated as a ‘sham’ and as 
the one arranged to circumvent the provisions of 
section 56(2)(viib) of the Act. 

The ruling assumes significance since it deviates 
from the legal provision that section 56(2)(viib) is 
attracted only if the shares are issued at a premium. 
Where setting a high face value for the shares is 
not commercially justifiable, the ‘colourable device’ 
risk needs to be appropriately factored. More 
importantly, in the current regime, risk of GAAR 
also needs to be weighed in. 

Non-applicability of provisions of section 
56(2)(vii) to issue of right shares 
The Mumbai Income Tax Appellate Tribunal in 
the case of ITO v Rajeev Ratanlal Tulsyan52 held 
that the provisions of section 56(2)(vii) of the Act 
should not apply to the assessee since the right 
shares are offered to all the shareholders of the 
company on a proportionate basis and at the 
same price. The Tribunal observed that though the 
assessee’s overall shareholding in the company 
went up, such increase was attributable to the fact 
that the assessee subscribed to his entitlement, but 
the remaining shareholders did not subscribe to 
their respective entitlements. The Tribunal has also 
placed reliance on the decisions of Sudhir Menon 
HUF v ACIT53 and ACIT v Subodh Menon54.

In the Finance Act 2017, the provision of erstwhile 
section 56(2)(vii) is subsumed by section 56(2)(x). 
Hence, the principles emanating from this ruling 
shall equally apply to the issue of right shares vis-
à-vis the provisions of section 56(2)(x) of the Act.

49. Banyan & Berry v. CIT 222 ITR 831
50. M/s Sindya Securities and Investments Pvt. Ltd. v ACIT I 

.T.A.No.1816/Chny/2019
51.  Mc Dowell & Co Ltd. Vs Commercial tax Officer (1985) 154 ITR 148
52.  ITO v Rajeev Ratanlal Tulsyan I.T.A. No.5748/Mum/2017
53.  Sudhir Menon HUF V/s ACIT (45 taxmann.com 176)
54.  ACIT v Subodh Menon (103 Taxmann.com 15)
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Buy-back of shares by wholly owned 
subsidiary not an exempt transfer under 
section 47(iv) of the Act
The Authority for Advance Ruling (‘AAR’) Mumbai 
in the case of PQR Gmbh55 held that buy-back 
of shares of the assessee company by its wholly 
owned subsidiary situated in India is covered by 
the provisions of section 46A of the Act and cannot 
be regarded as an exempt transfer under section 
47(iv) of the Act56. 

The AAR Mumbai stated that the legislature 
intended to specifically tax the transaction of buy-
back of shares as ‘capital gains’ in the hands of the 
shareholder and hence, section 46A in the Act was 
enacted. Accordingly, the provisions of section 46A 
of the Act are specific and should not be subject 
to the general provisions of section 45 read with 
section 47 of the Act. 

KEY REGULATORY UPDATES

Extinguishment of tax and other 
statutory dues of the corporate debtor 
upon approval of the resolution plan
The Supreme Court in the case of Ghanashyam 
Mishra and Sons Private Limited57 held that on 
the date of approval of the resolution plan, all the 
claims which are not part of the resolution plan 
shall stand extinguished. Furthermore, no person 
can initiate or continue any proceedings in respect 
of a claim which is not part of the resolution plan.

This ruling should put to rest all the claims with 
respect to the corporate debtor once the resolution 
plan is approved. It also validates the legislative 
intent of allowing the resolution applicant to start 
on a clean slate. 

Amendment in relation to Schemes of 
Arrangement (‘Scheme’) involving listed 
company 
Recently, Securities and Exchange Board of India 
(‘SEBI’) via a circular dated November 16, 2021, 

has laid down that a listed company shall submit 
the following additional documents to the stock 
exchanges for obtaining a No Objection Certificate 
(‘NOC’) for the Scheme: 

a. An undertaking that no material event 
impacting the valuation has occurred during 
the intervening period of filing the scheme 
documents with stock exchange and the period 
under consideration for valuation

b. A Declaration on past defaults (if any) of listed 
debt obligations of the companies involved in 
the Scheme

c. A No Objection Certificate from the lending 
scheduled commercial banks/ financial 
institutions

Amendment in the delisting framework 
pursuant to the open offer 
Existing framework: 

• Pursuant to the open offer, if the shareholding 
of the Acquirer goes beyond 75%, then the 
Acquirer can attempt delisting only after 
bringing its shareholding down below the 75% 
threshold. 

• For delisting, the acquirer shall have to follow 
the reverse book-building method for price 
discovery. 

Revised framework:

• The revised framework is applicable in case of 
an open offer under Regulation 3(1), Regulation 
4 & Regulation 5 of SEBI Takeover Code 

55. PQR Gmbh A.A.R. NO. 1195 OF 2011
56. Section 47(iv) of the Act provides that subject to satisfaction of 

prescribed conditions, a transaction for transfer of a capital asset by 
a holding company to its wholly owned subsidiary company should 
not be regarded as a ‘transfer’ for the purpose of section 47(iv) of 
the Act. 

57. Ghanashyam Mishra and Sons Private Limited Civil Appeal No. 
8129 of 2019
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• Acquirer can propose a delisting price with 
suitable premium over the open offer price

• Acquirer to pay the delisting price only if the 
delisting threshold of 90% is met; else, the 
Acquirer to pay the open offer price 

• If the delisting pursuant to open offer fails, then 
the Acquirer shall get additional 12 months to 
make further attempts to delist the company 
(however, this will be under the Delisting 
Regulations using the reverse book-building 
method). If the delisting is not successful during 
this extended period of 12 months, then the 

Acquirer needs to comply with the minimum 
public shareholding norms. 

• If the Acquirer intends to keep the company 
listed and breaches 75% threshold then the 
Acquirer can proportionately reduce the stake 
to be acquired pursuant to the underlying Share 
Purchase Agreement as well as the open offer. 
Alternatively, the Acquirer shall have to comply 
with the minimum public shareholding norms. 

While undertaking delisting under the revised 
framework, all other provisions of the delisting 
regulations shall be applicable. 
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Production Linked Incentive Scheme – A 
snapshot58

BACKGROUND
Promoting industrial growth has been the prime 
agenda of the present Government. Several policy 
initiatives have been resorted to in recent years to 
support the ‘Atmanirbhar Bharat’ and ‘Make in 
India’ initiatives. Be it the Phased Manufacturing 
Program, Public Procurement Orders, Bonded 
manufacturing etc. the objective has been to make 
the manufacturing sector the catalyst for India’s 
economic growth. 

Keeping true to this vision and philosophy, in the 
Union Budget 2021, the Hon’ble Finance Minister 
announced an outlay of ₹1.97 Lakh Crores for the 
Production Linked Incentive (PLI) Scheme for 13 
thrust sectors. 

As the name suggests, the PLI Scheme provides 
incentives to companies for enhancing their 
domestic manufacturing with a focus on reducing 
import bills and improving the cost competitiveness 
of domestically manufactured goods. The objective, 
clearly, being to create global manufacturing 
champions in India. Apart from inviting foreign 
companies to set up shop in India, the PLI Scheme 
also aims to encourage local companies to set up 
or expand existing manufacturing units. 

SECTORS COVERED
The PLI Scheme was initially introduced for three 
sectors and was later expanded to ten more thrust 
sectors. The sector listing and incentive allocation 
is as follows: 

PLI Scheme Incentive (in ̀ crores)

Advance Chemical Cell (ACC) Battery 18,100

Automobiles, Auto Components & Drone 26,058

Critical Key Starting Materials / Drug Intermediaries and Active Pharmaceutical Ingredients 6,940

Electronic/Technology Products 5,000

Food Processing 10,900

High Efficiency Solar PV Modules 4,500

Mobile Manufacturing and Specified Electronic Components 40,951

Medical Devices 3,420

Pharmaceuticals Drugs 15,000

Semiconductor 76,000

Specialty Steel 6,322

Telecom & Networking Products 12,195

Textile Products 10,683

White Goods 6,322

58. This article is contributed by Kulraj Ashpnani (Principal, Dhruva Advisors)
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ELIGIBILITY 
The PLI Scheme works on the fundamental criteria 
that the applicant must have a minimum turnover 
and must commit to a threshold investment. The 
aim is to incentivize select manufacturers (mostly 
large enterprises with significant sale volumes 
and an ability for investment) to boost them as 
manufacturing champions and simultaneously 
position brand India in the global market landscape. 

The turnover is normally considered to be the 
turnover in the respective sector for a given base 
year. For instance, in Food Processing PLI, the 
minimum turnover requirement was `500 crores 
in FY 2019-20, in Pharmaceuticals Drugs PLI the 
condition of minimum turnover was pegged at 
`5,000 crores. Only a few PLI Schemes enable 
Small & Medium Enterprises (SME) to participate 
by committing to fresh investments. 

As far as investment is concerned, different PLI 
Schemes set out their own investment criteria. Most 
of the schemes consider investment to be the amount 
incurred in new plant, machinery, equipment and 
association infrastructure, including the amount 
incurred towards research and development 
facilities. Land and used plant, machinery etc. is 
kept outside the eligible investment criteria. The 
objective is to boost capital and technological 
growth in the manufacturing industry, and not the 
creation of a land bank. 

Apart from these two key eligibility criteria, some 
PLI Schemes also require an applicant to have a 
minimum net worth as well (to apply under the 
scheme). For instance, the Auto PLI mandates the 
component manufacturers to have a minimum 
net worth of `1,000 Crore, in Specialty Steel PLI 
the minimum net worth has been kept as 30% of 
committed investment. 

This thread of eligibility is common in all PLI Schemes, 
which clearly expresses that the government wants 
only a handful of participants so that the selection 
process is not overwhelmed. 

INCENTIVE OFFERED
The PLI Scheme marks a departure from the earlier 

fiscal policies, which offered either tax holidays for 
a fixed period (for instance, tax exemptions offered 
to entrepreneurs under the ‘Startup India’ program, 
tax incentives to SEZ units / developers etc.) or 
subsidies as a percentage of investments made (such 
as re-imbursements on capital expenditure offered 
to businesses investing in electric components 
manufacturing under the MSIPS/SPECS Scheme). 

By design, PLI Schemes incentivize eligible 
manufacturers with a percentage of incremental 
sales they achieve, over a base year. The base 
year is normally FY 2019-20 (which is the last 
normal business year unaffected by Covid-19). 
Further, such benefit is offered for a period of 
five to six years. For instance, Pharmaceuticals 
Drugs PLI offers incentives in the range of 3% to 
10% of incremental sales for a period of six years, 
Auto PLI hands over an incentive of 8% to 11% of 
incremental sales for five years. 

There are certain exceptions to this incentive 
computation mechanism. In the Critical Key Starting 
Materials / Drug Intermediaries PLI, an incentive 
is offered as a percentage of the sales during 
the eligible FY, whereas in the Specialty Steel PLI, 
incremental sales are the increased sales vis-à-vis 
the sales of base year or previous year, whichever 
is higher. 

The PLI Scheme therefore provides lucrative benefits 
to high-performing manufacturers against their 
committed investments and incremental sales. 
Manufacturers thus get the ability to recoup a 
significant portion of their investment under the PLI 
Scheme.

GOVERNANCE AND SELECTION
The PLI Scheme not only score over the quantum of 
incentives they offer, but also on the simplicity of the 
structure and selection process. The Government 
has made a concerted effort to do away with 
bottlenecks experienced by industry stakeholders 
in the previous fiscal incentives schemes. Each PLI 
Scheme is drafted by the concerned ministry and 
has an appointed project management agency and 
nodal agency (chaired by Empowered Group of 
Secretaries). The project management agency runs 
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the scheme, and the nodal agency is accountable for 
overall implementation, budgeting and addressing 
the industry concerns.

The selection process is also transparent, with each 
PLI Scheme laying down the clear parameters based 
on which applicants will be rated. These parameters 
are normally committed investment (including front-
loading of investment), past turnover, number of 
plants and so on. Hence, each applicant is ranked 
based on the defined parameters and selection 
happens for the top-ranked applicants.

INDUSTRY CONCERNS 
The highlight of the PLI Scheme is to grant 
fiscal incentives to only a select group of large 
manufacturers, making prescribed investment and 
having a minimum turnover threshold. This is bound 
to leave out medium and small manufacturers 
(which form the backbone of the Indian economy 
and are faced with various constraints due to the 
Covid-19 pandemic). From another standpoint, 
incentivizing large enterprises could result in them 

offering products at a lower price vis-à-vis the 
smaller players and thus affect their sustainability 
altogether. Perhaps, an anti-competitive price 
measure in the PLI Scheme could be introduced to 
mitigate such a situation. 

Further, consistent feedback from the industry over 
the various PLI Schemes is a relaxation in eligibility 
conditions / criteria. The Schemes were apparently 
conceptualized in the pre-Covid era and call for 
significant investment and turnover thresholds (with 
an annual increase in turnover, as well). Given 
that the industry has been jolted by Covid-19 
restrictions in two back-to-back financial years, 
there are concerns owing to non-qualification 
or disqualification due to turnover, quantum of 
investment expected, or both these parameters. 
Achieving an annual turnover increase in these 
times is another challenge that the industry will 
have to face. The Government may therefore take 
another look and relax some of these requirements, 
based on inputs from trade and industry; one 
suggestion is to have tolerance levels. Such tweaks 
shall enable greater industry participation and 
commitment to the PLI Schemes.

CONCLUDING REMARKS
The relevance of PLI Schemes has been 
increasing by the day. The PLI Schemes stand out 
due to their approach towards sale-led growth, 
incentives offered, simplicity of structure and the 
selection process. It is a great bet towards the 
Government’s ambitious plan to make India a 
US $ 5 trillion economy.

Given its wide-spread acceptability, the 
Government has been considering expanding 

PLI and similar incentive schemes to other core 
sectors. The recent announcement of package 
of incentive for semi-conductors with a massive 
outlay of 76,000 crores is one such example. 
There are also reports of PLI Scheme being 
introduced for chemical and solar sector shortly. 
It is certain that the country’s manufacturing 
sector is set for an upswing. 
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Indirect taxes – Trends and outlook59

2021 started with great optimism in the aftermath of 
the spread of Covid-19 in 2020, with the economy 
regaining its steam. This was however challenged 
by the deadlier second wave, which for the second 
time in as many years brought economic activity to 
a near standstill. After successfully overcoming the 
second wave, the economy seems to be regaining 
its buoyancy, as evidenced by the fact that gross 
GST collections are at historic highs.

GST COLLECTIONS IN 2021: 
POST-PANDEMIC RECOVERY
The gross GST collections in 2021 (till date) have 
been the highest yet, at almost INR 13 lakh crores 
and with most months comfortably crossing the INR 
1 lakh crore per month threshold (other than May 
and June when the second wave was at its peak). In 
fact, the only three months ever to cross the INR 1.3 
lakh crores monthly GST collection threshold were 
all in 2021, viz. April, October and November 
2021.

These record collections, apart from being 
indicators of sustained post-pandemic economic 
growth, can also be attributed to the tax evasion 
measures introduced by the Central Government 
such as e-invoicing and the fiscal boosters that 
were doled out.

COMPENSATION CESS: THE 
SAGA CONTINUES
A co-operative overhaul of the magnitude of 
GST by the Central Government and States was 
introduced with certain explicit assurances, the 
most important of which was the assurance that the 
Central Government would provide compensation 
to the States for loss of revenue arising from 
implementation of GST. For a period of five (5) 
years, at a projected growth rate of 14% per 
annum based on 2016 revenue-base, the Central 
Government assured the States of their revenues. 
Such compensation was set to be derived from 

compensation cess to be collected for the supply of 
certain sin / luxury goods (which was scheduled to 
be coterminous with the compensation period for 
the States). 

While constituting a straightforward guarantee, it 
did not prove easy to service, especially on account 
of the pandemic-related economic slowdown. 
Consequently, there were signs of non-alignment 
between the Central Government and States. The 
two options provided by the Central Government in 
the 41st GST Council Meeting (“GSTCM”) to meet 
the estimated compensation cess shortfall, both of 
which essentially involved the States undertaking 
borrowings, left many States dissatisfied. A 
political crisis began to boil and finally, the Central 
Government decided to undertake the borrowings 
on its own account to meet the revenue shortfall and 
to service these loans from future compensation 
cess collections. 

This arrangement has now necessitated the 
extension of compensation cess beyond the 
scheduled period of five (5) years; it will now last 
up to at least March 2026. It must be understood 
that such an extension is being made to service the 
loans taken in FY 2020-21 and 2021-22 but the 
compensation payouts to States will expire after the 
scheduled period of five (5) years. It was estimated 
that the total short-fall of compensation cess would 
be INR 2.69 lakh crores, of which INR 2.25 lakh 
crores has already been disbursed to the States. 

LITIGATION OR THE LACK 
THEREOF?
Advance rulings passed by various states, which 
often are seemingly unreasonable and sometimes 
contradictory, have widely shaped the tax positions 
followed across the country. This year was no 
different with advance rulings and appellate 
advance rulings being issued on a variety of 
subjects. The National Appellate Authority of 
Advance Rulings envisaged under the Finance Act, 
2019to settle conflicting appellate advance rulings 
of two or more States is yet to be set up, and the lack 

59.  This article is contributed by Ranjeet Mahtani (Partner, Dhruva Advisors) and Niraj Hande (Senior Associate, Dhruva Advisors)
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of uniformity and certainty on contentious issues 
leaves taxpayers confused, especially businesses 
that operate in more than one jurisdiction. 

Tax litigation has begun on the backfoot due to the 
absence of the GST Appellate Tribunal (GSTAT) 
even after almost five (5) years from introduction 
of the law. Issues over the constitution of benches 
in GSTAT remains pending before the Supreme 
Court and will need to be dealt with in light of the 
judgment of the Constitution Bench of the Supreme 
Court in R. Gandhi [(2010) 11 SCC 1]. Taxpayers 
are suffering due to adverse orders coupled with 
the lack of an effective means to pursue litigation.

While welcomed by the industry, the announcement 
in December 2019 that indefinitely extended the 
limitation period for the filing of appeals to the 
GSTAT (up to the setting up of the GSTAT), may 
further aggravate the pendency issue faced by 
judicial forums across the country. As a reference 
point, as on October 2021, the CESTAT (the 
appellate tribunal for the erstwhile Central Indirect 
Taxes) has over seventy thousand (70,000) appeals 
that are pending, with some of them having been 
pending for more than 20 years. If GSTAT benches 
are not constituted promptly, the burgeoning list 
of matters may overwhelm the GSTAT and lead 
to another cycle of taxpayers waiting endlessly to 
achieve finality on a matter.

In parallel, the Supreme Court and High Courts, 
as Constitutional courts, have delivered judgments 
on a wide variety of topics under the GST law in 
2021 including on the ability to revise filed returns, 
attachment of properties and the scope of inverted 
duty structure under GST law. 

SOME KEY CHANGES IN GST 
LAW
While being minimal this year, the legal changes 
undertaken in the GST legislations are of great 
importance. A significant though procedural 
change in law concerns the dispensation of CA 
certification for annual reconciliation statements in 
Form GSTR-9C, which now (for FY 2020-21) needs 
to be self-certified by the taxpayer. While this 

change may lead to certain savings in compliance 
costs, it adds to the onus of on the certifying person 
and will probably lead to GST authorities taking 
deeper levels of scrutiny; hence most taxpayers 
have continued to hire professionals. 

The insertion of Section 7(1)(aa) in the CGST Act 
expands the scope of the supplies subject to GST 
to inter alia include transactions made by any 
entity, other than an individual, to its members 
or constituents or vice-versa. This amendment 
was issued to blunt the judgment of the Supreme 
Court in Calcutta Club Limited [2019 (29) G.S.T.L. 
545 (S.C.)] on a similar issue under the erstwhile 
indirect tax laws (i.e. those concerning service tax 
and sales tax). 

The proviso to Section 50 on the applicability of 
interest only on the portion of tax payable from 
the cash ledger has been made retrospectively 
applicable from 1st July 2017, after taxpayers 
endured a myriad of interpretations at the hands of 
departmental authorities. This issue to levy interest 
has many facets that will be tested soon.

Another important change pertains to the 
amendment to Section 16 of the IGST Act although 
it is yet to be issued– in terms of the ability to make 
zero-rated supplies upon the payment of tax and 
the ability to seek refunds of any such tax paid; 
such abilities will be restricted to a certain class of 
taxpayers. Furthermore, in cases of the non-receipt 
of foreign exchange for exports of goods within the 
specified period, the taxpayer will need to return 
the refund granted, along with interest – thereby 
making the condition associated with receipt of 
foreign exchange even applicable for exporters of 
goods.

On the conditions pertaining to ITC availment, 
Section 16(2)(aa) has been inserted in the CGST 
Act, according to which ITC can now be availed 
only in respect of invoices or debit notes, the details 
of which must have been furnished by the supplier 
in its return of outward supplies, and the same must 
have been communicated to the recipient in the 
prescribed manner. Further, the leeway provided 
under Rule 36(4) for availment of ITC in excess of 
that reflecting in the auto-generated statement has 
been further reduced to 5%.
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PLUGGING TAX LEAKAGES 
THROUGH TECHNOLOGY AND 
E-COMMERCE 
The year 2021 saw e-invoicing become mandatory 
for a larger cross-section of industry, with those 
having turnover of over INR 100 crores becoming 
liable to issue e-invoices from 1st January 2021 
onwards, and those having turnover of over INR 
50 crores becoming liable for same from 1st April 
2021. 

Owing to the gap between the base of ‘tax 
collected at source’ and returned revenues, the 
Central Government has in a manner sought to 
use technology to plug leakages; more supplies 
including those related to restaurant services and 
the transportation of passengers in any mode of 
conveyance will be classified under the net of Section 
9(5) of the CGST Act (effective from 1st January 
2022). In respect of all such notified supplies, the 
tax liability and all other compliances required 
under the GST law would fall upon the e-commerce 
operator, as though he/she were the person 
making the supply in question. This will enable full 
collection of the entire tax amount, and payment 
thereof, by the e-commerce operator and ease the 
compliance burden by shifting the same entirely to 
the e-commerce operator and not the supplier. The 
CBIC has also issued a Circular clarifying certain 
pertinent aspects regarding restaurant services 
through e-commerce, including non-requirement to 
reverse any ITC by the e-commerce operator. 

Judicial challenges have already been made 
against such expansion, with a leading cab-
aggregator challenging the levy of GST on auto-
rickshaws booked through its app as being violative 
of the doctrine of the level playing field, since when 
the same service is provided without an interposed 
e-commerce operator it is usually not taxed and 
it cannot be taxed merely because the supply of 
the same is facilitated through an e-commerce 
platform. It remains to be seen whether services 
supplied through e-commerce can be considered 
as being of an entirely different class and thereby 
whether the differential treatment being meted out 
is constitutionally viable.

FOREIGN TRADE POLICY 
2021 saw the operationalization of the Remission 
of Duties and Taxes on Export Products (“RoDTEP”) 
Scheme, most importantly in regard to the 
notification of rates. A successor to the Merchandise 
Exports from India Scheme (“MEIS”), the RoDTEP 
Scheme provides for remission (at a specified rate 
for each product category), allowing taxpayers to 
receive refunds on the embedded taxes and duties 
that were previously non-recoverable. However, 
certain key sectors like steel and pharmaceuticals 
have not been prescribed a rate (thereby excluding 
them from the scheme). The reason provided for 
such exclusion, viz. that these sectors are doing well 
without benefits, is preposterous and contrary to 
the objectives sought to be achieved by the scheme. 
Other (non-sectoral) exclusions from the scheme 
include exports by SEZ units, goods manufactured 
in bonded warehouses, etc.

The Foreign Trade Policy (“FTP”) 2015-20 was 
extended up to 31st March 2022. Pertinently for 
the service sectors under the FTP, the SEIS rates for 
FY 2019-20 were finally notified, with the notable 
change being the capping of the total SEIS duty 
scrip entitlement to INR 5 crore per IEC. This aspect 
(restriction) as well as the dropping of certain 
activities from the eligible list have already been 
challenged in a couple of High Courts, the verdicts 
of which are still awaited.

LEVY OF SWS: BREWING 
CONTROVERSY UNDER THE 
CUSTOMS LAW
The key point of contention under the Customs Law 
in 2021 has been the lack of clarity regarding the 
imposition of Social Welfare Surcharge (“SWS”) 
in cases where the imports have been specifically 
exempt from basic customs duty but not SWS. 

SWS levied under Section 110 of the Finance Act 
2018 was to be levied and collected as a duty of 
customs on the goods specified in the First Schedule 
to the Customs Tariff Act, 1975 and computed at 
the rate of 10% of the aggregate of the duties 



Year in Review 2021 63

that were levied and collected under Section 12 
of the Customs Act, 1962, essentially making it a 
piggyback levy/ cess. Consequently, in cases where 
exemptions were granted from the applicable 
customs duties, exemptions were also made for 
SWS by the Trade and Customs authorities alike. 

This long-standing position seems under dispute 
right now, especially since the Directorate of 
Revenue Intelligence (“DRI”) has started enquiries 
on importers who have availed such piggy-back 
exemptions from SWS, based on the judgment of 
the Hon’ble Supreme Court in Unicorn Industries 
[2019 (370) ELT 3 (SC)] and the CBIC Circular 
No. 02/2020-Customs dated 10.01.2020 issued 
in the context of exemptions granted to imports 
undertaken using MEIS scrips.

On the subject of DRI, The Supreme Court in the 
judgment of Canon India [2021 (376) E.L.T. 3 
(S.C.)] has held that the DRI does not have the power 
of issuing show cause notices in reassessment 
mode. This brings into question DRI’s powers and 
duties, and in fact the CBIC has issued Instruction 
No.04/2021 whereby it has been directed that all 
fresh show cause notices under Section 28 of the 
Customs Act, in respect of cases presently being 

investigated by DRI, are required to be issued 
by jurisdictional Commissionerates from where 
imports have taken place. A review petition has 
been filed by the Customs department against 
the judgment in Canon India before the Supreme 
Court, which remains pending.

PRODUCTION-LINKED INCENTIVE 
SCHEMES
2021 saw a slew of measures by the Central 
Government to incentivize trade, with the flagship 
of these schemes being the Production Linked 
Incentive (“PLI”) Scheme, which provides to eligible 
entities a monetary incentive equal to a specified 
percentage of their incremental sales (over the 
year in question) of goods manufactured in India. 
Originally envisaged in March 2020 with a total 
initial outlay of INR 1.97 lakh crore across 13 
sectors, the scheme provided benefits to entities in 
2021 that fell under the sectors originally envisaged. 
The PLI Scheme was also further expanded in 2021 
to include manufacture of ‘drones and drone 
components’.

CONCLUDING REMARKS
2021 was an action-packed year on various fronts. With the GST law maturing, there are bound to 
be several developments both legislative and judicial in the forthcoming year. The Government will 
look to steer the economy out of the tailwinds due to the pandemic and so, beneficiation schemes and 
facilitative measures may be expected by industry. 
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Transfer Pricing Trends in 202160

With COVID, the past year and a half has been 
challenging for the economy in many ways, 
including keeping the workforce safe, adapting 
to a digital way of doing business, keeping the 
business going etc. Those believing 2020 was a 
roller-coaster of stimulus, tax, trade, and related 
issues are finding little relief in 2021, and are 
preparing for more disruption for years to come, 
one such being companies shifting their base from 
China to India.

Below are some key developments in the field of 
Transfer Pricing in India.

Rationalisation of provisions of Minimum 
Alternate Tax (‘MAT’)
The existing MAT provisions did not provide for 
any adjustment to the current year’s book profit 
for additional income pertaining to past year(s) 
arising on account of secondary adjustment or APA 
entered by the taxpayer. The taxpayer can make an 
application to the AO for re-computing the book 
profit and tax payable for the past year(s) and the 
AO would need to act on the application within 
four years. 

To give effect to the above amendment, the Central 
Board of Direct Taxes (CBDT) inserted Rule 10RB61 
to re-compute MAT liability in cases where the 
previous year’s income is included in the current 
year, due to an APA or a secondary adjustment 
under transfer pricing. Rule 10RB provides for a 
formula-based approach for the computation of 

The transfer pricing assessment is to be completed 60 days prior to the completion of the corporate tax 
assessment. 

AMENDMENT IN THE UNION 
BUDGET 2021-22

Reduction of time limit for assessment 
completion
The time limit for completion of assessment 
proceedings has been reduced by three months, 
effective from 1 April 2021. The revised timeline 
for the completion of assessment is summarised in 
the table below:

relief in MAT liability. CBDT has also notified Form 
No. 3CEEA (to be filed electronically) for claiming 
such relief.

Updates on Master File & CbCR 
regulations
The CBDT has amended the Income Tax Rules62 
relating to Master File & Country by Country 
Reporting (CbCR), with effect from 1 April 2021.

Sr. 
no.

Particulars
Timelines

Pre-amendment Post-amendment

1
Completion of assessment proceedings (if 
the matter is referred for Transfer Pricing 
assessment) for AY 2021-22 and onwards

24 months from the end of 
the fiscal year – 31 March

21 months from the end 
of the fiscal year – 31 
December

2
Completion of assessment proceedings (if 
the matter is not referred for Transfer Pricing 
assessment) for AY 2021-22 and onwards

12 months from the end of 
the fiscal year – 31 March

9 months from the end 
of the fiscal year – 31 
December

60. This article is contributed by Sudhir Nayak (Partner, Dhruva 
Advisors), Sunil Nayak (Principal, Dhruva Advisors) and Bhavya 
Haria (Senior Associate, Dhruva Advisors

61. Notification No. 92/2021 dt. 10th August 2021
62. Rule 10DA and 10DB
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Master File

Non-resident constituent entities in India, having 
taxable income in India and/or filing return of 
income, are also required to comply with Indian 
Transfer Pricing Regulations, which include filing of 
a Master File (Form 3CEAA) if specified thresholds 
are met.

The existing Rules provided that, where an 
international group has multiple constituent entities 
resident in India, then the group could designate 
a single resident entity to file the Master file on 
behalf of all constituent entities resident in India. 
However, there was no clarity whether such an 
option could be exercised if there existed one or 
more non-resident constituent entities in India 
and all the non-resident constituent entities were 
required to file Form 3CEAA individually, leading 
to an administrative compliance burden for them.

Since the amendment, Form 3CEAA can be filed 
by any one of the constituent entities in India 
designated by the group (in Form 3CEAB) for both 
resident and non-resident entities in India.

CbCR

The consolidated group revenue threshold for 
applicability of CbCR has been increased to 
factor in the depreciation of the rupee vis-à-vis 
the euro, while ensuring alignment with the OECD 
prescribed threshold of Euro 750 million. Therefore, 
from 1 April 2021, CbCR shall be applicable 
for international groups with consolidated group 
revenue of INR 6,400 crores and above instead 
of INR 5,500 crores earlier. This amendment is 
pursuant to OECD’s CbCR – Compilation of 2021 
Peer Review Reports.

Extension of Safe Harbour Rules
Safe Harbour Rules provide a fixed margin or 
rate of interest at which certain transactions like 
IT/ITeS/KPO, contract R&D services, manufacture 
of automobile components, financial transactions 
such as loans and guarantees, and intragroup 
transactions viz receipt of low value-added 
intragroup services may be undertaken, subject to 

fulfilment of certain conditions. Earlier, these rules 
were applicable only up to Assessment Year (AY) 
2020-21.

CBDT has extended the applicability of the existing 
Safe Harbour Rules up to AY 2021-22. The extension 
comes as a welcome news to corporations that are 
eligible for the rules.

ALP tolerance range extended to the 
fiscal year 2020-21
The Central Government63 has extended the existing 
tolerance range of 1% for wholesale trading and 
3% in all other cases for FY 2020-21. 

INDIA IN THE GLOBAL ARENA

MAP statistics for India in the year 
ended 2020
In November 2021, OECD has released the 2020 
Mutual Agreement Procedure (MAP) statistics for 
jurisdictions that are part of the OECD/G20 BEPS 
framework. India resolved 164 TP related MAP 
cases in 2020. Out of the total TP cases resolved 
in 2020, around 48% were resolved via domestic 
remedy and there was no instance of denial of 
MAP access.

OECD country profile update - India
OECD had released Transfer Pricing Guidance on 
Financial Transactions in February 2020. However, 
as per the latest update on the OECD country profile 
of India, which was released on July 2021, the 
OECD noted that Indian legislation or regulations 
do not provide any specific guidance relating to 
financial transactions.

63. Notification no. 83/2020 dated 19 October 2020
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KEY JUDICIAL RULINGS OF 2021

Interest payable not covered under 
Article 11 of India-Cyprus DTAA - TP 
addition deleted
In this case, the assessee (Cyprus resident) 
subscribed to 15% Fully Convertible Debentures 
(FCDs) issued by the Indian entity, which were 
subsequently converted into 0% FCDs. The TPO 
made a TP addition on 0% FCDs, treating interest 
earned @ 15% on FCDs before conversion as an 
internal CUP. The Delhi ITAT64 has deleted the 
TP addition, stating that only the interest paid is 
covered under Article 11 India-Cyprus DTAA 
and not the interest payable. In arriving at this 
conclusion, the Delhi ITAT noted various rulings 
which have discussed that the word paid in Article 
11 cannot be extended to payable. Thus, the Delhi 
ITAT deleted the TP addition on interest that has 
not been paid to the assessee, since such interest 
cannot be held to be chargeable to tax in the hands 
of the assessee in terms of Article 11(1) of DTAA. 

ITAT permits reduction of US company’s 
royalty income basis APA signed by 
Indian AE
Mumbai ITAT65 accepted the assessee’s (US entity) 
contention that the royalty amount refunded to its 
Indian AE, based on an APA entered by the India 
AE, cannot be treated as income in the hands of 
the US entity as it is not real income within the 
provisions of Article 12 of the India-US DTAA. 
Further, ITAT also rejected the revenue’s contention 
that the reduction of taxable income of the US 
entity cannot be done by applying the provisions of 
section 92(3), which deals with base erosion. 

ITAT allows adjustments to non-AE sales-
price for computing ALP under CUP
In the case of FDC Limited,66 the Mumbai ITAT 
accepted the detailed working submitted by the 
assessee for CUP analysis, comparing the selling 
price of products exported to AE with those sold 
in the local market after adjusting it with various 
factors, viz. the effect of raw material cost, packing 
material cost, non-variable costs, excise duty, 
functional differences, marketing costs, sales return, 
competition in foreign market etc.

The selling price to non-AEs was adjusted to 
consider the above factors to arrive at an arm’s 
length selling price to AEs.

High Court held that clear 60-days limit 
for passing TP order is mandatory
The assessee challenged, by way of writ petition, 
the transfer pricing order passed on November 
1, 2019 as being barred by limitation prescribed 
under the Income-tax Act (i.e., 60 days prior to the 
date of completion of assessment). The Madras HC67 
held that for computation of 60 days, one needs to 
exclude the last day when the period of limitation 
for passing of TP order expires, and the TP orders 
for AY 2017-18 ought to have been passed on or 
before October 31, 2019, and thereby quashed 
the TP order passed on November 1, 2019. 

64.  Mondon Investments Ltd [TS-384-ITAT-2021(DEL)-TP]
65. Gemological Institute of America Inc [TS-201-ITAT-2021(Mum)-TP]
66. FDC Limited [TS-573-ITAT-2021(Mum)-TP]
67. Pfizer Healthcare India Pvt Ltd [TS-766-HC-2020(MAD)-TP]
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Singapore tax landscape – 2021 in retrospect68

INTRODUCTION
While the entire world struggled to fight the global 
economic slumber which occurred as a fallout of 
COVID-19, Singapore’s GDP is expected to be 
around 7.0 per cent in 202169.

Despite travel and domestic restrictions, Singapore’s 
economy has done well in various sectors such as 
the manufacturing sector (due to robust demand 
for semiconductors), construction activities, the 
information and communication sector (due to 
increased demand for enterprise IT solutions), 
the finance and insurance sector including fund 
management activities, etc. The real estate sector 
and professional services sector also expanded 
during the year, although such expansion was 
moderate as compared to the previous year’s 
growth.

The steady recovery of the economy of the country 
was enabled with the backdrop of ‘Emerging 
Strong Together’ Budget of 2021, which continued 
to provide support to workers, households and 
businesses, while digging a further S$11 billion into 
reserves in addition to the S$11 billion in 2020.70 
For the businesses, the Budget further extended 
the Jobs Support Scheme for distressed sectors 
for a period ranging from 3-6 months, while also 
extending the Job Guarantee Incentive by another 
7 months (post-Budget, further extensions were also 
announced for both the schemes). On the tax front 
as well, the Budget extended the period for claiming 
various tax incentive schemes, with a view to cater 
to the emerging realities of the businesses and to 
maintain Singapore’s stable economic policy.

This publication highlights summaries of the major 
tax developments over the past year, which may be 
of interest to businesses and investors operating in 
Singapore. While the key Budget highlights were 
captured in our earlier publication69, the key non-
budget changes to the Singapore Income Tax Act 
(‘SITA’) are highlighted hereunder:

KEY NON-BUDGET CHANGES TO 
SITA IN 2021
1. Sections 10P and 32A are introduced and 

amendments are made in sections 19 and 19A, 
to provide the tax treatment for cases where 
trading stock is appropriated for non-trade or 
capital purposes, and where a non-trade or 
capital asset becomes trading stock. 
The amendments provide that as and when 
trading stock is appropriated for non-trade or 
capital purposes, the market value of the trading 
stock on the date of appropriation is treated 
as income that is subject to income tax at that 
juncture. A capital expenditure equivalent to 
the open market value will be treated as having 
been incurred on the date of the appropriation 
of the trading stock and capital allowance 
should be available, where the asset qualifies 
as ‘plant or machinery’.
Conversely, if a non-trade or capital asset 
becomes a trading stock that is subsequently 
sold, the amendments provide that the cost of 
the trading stock is its market value on the date 
the non-trade or capital asset becomes trading 
stock. The gains from the disposal of the trading 
stock are then computed accordingly and are 
subject to income tax. On the date when the non-
trade or capital asset becomes trading stock, it 
shall be deemed to have been sold at the open-
market price on that date; and where any capital 
allowance has been claimed previously on such 
an asset, Balancing Allowance (BA)/Balancing 
Charge (BC) is required to be computed.

2. Section 25 is introduced for tax treatment 
disregarding the sale transaction under 
Section 24 to certain scenarios (such as 
conversion of company to LLP etc) involving a 
transfer of property which is not effected by a 
sale. The impact of such treatment is that it will 
aid a tax neutral conversion, as the asset will 
be treated as being transferred for a sum equal 

68. This article is contributed by Mahip Gupta and Aditya Hans (Partners, Dhruva Advisors), and Niti Agarwal (Principal, Dhruva Advisors) 
69. As per Press Release of Ministry of Trade and Industry, Singapore on November 24, 2021
70. You may refer to the News Alert on the 2021 Singapore Budget and Other Recent Tax Developments at https://dhruvaadvisors.sg/wp-content/

uploads/2021/02/News-Alert-on-Singapore-Budget-2021-and-Other-Recent-Tax-Developments.pdf
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to the tax written down value (TWDV) of the 
asset immediately before conversion and BA/ 
BC will not be required to be computed upon 
conversion. 

3. Section 13ZA is amended to exempt the Jobs 
Support Scheme payouts from income tax. \

4. Section 50 is amended to: 

i. extend the time limit for the claim of Foreign 
Tax Credit (“FTC”) from two years to four 
years; and 

ii. require taxpayers to give the Comptroller 
of Income Tax (the “Comptroller”) a written 
notice within six months from the date of 
the downward adjustment of the foreign tax 
which results in the FTC previously allowed 
becoming excessive. 

5. Generally, tax deduction is not available on 
expenses incurred on new lease of property. 
Sections 14ZG and 14ZH are introduced to 
allow tax deductions, with effect from YA 2022, 
for upfront lease expenses (e.g. commission 
fees, legal fees, stamp duties, advertising 
expenses) incurred by landlords and tenants to 
secure leases in properties, upon satisfaction of 
certain conditions.

6. Sections 94 and 94A are amended to align 
the maximum penalty amounts for non-filing 
and other related offences under the SITA with 
those for similar offences under the Goods and 
Services Tax (“GST”) Act and Property Tax Act. 
General penalties under Section 94(2), as well 
as penalties under Section 94A(1) for failure 
of filing returns is increased from S$1,000 to 
S$5,000. Also, additional penalties under 
section 94(2) are increased from S$50 to 
S$100 for every day during which the offence 
is continued after conviction.

7. Section 104A is introduced to protect informers 
by prohibiting the disclosure of information 
that may lead to the discovery of an informer’s 
identity, and to thus encourage informers to step 
forward with information that will enable more 
effective tax enforcement.

8. Section 6 has been amended to allow persons 
authorised by the IRAS to have access to 
necessary IRAS records and/or documents for 
audit purposes.

OTHER KEY INCOME TAX 
DEVELOPMENTS AND UPDATES 
OF 2021 

Tax treatment of debts forgiven under 
the Simplified Debt Restructuring 
Programme 
The Ministry of Law had established a Simplified 
Insolvency Programme (‘SIP‘) to assist micro 
and small companies71 that require support, to 
restructure their debts to rehabilitate the business, 
or wind up the company if the business has ceased 
to be viable. This scheme commenced on January 
29, 2021. Forgiven amounts written back as 
revenue by companies under this scheme shall be 
regarded as capital in nature and hence shall not 
be subject to tax.

Work-from-home-related expenses
The Inland Revenue Authority of Singapore (‘IRAS’) 
has clarified that expenses incurred on work-
related assets for facilitating working from home 
are incurred to purchase capital assets for the 
employer’s trade. As such, the employer may claim 
capital allowance on these assets. If the asset is 
subsequently transferred to the employee (e.g. at 
the end of the work-from-home arrangement or 
upon cessation of employment), the employer is 
required to compute the balancing allowance or 
charge (BA/BC), based on the open market price 
of the asset or based on the deemed open market 
price provided under the simplified tax treatment.

Taxpayers who have been working from home can 
claim the incremental running expenses on electricity 

71. Micro and small companies are defined as companies with an 
annual revenue of less than $1 million and $10 million respectively.
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and telecommunication charges incurred for work 
purposes as tax deductions, if these expenses 
are not reimbursed by their employers. If there is 
more than one taxpayer working from home, the 
IRAS will accept an equal apportionment basis in 
computing the amount of shared expenses across 
all working individuals in the same household. 

GST guidance
The IRAS has been consistently updating its e-tax 
guides during the year to provide for clarifications 
for claiming input tax credits and other related 
matters. For example, the COVID-19 GST guidance 
clarifies whether input tax can be claimed by 
businesses in cases where accommodation and 
other types of benefits (including hospitalisation 
charges, COVID-19 tests etc) are provided to 
employees. 

Advance rulings
Additional matters on which advance rulings have 
been issued in 2021 include income tax treatment 
on sale of investments, deferred distributions 
by unitholders, exchange fees paid pursuant 
to exchange of notes, tax issues relating to 
amalgamation of companies, source of franchise 
income, etc.

Transfer pricing aspects
In August 2021, the Inland Revenue Authority of 
Singapore (IRAS) updated its transfer pricing (TP) 
guidelines and released the sixth edition of IRAS 
e-Tax Guide: Transfer Pricing Guidelines (“Updated 
TPG“). Since mandating the contemporaneous 
preparation of TP documentation in 2018, the 
Updated TPG is intended to provide taxpayers 
with greater clarity on complex inter-company 
arrangements like financial transactions, cost 
contribution arrangements, benefits tests on intra-
group services, profit mark-up on low value adding 
services, and use of the berry ratio as PLI under 
certain conditions.

Expansion on treatment of Financial Transactions 
in the Updated TPG
Singapore has aligned its guidance on financial 
transactions with the OECD’s Transfer Pricing 
Guidance on Financial Transactions: Inclusive 
Framework on BEPS: Actions 4, 8-10 released 
in February, 2020. With its deep capital markets 
and excellent infrastructure in offering, Singapore 
is regarded as the fourth largest financial centre 
in the world72, with many MNEs establishing their 
offices to benefit from flexible treasury laws and 
efficient cost of raising capital. The well-regulated, 
mature and flexible financial market of Singapore 
helps MNEs to structure hybrid instruments to 
achieve their commercial objectives, and at times 
exploit favorable tax positions. 

With the introduction of the Updated TPG, the 
taxpayers now need to be mindful of certain aspects 
while undertaking the arm’s length analysis of inter-
company financial arrangements, like accurate 
delineation of financial transaction to determine 
whether the purported intra-group debt should 
be regarded as a loan or a substitute to equity 
capital. Taxpayers would also need to substantiate 
that decision-making functions, assumption of 
risks and ability to control such risks rests with the 
Singapore taxpayer. They must justify the returns 
associated with such risks, or else a risk-free return 
may have to be attributed with respect to such 
financial arrangements. Taxpayers may need to 
revisit their existing guarantee arrangements which 
were provided free of any service fees till now. 
Also, those taxpayers who have long relied upon 
bank opinions/offer letters to justify arm’s length 
charge shall have to undertake a comprehensive 
benchmarking study, as they have been specifically 
disregarded as evidence of arm’s length terms and 
conditions, as they do not reflect actual transactions.

 Updated TPG on Cost Contribution Arrangements 
and Intra-Group Services
Singapore is ranked first in the region and third 
globally on the international property rights 
index73, which is a global ranking index for both 
physical and Intellectual Property (IP) rights. MNEs 

72. http://www.ecdconference.org/singapore.htm
73. https://www.internationalpropertyrightsindex.org/countries
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are largely concerned about protection of their 
intellectual property, on which the success of their 
enterprise depends. Singapore already houses IPs 
and centralized service entities for many MNEs. The 
regulations shall provide them with better clarity on 
how to structure their intra-group arrangements 
and maintain sufficient documentation to satisfy the 
expectations of the IRAS. The taxpayers should also 
review their existing intra-group arrangements to 
see whether they satisfy the ‘benefits tests’ criteria 
and possess adequate documentation to substantiate 
the application of prescribed cost-plus mark-up 
for service charge. The Indian-headquartered 
MNEs may also explore setting up a regional IP 
headquartered entity, which could legally own the 
IPs that are proposed to be developed under the 
CCA set-up, while other participants continue to 
exercise their economic ownership over the IP. 

Review of remuneration model for commodity 
trading hubs in Singapore
Singapore’s success as a global trading hub has 
been tied to an open, connected and functional 
global economy. Today, Singapore enjoys a position 
of being the largest commodity trading hub in 
Asia. Indian MNEs have set up their international 
trading subsidiaries to source raw commodities 
and distribute commodity-based finished goods. 

The TP Guidelines on Commodity Marketing and 
Trading Activities (First Edition), issued by the IRAS 
in 2019, highlighted several forms of structures 
under which trading entities may operate, each 
requiring a different remuneration model which 
would adhere to the arm’s length principle. It has 

been observed that a lot of Indian MNEs that 
have set up trading hubs in Singapore to source 
raw commodities or distribute commodity-based 
finished goods with the underlying objective of 
benefiting from efficient transactional costs and 
logistics facilities, have set up their remuneration 
model based on the prevailing market prices in 
commodity exchanges. This market-price-based 
remuneration model for limited buy-sell entities 
taking flash title of goods may not be appropriate 
from a transfer pricing perspective. Following 
the 2019 guidance, MNEs have adapted their 
remuneration model from a price-based approach 
to a profitability-based approach.

What’s in store for Private Equity Fund Managers 
in the digital currency era
Singapore has deep capital markets and is a leading 
insurance and wealth management marketplace. 
Fund Managers have long preferred Singapore 
as their place of operation, over Mauritius and 
other tax haven’s locations. In case the PE funds 
are Indian focused, the Singapore fund managers 
would typically have their subsidiaries based out 
of India, providing them with investment research 
and advisory services under a cost-plus set up, 
whereas a Singapore-based Fund Manager may 
be remunerated on the basis of a percentage of 
the assets under management. As Singapore has 
been on a better footing in terms of distribution of 
income between the Singapore Fund Manager and 
its investment research subsidiary in India, there 
has neither been any aggressive audit by the IRAS, 
nor any specific guidance on how such income 
should be fairly distributed.
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In the digital currency era, it is observed that though 
the exchange houses for digital currency may be 
based out of Singapore (given that it has been 
positively regularized by the Government), the 
management of these digital currencies are typically 
based outside of Singapore, possibly in a tax-zero 
country which charges hefty fund management fees 

– in line with what has been the commonly observed 
structure in the case of Fund Managers. It would 
be interesting to see how the IRAS will react and 
come out with its specific guidance on how to deal 
with transfer pricing issues for entities engaged in 
developing, operating and management of digital 
currencies.

International tax updates 
• A summary of the effective dates on which the 

MLI changes to various Double Tax Avoidance 
Agreements (DTAs) of Singapore come into 
force are as follows:

 - ‒Hungary –1 July 2021

 - Malaysia –1 June 2021

 - Barbados and Pakistan –1 April 2021

 - Panama –1 March 2021

 - Albania and Egypt –1 January 2021 

• The Protocol amending DTA signed on 28 June 
2004 between Singapore and Germany with 
respect to taxes on income and on capital, which 
was signed on 9 December 2019, entered into 
force on 29 March 2021. Germany has notified 

Singapore that with effect from 1 January 
2022, for income from capital gains for which 
Singapore has taxing rights, Germany will 
avoid double taxation on persons resident in 
Germany by applying the tax credit method set 
out in the DTA.

• Singapore and Denmark DTA - Paragraph 12 of 
Article 25A is deleted, with effect from 30 June 
2021, following the withdrawal of Denmark’s 
second reservation made under Article 28(2)(a) 
of the MLI.

• The Singapore and Indonesia updated DTA 
enters into force as on July 23, 2021.

• Singapore and Jordan signed a DTA on July 14, 
2021.

• Singapore and Serbia signed a DTA on 26 
February 2021 and 5 April 2021 and it enters 
into force as on August 16, 2021.

• Singapore and Cabo Verde signed a DTA on 17 
Aug 2021, which is pending ratification.

• The Singapore and Brazil DTA enters into force 
on 1 December 2021.

• Section 74 is amended to lift the statutory 
time limit of four years for the Comptroller to 
raise additional assessments to implement the 
agreed outcomes from concluded Advance 
Pricing Arrangement (“APA”) agreements 
that were concluded with foreign competent 
authorities. This is to give taxpayers certainty 
that the outcome of the APA agreed with the 
relevant foreign competent authority will be fully 
implemented by the IRAS. 
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The United Arab Emirates Tax Landscape –  
What has gone by and what lies ahead?74

With the introduction of VAT in the UAE in 2018, 
the country experienced tax compliances for the 
first time ever. The evolution of the VAT framework 
in the UAE has been on the fast track with the UAE 
Federal Tax Authority (“FTA”) being very active 
in issuing clarifications, notices and assisting 
companies to ease the compliance burden.

To be viewed as a more transparent tax jurisdiction, 
the UAE has subsequently introduced a series of 
regulatory reforms over the past few years. These 
reforms have been instrumental in boosting investor 
confidence and strong economic growth. The 
evolution of these reforms over the last year are 
discussed below.

ULTIMATE BENEFICIARY 
OWNERSHIP (“UBO”) DEFAULTERS 
ISSUED WARNINGS AND 
PENALTIES
The UBO compliance in the UAE was due on 30 
June 2021. Regulatory Authorities actively issued 
warnings to companies where the necessary 
compliances were not undertaken before the 
prescribed due date. Non-responses to the 
warnings attracted penalties up to AED 100,000 
and has also led to challenges at the time of 
renewal of trade license. 

UAE’S NEW EXECUTIVE OFFICE 
OF ANTI-MONEY LAUNDERING 
(“AML”)/ COUNTERING THE 
FINANCING OF TERRORISM 
(“CFT”) AND DUBAI’S 
NEW SPECIALIZED MONEY 
LAUNDERING COURT
On August 22, 2021, at the directive of His 
Highness Sheikh Mohammed bin Rashid al 

Maktoum, Vice President and Prime Minister of the 
UAE and Ruler of Dubai, Dubai Courts announced 
the establishment of a specialized new court 
that will focus on combating money laundering. 
The announcement comes just months after the 
UAE Cabinet approved the establishment of the 
Executive Office of AML and CFT.

Further, the UAE Ministry of Economy (“MoE”) 
issued fines for non-compliance with AML and CFT 
regulations. The fines of up to AED 450,000 have 
been issued to the companies in Designated Non-
Financial Businesses and Professions (“DNFBP”), 
more specifically belonging to a gold trading group. 
The violations mainly included failure to register 
procedures and failure to adopt the necessary 
measures to confront money laundering. 

ECONOMIC SUBSTANCE 
REQUIREMENT (“ESR”) APPEAL 
USER GUIDE ISSUED BY THE FTA 
Licensees operating in the UAE were obligated to 
comply with the ESR compliances by 31 December 
2020. Non-compliances and submissions of 
inaccurate information led to the issuing of penalties 
by the FTA to defaulting licensees. Licensees can 
appeal against the penalties levied by the FTA. \

During 2020, the FTA issued a user guide in relation 
to ESR appeals. The guide aimed to assist licensees 
in the appeal submission process in case they wish 
to contest the penalties imposed by the FTA. The 
guide covered the following areas: the appeal 
application process, the supporting documentation 
requirements, common errors made in appeals 
submission, the list of applicable penalties and the 
appeal timeframe. It has been further clarified that 
the FTA has another 40 working days to decide on 
an appeal.

74. This article is contributed by Aditya Hans (Partner, Dhruva Advisors) and Kapil Bhatnagar (Principal, Dhruva Advisors) 
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FIRST EXCHANGE OF SUBSTANCE 
INFORMATION BY THE UAE
12 no-tax and nominal-tax jurisdictions began their 
first tax information exchanges under the Forum on 
Harmful Tax Practice’s (“FHTP”) global standard on 
substantial activities.

These jurisdictions were Anguilla, the Bahamas, 
Bahrain, Barbados, Bermuda, British Virgin Islands, 
Cayman Islands, Guernsey, Isle of Man, Jersey, 
Turks and Caicos Islands, the United Arab Emirates.

Competent authorities have now started exchanging 
information with the tax jurisdictions of parent 
entities, ultimate parent entities and/or UBOs if 
entities generate high turnover with little substance 
in their jurisdictions (and fail to meet the substance 
test).

IMPACT OF BASE EROSION 
AND PROFIT SHIFTING (“BEPS”) 
PROJECT ON PILLAR ONE AND 
PILLAR TWO
The BEPS initiative, which was initiated by the 
Organisation of Economic Cooperation and 
Development (“OECD”) in 2013, has evolved as 
a global phenomenon and close to 136 countries 
have now signed up to a commitment to implement 
a Global Minimum Tax (“GMT”) rate (i.e. the 
Inclusive Framework).

To counter harmful tax practices, the OECD 
continued its work in the form of BEPS 2.0, which 
consists of two pillars: Pillar One (allocating 
taxing rights to countries where MNEs operate) 
and Pillar Two (implementing a GMT of at least 
15%). The announcement for the finalization of the 
propositions was done by the countries that are a 
part of the Inclusive Framework (“IF”) on October 
8, 2021, where an agreement was reached that 
MNEs will be subject to a minimum tax rate of 15% 
from 2023.

The Pillar One propositions are applicable to very 
large MNEs (those with a consolidated turnover of 
Euro 22bn or more) and the impact on UAE-based 
MNEs is expected to be minimal.

The UAE, being a signatory of the IF, is also expected 
to implement these propositions soon and MNEs 
and family business in the UAE would be affected 
by various critical aspects of how businesses are 
conducted. Essentially, the Pillar Two propositions 
entail that if the effective tax rate (“ETR”) of business 
operations from a particular jurisdiction is less than 
the GMT, the country that has adopted the Pillar 
Two propositions would be liable to pay a top-up 
tax on that income. 

It would be interesting to observe the policy-level 
decisions that the UAE will potentially take to 
implement the Pillar Two propositions. Within the 
Gulf Cooperative Council (“GCC”), Kuwait is the 
only country that is not a part of the IF. Furthermore, 
the UAE and Bahrain are the only countries in the 
GCC that do not have a corporate tax regime. 
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However, the UAE has recently adhered to the tax 
transparency minimum standards of the OECD by 
implementing regulations like the ESR and UBO.

Given the above, the UAE’s policymakers now have 
certain options at hand to implement the Pillar Two 
propositions. The implementation framework within 
the UAE may be formulated as follows.

The UAE does not implement the Pillar 
Two propositions
While the UAE is a signatory of the IF, if the Pillar Two 
propositions are not implemented or are deferred 
such that they are not in force come the proposed 
implementation date of January 2023, MNEs in 
the UAE would still be taxed on their income in 
the jurisdictions of their parent companies where 
the Pillar Two propositions had been implemented. 
This would lead to the UAE Government losing out 
on taxes which in any case are being paid by the 
MNE group in the parent company’s jurisdiction. 

The UAE implements only Pillar Two 
propositions
Adhering to its commitment to the IF, the UAE could 
implement the Pillar Two propositions that entail 
the imposition of GMT only on companies that 
had a consolidated turnover of more than AED 

3.15bn. This would then affect only very large 
family business groups in the UAE with overseas 
operations and the GMT rate of 15 percent would 
then be applied to their global profits in the UAE by 
the UAE Government.

The UAE introduces a corporate tax 
regime and implements Pillar Two 
propositions
Given the existence of a corporate tax regime in the 
neighbouring GCC countries (except Bahrain), the 
UAE may also explore the option of implementing 
a corporate tax regime along with the Pillar Two 
propositions. 

The introduction of a corporate tax regime in the 
UAE would be a significant change for businesses 
and there would be a need to evaluate and assess the 
impact of the proposed tax rate on business profits. 
However, questions would remain for companies in 
free zones, offshore company structures and MNEs 
that are liable to pay Zakat either in the Kingdom 
of Saudi Arabia or Kuwait. 

MNEs operating in the UAE should closely monitor 
these developments and conduct a high-level 
assessment to evaluate the overall impact of the 
provisions on the operating business structures.



69



Year in Review 202178

Crystal gazing – What could 2022 have 
in store?

COVID-19 – THE BEGINNING OF 
THE END?
Covid-19 and stringent lockdowns brought the 
world economy to a standstill in 2020 and 2021. 
The vaccination drives and a significant decline in 
the number of cases has resulted in the opening 
up of the economy with most factories working at 
full production capacity and many announcing 
ambitious capex plans. Global trade has witnessed 
growing momentum with relaxations in travelling 
restrictions. However, lockdowns in several 
European countries and uncertainty arising from 
the increasing spread of the Omicron variant have 
cast shadows of doubt on the expected global 
economic recovery. 

DISINVESTMENT ON THE CARDS
India has prioritized LIC, PSUs and banks for 
strategic disinvestment. The Indian Government 
aims to complete LIC’s initial public offering by 
the fourth quarter of FY 21-22. The realization 
of disinvestment targets should help keep the 
budgetary deficit under control. The interest 
of foreign investors in the realization of such 
disinvestment targets should be closely observed. A 
renewed focus on divestment and/ or privatization 
of PSUs and other non-strategic government assets 
could put India on a stronger fiscal consolidation 
path. 

MULTILATERAL CONVENTION 
FOR PILLAR ONE AND PILLAR 
TWO WOULD SET THE STAGE 
FOR A NEW INTERNATIONAL TAX 
ARCHITECTURE IN 2022
Up to the end of December 2021, the key components 
of the Two-Pillar approach have received the 
approval of 137 member jurisdictions. It is expected 
that the text of the Multilateral Convention and its 
Explanatory Statement for Pillar One and Pillar 
Two will be finalised in 2022 followed by a formal 
signing ceremony such that the implementation can 

take place in 2023. Multinational companies need 
to revisit their effective tax rate in each jurisdiction 
and restructure existing supply chains. They would 
also need to review their existing internal systems 
and realign processes for incremental compliance 
requirements. 

GST RATES – POSSIBILITY OF A 
REJIG? 
The Goods and Services Tax regime (“GST”) Regime 
was introduced as a groundbreaking reform in 
2017. The existing GST structure provides four 
major tax rates i.e. 5%, 12%, 18% and 28% along 
with exemptions for certain goods and services. 
Amid buoyancy in the GST revenue collections, 
the GST Council has set up a Group of Ministers 
to evaluate the possibility of rate rationalization 
after the reduction of the revenue neutral rate 
from 15.5% to 11.6% since the introduction of GST. 
Certain news reports suggest a transition from the 
existing rate framework to a three-rate framework. 
The impact of a change in existing GST rates would 
have a major impact on the cost of raw materials 
and the demand of for finished goods. The GST 
Council is expected to make a decision next year 
on the rejig while maintaining a balance between 
revenue collection and the impact on the economy.

UNION BUDGET 2022-23
While we witnessed the once-in-100-years 
pandemic budget last year with significant structural 
reforms, there are expectations that a Union 
Budget 2022-23 will be announced on February 
1, 2022 that will be robust enough to set forth a 
new architecture for long-range reforms. Amidst 
the widespread expectation that the government 
will be able to meet the budget deficit numbers 
for FY 2021-22, observers will closely watch how 
the government walks the fiscal consolidation path. 
The government has a task cut out for itself as it 
walks a tightrope between the needs of the various 
segments of a bruised economy and its limited 
fiscal power.
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 “SETTLEMENT” OF TAX DISPUTES – 
WILL IT SEE THE LIGHT OF THE DAY 
IN 2022?
Resolving tax disputes in India has been an 
extremely long drawn-out and painful process 
often stretching beyond one generation. While 
the Vivad Se Vishwas Act has attempted to bring 
about a speedier method for resolving disputes, 
India is yet to see an impactful ongoing “settlement” 
mechanism similar to the ones prevalent in some 
developed nations, a topic which has garnered 
much attention in the media. If properly thought 
through, a mechanism whereby taxpayers and tax 
administrations can mutually resolve tax differences 
/ disputes can pave the way for generating higher 
revenue for the government, bringing certainty 
and allowing businesses to avoid drawn-out tax 
litigation. This can certainly go a long way in 
adding to the ease of doing business in India.

TAX DEVELOPMENTS IN KEY 
JURISDICTIONS
Changes in the domestic laws of key jurisdictions 
will be an interesting area to watch in 2022. For 

instance, the Netherlands has announced its 
intention to introduce substance requirements for 
Dutch holding companies with effect from 1 January 
2022. Meanwhile, Switzerland has supported 
the Two-Pillar approach and is evaluating how it 
can address the minimum taxation rules in order 
to remain attractive for MNEs. The European 
Commission is pushing an amendment in to existing 
CbC reporting regulations according to which key 
information about where profits arise and where 
taxes are paid would have to be published. 

FEAR OF GLOBAL INFLATION 
WITH THE SURGE IN BASE-METAL 
PRICES
Base metal and commodity prices across global 
commodity exchanges have seen a sharp surge 
with increasing manufacturing demand and limited 
supply. The spurt in industrial and consumer 
demand along with manifold surges in base-metal 
prices have led to cost-push as well as demand-
pull inflation. Limited wage hikes and inflationary 
pressure could lead to economic challenges. The 
RBI’s role in keeping inflation within tolerable limits 
will be of utmost importance.
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