YEAR IN REVIEW 2016

As I sit back and reflect on
the year gone by, the first
thought that comes to my
mind is that I have not seen a
year which has heralded so
many significant changes as
2016! The sheer magnitude
of changes, the geographical
spread of the changes
through the globe, and the
changes that we have seen
in the tax field; it would be
trite to say that no one could
have anticipated even a
fraction of these changes at
the beginning of the year.
Indeed, this year will certainly
go down in the annals of
history as a significant one.
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On the Global front, we saw changes – the
impact of which we have yet to come to grips with.
The world became insular with Great Britain voting
for Brexit, an event which no one seemed prepared
for. As Britain awaits the verdict of the courts on
who can consummate Brexit, the country is facing a
new economic order and forging new relationships
with the world as a nation rather than as part of the
European Union.
The Brexit also signals a sharp global divide on the
turmoil in the Middle East and the refugee crisis.
The world finds itself at a crossroads on the need for
humanity towards refugees who need to be provided
with food and shelter and the impact of migration
on the culture of the countries where migration
takes place. The emergence of terrorism in France,
Germany and other parts of Europe will pose its own
challenges. Europe is unlikely to be the same as it
has been.
And then, the emergence of Donald Trump
and Trumpism has heralded a change which is
unprecedented!! Indeed, as we are witnessing the
transition and the announcement of his team, we
are all bracing up for significant changes... is green
energy a thing of the past? Is protectionism the new
norm? Are we likely to see a new nuclear weapon
race? What happens to tax reforms in the US?
Closer home, we saw the demonetisation of
high denomination currency notes in November
2016. The jury is still out on whether this initiative
is a success and what will be its consequences.
Economists everywhere, the intelligentsia and the
public at large, all seem deeply divided on the
issue. The more interesting part is that views on
demonetisation seem to be based, more on whether
one is a supporter of the Prime Minister, rather than

on economic grounds. The raids that we have seen
in the aftermath of demonetisation where new notes
to the tunes of crores of rupees have been found also
casts a shadow on whether the generation of black
money is truly behind us and whether the ghost of
parallel economy has been fully exorcised.
As a nation, we made considerable progress
towards GST, and just when the 1 April 2017
date seemed achievable, political upheavals on
demonetisation could lead to this getting delayed.
One hopes that GST sees the light of day sooner
rather than later in 2017.
The world of taxes has also seen changes which
are unprecedented. We saw the EU overturn tax
concessions given by Ireland to Apple. We saw the
BEPS project reaching fruition after submissions of
reports by OECD in October 2015. We saw key
recommendations being implemented this year, the
most important was the release of the Multilateral
Instrument which is due for a signing ceremony in
mid-2017.
We saw India imposing ‘digital tax’ in the form of
Equalisation Levy whose scope is likely to expand
over time. India was also successful in re-negotiating
its crucial treaties with Mauritius, Cyprus and
Singapore this year.
In this publication, we have compiled together
some of the key tax issues that had a bearing on
businesses in 2016 and their future impact. Hope
you will find it useful. Do reach out to us for your
feedback and/or suggestions.

Dinesh Kanabar
CEO
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Constitution of National Company Law
Tribunal (NCLT) and National Company
Law Appellate Tribunal (NCLAT)
NCLT is a quasi-judicial body that will adjudicate
on corporate law related issues. Currently 11
benches operationalized with principal bench at
New Delhi and others at regional levels. Decisions
of NCLT may be appealed to the NCLAT. (Please
refer our chapter on Corporate restructuring on
page 25 for further details)

Notification of the Real Estate (Regulation
and Development) Act, 2016
Aimed at protecting the rights and interests
of consumers and promotion of uniformity
and standardization of business practices
and transactions in the real estate sector.

Notification of the Insolvency and
Bankruptcy Code, 2016
Single comprehensive bankruptcy and
insolvency law provided for all legal
entities and natural persons. (Certain
sections relating to corporate insolvency
made operational on 1 December 2016)

Budget 2016

Third Budget of the current
government presented

1

29

30

16

March 2016

January 2016

Liberalization of FDI policy

100% FDI allowed in
e-commerce market place
(applicable only to B2B models)

Launch of Start-up India Plan
An action plan introduced by
government to promote bank
financing for start-up ventures to
boost entrepreneurship and
encourage start-ups with jobs
creation

28

May 2016

February 2016

1

May 2016

10

June 2016

1

May 2016

June 2016

1

June 2016

Equalization Levy
Equalization levy of 6% made applicable
on amounts paid to non-resident for
specified services. Aimed at taxing B2B
e-commerce transactions. (Please refer
our chapter on Equalization Levy on
page 14 for further details)

India-Mauritius tax treaty
re-negotiated
Protocol amending more than a
three-decade old India-Mauritius
Tax Treaty signed. (Please refer
our chapter on Treaty Revisions
on page 16 for further details)

Income Disclosure Scheme, 2016
Under this Scheme (open from 1 June
2016 to 30 September 2016),
taxpayers given an opportunity to
declare undisclosed income and pay
tax (including surcharge and penalty)
at the rate of 45%. Immunity also
provided to the declarants.

ROADMAP OF KEY EVENTS IN 2016
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Notification of the Benami Transactions
(Prohibition) Amendment Act of 2016

Automatic Exchange of Information (AEOI) with
Switzerland

The Act (passed by Parliament in August
2016) seeks to give the government powers
to confiscate benami properties - assets held
in the name of another person or under a
fictitious name to avoid taxation and conceal
unaccounted-for wealth.

'Joint Declaration' for implementation of AEOI signed
between India and Switzerland. Both countries to collect and
exchange data in accordance with global standards.
Consequently, it will now be possible for India to receive
from September 2019 onwards, the financial information of
accounts held by Indian residents in Switzerland for 2018
and subsequent years, on an automatic basis.

Tax Dispute Resolution
Scheme, 2016
Scheme (open from 1 June 2016
to 31 January 2017) introduced
to provide (a) an opportunity to
taxpayers to settle their tax
disputes pending at the level of
the first Appellate Authority; (b) a
one-time opportunity for dispute
resolution for past cases ongoing
under retrospective amendments.

1

Issue of validity of Entry Tax

India-Singapore Tax Treaty
re-negotiated

Historic judgment delivered by
a nine-member bench of the
Supreme Court upholding the
constitutional validity of Entry
Tax in a 7:2 majority decision.

Third Protocol amending the
provisions of India-Singapore Tax
Treaty signed. (Please refer our
chapter on Treaty Revisions on page
16 for further details)

1

June 2016

11

November 2016

28

8

June 2016

Final rules for determination of fair market
value of assets located in India and the
income attributable to them for calculating
capital gains arising on indirect transfer of
assets issued by CBDT. (Please refer our
chapter on Indirect transfer on page 7 for
further details)

30

November 2016

18

November 2016

Notification of Indirect transfer
valuation Rules

22

November 2016

November 2016

December 2016

24

November 2016

India-Cyprus Tax Treaty re-negotiated
Protocol amending more than a two-decade
old India-Cyprus Tax Treaty signed.
Notification classifying Cyprus as a
‘Notified Jurisdictional Area’ rescinded on
14 December 2016. (Please refer our
chapter on Treaty Revisions on page 16
for further details)

Announcement of Demonetization
High value currency notes (INR 500
and INR 1000) ceased to be legal
tender with effect from midnight of 8th
November 2016. (Please refer our
chapter on Demonetisation on page
23 for further details)

Release of text of Multilateral Convention to
implement Tax Treaty related measures to
prevent BEPS (the Multilateral Instrument (MLI))
The MLI is intended to allow participating countries
to amend their bilateral/regional tax treaties to
implement various OECD BEPS recommendations.
(Please refer our chapter on Multilateral Instrument
on page 18 for further details)
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Taxation of Indirect
transfers in India –
Recent Developments

The Income-tax Act, 1961 (Act) was amended in
2012 to retrospectively tax capital gains arising from
transfer of shares or interest in a foreign company/
entity, if such shares or interest derived (directly or
indirectly) value substantially from assets located in
India (commonly referred to as the indirect transfer
provision). This retrospective amendment was
brought about to overturn the Supreme Court’s
decision in the case of Vodafone International
Holdings B.V. which had acquired shares of a
Cayman company with downstream Indian assets.
This amendment lead to the Income-tax department
seeking to tax several other cross-border deals
involving indirect transfers. Litigation in these cases
continues to persist.
2016 saw further evolution of the law relating to
indirect transfers. Specifically, the developments on
this issue during the year were:
•

•
•

•

Introduction of a Dispute Resolution Scheme aimed
at putting to rest legacy disputes surrounding
indirect transfers;
Issue of final valuation and documentation norms;
An Advance Ruling addressing the substantiality
threshold and the taxability of restructurings; and
Clarifications on the applicability of indirect
transfers to Foreign Portfolio Investors (FPI).

disputes arising from retrospective amendments to
income tax (including indirect transfer provisions).
The taxpayers intending to opt for this Scheme
will be required to pay only disputed tax at the
applicable rate. Interest and penalty will be waived
in such cases. In addition, such tax payer will be
required to withdraw any appeal filed against such
dispute before any appellate authority or withdraw
any proceeding for arbitration, conciliation or
mediation. After a tepid response to this Scheme
which was initially open till 31 December 2016,
the government recently extended the deadline for
companies to settle disputes under this Scheme till 31
January 2017.
Valuation norms
As with any new law, there have been several
ambiguities and uncertainties with respect to the
manner and extent of computing gains arising on
indirect transfer. Consequently, over the years, one
has seen a host of amendments, clarifications and
rules being prescribed/issued with a view to bring in
more clarity on related issues.
Certain clarificatory amendments were made to the
indirect transfer provision by Finance Act, 2015.
Principal amongst these was the clarification that
the shares of the foreign company/entity will be
deemed to derive their value “substantially” from
assets located in India if the value of assets in India
exceeds INR 100 million and the value of assets in
India represents at least 50% of the value of all assets
owned by the foreign company.
The Finance Act, 2015 further provided that the
value of Indian and global assets will be the fair
market value (FMV) of the assets without reduction
of liabilities as determined in the manner prescribed
in the Income Tax Rules, 1962. In June 2016, the
Central Board of Direct Taxes (CBDT) issued Rules1
in relation to indirect transfer covering the following
broad areas:
•

These are briefly discussed below:
Dispute Resolution Scheme
With a view to provide a one-time opportunity
for dispute resolution for ongoing past cases, the
Finance Bill 2016 provided for a Direct Tax Dispute
Resolution Scheme (Scheme). This Scheme was
introduced with effect from 1 June 2016, to cover

•

•

Manner of computing FMV of the various classes
of assets (Rule 11UB)
Manner of computing income attributable to assets
in India (Rule 11UC)
Information and documents required to be
furnished by an Indian Concern (Rule 114DB)

1. The Income-tax (19th Amendment) Rules, 2016 dated 28th June, 2016
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The methodology prescribed for computation of FMV of various class of assets is as under:
Manner of computing (FMV) of Indian assets
Nature of Asset

Manner of computing FMV

Shares of a listed Indian company
(where such shareholding does not
confer management or control rights
in the Indian company)

The FMV of the shares will be the observable price of the share on
the stock exchange.
The term “Observable price” is defined to mean higher of
(a) average of weekly high and low of closing prices of the shares
quoted on the stock exchange during 6-month period preceding
the specified date;
(b) average of weekly high and low of closing prices of the shares
quoted on the stock exchange during two weeks preceding the
specified date

Shares of a listed Indian company
(where such shareholding confers
management or control rights in the
Indian company)

FMV = (A+B)/C, where
A = market capitalisation of the Indian company based on the
observable price;
B = book value of liabilities of the company on the specified date;
C = the total number of outstanding shares

Unlisted shares of an Indian company

FMV as determined by a valuation report as increased by the
value of the liability, if any, considered in such determination

Interest in partnership firm or
Association of Persons (AOP)

Step 1 - compute value of partnership firm on the basis of a
valuation report as determined by a merchant banker/accountant
in accordance with internationally accepted methodology,
as increased by value of liability, if any, considered in such
determination
Step 2 - value determined in Step 1 to be apportioned to the
extent of capital of partnership firm or AOP in the ratio of partner’s
capital contribution
Step 3 - balance value to be apportioned on the basis of asset
distribution ratio on dissolution of partnership firm/AOP or in
absence thereof, in the profit-sharing ratio
Step 4 - FMV on interest in partnership firm/AOP = Value as per
Step 2 + Value as per Step 3

Any other asset

Value as determined based on valuation report as increased by
the value of the liability, if any, considered in such determination
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Manner of computing FMV of all the assets of the foreign company
Nature of Asset

Manner of computing FMV

In case of transfer between persons
who are not connected persons

FMV = A+B, where
A = market capitalisation of the foreign company computed on the
basis of the full value of consideration for transfer of share/interest
B = book value of liabilities as certified by a merchant banker/
accountant

In case of transfer of shares of a
foreign company listed on the stock
exchange between connected
persons

FMV = A+B, where
A = market capitalisation of the foreign company based on
observable price
B = book value of liabilities of the company/entity on the
specified date

In case of transfer of shares of a
foreign company not listed on any
stock exchange between connected
persons

FMV = A+B, where
A = FMV of the foreign company/entity as on the specified date
based on valuation report
B = value of liabilities of the company/entity considered for
determination of FMV in A above

The term ‘liability’ has been defined to mean value of
liabilities as shown in the balance-sheet excluding the
paid-up equity capital or member’s interest and the
general reserves and surplus and security premium
related to the equity shares).

to that part of the gains as is reasonably attributed
to assets located in India in such manner as may be
prescribed. In this regard, the Rules prescribes the
following formula for computing income attributable
to indirect transfer of assets:

The term ‘specified date’ is defined to mean the last
day of the accounting period (generally defined to
mean 12-month period ending on 31st March) of
the foreign company preceding the date of transfer.
However, where the book value of assets on the date
of transfer exceeds the book value as on the last
day of the accounting period preceding the date of
transfer by more than 15%, then the date of transfer
will be regarded as the ‘specified date’.

A X B/C where:

Manner of computing income attributable
to assets in India
The Finance Act 2015 inter alia provided that the tax
liability arising on indirect transfers will be restricted

A = Income from indirect transfer of assets
B = FMV of the India assets on the specified date
C = FMV of all the assets of the company or entity
as on the specified date
Where the transferor fails to provide necessary
information to the Revenue authorities to apply the
aforesaid formulae, the whole income (and not
proportional) from transfer of shares/interest will be
deemed to be attributable to assets located in India.
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Information and documents required to be
furnished by an Indian Concern
The Finance Act, 2015 also brought with it a
requirement for the Indian concern, through or
in which the foreign company or entity holds the
Indian assets, to furnish information and maintain
supporting documentation in the manner prescribed.
A penalty of 2% of the value of the transaction in
respect of which there has been a failure to report
has been prescribed, if such transaction has the
effect of directly or indirectly transferring the right
of management or control in relation to the Indian
concern. In any other case of failure to report, a
penalty of INR 500,000 has been prescribed.
In this regard, the Rules broadly require the Indian
concerns to report details of immediate holdings
company/intermediate holding company/ultimate
holding company, holding structure, agreement for
transfer of asset, financial statements of the foreign
company/entity, information of business operations,
personnel, finance/properties, audit reports, etc. of
the foreign entity, details of payment of tax outside
India, etc. within a specified timeframe.

Issues left unaddressed by the Notified
Rules
•

•

•

Under the Act, while ascertaining the value
of assets located in India, no relief has been
provided for excluding the value of assets held by
the Indian entity in overseas jurisdictions.
Inclusion of liabilities while determining the FMV
of the company for the purposes of the Indirect
transfer rules may create inconsistency with the
commercial valuation.
There is no mechanism in the Act to provide a cost
step-up for the tax liability once incurred due to
indirect transfer.

Ruling issued by the Authority for Advance
Ruling (AAR) in the case of Banca Sella
Holding SPA
An important ruling was delivered by the AAR in
the year 2016 with respect to taxation of indirect
transfer arising prior to 2012 pursuant to overseas
corporate reorganization. Briefly, the transaction
involved the merger of Sella Servizi Bancari S.C.P.A
(SSBS) into Banca Sella Holding SPA, (BSS), both
Italian companies. This resulted in:

•
•

•

The shareholders of SSBS receiving shares of BSS;
The 15% shareholding of BSS in SSBS getting
cancelled; and
The Indian branch of SSBS getting transferred to
BSS.

The AAR held that in the absence of consideration
flowing to SSBS, the transfer of Indian branch could
not be taxed as capital gains in India. Further, it also
held that tax exemption given in the Act to capital
gains arising from transfer of capital asset pursuant to
an amalgamation in India, should also be extended
to amalgamation of Italian companies by applying
the non-discrimination clause of the India-Italy tax
treaty (as a similar transaction involving residents
would not be taxable under domestic law).
The AAR also held that, there would be no tax
liability in the hands of BSS on extinguishment of its
shares in SSBS in the absence of any consideration
paid to it. As regards the other Italian shareholders
of SSBS who received consideration (in the form
of shares of BSS), the capital gains arising to them
would be taxable only in Italy under the India-Italy
tax treaty. Furthermore, the AAR also stated that
the indirect transfer provisions under the Act would
not be triggered on transfer of shares of SSBS, as it
derived a small value from assets located in India.
In this context, the AAR also stated that the foreign
company can be regarded as deriving substantial
value from India only if the value derived from the
Indian assets is at least 50%. While coming to this
conclusion, the AAR placed its reliance on the Delhi
High Court decision in the case of Copal Research.

Clarifications issued by CBDT on indirect
transfer provisions
Recently, on 21 December 2016, the CBDT
released a Circular2 containing responses to
questions raised by various stakeholders (including
foreign portfolio investors (FPIs), private equity/
venture capital investors, etc.) in the context of the
applicability of indirect transfer provisions under
the Act. This Circular was released in the form
of frequently asked questions (FAQs) setting out
responses to the issues raised by stakeholders with
regard to applicability of indirect transfer provisions
and after considering the comments of the working
group (constituted on 15 June 2016) for examining
such issues.
2. Circular 41/2016 dated 21 December 2016
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Since this Circular was likely to have an impact on
funds investing into Indian capital markets; including
specifically funds having a multi-tiered investment
structure a lot of representations were made by
stakeholders. Basis the same, the government has
kept the circular in abeyance.

Nonetheless, the Circular provides some guidance
on the interpretation of the existing legal provision
as they apply to FPIs. The key points are therefore
discussed below by way of case studies.

Case Study 1
MASTER FEEDER INVESTMENT STRUCTURE - case of economic double/triple taxation

Investors

Redemption request
by Investor

Feeder Fund 1

3

Feeder Fund 2

(Country A)

(Country B)

2

Master Fund set up as FPI
(Country C)

FPI derives substantial
value from India

Outside India

1

India
Investment in Indian
securities

Taxability at Stage 1
Capital gains arising on direct transfer of securities
by FPI will be taxable in India as per domestic law,
unless exemption available under applicable tax
treaty.
Taxability at Stage 2
Capital gains arising on indirect transfer of units
of Master Fund will be taxable in India, unless
exemption available under applicable tax treaty.
No cost-step up/exemption available for the gains
already subject to tax on direct transfer.

Taxability at Stage 3
Capital gains arising on indirect transfer of units of
Feeder Fund will be taxable in India in the hands
of the Investor, unless (a) Investor qualifies as Small
shareholder (i.e. shareholders who do not have
rights of management or control and do not hold
voting power/share capital in excess of 5%), or (b)
exemption available under applicable tax treaty.
No cost-step up/exemption available for the gains
already subject to tax on earlier transfers.
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Case Study 2

Investors

Investors

2

Issue of units as
consideration for merger

Fund 1

Fund 2

(Country A)

(Country B)

2

Merger

Fund set up as FPI
(Country C)

FPI derives substantial
value from India

Outside India
India

Investment in Indian
securities

Pursuant to merger of Fund 1 with Fund 2, there are
two instances of indirect transfer in India.
Stage 1 - Fund 1 extinguishes its units in FPI which
derives substantial value from India
Stage 2 - Investors of Fund 1 extinguish their units in
Fund 1 and receive units of Fund 2 as consideration
for the merger
Taxability at Stage 1
An exemption may be available from Indian taxation
on transfer of units of FPI by Fund 1 if the following
three conditions are fulfilled:
•

•

•

Taxability at Stage 2
No exemption is provided in the Act for non-taxability
of such gains (except where the shareholder holds
less than 5% stake in Fund 1). Even the FAQs while
dealing with a query in relation to taxability of
capital gains arising in the hands of the shareholders
on merger of two overseas funds deriving substantial
value from India clarifies the same to be taxable in
their hands in absence of any exemption.
Notwithstanding the above, the Investors could
explore relief from Indian taxation if:
•

Both Fund 1 and Fund 2 are set up as corporate
entities
Atleast 25% shareholders of Fund 1 continue to
remain shareholders of Fund 2
Such transfer does not attract any tax on capital
gains in the overseas country where Fund 1 is
incorporated.

•

The tax treaty of the country where the Investor is a
resident does not allocate the taxing right to India,
and/or;
By invoking non-discrimination clause under
the applicable tax treaty (in a similar situation
involving domestic merger under the Act, the
shareholder is eligible for tax exemption).
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Other issues discussed in the FAQs
•

•

•

•

•

•

A clarification was sought as to whether indirect
transfer provisions would apply to redemptions
made by investors in a fund where the fund has
paid applicable taxes on its transactions in listed
securities. The CBDT has clarified that where
substantial test is met, redemption by investors of
their shares in the fund will be taxable in India
unless the investors qualify as small shareholders.
This as discussed in Case study 1 can lead to
multiple levels of taxation and is undesirable.
The Circular covers a situation where an offshore
fund allocates 10% of its corpus for making
investments in India and accordingly sets up an
India focused sub-fund for investing exclusively in
Indian securities. No investor holds more than a
5% stake in the parent offshore fund. The Circular
states that the indirect transfer rules will apply to
the gains derived by the fund on sale/redemption
of shares of the sub-fund since the value of shares
in the sub-fund will derive their value substantially
from Indian assets. The Circular further states
that such will be the case irrespective of the
shareholding of the ultimate investors.
The Circular deals with a scenario involving an
offshore fund listed on a foreign stock exchange,
where the investors keep changing due to regular
trading on the foreign stock exchange. Such
offshore fund derives substantial value from India.
The Circular clarifies that the investors in the
offshore fund would be liable to tax on the gains
arising from sale of their shares in the offshore
fund under the indirect transfer provisions unless
they qualify as Small shareholders.
Given the uniqueness of the FPI structure, a request
was made by the stakeholders that the FPIs be
relieved from withholding tax requirement or the
threshold for enforcing such requirement be raised.
However, the FAQs merely state that the provisions
of withholding tax, interest and penalty would
apply as per the provisions of the Act.
The CBDT has failed to consider that it would be
difficult for the Transferee/Buyer to determine the
quantum of taxes to be withheld since the identity,
cost of acquisition, country of residence, etc. of
the Transferor would not normally be known.
In such situation, the Transferee/Buyer may be
forced to follow a conservative approach and
deduct tax on gross sale consideration at the

highest applicable tax rate. The Transferor in
such situation may have no option other than to
file a tax return in India and claim a refund for the
excess taxes deducted (if any). In certain cases,
there may be a double whammy for the Transferor
where neither they are able to get a relief from
Indian taxation nor are they able to claim a credit
in the resident country for the taxes paid in India.
•

•

As discussed above, the Rules laying down the
valuation mechanism, came into effect only from
June 28, 2016. There now exists an ambiguity
if the criteria under these Rules will be applied
as advisory for the period prior to them being
notified. The CBDT has failed to address this in
the FAQs and merely stated the provisions of the
Act shall apply.
Similarly, it may be practically difficult for an
Indian concern to know or keep track of the
transfers at its parent’s level and the foreign entity
may get to know about such a transaction post
the transfer. Therefore, the information which
the Indian concern needs to procure and submit
with the revenue authorities may not be feasible
in every situation. The FAQs also provide no
guidance in this regard.

Conclusion
The early days of indirect transfer provisions,
characterized by wide ranging charging provisions
coupled with a near absence of exemptions,
machinery and computational provisions appears
to be at an end. Suitable exemptions to mitigate the
rigor of these provisions are being introduced and
computational aspects such as valuation have been
clarified. This is undoubtedly a very welcome step,
and will go a long way in providing certainty to
taxpayers.
Needless to mention, the practical application
of these provisions will continue to throw up
more challenges, which will undoubtedly lead to
uncertainty and litigation. One however, hopes that
these are resolved proactively by legislative and
administrative action, rather than being left to the
judiciary. This will go a long way in making the
indirect transfer regime more progressive and robust.
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Taxing the Digital
Economy- India’s
Equalisation Levy

In recent times, there has been a significant upsurge
in e-commerce transactions resulting in evolution
of a ‘virtual’ global market place. Despite the
work done by OECD in its Base Erosion and Profit
Shifting Project (BEPS) Action 1: Addressing the
Tax Challenges of the Digital Economy, taxation of
digital economy remains one of the most uncertain
tax aspects of a multinational business today. In
fact, much of the OECD’s work on taxation of digital
economy is far from over - which it has delegated
to its Task Force on the Digital Economy (TFDE)
due for completion in year 2020. In the interim,
we have seen quite a few countries coming up
with and implementing tax policies to bring digital
transactions within their tax net. In parallel, disruptive
technologies and digital business models such as the
sharing economy continue to advance at a colossal
pace that is exacerbating policymakers’ challenges.
With more and more multinationals deploying new
digital business models that unsettle traditional trade
flows and strain existing tax regimes around the
world, the OECD viewed its work on taxation of
digital economy as critical to the global economy
– so much so that it proclaimed that “the digital
economy is the economy itself”.
Challenges from a digital economy perspective are
stated to be a matter of significant concern for India.
India’s position has been that a rigid application
of residence-based taxation rules has led to several
digital companies paying virtually no taxes in
India despite India being a huge market for the
digital economy. It is also reported that India had
advocated the introduction of a withholding tax on
digital transactions (a position that was not ultimately
accepted in the OECD’s final report on BEPS).
In wake of the BEPS report on Action 1, the Central
Board of Direct Taxes constituted a Committee, to
identify tax issues in e-commerce transactions and to
address the tax challenges under digital economy.
The Committee after considering the BEPS report

noted that options such as introducing new nexus
rules, withholding tax on digital transactions etc.
would entail amendments to the tax treaties and
consequently could pose challenges in unilateral
adoption. The Committee therefore recommended
introduction of “Equalisation Levy” which was
enacted as a separate Chapter in the Finance Act,
2016. The Committee in its report also mentioned
that the purpose of the levy is to equalize the income
tax disadvantage faced by Indian digital companies
and facilitate an environment, where Indian digital
companies could compete with foreign players
without having to locate outside India.
As per this new regime, with effect from 1 June
2016, Equalisation Levy @ 6% is leviable on the
amount of consideration for any “specified service”
received or receivable by a non-resident from, interalia, a person resident in India carrying on business
or profession. However, this levy is not attracted if
the non-resident service provider has a Permanent
Establishment (PE) in India and the specified service
is effectively connected to such PE. A de minimis
threshold of INR l lakh is also provided for.
Amounts which are liable to equalization levy are
exempt from the provisions of the Income-tax Act.
The term “specified service” is defined to mean the
following:
•

online advertisement;

•

any provision for digital advertising space

•

•

any other facility or service for the purpose of
online advertisement; and
any other service as may be notified by the
Central Government in this behalf.

Currently, the scope of levy is proposed only on
digital advertisements but based on the panel report
the levy could be extended to other services.
Separately, any Indian business owner/company
that fails to deduct the equalization levy or doesn’t
deposit it with the government, then the company will
not be allowed to deduct the expenses in calculating
taxable profits.

Interpretation and implementation issues
Equalisation Levy has been introduced with the stated
objective of bringing certainty and predictability to
various stakeholders and to provide a more stable
tax environment in India for digital transactions.
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However, the introduction of the Equalisation Levy
and interpretation of its provisions itself could lead to
ambiguity and controversies as explained below.
•

•

•

•

•

The scope of term “specified service” is very wide
especially when it states that it also includes any
other any other facility or service for the purpose
of online advertisement. This leaves scope for
ambiguity and interpretation issues especially
in absence of comprehensive examples and
clarifications as to the types of situations which can
and cannot be covered within the purview of this
levy.
Given that Equalisation Levy does not form part
of domestic tax laws of India, a non-resident may
not be able to seek treaty protection and hence
availability of credit of this levy in his home country
could also pose challenges. To this extent, the
Equalisation Levy regime marks a departure from
the recommendations of OECD in Action Plan 1
which stated that existing treaty obligations ought
to be respected to ensure consistency with existing
international legal commitments. The cost to Indian
parties is thus likely to escalate as the non-resident
service provider is unlikely to absorb this levy
especially since the same is non-creditable in his
home country.
Although the law contemplates a deduction of
Equalisation Levy from the amounts paid to a
non-resident, the enforcement machinery and the
consequences apply only to residents. As such,
this is likely to be a cost to residents, much like the
dividend distribution tax or the buyback tax. This
further makes it difficult for recipients to claim credit
of this levy in their home jurisdictions.
This levy, inter-alia, applies in case of payments
made by a person resident in India carrying on
business, irrespective of whether the payments are
made for carrying on a business in India or outside
India. The scope of the Levy appears to include
even payments by resident for overseas business
activities. The applicability of the Levy could thus
be viewed as ‘extraterritorial’ and could lead to
protracted litigation.
Also, there could be a situation when Indian
entities receive a cross charge from their overseas
parent for various group services, inter alia,
including the Indian entity’s share of online
advertisement spending. There is no clarity on the
applicability of the Levy on such cross charges and
this could lead to confusion amongst payers on the
manner in which the Levy should be deducted.

The enactment of the Equalization Levy is another
instance of India seeking to levy a tax from the hands
of resident payers, and ‘exempting’ recipients (other
instances include the dividend distribution tax and
the buyback tax). This also leads to treaty provisions
becoming redundant, despite non-residents bearing
the economic burden of such levies (unless a grossing
up is contemplated in the contractual arrangements).

What next?
Views have been expressed that India should have
waited for a broader consensus to evolve at the
OECD, rather than embark on unilateral measures
that are not in sync with the existing global regime for
taxing business incomes. India, is not however alone
in adopting unilateral measures relating to the digital
economy. For instance, the United Kingdom has
imposed a diverted profit tax, which though different
from India’s equalization levy in many respects, is also
intended to provide an immediate fix to some of the
fiscal challenges posed by the increased digitization
of business.
Given the complexity of the issue, and the fiscal
constraints faced by countries everywhere, it is quite
possible that many other countries could follow suit.
However, if a broader consensus evolves at the
OECD, which can provide a balanced solution to
address the concerns of the digital economy within
the broad contours of the global treaty network,
one could hope that unilateral measures like the
equalization levy and the diverted profits tax are
dropped, and a common global approach adopted.
However, this remains a long-term dream, and there is
of course no assurance that it will become a reality.
In the meantime, taxpayers will need to live within
the existing framework. As this is a new levy, judicial
clarity on some of its more controversial aspects may
take time to evolve. Hence, proactive measures from
the Government may be needed to ensure that the
practical application of this levy by Indian businesses
does not cause uncertainty.
There is also a possibility that the scope of the
Equalization Levy could be widened in the days
ahead, and the rate itself could see an upward
revision. However, on a positive note, the concerns
over creditability of this levy in the hands of the nonresidents could also be addressed in the near future.
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Changes in key Tax
Treaties – an end to
treaty shopping?

with respect to capital gains. The signing of the
Protocol amending the India-Mauritius Tax Treaty thus
ended speculation and helped bring about clarity to
taxpayers.

Background

Capital Gains
The Protocol amends the Capital Gains Article by
giving India the right to tax capital gains arising
on alienation of shares acquired on or after 1 April
2017. The current exemption from Capital Gains tax
in India will be withdrawn in a phased manner as
under:

Treaty abuse has long been one of India’s foremost
concerns in relation to cross-border taxation.
Accordingly, various measures have been adopted
by India, both at unilateral and bilateral level to
help curb its incidence. For instance, amendments in
domestic tax law (such as the requirement to furnish
a Tax Residency Certificate, requirement to obtain
Permanent Account Number, providing for treaty
override in cases where General Anti-Avoidance
Rule (GAAR) is applied) and insertion of a Limitation
on Benefits (LoB) clause in recently negotiated tax
treaties are steps in this direction.
Globally too, concerns over treaty abuse are on the
increase, and this trend was reflected in the final
reports of the OECD Base Erosion and Profit Shifting
Project. Specifically, the work relating to preventing
of treaty abuse through inclusion of a ‘Principal
Purpose Test’ and LoB test in tax treaties (through the
multilateral instrument) represents a significant step in
this direction.
Given all this, it was perhaps inevitable that India’s
treaties with countries such as Mauritius, Cyprus and
Singapore would undergo changes, particularly as
regards taxing rights over capital gains. 2016 saw
India conclude its long-standing treaty negotiations
with Mauritius, and this was followed up by
protocols amending its treaties with Cyprus and
Singapore. The key changes in the aforesaid tax
treaties are summarized below:

Mauritius
The renegotiation of the India-Mauritius Tax Treaty
has been a subject matter of intense media scrutiny
for several years now, which coupled with prolonged
negotiations between the two countries, led to
increased uncertainty and apprehensions about the
continued availability of benefits under the treaty

The Protocol among others seeks to make changes
to the capital gains article, interest income article,
Permanent Establishment (PE) definition, exchange
of information and assistance in collection of taxes.
A brief analysis of the key amendments is set out
below:

Gains from alienation
of shares of Indian
company

Taxability in India

Acquired on or before
31 March 2017

Not taxable as per the
India-Mauritius tax treaty

Acquired on or after
1 April 2017 and
transferred before 31
March 2019

Limited to 50% of the
Indian tax rate subject to
fulfilment of conditions
mentioned in LoB Article

Acquired on or after
1 April 2017 and
alienated after 31 March
2019

Taxable in India at the
full applicable rate of tax

Interestingly, as per the Protocol, source-based
taxation in India is limited to ‘shares’ of a company
resident in India and does not extend to any other
securities including convertible or non-convertible
debt instruments, or to shares of a foreign company
which may derive substantial value from Indian
assets.
Limitation on Benefits (LoB)
The Protocol has also introduced a LoB Article which
provides that benefit of reduced rate of tax on
capital gains (i.e. 50% of normal tax rate) will not be
available (a) if the affairs are arranged with primary
purpose to take benefit of provision granting reduced
rate of tax; or (b) The company claiming the
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aforesaid benefit is a ‘shell or a conduit company1’.
Further, a resident is deemed to be a shell/conduit
company if its expenditure on operations in its home
country is less than INR 2.7 mn in the immediately
preceding 12-month period from the date the capital
gains arise.

Interest income
The Protocol to India-Mauritius Tax Treaty also restricts
the source country taxation rights on interest to a
maximum of 7.5% on the gross amount of interest.
This is the lowest tax rate cap agreed to by India on
interest income for source country taxation amongst
all its tax treaties. It is also pertinent to note that the
conditions mentioned in the LoB Article do not need
to be fulfilled to avail this beneficial tax rate.

Singapore
Given the revision of India-Mauritius Tax Treaty, clarity
was warranted with respect to the position on taxing
rights for capital gains under the India-Singapore Tax
Treaty. This was because the existing Singapore Tax
Treaty provides for a capital gains exemption, which
is co-terminus with the capital gains exemption under
the India-Mauritius Tax Treaty.
Given the above, a Third Protocol amending the
provisions of India-Singapore Tax Treaty was signed
on December 2016 wherein source based taxing
rights (similar to revised India-Mauritius Tax Treaty)
were provided for. Under this Protocol, India will get
the right to tax capital gains arising on alienation of
shares acquired on or after 1 April 2017. For shares
acquired and alienated between 1 April 2017
and 31 March 2019, the tax rate will be limited to
50% of the tax rate applicable in the source country
subject to fulfilment of conditions specified under LoB
Article2.
Further, similar to the revisions made in the IndiaMauritius Tax Treaty, the new Protocol to the IndiaSingapore Tax Treaty limits the source-based taxation
in India to “shares” of a company resident in India
and does not extend to any other securities including
convertible or non-convertible debt instruments, or
to shares of a foreign company which may derive
substantial value from Indian assets. Also, unlike
the earlier Protocol, the revised LoB conditions are
not made applicable in respect of capital gains
arising from transfer of assets other than shares of a
company resident in India. However, the Protocol
provides that the Tax Treaty will not prevent a country
from applying its domestic law and measures
concerning the prevention of tax avoidance or

tax evasion. Thus, the provisions of Indian GAAR
(effective from FY 2017-18) and other domestic antiabuse rules can potentially be invoked to override the
provisions of India-Singapore Tax Treaty (even if the
LOB conditions are met).

Cyprus
Renegotiation of India-Cyprus Tax Treaty has
also been in the news for quite some time now,
particularly considering that India had notified
Cyprus under section 94A of the Income-tax Act,
which led to several consequences including
restrictions on deduction of payments, applicability
of transfer pricing and the imposition of a higher
withholding tax of 30%.
The revised tax treaty is also similar to the recently
amended India-Mauritius Tax Treaty in terms of source
taxation of capital gains, grandfathering relief,
inclusion of service PE clause, etc. However, unlike
the amended India-Mauritius Tax Treaty, there is no
transitory concessional relief available in respect of
gains made on shares acquired post 1 April 2017
but transferred before 31 March 2019. Interestingly,
the revised India-Cyprus Tax Treaty does not contain
a LoB clause, contrary to the trend in recently
negotiated tax treaties.
Post revision of India-Cyprus Tax Treaty, the Central
Board of Direct Taxes has also issued a notification
dated 14 December 2016 rescinding the status
of Cyprus as a Notified Jurisdictional Area with
retrospective effect.

Some takeaways
The approach adopted by the government in
re-negotiating these tax treaties is a mature and
pragmatic one. Specifically, the grandfathering of
existing investments and the reasonable transition
period provided are steps in the right direction
and point to an increased recognition within the
government of the need to avoid abrupt policy shifts.
This will go a long way in providing significant
reassurance to investors and provide a clear
roadmap for taxation of future investments.
1. A ‘shell or a conduit company’ is defined to mean any legal entity with
negligible or nil business operations or with no real and continuous
business activities
2. In order to be eligible for concessional tax rate during the transition
period, the LoB Article, inter-alia, prescribes a condition to incur annual
operating expenditure of SGD 200,000 or INR 5 million as the case
may be for immediately preceding period of 12 months from the date
on which the gains arise.
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India’s tax treaty
network and the
Multilateral Convention

Background
The Multilateral Convention is by far the most pathbreaking innovation in the OECD’s BEPS Project. As
a means to modify the over 3000 bilateral treaties
that exist in the world today, it will radically alter the
world of international tax in unprecedented ways.
The substantive changes contained in the Multilateral
Convention, are, by themselves not new. In fact,
except for some provisions relating to mandatory
arbitration, it simply codifies changes that were
already agreed to as part of the Final BEPS measures
released in October 2015. The Convention was
developed by an ad hoc group constituted in
February 2015, which saw participation from over
99 countries as equal members. India was also a
party to this ad hoc group.
India has been an active participant in the overall
BEPS Project and views several of the Final BEPS
measures as a vindication of its long-standing
application of source country taxation norms. The
incorporation of several of these measures as part
of the Multilateral Convention will therefore be of
significant interest in an Indian context. The key
provisions of the Convention, and its implications in
an Indian context are briefly discussed in the ensuing
paragraphs.

Scope of the Multilateral Instrument
The BEPS project lead to a series of measures
being developed across several actions such as the
digital economy, treaty abuse, design of Controlled
Foreign Company Rules, intangibles, country-bycountry reporting, preventing artificial avoidance of
Permanent Establishment status, improving dispute
resolution, etc. Several of these measures required
implementation through changes in domestic law. As
regards the measures which required implementation
through changes to bilateral tax treaties, it was felt

that a Multilateral Convention that modified the
existing bilateral treaty network would be preferable
as it would ensure speed and consistency in
implementation.

“The adoption of this multilateral instrument
marks a turning point in tax treaty history.
It will save countries from multiple bilateral
negotiations and renegotiations to implement
the tax treaty changes in the BEPS Project. More
importantly, having more than 100 jurisdictions
on board will help ensure consistency in the
implementation of the BEPS Project, which
will result in more certainty and predictability
for businesses, and a better functioning
international tax system for the benefit of our
citizens.”.

- OECD Secretary-General at
adoption ceremony of BEPS Treaty

Accordingly, the Multilateral Convention incorporates
treaty related measures identified as part of the final
BEPS measures in relation to:
•

•

•

•

Neutralising the effects of hybrid mismatch
arrangements (Action 2)
Preventing the Granting of Treaty Benefits in
Inappropriate Circumstances (Action 6)
Preventing the Artificial Avoidance of Permanent
Establishment Status (Action 7)
Making Dispute Resolution Mechanisms more
effective (Action 14)

It is intended that the Convention will apply only
to income-tax treaties, and not to limited treaties
that solely apply to shipping, air transport or social
security.
India has entered into over 90 bilateral treaties
which stand to be potentially impacted by the
Multilateral Convention. Thus, from an Indian
standpoint, the Convention could lead to significant
substantive changes to India’s tax treaty network.
Many of the potential changes relate to access to
treaties (in case of dual residents, or by way of a
limitation on benefits article) and could significantly
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restrict access to treaties in several cases. Given that
many of India’s current tax treaties do not have strong
limitation of benefits clauses, assessing the availability
of treaty benefits will necessarily become a more
involved and complex exercise going forward.

Substantive changes and their relevance in
an Indian context
Neutralising the effects of hybrid mismatch
arrangements (Action 2)
There are two key areas where the provisions of the
Multilateral Convention relating to hybrid mismatch
arrangements could have a significant impact in the
Indian context.
The first relates to availability of treaty benefits in the
case of fiscally transparent entities. Many of India’s
treaties do not contain specific provisions that deal
with availability of treaty benefits to entities that
are treated as fiscally transparent in their country
of formation. This leads to uncertainty. Similarly,
some treaties (such as the India-US treaty or the
recently amended India-UK treaty) provide for rules to
determine the availability of treaty benefits to certain
specific transparent entities such as partnerships,
estates and trusts, but do not address the availability
of treaty benefits to other fiscally transparent entities
such as the Limited Liability Companies.
The Multilateral Instrument provides that “income
derived by or through an entity or arrangement that
is treated as wholly or partly fiscally transparent
under the tax law of either Contracting Jurisdiction
shall be considered to be income of a resident of a
Contracting Jurisdiction but only to the extent that the
income is treated, for purposes of taxation by that
Contracting Jurisdiction, as the income of a resident
of that Contracting Jurisdiction”.
This would squarely address the issue of availability
of treaty benefits in case of all fiscally transparent
entities, and remove the uncertainty that exists in this
regard.
The second key change relates to the availability of
treaty benefits in case of dual resident entities. Most
existing treaties provide for a “place of effective
management” test for determining the residency
of dual-resident entities for treaty purposes. The
Multilateral Convention proposes to change this rule
by providing that in case of dual-resident entities, the
residency shall be determined by means of mutual
agreement between the competent authorities of both

countries. It goes on to say that in such cases, the
competent authorities shall have regard to the place
of effective management, the place of incorporation
or other relevant factors. More importantly, it provides
that in the absence of any agreement between the
competent authorities, the dual-resident entity shall
not be entitled to any relief or exemption from tax
under the bilateral treaty, except as agreed by the
competent authorities.
This could have a significant impact in an Indian
context. India has modified its test of corporate
residency under domestic law to bring in the concept
of “place of effective management” with effect
from financial year 2016-17. Draft guidelines in
this regard have also been issued. Although the
guidelines are still pending finalization, it is clear that
the test of corporate residency has been significantly
widened, and there is a risk of many non-Indian
entities being treated as residents in India under this
new standard.
This could therefore lead to more instances of
companies being treated as dual-resident companies
in an Indian context. Since the right to claim foreign
tax credits in India arises from treaties (and not from
domestic law), it follows that the non-availability of
treaty benefits due to a potential disagreement on
the part of the competent authorities could lead to
double taxation.
Preventing the granting of treaty benefits in
inappropriate circumstances (Action 6)
The Multilateral Convention contains several
measures that are intended to target treaty
shopping/treaty abuse.
The first of these involve modifying the preamble to
bilateral treaties to expressly state that the purpose
of the treaty is not to create opportunities for nontaxation or reduced taxation through tax evasion or
avoidance. It is expected that the introduction of such
language in the preamble will serve as an aid to the
interpretation of the treaty in light of the provisions of
the Vienna Convention on the law of treaties.
The second measure involves introduction of a
“Principal Purpose Test” in the treaty. This clause will
state that benefits under a treaty will not be available
in respect of an item of income or capital if it is
reasonable to conclude, having regard to all relevant
facts and circumstances, that obtaining that benefit
was one of the principal purposes of an arrangement
or transaction that resulted directly or indirectly in
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that benefit. However, the benefit will be available
if it can be established that granting that benefit in
these circumstances would be in accordance with the
object and purpose of the relevant provisions of the
treaty.
The third measure is an objective ‘simplified’
Limitation on Benefits article. This provides that treaty
benefits will not be available unless the resident is a
‘qualified person’, which is defined as:
•
•

An individual
Contracting state, political subdivision, local
authority, etc.

•

Company whose shares are regularly traded

•

NGOs/Pension funds

•

•

•

Entities, at least 50% of whose shares are held
by ‘qualified persons’ for half the days in the
12-month period
A resident who is engaged in an active conduct
of a business
Entities which are more than 75% owned by
equivalent beneficiaries

Specifically, in the context of active trade or business,
it is provided that the following activities or a
combination thereof will not be considered as an
active trade or business:
•
•

•

•

operating as a holding company;
providing overall supervision or administration of a
group of companies;

•

•

Thus, going forward, treaty eligibility in an Indian
context will need to be viewed both in light of the
provisions of the Multilateral Convention as well as
the GAAR.
Preventing the Artificial Avoidance of Permanent
Establishment (PE) Status (Action 7)
The Multilateral Convention also seeks to make
changes to the PE definition in order to address
structures which were seen as resulting in the artificial
avoidance of PE status. There are three specific
changes proposed in this regard:
•

making or managing investments, unless these
activities are carried on by a bank, insurance
company or registered securities dealer in the
ordinary course of its business as such.

the Principal Purpose Test;

Addressing artificial avoidance of PE status
through Commissionaire Arrangements and similar
strategies – It is provided that a PE will exist
where:
––

The Multilateral Convention also contemplates
a more “detailed’ Limitation on Benefits clause.
However, it provides that this will need to be
negotiated by parties in a bilateral context.

•

the Detailed Limitation on Benefits article with
specific anti-conduit provisions.

These measures are certain to have a far-reaching
impact in an Indian context. Although the capital
gains exemption in India’s bilateral treaties with
Mauritius, Cyprus and Singapore has been removed
prospectively, there are nonetheless several treaty
situations including in the context of capital gains,
royalties and interest where access to treaties could
prove challenging going forward. This may also
need to be seen in the context of the General AntiAvoidance Rule (GAAR) which is slated to come
into force from April 2017. The GAAR specifically
provides that it will override tax treaties, and its
provisions can potentially be invoked to deny treaty
benefits.

providing group financing (including cash
pooling); or

The Convention goes on to provide that it will be
mandatory for countries to adopt one of the following
approaches in their bilateral treaties:

the Principal Purpose Test along with the simplified
or detailed Limitation on Benefits article; or

––

•

a person acts on behalf of an enterprise and
habitually concludes contracts, or habitually
plays a principal role in the conclusion of
contracts that are routinely concluded without
material modification by the enterprise; and
these contracts are in the name of the enterprise
or for transfer of ownership over goods owned
by that enterprise or for provision of services by
that enterprise.

Specific activity exemptions in Article 5(4) will
need to additionally satisfy the condition that they
are preparatory or auxiliary in nature.
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•

Activities relating to building site, construction or
installation and connected activities at the same
site/project by closely related enterprises will
be aggregated to determine if the time/duration
threshold is satisfied. It is provided that entities
will be considered as being closely connected if
one controls the other or both are under common
control.

countries not signing on to the Convention cannot
be ruled out.
•

Since these measures will widen the threshold for
constituting a PE, they are likely to be seen as being
in line with India’s long standing preference for
expanding its source based taxing rights.
Making Dispute Resolution Mechanisms more
effective (Action 14)
The Multilateral Convention requires countries to
incorporate Mutual Agreement Procedure (MAP)
related provisions based on the OECD model in
their bilateral treaties. More importantly, it also
requires countries to incorporate provisions relating
to corresponding adjustments in Article 9(2) in their
bilateral treaties. In an Indian context, this may be
relevant since it remains India’s current position that
bilateral APAs are not possible with countries with
whom India’s treaties do not contain Article 9(2).
Once this is incorporated in India’s bilateral treaties,
this limitation should no longer apply.
The Convention also contemplates countries entering
into mandatory binding arbitration in cases where
the competent authorities are unable to resolve a
MAP issue within a period of 2 years. However,
this provision is optional in nature, and India
has expressed strong reservations to this, citing
sovereignty concerns. It is therefore unlikely that
provisions relating to such mandatory arbitration will
find place in India’s bilateral treaties.

Flexibility in relation to the applicability of the
Multilateral Convention
The Multilateral Convention contains several
provisions that provide flexibility to countries. The
flexibility comes in the following forms:
•

A country may choose not to become a party to
the Multilateral Convention. In this case, none of
its bilateral treaties will be modified. Having said
this, 99 countries, including India, participated in
the development of the Convention. This indicates
a fair degree of global consensus. India too,
is almost certain to sign up to the Convention.
However, the possibility of domestic politics
or economic considerations resulting in a few

•

•

Having signed on to the Multilateral Convention,
countries have the flexibility to choose their
bilateral treaties to which the Convention will
apply. This is to be done by making a notification
to the Secretary General of the OECD i.e.
the Depositary. It is interesting to note that the
Explanatory Statement to the Convention notes that
some countries may choose to exclude a specific
treaty from the ambit of the Multilateral Convention
if, for instance, the treaty has been recently
renegotiated to reflect the BEPS outcomes or if it is
under renegotiation currently. This may be an area
to watch out for in the Indian context, considering
that India in 2016 has amended its treaties with
Mauritius, Cyprus and Singapore to address,
amongst others, instances of double non-taxation
as regards capital gains.
The Convention also contemplates opt-outs in
respect of certain provisions. However, where a
provision reflects a ‘minimum standard’, opting
out is generally not possible unless the country’s
treaties already meet those minimum standards
(e.g. modification to the preamble to a bilateral
treaty that it is not intended to facilitate double
non-taxation is a minimum standard, and cannot
be opted out unless the existing treaty preamble
already contains such language). However, where
a provision does not reflect a minimum standard,
a country has the flexibility to opt-out entirely
by making a reservation (for e.g. the provision
relating to treaty benefits for transparent entities is
not a minimum standard and thus countries can
opt out entirely).
Where the Multilateral Convention has several
alternative ways to meet a minimum standard,
countries may choose which to adopt. Similarly,
certain provisions (such as the binding arbitration
provision) are optional and will apply only if the
parties to a bilateral treaty affirmatively choose to
apply them.

Next Steps
The Multilateral Instrument opened for signatures on
31 December 2016 and the first signing ceremony
is expected in June 2017.
Since, section 90 of the Income-tax Act, 1961
only envisages bilateral tax treaties, a statutory
amendment may be required in order to enable
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the Government of India to sign the Multilateral
Convention. This may possibly be included in the
forthcoming budget.

Conclusion
The impact of the Multilateral Convention on India’s
treaty network is likely to be quite significant.
Specifically, one needs to closely watch out for
the manner in which India chooses to apply the
Multilateral Convention. For instance, issues as
to whether the recently renegotiated treaties with
Mauritius, Cyprus and Singapore will be brought
within the ambit of the Convention, whether India will
opt for a simplified or detailed limitation on benefits
article in addition to the principal purpose test will
prove critical. All in all, this Convention, coupled
with the impending GAAR will require taxpayers to
re-evaluate their existing and future inbound and well
as outbound structures involving India.
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Demonetisation of
High Value Currency
notes – Taxation aspects
and Fiscal impact

Background
The Central Government took a bold step aimed at
curbing and reducing the circulation of black money
in the economy by announcing the cessation of high
value currency notes (i.e. INR500 and INR1000)
as legal tender with effect from the midnight of 8
November 2016. Although this movie took many
by surprise, in hindsight it may have not been so
unprecedented. Similar schemes demonetizing high
value currency notes had been introduced in the past
in 1946 and 1978. Demonetization, as a concept
has been recognized globally too with the European
Central Bank considering doing away with the €500
bill.
Tackling the menace of black money has been high
on the country’s political agenda for the last several
years and this step must be seen in the larger light of
dealing with this problem of black (or unaccounted)
money stashed both in India and abroad.
In addition to targeting black money, the government
has stated that this exercise will help tackle the
problem of curbing fake currency notes being used
for subversive activities such as drug trafficking
and terrorism. With India’s Currency-GDP ratio
being the highest amongst emerging nations
standing at 10.6%, this move can go a long way
in encouraging and facilitating a move towards a
cashless economy.

Taxation aspects
Demonetization of high value currency notes
along brought with it opened a Pandora’s box of
tax related issues. Several questions regarding
the impact of depositing unaccounted high value
currency notes became a matter of intense debate.
Specifically, there were concerns that taxpayers
could take advantage of certain provisions of the
Income-tax Act, 1961 (Act) (Section 68, 69, 69A,
69B, 69C, 69D) pertaining to unexplained cash
credit and unexplained money in relation to their

unaccounted high value currency notes. Under these
sections, unexplained money,

Other major initiatives taken by the
current government to tackle the
parallel economy
I.

Constitution of the Special Investigation Team on
Black Money in May 2014

II.

Enactment of The Black Money (Undisclosed
Foreign Income and Assets) and Imposition of
Tax Act, 2015 which came into force with effect
from 1 July 2015 to deal with the issue of black
money stashed abroad

III. Launch of Jan Dhan Yojna Scheme to ensure
access to financial services to rural India by
opening bank accounts
IV. Introduction of the Benami Transactions
(Prohibition) Amendment Bill, 2015 to amend
the Benami Transactions (Prohibition) Act, 1988
with a view to enable confiscation of Benami
property and provide for prosecution
V. Engaging with foreign governments to facilitate
and enhance exchange of information under
Tax treaties and Tax Information Exchange
Agreements and entering in to information
sharing arrangement with USA under its
Foreign Account Tax Compliance Act
VI. Constitution of a Multi-Agency Group for
facilitating speedy investigation in the cases of
Indian persons whose names were disclosed in
Panama Papers leaks
VII. Launch of Income Declaration Scheme on 1
June 2016 to enable declaration of undisclosed
assets and paying tax and penalty of 45% on
it.
VIII. Imposition of a penalty of 100% on all cash
transactions exceeding Rs. 20,000 to purchase/
sell real estate with a view to curbing the role of
black money in real estate transactions
IX. Imposition of Tax Collection at Source at
a nominal rate of 1% on cash purchases
exceeding Rs 2 lakh with a view to check high
value cash transactions and create an audit
trail
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cash credit, investments etc., are liable to be brought to
tax at the highest marginal rate in the current year if the
taxpayer is unable to explain the source and the nature
of the income. It was felt that taxpayers who deposited
high currency notes could simply offer these deposits
to tax as unexplained income of the current year under
these provisions. This would mean that these would
be liable to tax only at normal rates, and given that
the unexplained income could be offered to tax in the
return of income for the current year, no penalty could
be imposed.
This was seen as inequitable, particularly since those
making declarations of unaccounted income under the
Income Disclosure Scheme, 2016 had been subject
to higher tax rates. To address such issues and to put
an end to the ambiguity surrounding them, the Taxation
Laws (Second Amendment) Act, 2016 was passed
and brought into force with effect from 15 December
2016 which brought out two major changes in the
scheme of taxation governing unaccounted money.
First, it increased the rate of tax relating to unaccounted
money/assets under sections 68, 69, 69A, 69B, 69C
and 69D of the Act from 30% to 60%. This revised
tax rate applies regardless of whether the undisclosed
income is declared by the taxpayer in this return of
income, or is determined by the Assessing Officer
during assessment proceedings. A surcharge of 25% of
the tax due is also provided for. Thus, the effective tax
rate including the tax, surcharge and cess is 77.25%.
Further, the taxpayers could face a penalty of 10%
of the tax payable in addition to interest, potential
prosecution, etc.
Secondly, the Pradhan Mantri Garib Kalyan Deposit
Scheme (Scheme) was introduced. Under this Scheme,
a taxpayer can make a declaration in respect of cash
or deposits maintained by him. The declared amounts
will be subject to tax at 30%, a surcharge of 33%
of the tax and a penalty of 10% of the undisclosed
amount (which adds up to ~50%). Additionally, 25%
of the undisclosed income has to be mandatorily
deposited with the government. The deposits will
be interest free and will have a lock-in period of four
years. The Scheme has been notified and will remain
in force until 31 March 2017.

Fiscal impact
On 16 December 2016, the Government took
a further step in its fight against black money by
unveiling a whistleblower Email ID. It is reported

that in a couple of days, the government received
more than 4000 messages in the form of tip-offs.
This information comes in addition to the vast amount
of data that the income-tax authorities and other
investigative agencies have already received through
banking channels. The information flows triggered
by the demonetization exercise can be potentially
leveraged by the income-tax authorities to initiate
investigations and ultimately widen the tax net
through the addition of several new taxpayers. As
the Prime Minister noted in his year end address to
the nation, only 24 lakh (2.4 million) taxpayers offer
income in excess of Rs. 10 lakh (Rs. 1 million). The
demonetization exercise can, if effectively followed
through, significantly improve this number.
Increased digitization is fast becoming a necessity
due to shortage of new currency notes. Such a
move towards a ‘cashless’ economy will also have
a very positive impact on India’s tax base, not only
from an income-tax, but also from an indirect-tax
perspective. A need to incentivize digital payments
is thus recognized within the government and has
led to several schemes. Specifically, on the tax
front, the government has stated its intent to amend
the provisions dealing with deemed profits (Section
44AD of the Act) to reduce the existing tax rate on
deemed profit from 8% to 6% in respect of the amount
of total turnover or gross receipts received through
banking channels/digital means for the financial
year 2016-17. If these measures successfully lead
to a widening of the tax base, the resultant increase
in tax collections could potentially lead to an overall
reduction of rates in the days and years ahead.

What next?
Despite its significance, the demonetization exercise
cannot be considered a standalone initiative. It came
on the heels of several other measures introduced over
the past two years, and it stands to reason that it will
be followed by more initiatives towards the same end.
For one, the Benami Transactions law has been
significantly widened and brought into force. One
can expect a greater push towards the identification
of Benami properties and their confiscation under this
law in the coming days. The Special Investigative
Team under the supervision of the Supreme Court has
also made several recommendations, which include a
cap on cash holdings and a limit on the size of cash
transactions. These recommendations could potentially
be adopted in the days ahead.
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A new regime for
corporate restructuring
in India

Corporate restructuring exercises in India have been
typically done through mergers and demergers
which are largely governed by the provisions of the
Companies Act.
Section 230 to 240 of the Companies Act, 2013
(2013 Act) contains provisions related to corporate
restructuring i.e. compromise, arrangement and
amalgamation, which aim to simplify and streamline
the process involved. It provides for several
progressive concepts such as fast track mergers and
cross border mergers, and sets out several concepts
which were followed in practice, but not contained
in the erstwhile Companies Act, 1956 (CA 1956).
Under the 2013 Act, the National Company Law
Tribunal (NCLT) has been vested with the powers of
approving all such schemes relating to compromise,
arrangement and amalgamation (Schemes), which
were hitherto vested with the jurisdictional High
Courts.
The concept of NCLT and National Company
Law Appellate Tribunal (NCLAT) (hereinafter NCLT
and NCLAT referred to as ‘Tribunal’) was first
introduced in CA 1956 by the Companies (Second
Amendment) Act, 2002. However, this Tribunal
was never constituted under the CA 1956. Hence,
all Schemes continued to be approved by the
jurisdictional High Court. It was only on 1 June
2016 that Ministry of Corporate Affairs (MCA) finally
notified the constitution of NCLT and NCLAT. The
NCLT has started functioning with eleven Benches
– two at New Delhi and one each at Ahmedabad,
Allahabad, Bengaluru, Chandigarh, Chennai,
Guwahati, Hyderabad, Kolkata and Mumbai. The
Principal Bench of the NCLT will be at New Delhi.

Hitherto company-related issues were
handled by four different bodies — Company
Law Board (CLB), High Court (HC), Board for
Industrial & Financial Reconstruction (BIFR),
and the Appellate Authority for Industrial and
Financial Reconstruction (AAIFR). NCLT will
subsume all these bodies. Further, NCLT will
also adjudicate on insolvency resolution for
companies.

However, even after the constitution of the Tribunal,
all Schemes continued to be approved by the
jurisdictional High Court since the relevant sections of
the 2013 Act were not notified.
The MCA vide notification no. S.O. 3677(E), dated
7 December 2016, finally notified sections 230
[except sub section (11) and (12)], and sections
231 to 240 [except section 234 which provides
for cross border mergers] of the 2013 Act, to be
operative from 15 December 2016. Pursuant to the
notification, the erstwhile provisions of sections 391
to 394 of the CA 1956 cease to exist, and the
new provisions under the 2013 Act are operative.
Also, all the powers of the High Court relating to
Schemes are vested with the Tribunal, which will
act as a single window approving authority for all
the Schemes. As regards the Schemes currently
pending approval with High Court, the same will be
transferred to NCLT on an as is where is basis as per
the Transfer of Pending Proceedings (Rules), 2016
read with section 434 of the 2013 Act.

1. Key differentiating points
In substance, the provisions remain the same as
the substituted CA 1956, but there are quite a
few interesting deviations from the CA 1956.
Some of the key changes are discussed below:

Mandatory obtaining of auditor’s certificate
on the accounting treatment prescribed in the
Scheme
2013 Act makes it mandatory for listed and
unlisted companies to obtain an auditor’s
certificate on the accounting treatment prescribed
in the Scheme, where the auditor is required to
certify that the accounting treatment mentioned in
the Scheme is in compliance with the accounting
standards.
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There was no such specific requirement under
the CA 1956. However, the listed companies
are required to obtain the auditor’s certificate
on accounting treatment to comply with the
requirement of Securities and Exchange Board
of India (SEBI) regulations. This provision now
reduces the accounting flexibility for unlisted
companies as well.

Prohibition on creation of treasury stocks
2013 Act provides that the transferee company
cannot hold any shares in its own name or
in name of any trust whether on its behalf or
on behalf of any of its subsidiary or associate
companies. Accordingly, any such shares need
to be mandatorily cancelled/extinguished
pursuant to the Scheme.
The idea behind introduction of this provision
is to curb the practice of holding shares by the
transferee company in its own name or in the
name of a trust, either directly or indirectly. This
will result in greater transparency, and curb
increase in promoter control through the trust
structure.
Interestingly, the 2013 Act is silent on how to
deal with the existing treasury stocks which
have been created or are in the process of
being created pursuant to corporate restructuring
exercise. Perhaps, a view could be taken that
all such treasury stocks should be grandfathered
and can continue to exist.
Extensive disclosures to members/creditors
With a view to encourage transparency
and empower stakeholders to take informed
decisions, several additional disclosures are
required to be made in the notice for convening
of members/creditors meeting. These disclosures
include providing information/documents such
as - valuation report, effect of the scheme on
various stakeholders including creditors, Key
Managerial Personnel, promoters, non-promoter
members, debenture holders, directors and
debenture-trustees, status of regulators approvals,
etc.
Notice of members/creditors meeting to be sent
to regulatory authorities
Post admission of Application for approval of
the Scheme by NCLT, notice for convening of
members/creditors meeting is also required to be

sent to regulatory authorities, such as – Regional
Director (RD), Registrar of Companies (RoC),
Official Liquidator, Income-tax authorities and
other applicable regulators, who are required
to submit their objections (if any) within 30 days
from the date of receipt of the notice.
The purpose behind this provision seems to be
to invite participation of various regulators so
as to assist the Tribunal to take an informed
decision. Interestingly now the onus of providing
suggestions/objections to the Scheme within
the confined time has been shifted on to
the regulators. This will inter alia also help
in expediting the overall approval process.
However, the practical application of this will
remain to be seen.
Further, the law provides that the regulators have
to provide their observations within 30 days
of receipt of the notice, in such scenario it is
not clear as to whether time spent in providing
information/clarification sought by the regulators
on the Scheme should be excluded or not.
Similarly, it needs be seen whether a notice is
required to be re-sent to the Regulators (such as
SEBI/stock exchange/Competition Commission
of India (CCI)) where their prior approval has
already been sought and whether there would
be a possibility of extension of time limit of 30
days.
Objections to the Scheme
With a view to eliminate objections of persons
who try to oppose the Scheme on frivolous
grounds, the 2013 Act has introduced a
threshold for raising objections to the Schemes.
The minimum threshold to object the Scheme are
as below •

•

Shareholders holding at least 10% of the
shareholding
Creditors having outstanding debt of at least
5% of the total debt

Indicative merger/demerger process under
section 230-232 of the 2013 Act
The indicative process for implementing a
Scheme of Amalgamation under section 230232 of the Companies Act, 2013 read with
Companies (Compromise, Arrangement and
Amalgamation) Rules, 2016 is given below –
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Board of Directors to
approve scheme of
merger

Filing of representation
by regulators to the
Tribunal

Chairperson to submit
report of meeting to the
Tribunal

Filing of merger
application with the
Tribunal

Filing of Form MGT 14
for resolution passed at
the meeting

Filing of petition with
the Tribunal

Admission of merger
application by the
Tribunal

Holding of meeting of
member / creditors

Notice of date
of hearing to be
advertised in the same
news papers

Notice of meeting to
member / creditors

Filing of Affidavit of
Service

Tribunal to send notice
of final hearing to
those who objected the
scheme

Advertisement for
meeting in two mews
papers

Notice of meeting to
regulators - RD, RoC,
OL, IT, RBI, SEBI, SEs,
CCI

Merger of listed company with unlisted
company
The 2013 Act provides an option to the
transferee company to remain unlisted, provided
the shareholders of the merged listed company
are given an opportunity to exit. Payment of
the value and other benefits will need to be in
accordance with a pre-determined price formula
or per their prescribed valuation.
The new provisions will now encourage more
companies looking to delist a part of its business
to explore this option. Further, it would be
interesting to see how SEBI will react to such
Schemes. Further, the tax neutrality of such
a Scheme of Arrangement will need to be
evaluated, in a scenario where more than 25%
of the shareholders opt for the exit route.
1. Small company means a company, other than a public company having (i) paid-up
share capital not exceeding fifty lakh rupees or such higher amount, as may be
prescribed, which shall not be more than five crore rupees; or (ii) turnover, which as
per its last profit and loss account, does not exceed two crore rupees or such higher
amount, as may be prescribed, which shall not be more than twenty crore rupees.

Submission of report by
regulatory authorities

Company to file
certified copy of the
order with RoC

Final hearing at
Tribunal

2. Fast Track Mergers
This is a new concept which has been
introduced under the 2013 Act which provides
for a simplified and fast track merger/demerger
process. It can be used for merger/demerger
between small companies1 or between holding
company and its wholly owned subsidiary or
such other classes of companies as may be
prescribed.

Under this process, the merger/demerger
will have to be approved by the Central
Government and there will be no requirement to
approach the Tribunal for its approval. Further
the Scheme would also need to be approved
by members holding at least 90% of the total
number of shares and by creditors representing
nine-tenth in value. It is pertinent to note that
following this process is optional and not
mandatory. While there are certain benefits of
this process, the practical application of this will
need to be seen.
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3. Cross-border mergers
Section 234 of the 2013 Act which deals with
cross-border mergers is yet to be notified. Once
notified, Indian companies will be permitted to
merge with foreign companies in notified foreign
jurisdictions, subject to approval of Reserve Bank
of India (RBI). This enables an Indian company
to restructure its shareholding and migrate its
ownership to an international holding structure
resulting in providing access to foreign markets.
Further, several laws, including income-tax
laws and exchange control regulations, will
need to be suitably amended to deal with such
cross-border mergers. Pending notification of
this section, clarification will be required as to
whether merger of foreign company with Indian
company (permitted under CA 1956) will
continue to be governed by the old provisions
of CA 1956, in absence of any other enabling
provision in 2013 Act.

4. Capital Reduction
2013 Act has made the capital reduction
process more time consuming and stringent.
Some of the key changes are as under:
•

•

•

Extension of mandatory requirement
of obtaining auditors certificate on the
accounting treatment, as required under the
merger/demerger schemes, to the capital
reduction schemes.
Company will not be permitted to undertake
capital reduction if it is in arrears in repayment
of deposits or the interest payable thereon.
This will forbid all defaulting companies to
proceed with any kind of capital reduction
process, till the arrears are made good.
The NCLT is required to take into
consideration the representations of creditors,
Central Government, RoC and SEBI (in
case of listed companies) by giving them a
3 months’ notice, before sanctioning such
a scheme. This may radically increase the
timelines involved in a capital reduction
process.

5. Key Takeaways
The new provisions under 2013 Act are a move
towards greater transparency and accountability.
The mergers and acquisition process is likely to

be streamlined and litigation by shareholders is
expected to be reduced.
Implementation of Schemes under the 2013 Act
will require amendment of several other laws,
including tax laws (definition of demerger and
certain tax neutral conditions), stamp duty on
High Court orders), exchange control regulations
(to provide for cross border mergers), to give
full effect of the benefits envisioned under the
2013 Act. However, practically, the impact will
become clear only once NCLT starts processing
the restructuring Schemes.
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Trends in M&A tax
jurisprudence

Introduction

Bombay High Court held that the concept of accrual
of income is equally applicable to capital gains and
that there can be no accrual unless the taxpayer has
the right to receive the income. The Bombay High
Court pointed out that unless the future contingent
event takes place, there is no assurance of receiving
the deferred consideration and thus, it cannot be
treated as income accrued in the year of transfer/
execution of Share Purchase Agreement. Interestingly,
it is worthwhile to note that the Bombay High Court
did not specifically deal with issue of taxability of
deferred consideration in the year of actual receipt.

Tax litigation in India arising out of M&A activity
continues to dominate the headlines. For instance,
the almost decade old Vodafone case and the
restructuring involving Cairn (both relating to indirect
transfers) still remain unresolved. However, in the
recent past, series of efforts have been taken by
the government to provide certainty in tax laws, in
reducing litigation and in encouraging ease of doing
business. While the year 2016 did not see any highprofile M&A litigation involving inbound or domestic
M&A transactions, each decision was significant
in its own right. The Courts decided several cases,
reaffirming some precedents and laying down
certain new principles. These principles will have a
far-reaching impact on India’s M&A tax jurisprudence
in the coming years.

Though the Bombay High Court ruling has settled the
issue in favour of the taxpayer, the issue is not entirely
free from doubt due to the contrary Delhi High Court
ruling. One will have to wait for the Supreme Court
to put this issue to rest.

Taxability of Deferred consideration/Earnout arrangements

The revenue authorities contended that in absence
of issue of shares, the demerger is non-tax neutral
and should be treated as slump sale chargeable
to capital gains tax in the hands of ABTL. It was
argued that value of sale consideration should be
determined based on the revaluation of investment
pursuant to the scheme.

Often the consideration for the share acquisition
deals is structured as a combination of fixed
consideration (payable upfront) and deferred
consideration (typically linked to the financial
performance of the target company). As regards
taxability of deferred consideration, the issue that has
been a matter of debate is the timing of the transfer
– taxability in the year of transfer/execution of Share
Purchase Agreement vis-à-vis taxability in the year of
receipt of the deferred consideration.
In case of Ajay Guliya v. Asstt. CIT1, the Delhi High
Court had held that the entire sale consideration
would be chargeable to tax in the year of the transfer
of shares. The Court observed that mere deferment of
the consideration did not alter/impact the timing of
accrual of income.
Contrary to the above ruling, recently the Bombay
High Court in the case of CIT v. Hemal Raju Shete2
adjudged the issue in favour of the taxpayer. The

Corporate re-organization
The Mumbai Tribunal (Tribunal) dealt with the issue
of taxability on gains arising pursuant to demerger of
undertaking by Aditya Birla Telecom Limited3 (ABTL)
to its 100% holding company, Idea Cellular Ltd.
(Idea) without any consideration. As a part of the
demerger scheme, certain investment of ABTL were
also revalued. These investments did not form part of
the demerged undertaking and continued to remain
with ABTL.

The Tribunal observed that no sale consideration
was received by/accrued to ABTL for transfer
of undertaking to Idea. Hence, the computation
mechanism fails and based on the Supreme Court
ruling in case of B.C. Srinivasa Setty , there should
be no capital gains tax in the hands of ABTL.
As regards imputation of sale consideration, the
Tribunal observed that demerger and revaluation of
investments were two separate transaction having no
nexus. Hence, the value of sale consideration

1. 209 Taxman 295 (2012)
2. [2016] 68 taxmann.com 319 (Bombay)
3. ITA No.341/Mum/2014
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could not be imputed based on revaluation of the
investment. The Tribunal also referred to various other
judgements and reiterated the settled principle that
the sale consideration should be taken based on the
commercially agreed price and cannot be imputed
on a notional basis, unless specifically required by the
statute. It is interesting to note that the applicability of
section 50D of the Income-tax Act, 1961 (Act) was not
evaluated since the section was not applicable for the
year under consideration.

Part consideration paid directly to
shareholders is application of income
In the case of CIT vs Salora International Limited ,
the taxpayer (i.e. transferor company) transferred an
undertaking under a Scheme of Arrangement under
section 391-394 of the Companies Act, 1956. The
transferee company discharged the consideration in
form of cash/issue of shares to the taxpayer as well
as to its shareholders.
The issue under consideration was whether the ‘part
consideration’ discharged by transferee company
directly to the shareholders of the taxpayer should
form part of total consideration ‘accruing’ to the
transferor company for computing capital gains tax for
transfer of undertaking.
In this regard, the Delhi High Court held that payment
of part consideration directly to the shareholders of
the taxpayer in effect amounted to ‘application of
income’ by the transferor company and thus should
be treated as sale consideration received by the
transferor company.
Below are the key observations of the High Court:
•

•

•

Mere sanctioning of a scheme of arrangement by
the High Court would not alter the character of the
scheme or nature of transaction embodied therein
or the incidence of tax of such transaction.
Reference was made to the ‘look at’ principle
applied by the Supreme Court in the case of
Vodafone International Holdings B.V. vs Union of
India i.e. one must ‘look at’ the transaction as a
whole rather than adopting a dissecting approach.
The expression ‘accruing’ as used in section 48
of the Act is synonymous to ‘entitlement’ (i.e. the
taxpayer is entitled to the consideration which is
paid directly to its shareholders and hence, the
same shall be construed as being accrued to the
taxpayer)

Consequently, the High Court concluded that the
taxpayer is ‘entitled’ to the entire consideration for
transferring the undertaking and the fact that part of
the consideration was diverted to its shareholders
would not absolve the taxpayer from recognizing the
entire consideration. Interestingly, the applicability
of deemed dividend provisions to the consideration
directly received by the shareholders was not
questioned and hence not considered.

Part IX conversion of partnership firm into
company
The case of CIT vs Umicore Finance, Luxemborg4
involved conversion of partnership firm into a private
limited company under provisions of Part IX of the
Companies Act, 1956. There was no revaluation
of assets of the firm as on the date of conversion
i.e. the net worth of the company as on the date of
conversion was the same as net worth of the erstwhile
firm.
Post conversion, there was a violation of one of
conditions of section 47(xiii) of the Act which lays
down several conditions for tax neutral conversion
of partnership firm into a company. The breach
of any of the prescribed conditions would result in
chargeability of capital gains tax under section 47A
of the Act. Accordingly, the issue under consideration
was whether transfer of capital assets pursuant to
conversion of partnership firm into a company shall
be chargeable to capital gains tax under section 47A
of the Act.
In this regard, the Bombay High Court held that
since no capital gains arose/accrued at the time
of conversion of partnership firm into a company
on account of vesting of assets into company at
book values, the subsequent violation of condition
prescribed under section 47(xiii) of the Act should
not result in chargeability of capital gains tax under
section 47A of the Act. The Bombay High Court also
observed that the conversion of partnership firm into
the company results in legal vesting of assets and
does not amount to a ‘transfer’ of assets.
In a similar case, CADD Centre vs ACIT5, there
was a Part IX conversion of partnership firm into a
private limited company. Here the contention of the
revenue authorities was that such conversion resulted
in distribution of capital assets by the firm upon
“dissolution or otherwise” and hence, chargeable to
capital gains tax under section 45(4) of the Act.
4. Writ Petition No.510 of 2010 (2016)
5. Tax case appeal No. 2619 of 2006 and M.P. No. 1 of 2007 (2015)

31
YEAR IN REVIEW: 2016

The Madras High Court held that conversion of
partnership firm into company is not a ‘transfer’
subject to capital gains tax since:
•

•

•

Provisions of section 45(4) of the Act are not
applicable to conversion of firm into company
as there is no dissolution of the firm. Also, the
conversion does not result in distribution of assets
by the firm, but is merely a take-over of the assets
of the firm by the company
Vesting of property in the company does
not amount to ‘transfer’ of capital assets as
contemplated by section 45(1) of the Act
No consideration accrued or was received on
vesting of assets from the firm to the company.

The Courts have time and again held that the
conversion of firm in to a company results in ‘vesting’
of property and is not a transfer. Hence, the concern
remains as to whether provisions of section 47(xiii)
are rendered redundant since even non-satisfaction
of the condition(s) may not attract capital gains tax in
absence of ‘transfer’.

Depreciation on excess consideration over
book value
In case of Sanyo BPL Pvt. Ltd. (assessee), the
assessee acquired the business on a slump purchase
basis and accounted for various assets acquired
based on the report of an independent valuer. The
depreciation was claimed on all the assets (including
an intangible asset recorded in form of a ‘distribution
network’) by considering the ‘actual cost’ as per the
valuation report issued by the independent valuer.
The depreciation claim of the assessee was
disallowed by the revenue authorities by invoking
provisions of Explanation 3 to Section 43(1) of the
Act and holding that valuation methodology adopted
by the independent valuer was incorrect.
The Tribunal held that the provisions of Explanation
3 to section 43(1) of the Act would squarely apply
to this case, since the revenue authorities were not
satisfied with the amount of ‘actual cost’ of each
asset as determined by the independent valuer and
the consequential depreciation claim based on the
same. The Tribunal also observed that keeping in
view the principles of landmark Supreme Court ruling
in case of McDowell & Co. Ltd6., the assessee is
considered to have resorted to a colorable device
to avoid tax by claiming higher depreciation.

Accordingly, the Tribunal disallowed the depreciation
claim of the assessee. Interestingly, it seems that
the Tribunal did not provide substantive reasons for
rejection of valuation report, in-spite of there being
no material evidence on record to disregard the
same.
Though the depreciation claim of the assessee was
disallowed based on the specific facts of the case,
the Tribunal nevertheless re-emphasized the principle
that in case of an asset acquisition deal, excess
consideration paid by the buyer over the assets taken
over should be treated as ‘goodwill’ and the same
should be eligible for tax depreciation (relied on
rulings of Delhi High Court and the Supreme Court
in case of Triune Energy Services (P) Ltd7 and Smifs
Securities8 respectively).

Transfer of tax credits to resulting company
upon demerger
In the absence of specific provisions in the Act, the
position as regards claim of tax deducted at source
(TDS), advance tax and Minimum Alternate Tax
(MAT) credit by the resulting company in case of a
demerger has not been very clear. The question of
eligibility of resulting company to claim pro-rata MAT
credit and credit of TDS & advance tax paid by the
demerged company was up for consideration before
the Ahmedabad bench of the Tribunal (Tribunal) in
the case of Adani Gas Ltd9.
The revenue authorities rejected the resulting
company’s claim for credit, mainly on the ground that
the demerger scheme did not specifically provide
for bifurcation of tax credits between the demerged
company and the resulting company.
The Tribunal observed that the demerger scheme,
inter-alia, provided for transfer of all assets, liabilities
and deferred tax benefits of demerged undertaking
to the resulting company. Further, relying on the
decision of the Hon’ble Supreme Court in the case of
Marshall Sons & Company India Ltd10, the Tribunal
stated that from the appointed date, the demerged
company shall be deemed to have carried on
business of demerged undertaking on the behalf of
the resulting company. Accordingly, it was ruled that
the resulting company should be eligible for claim of
6.
7.
8.
9.
10.

Mc Dowell & Co. Ltd. v. CTO, 154 ITR 148 (SC)
ITA Nos.40 & 189 of 2015 (Delhi HC)
CIT v. Smifs Securities Ltd, 348 ITR 302 (SC)
TS-54-ITAT-2016(Ahd)
223 ITR 809
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MAT credit and credit of TDS & advance tax paid
by the demerged company on a pro-rata basis i.e.
to the extent such credits pertain to the demerged
undertaking.

Impact of ‘change in shareholding’ on
accumulated tax losses
Per Section 79 of the Act, in case of a change
in shareholding of a company where public is
not substantially interested (i.e. ‘a closely held
company’), its accumulated tax losses are protected
only if at least 51% “beneficial shareholding” of the
company as on the last day of the year in which
losses were incurred is same as on the last day of
the year in which such losses are utilized. Hence,
Section 79 is a specific anti-avoidance provision
restricting an attempt to transfer/shift losses of
a closely held company. In light of the specific
language of the provisions, the analysis/meaning
of the term “beneficial ownership” is very critical.
There have been divergent judicial pronouncements
dealing with “beneficially ownership” of shares as
specified in Section 79, especially in the context of
intra-group transactions/restructuring.
In early 2016, the Delhi High Court in case of Yum
Restaurants (India) Pvt. Ltd11. (Yum India) dealt with
a similar issue. In this case, there was a 100%
change in shareholding of Yum India (which had
accumulated tax losses) from ‘Yum Asia’ to ‘Yum
Singapore’. Since, Yum Asia and Yum Singapore
were sister subsidiaries of the common ultimate
holding company based in USA, the taxpayer
contended that there was no change in “ultimate
beneficial ownership” of Yum India and hence, the
provisions of Section 79 do not apply. However,
the Delhi High Court while upholding the Tribunal
decision held that there is a clear and definite
change in ownership of Yum India and hence, the
provisions of Section 79 will apply and Yum India
cannot carry forward and set-off the accumulated tax
losses.
In support of the judgement, the Delhi High Court
stated that both Yum Asia and Yum Singapore are
separate entities in the eyes of law and they do not
lose their individual existence just because they are
held by the same common ultimate parent company.
A similar view was expressed by the Mumbai
Tribunal12 on the premise that the company and
its shareholders should be viewed as distinct and
separate persons. However, the Karnataka High
Court in the case of Amco Power Systems Ltd13. and

the Delhi High Court in the case of Select Holidays
Resorts14 have taken a contrary view holding that
provisions of Section 79 do not apply if there is no
change in ultimate beneficial ownership of shares
of a closely held company. In view of conflicting
rulings, the Supreme Court verdict on the issue is
likely to provide the much-needed clarity.

Stamp duty on orders of respective High
Courts in different States
Typically, transfer of properties pursuant to
restructuring by way of merger/demerger schemes
is chargeable to stamp duty. Where the registered
office of the transferor and transferee company(s)
are located in different states, the question of
availability of set-off/remission of stamp duty paid in
one state against the stamp duty payable in another
state has been a matter of concern. A full bench
of the Bombay High Court in the case of Reliance
Industries Ltd. and Reliance Petroleum Ltd v. The Chief
Controlling Revenue Authority, delivered an important
judgement in this context.
By way of a Scheme of Amalgamation (Scheme)
under Sections 391 to 394 of the Companies Act,
Reliance Petroleum Ltd (RPL) which had its registered
office in Gujarat was amalgamated with Reliance
Industries Ltd (RIL), which had its registered office
in Mumbai. Per the process, RIL and RPL filed a
Company Petition before respective High Court i.e.
Bombay High Court and Gujarat High Court and
the Scheme was duly sanctioned by both the High
Courts.
RPL paid stamp duty in the state of Gujarat on the
Gujarat High Court order sanctioning the Scheme.
Accordingly, it was contended that the stamp duty
paid under the order of Gujarat High court should
be set-off against stamp duty payable by RIL on the
order passed by the Bombay High court for the same
Scheme. Such contention was mainly made on the
premise that the Scheme (and not the High Court
orders) is the ‘instrument’ that is chargeable to stamp
duty.
However, the Bombay High Court held that the
Scheme has no effect or force unless or until it is
sanctioned by the Court and hence for stamp duty

11.
12.
13.
14.

ITA No. 349/2015 and 388/2015 (Delhi)
Just Lifestyle - DCIT ITA No.2638/Mum/2012
[2015] 62 taxmann.com 350 (Karnataka)
[2013] 35 taxmann.com 368 (Delhi)
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purposes, the order of the High Court is an instrument
through which the property is conveyed/transferred.
Hence, even though the two orders of two different
High courts pertained to same Scheme, each High
Court order is a separate instrument chargeable
to stamp duty. Accordingly, the Court held that RIL
would be liable to pay stamp duty in Maharashtra
on the order of Bombay High Court sanctioning the
Scheme, without any benefit of set-off/remission for
stamp duty paid in Gujarat.

This judgement has put to rest the ambiguity
surrounding set-off/deduction of stamp duty paid
under an order passed by one High Court against
stamp duty payable on another order passed by
different High Court for the same Scheme. Unless
this judgement is challenged and the Supreme Court
decides otherwise, this judgement could have a
significant impact in terms of stamp duty cost on
restructuring and M&A activities involving Scheme
of Arrangement/Amalgamation where the transferor
and transferee company(s) have their registered
offices in different States.
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Indirect Taxes – Trends
and outlook

2016 was quite promising for Goods and
Services Tax (GST). The year started with the
Budget speech made by the Finance Minister
showcasing the government’s efforts to ensure
the passage of the Constitutional amendments to
enable the implementation of GST in the country.
GST momentum got a spark when the Empowered
Committee of State Finance Ministers came out with
the Model GST Law in June 2016. The Constitution
Amendment Bill, which had been blocked for a
while in the Upper House of Parliament, finally
received approval on 3 August 2016. This was a
momentous occasion, and more so since the Bill was
passed unanimously. In continuation of the unanimity
displayed in the Upper House debate, most of the
States quickly consented and ratified the Bill. After
receiving Presidential assent on 8 September 2016,
the Bill became the Constitution (101st Amendment)
Act, 2016 (Constitution Amendment Act).
The transitional provisions of the Constitution
Amendment Act, made effective from 16 September
2016, provide that the laws pertaining to goods
or services as existing in any State cannot continue
beyond one year from the aforementioned date. The
government announced the deadline of 1 April 2017
for introduction of GST and has been extremely
positive about the same. However, considering the
recent decision of currency demonetisation taken by
the government which created an uproar in the both
the houses of Parliament, this deadline is unlikely to
be met. Furthermore, issues relating to dual control,
cross-empowerment, and power to States to levy
taxes in territorial waters are yet unresolved and are
under deliberation.
Despite these hurdles, GST must be introduced
before 15 September 2017, as the existing tax
laws will lapse by that date, leaving a void for tax
collection.

The issue of taxing digital transactions has been
gathering momentum and the government has
been coming out with several options to bring
such transactions within the purview of taxation. A
significant change was brought about in service
tax on ‘Online Information and Database Access or
Retrieval’ services (OIDAR services). The definition
of OIDAR services was substituted and made more
specific in comparison to its erstwhile broad-based
definition. Further, the place of provision in respect
of OIDAR services has now been shifted to the
place of the service recipient. Taxability for import
of OIDAR services has now been divided into two
parts, whereby the tax liability in the case of a
business-to-business scenario would fall upon the
service recipient under reverse charge, whereas
under a business-to-consumer scenario, service tax
liability would have to be discharged by the service
provider located in foreign territory. The collection
of service tax from service providers located outside
India is open to debate and is likely to be subject to
disputes.
These amendments appear to be a fallout of Base
Erosion and Profit Shifting Action Plan -1: Digital
Economy issued by the OECD. Simultaneous with the
amendments to the existing law, similar provisions
have been incorporated in the revised Model GST
law introduced in November 2016.
In addition to the legislative developments, the
judiciary has taken up cases to resolve long-standing
disputes. The Constitution Bench (comprising nine
judges) of the Supreme Court of India pronounced
one of the landmark judgements in the history of
indirect taxes in India when it decided on the matter
of levy of entry tax in the case of Jindal Stainless
Ltd.& Another vs. State of Haryana (Civil Appeal
No. 3453 OF 2002). This ruling finally puts at
rest the raging controversy over certain issues like
whether the levy of entry tax violates freedom of
trade, commerce and intercourse, and whether
such levies need to satisfy the test of compensatory
character. This decision has concluded, by way of
a majority, that any levy of entry tax which is nondiscriminatory in character would not violate Article
301 and 304(a) of the Constitution of India. The
jury is still out on whether the impugned enactments
pass the test of non-discrimination as this would be
decided by the regular bench. Several elements like
eligibility to claim set-off, payment of central sales
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tax, etc., could play an important role in arriving at
the conclusion of non-discriminatory character which
would be examined by the regular bench.

transactions. Inconsistent judgments across High
Courts have left the e-commerce industry in a
quandary.

Also, the majority decision has left several other
questions such as what would constitute local area,
whether the levy would apply on imports, etc., open
and therefore the same is yet to achieve finality. Since
these issues have not been decided by the majority,
the last word on this subject could also mean another
round of litigation.

Another decision which had wide ramifications
across India was a Delhi High Court judgment in the
case of Suresh Kumar Bansal vs. Union of India
[2016-TIOL-1077-HC-DEL-ST]. One of the moot
issues in the case was levy of service tax on purchase
of under-construction property from the developer. The
High Court held that service tax cannot be charged
by the developer due to lack of appropriate valuation
machinery. Service tax valuation rules provide for
exclusion of goods from the value of composite
contracts to arrive at the service value, but do not
contain any provisions to exclude the value of land
while arriving at the value of services in a composite
contract having elements of transfer of immovable
property and provision of services. The decision has
reiterated the principle that machinery provisions
have to be a part of the enactment or rules made
thereunder, and cannot be by way of circulars/
abatement notifications.

The current framework of levy of central sales tax and
upholding of power to levy entry tax, subject to it
being non-discriminatory, by States essentially implies
that we are living in a tax environment where originbased as well as destination-based consumption tax
co-exists. Replacement by GST laws would ensure
there is a single framework, i.e. destination-based
consumption tax.
Going forward, entry tax would be subsumed under
GST. Hence, the validity of levy may not have
considerable implications under the GST regime.
However, the principles and observations discussed
in the judgement may still have significant bearing
on discussions concerning constitutional power of the
States. Also, if it is ultimately held that the current entry
tax laws pass the test of it being non-discriminatory,
companies could be saddled with huge liabilities
pertaining to the past periods. The strategy to deal
with such situations under the GST regime therefore
assumes great significance.
E-commerce operators also faced the heat of entry
tax, especially with High Courts pronouncing
contradictory judgments. The Gujarat High Court in
M/s Flipkart Internet Private Limited vs. State of
Gujarat [2016-TIOL-3093-HC-AHM-MISC] upheld
levy of entry tax on goods purchased by individual
consumers through an e-commerce portal for their
personal use and consumption. The Patna High Court,
on the other hand, in Instakart Services Private
Limited vs. State of Bihar [2016 (10) TMI 84] held
that no tax can be levied on entry of goods into
the local area, over the transactions made through
e-commerce portals, for personal consumption of
individual consumers. Additionally, the Allahabad
High Court in Instakart Services Private Limited vs.
State of U.P. [2016-TIOL-3110-HC-ALL-ST] has also
granted interim relief to the assessee. Furthermore,
the High Court of Madhya Pradesh has admitted
the writ challenging levy of entry tax on e-commerce

Apart from the Delhi High Court decision, the Madras
High Court also dealt with a critical question of
service tax in case of Joint Development Agreement
(JDA), which has troubled the real estate sector for
quite some time. In N Bala Baskar vs. UOI and
others [2016-TIOL-824-HC-MAD-ST], the Court
held that, in case of JDA, the construction activity
undertaken by the developer in exchange for
undivided share in land would constitute a service
and be subject to service tax. The landowner filed the
petition before the High Court challenging a Board
circular which had clarified the levy of service tax on
the construction activity done by the developer in a
JDA model. The Court also held that that the person
to whom the burden of tax is ultimately passed on
cannot be entitled to challenge a levy. In other words,
it was held that the petitioner had no locus standi to
challenge the levy of service tax. A Special Leave
Petition filed against the aforementioned decision
before the Supreme Court has been dismissed.
The year 2016 also saw the Delhi High Court getting
an opportunity to examine the powers of service
tax authorities to conduct audit of the records of an
assessee. In Mega Cabs Private Limited vs. Union
of India and Others [2016-TIOL-1061-HC-DEL-ST],
the High Court struck down the provisions of service
tax rules, as ultra vires, empowering service
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tax authorities to conduct audit of accounts of the
assessee. The judgment of the High Court has,
however, been stayed by the Supreme Court.
The Supreme Court once again dealt with an
important issue in the case of Larsen and Toubro
Limited vs Addl. Deputy Commissioner of
Commercial Taxes and Another [2016-TIOL-155SC-VAT], wherein a question came before the Court
as to whether the payments made to a sub-contractor
could be construed as a consideration for ‘transfer of
property in goods in the execution of works contract’
and, accordingly, it should be considered as sale?
The question was in the context of the Karnataka
Sales Tax Act, 1957. It was held that the amount
paid to the sub-contractor is not towards the transfer of
property in goods in the execution of a works contract
in view of the rationale laid down by the Supreme
Court itself in the case of State of Andhra Pradesh &
Ors. vs Larsen & Toubro Limited & Ors. [2008-TIOL158-SC-VAT] wherein, it was held that since the
property is transferred by accretion in the execution
of a works contract (transfer of property from the
sub-contractor to the owner/principal), no property in
goods is transferred from sub-contractor to contractor.
The Supreme Court has yet again reaffirmed the view
that the transfer of property of goods in execution of
a works contract can happen only once and multiple
transfers are not possible applying the theory of
accretion.
In the case of the same assessee, an interesting
issue came before the Gujarat High Court
in Commissioner vs. Larsen and Tuobro Ltd
[2016-TIOL-1337-HC-AHM-ST], wherein the Court
had to decide as to whether the Special Economic
Zone (SEZ) unit and the Domestic Tariff Area (DTA) unit
of the assessee are separate entities for the purpose
of levying service tax on services provided by the SEZ
unit to the DTA unit. The High Court observed that the
SEZ unit and the DTA unit would be treated as having
distinct identities. The issue was, however, decided
by the Court in favour of the assessee on the ground
that there was no consideration received for taxable
services provided. It seems that although the judgment
is in favour of the assessee on grounds of non-receipt
of consideration, the observations of treating a SEZ
unit and DTA unit as having distinct identities would
impact enterprises operating in SEZ and DTA.
The Supreme Court also decided a vital issue in
service tax which had plagued the group companies
sharing common facilities, especially prior to the
negative list regime. In M/s Gujarat State Fertilizers
and Chemicals Ltd & Another vs. CCE [2016-TIOL-

198-SC-ST] the Apex Court held that sharing of
common facilities does not tantamount to one party
providing services to another, especially when on
the facts of the case the parties were sharing the
expenses for the common facilities.
One more long-standing contentious issue which
came up before the Bombay High Court was the
taxability of intangibles in Mahyco Monsanto
Biotech (India) Private Limited, Subway Systems
Private Limited vs. Union of India & Others [2016
(8) TMI 717]. In the Monsanto petition, the Court
held that intangibles delivered on a tangible medium
would tantamount to transfer of right to use in the
intangible and render the transaction liable to Value
Added Tax. The Subway petition was differentiated
from Monsanto on the premise that in the former, the
right of the franchisee would terminate upon expiry
of the contract. In the Subway petition, it was held
that the franchise agreement grants a permissive right
to use the intangible rights and hence is liable to
Service Tax. At this juncture, it would be imperative to
mention that the Bombay High Court judgment in Tata
Sons Limited & Another vs. State of Maharashtra &
Another [2015-TIOL-345-HC-MUM-CT], which held
that use of ‘TATA’ trademark will attract Value Added
Tax, was stayed by the Supreme Court.
It seems that taxability of intangibles was not the
only issue which was disputed in the Court rooms.
The Allahabad High Court in M/s Dominos Pizza
Overseas Franchising B.V. vs. State of U.P. and
Others [2016 (11) TMI 550] dealt with the tricky
issue of situs of sale in the case of intangibles. The
High Court held that the situs of sale in the case
of intangibles, when the mode of communication
is not known, is the place where the acceptance
of the contract is communicated. It is interesting to
note that the Bombay High Court in the Monsanto
case (supra) had also made a comment on situs of
sale accepting the international principle of mobilia
sequuntur personam and observing that the situs of
the owner of an intangible asset would be the closest
approximation of the situs of the intangible asset.
It is apparent from the government’s approach
that Union Budget 2016-17 may seek to lay the
foundation for the proposed GST, with alignment of
tax rates to the recommended rate and broadening
of tax base. Considering the zeal of the Government
to introduce GST in 2017, it is imperative for the
industry to prepare themselves adequately, since
GST would not only impact the indirect taxes of a
company; instead, it will require focus across all the
functions in the entity.
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Transfer pricing
trends in 2016

The year 2016 saw a slew of measures, domestic as
well as international, in the arena of transfer pricing.
The success of the Advance Pricing Agreement
(APA) program the highlight of 2016. Significant
progress was made during the year in closing out
on several unilateral as well as bilateral APAs. The
Finance Act 2016 also introduced a three-layered
TP documentation requirement i.e. preparation and
maintenance of Master file, Local file and Country by
Country Reporting to be maintained by multi-national
enterprises.
On the international front, the European Commission
found that Ireland had improperly provided state
aid to Apple by providing tax rulings that enabled
Apple to pay tax in Ireland on a fraction of its profits.
Several other similar investigations are said to be
underway in respect of US based multinationals.

Advance Pricing Agreement (APA)
The total number of Advance Pricing Agreements
entered into by the Central Board of Direct Taxes
reached 117 in 2016 with more than 50% of those
being concluded in 2016. Bilateral measures on
the transfer pricing front had got a fillip in 2015
from the India-US framework agreement to resolve
pending cases in Mutual Agreement Procedure under
the tax treaty. This announcement was followed
by rapid progress and culminated in the US IRS
accepting bilateral APAs applications with India
from February 2016 onwards. The year-end also
saw announcement of first such bilateral APA being
concluded six months after the application was filed
with IRS.
Out of the total of 117 APAs signed, 110 were
unilateral APAs and seven were bilateral APAs. 53
APAs have been signed during FY 2016-17 with 49
of them being unilateral APAs and four bilateral. This
clearly demonstrates the government’s commitment
to address concerns over increased transfer pricing
litigation in India.

Mutual Agreement Procedure (MAP) –
Bilateral APAs
India and the USA set up a framework agreement for
settlement of transfer pricing disputes through MAP.
The formulatory approach agreed in the framework
has worked wonders. In February of 2016, the
government announced that 180 plus cases had
been settled till February 2016, amounting to INR
5,000 crore. Apart from settlements with the US,
three bilateral APAs were signed under the MAP
article of the India-UK Treaty.

Country by Country Reporting (CbCR)
Action Point 13 of the BEPS reports set out minimum
standards which the G-20 countries (including India)
committed to implement. The Budget 2016-17
adopted the three-tiered documentation structure
i.e. master file, local file and CbC reporting. The
changes in the documentation requirements under
transfer pricing introduced in the Budget are largely
in line with the requirements of Action point 13 (other
than additional clauses for penalty provisions for
non-compliance). The essential elements of CbCR
included are:
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•

Indian parent of the internation group

•

Any entity being designated entity of foreign
parent group

•

Indian enitity of foreign parent gorup of India
does not have an agreement to exchange the
report with a
country where
Who must file CbCR to the
foreign parent
prescribed authority on or
is resident
before filing of Return of
Income

Monetary threshold based
on cosolidated financial
statement

Every Indian enetity of the foreign parent group:
(a) If it is the reporting entity; (b) if it is not the
rporting enitiy, thendetails of parent or other
enity which will be furnishing the CbCR in its
jurisdiction

•

Guidelines to the
prescirbed authority about
the reporting entity for
filing CbCR

Year of applicability,
content, and format of
CbCR

•

Euro 750 million

•

Financial year beginning from 1 April 2016

•

Equivalent Indian Rupees at the current
exchange rate is 53,950 million

•

In line with the template provided in Action
13 report

The revision to Section 92D read with Section 286
of the Income-tax Act, 1961 (i.e. introduction of the
CbC requirements) is applicable with effect from 1
April 2017 (i.e. FY 2016-17).

marketing intangibles, location savings, intra-group
services dispute resolution, etc.

From a taxpayer’s perspective, one would have to
consider the confidentiality of data that would be
available with the Revenue Authorities. Further, given
the increased compliance burden, taxpayers would
have to plan well in advance for their documentation
requirements.

Some long standing disputes continued to fester
during the year. For instance, the Revenue chose to
take the issue of whether Advertising, Marketing &
Promotion (AMP) activities constituted an International
Transaction in appeal to the Supreme Court.

UN TP Manual for developing countries
The UN Tax committee formed a sub-committee on
TP at its fifth annual session in 2009 to meet the
needs of developing countries in the area of TP. This
sub-committee was mandated to prepare a practical
manual on TP for developing countries.
In 2016 the sub-committee, presented a proposed
version of the updated UN TP manual for
Committee’s approval. This proposed version also
contains an update to the Indian country practices.
The key changes in the Indian chapter relate to
India’s position on BEPS Final Reports on Actions 8,
9, 10 and 13 as well as updated stand in respect of

Road ahead

At the ground level, transfer pricing adjustments
continue to pose challenges to taxpayers. However,
many issues that arose in the course of this year’s
transfer pricing assessments were legacy issues
which are the subject matter of recurring adjustments
year after year. The change with respect to the
Revenue losing a right to appeal directions of the
Dispute Resolution Panel were effective during this
year and that added to this since the DRP upheld
even those adjustment which were allowed in favour
of the taxpayer and the Revenue was on further
appeal. As certainty improves with the signing of
APAs, one may see a lower incidence of transfer
pricing disputes ahead.
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Singapore tax
landscape – 2016
in retrospect

2016 witnessed Singapore landscape changing
both in respect of international and local taxation.
Singapore’s commitment to OECD’s BEPS project
and other international initiatives transpired into
introduction of CbCR, CRS, related party reporting
and guidance on the application of its general anti
avoidance rules.
Various changes in its tax treaties as well as domestic
tax law not only burnished its appeal further as a
jurisdiction for substantive business activities but also
as a tax administration that encourages its taxpayers
to comply with their international tax obligations.

Tax Treaty developments
While the year ended with amendment of IndiaSingapore tax treaty, which takes away capital gains
exemption on the shares in India companies, it still
leaves good scope for bilateral trade and investments
in a tax efficient manner.
Singapore signed a tax treaty with Cambodia,
latter’s first with any country in the world; this puts
Singapore as gateway of choice for the investments
and business with respect to Cambodia, which is the
region’s most consistently fast growing economy.

Transfer Pricing and CbCR
RPT reporting
Singapore introduced a new Related Party
Transaction (RPT) reporting requirement from
accounting year ending 2017 onwards) to be
submitted along with tax return. This is separate from
TP documentation requirement introduced in 2014,
which has to be put in place before filing the return
(and required to be submitted only on request).
RPT reporting provide Inland Revenue Authority
of Singapore (IRAS) with relevant information to
better assess companies’ TP risks and to improve
compliance. The threshold for RPT reporting of S$

15 million applies to the sum of all amounts of RPT
(local and cross border) including year-end balances
of loans and non-trade amounts.
CbCR
Keeping up its commitment to BEPS, Singapore
has issued guidelines for Country by Country
Reporting (CbCR) applicable to ultimate parent of all
Singapore MNE group with annual group revenue of
at least S$1,125 million. The earliest CbC Report
required to be submitted to IRAS would be due by
31 December 2018 (i.e. within 12 months from
financial year ending on 31 December 2017).
Most key aspects for preparing CbCR are in line
with OECD Final Report on the subject.

Common Reporting Standard (CRS)
Singapore announced CRS regulation (global version
of FATCA for exchange of information by banks)
coming into effect from January 1, 2017 with first
reporting due in 2018.

Lower ETR for SMEs
Singapore announced a one-off Corporate Income
Tax rebate of 50% subject to a cap of $20,000.
This could result to an effective tax rate as low as
3-4% taking into account the start-up exemption
(applicable for first 3 years) and partial tax
exemption (generally applicable) for tax profits of
$300,000 (Approximately INR 1.5 crores).

Productivity linked incentives to end with FY
2017
The Productivity and Innovation Credit Scheme (PIC
scheme), which provides for 400% deduction for
prescribed productivity and innovation expenses
(e.g. IT expense, IP acquisition, etc.) will expire by
end of FY 17. Also, the cash pay-out rate (in lieu of
deductions) is reduced from 60% to 40%.

Intellectual Property (IP) Tax amortization
Singapore provides various incentives on acquisition
of IP (including 400% deduction mentioned above).
Tax amortisation of IP earlier available over 5 years
can now be available over 5, 10, or 15 years
depending on what taxpayers elect. Taxpayers may
now elect for a longer period where it helps them in
availing foreign tax credits, which otherwise may be
wasted if tax amortisation pushes the taxpayer into
tax loss/low margins.
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Marketing support
To support businesses in their internationalization
efforts, 200% tax deduction for Internationalization
scheme (with no pre-approval up to $100,000 p.a.)
is extended till 31 March 2020.

M&A boost
To incentivise M&As, Singapore headquartered
groups could claim 25% of the acquisition
consideration as a business expense (capped at S$
10 million). In addition, it entails stamp duty relief
(upto S$ 80,000) and 200% deduction of transaction
costs such as due diligence.
While capital gains are exempt in Singapore;
characterization of gains as capital or revenue is
most debated tax topic. To provide upfront certainty
to companies in their corporate restructuring, the safe
harbour exemption of gains from equity divestments
(>20% stakes held for > 2 years) was extended upto
31 May 2022. All conditions of the scheme remain
the same.

Finance and Treasury Centre (FTC)
Incentive
The FTC scheme is extended till 31 March 2021
with reduction in tax rate to 8% from 10% and further
enhancements of withholding tax concessions.

Structured Commodity Finance (SCF)
Incentive
To strengthen Singapore’s trade finance capabilities
and encourage more SCF activities to be done in
Singapore, the Global Trader Programme (SCF)
scheme is enhanced to include more qualifying
activities that could be taxable at concessional rate of
5% to 10%.

Offshore marine activities
Singapore provides full exemption for various
shipping activities, which is now extended to offshore
exploration of minerals.

General Anti-Avoidance Rules (GAAR)
Guidance
Singapore also issued further guidance on its GAAR
basically following its very first court decision on
ant-avoidance provisions. The court decision pertains
to applying GAAR on round-tripping of funds where

a tax deduction was obtained by one party while
a non-taxable receipt (or refund) by another related
party; with no real economic interest cost to the group
and the arrangement lacking non-tax commerciality.
While the examples provided in the IRAS guidance
are not exhaustive, they do highlight the broad areas
where GAAR may likely apply - (i) Round-tripping
of funds; (ii) Set-up of multiple entities with the sole
purpose of obtaining tax benefit; (iii) Altering form
of business entity with the sole purpose of obtaining
tax benefit; and (iv) Attribution of income that is not
aligned with economic reality. IRAS has also clarified
that GAAR is not intended to interfere with the tax
consequences of genuine commercial transactions.
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About Dhruva

Dhruva is a boutique tax and regulatory services
organisation, working with some of the largest
multinational and Indian corporate groups.
We bring a unique blend of experience, having
worked for the largest investors in India, advising on
the largest transactions and on several of the largest
litigation cases in the tax space. We work closely
with regulators on policy issues and our clients on tax
advocacy matters. We believe in thinking out of the
box, handholding our clients in implementation and
working to provide results.
Key differentiators:
•

Strategic approach to complex problems

•

In-depth, specialised and robust advice

•

•
•

•

Strong track record of designing and implementing
pioneering solutions
Trailblazers in tax controversy management
Close relationships with the government coupled
with a long history of involvement in policy reform
Technical depth and quality

Our recognition
Dhruva Advisors has been consecutively
recognised as a Tier 1 Firm in the International
Tax Review, World Tax Guide 2016 and 2017
to the world’s leading tax firms.
Dhruva Advisors has also been awarded the
Best Newcomer of the Year - ASIA by the
International Tax Review.
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