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Background


In 2012, the government had amended the domestic law retroactively to
provide that gains from transfer of shares or interest in an entity outside India
would be taxable in India if such share or interest derive their value (directly or
indirectly) substantially from assets located in India. These provisions are
popularly referred to as the “indirect transfer” provisions.



Concerns have been raised by investments funds investing in India, including
private equity funds and venture capital funds set-up as multi-tier investment
structures, about multiple taxation of the same income at the time of
redemption or buy-back. This multiple taxation arises due to:
‒

Firstly, at the level of the fund in India (on its business income / capital
gain); and

‒

Then, at every upper level of investment in the fund chain on subsequent
redemption or buy-back.



The Central Board of Direct Taxes (“CBDT”) had received representations to
exclude from the ambit of the “indirect transfer” provisions, investors above the
level of direct investor (who is already chargeable to tax in India on such
income).



To address these concerns, the Finance Minister in his Budget Speech on 01
February 2017 had stated that:



‒

Category I and Category II Foreign Portfolio Investors (“FPIs”) will be
exempted from the indirect transfer provisions;

‒

A clarification will be issued that indirect transfer provisions shall not apply
in case of redemption of share or interests outside India as a result of or
arising out of redemption or sale of investment in India which is
chargeable to tax in India.

Necessary amendments have been made to the Income-tax Act, 1961 (“the
Act”) by the Finance Act, 20171, in terms of which Category I and Category II
FPIs have been exempted from the indirect transfer provisions.

Through insertion of the proviso to the Explanation 5 to section 9 (1) of the Act with retrospective effect
from 01 April 2015.
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Further concern and clarification thereon by the CBDT2
While the situation has been addressed in the case of Category I and Category II
FPIs, there could still be situations of multiple taxation, in multi-tiered investment
structures where shares or interest held indirectly by a non-resident in specified
funds (viz., investment funds, venture capital company or a venture capital fund) is
redeemed in an upstream entity outside India. This redemption is consequent to a
transfer of share or security held in India by the specified funds, the income of
which has been subjected to tax in India.
Accordingly, it has now been clarified by the CBDT that indirect transfer provisions on
redemption of share or interest will not be applicable where:



Interest or share held indirectly by a non-resident in specified funds, is redeemed
in an upstream entity outside India. The redemption is consequent to transfer of
shares or securities held in India by the specified funds; and



Such income on transfer of shares/interest is chargeable to tax in India.

It has further been clarified that the above benefit shall be applicable only in cases
where:


The proceeds of redemption or buyback arising to the non-resident do not
exceed the pro-rata share of the non-resident in the total consideration realized
by the specified funds from the said transfer of shares or securities in lndia; and



A non-resident investing directly in the specified funds shall continue to be
taxed as per the extant provisions of the Act.

2

Vide Circular No. 28/2017 dated 07 November 2017

Comments
This clarification issued by the CBDT addresses the concerns of a select category of
overseas investors and with conditions/limits attached thereto.
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