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India’s 2021 Budget
W H AT ’ S  IN  I T  F O R  F O R EI G N  P O R T F O L I O  IN V E S TO R S ?

Presented by the Minister of 
Finance Nirmala Sitharaman 
on 1 February, the 2021 
Union Budget of India did 
not announce increased tax 
rates nor, was a ‘COVID-19 
cess’ introduced. Sensing 
the need of the hour, the 
Government focused instead 
on measures to spur economic 
growth, undertake reforms, 
provide tax certainty, and 
reduce litigation. Many 
proposals to increase public 
spending in infrastructure and 
healthcare were included. Yet, 
it is interesting to note, the 
resources needed for such 
increased spending is not to 
be raised from additional taxes 
but from the monetization of 
certain infrastructure assets 
and strategic disinvestment 
of public sector enterprises. 
Some other bold steps 
included privatization of two 
public sector banks and a 
general insurance company, 
the planned IPO of Life 
Insurance Corporation of 
India, and the establishment 
of asset reconstruction/asset 
management companies to 
take over stressed assets from 

public sector banks. Certain 
tax amendments have also 
been made to provide relief 
to foreign portfolio investors 
(FPIs).  

The tax amendments 
proposed in 2021’s Budget 
were approved by the Indian 
President, enacted into the 
Finance Act, 2021, and were 

Until 31 March 2020, Indian 
companies were required 
to pay a distribution tax on 
dividends and consequently 
dividends were exempt 
from tax in the hands of 
shareholders, including 

dividend distribution tax was 
abolished. The tax rate for 
dividends arising to all the 
foreign investors including FPIs 
was prescribed at 20% (plus 
the applicable surcharge and 
cess) which could be reduced 
under tax treaties. However, 
this relief of lower tax rate 
was not available at source 
and Indian companies were 
required to withhold tax at 20% 

This resulted in a situation 

where FPIs would either have 
to reclaim the excess tax 
withheld as a refund in the 

the excess tax against capital 
gains tax payable during the 
year. The Finance Act, 2021 
has now enabled Indian 
companies to withhold taxes 
at treaty rates where such 
rates are lower than the 20% 
tax rate under domestic law. 
This is a welcome move and 
will provide relief at source to 
FPIs. However, providing timely 

to the satisfaction of Indian 
companies on treaty eligibility 
and compliance with general 
anti-avoidance rules or the PPT 
provisions under the BEPS MLI 
could be challenging for FPIs. 
Custodians  are suggesting a 
need for standardization of 
documents and a repository 
for easy and timely access by 
Indian companies. 
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wealth and pension funds 
Last year, the government 
introduced tax exemptions 
for sovereign wealth funds 
(SWFs) and pension funds 
(PFs) on dividend, interest, and 
long-term capital gains arising 
from their investments made 
in the infrastructure sector in 
India, but only available subject 
to satisfaction of certain 
conditions. The Finance Act, 
2021 has relaxed some of these 
conditions to provide greater 

invest directly or indirectly 
in infrastructure companies. 
These include:

 • Previously, investments made
by SWFs/PFs in a category-I
or category-II alternative
investment fund (AIF) in
India would qualify for tax
exemption provided the AIF
invested 100% of its corpus

entities. This investment
threshold has been reduced
to 50%. 

 • Tax exemptions will be
extended to special purpose 
vehicles (SPVs) set up by 
SWFs/PFs provided the
SPV is a domestic company
established and registered
on or after 1 April 2021 and
invests at least 75% in one or
more infrastructure entities
or in an infrastructure
investment trust.

 • Investments made in

company registered as

company or infrastructure 
development fund will also
qualify for tax exemption
provided the investee
company/fund lends at
least 90% of its corpus to
infrastructure entities.

 • The restriction that SWFs/
PFs should not undertake
any commercial activity has
been removed and replaced
with the condition that SWFs/
PFs will not participate in
day-to-day operations of the
investee entity in India.

 • PFs which are liable to
tax in their home country
but exempt from tax on
all income in the home
country will be eligible for tax
exemption in India.

These relaxations showcase 
the government’s resolve 

encourage SWFs and PFs to 
make long-term investments in 
Indian infrastructure facilities. 
As per recent press reports, 
the government has designated 

of contact for each SWF/PF.

funds

center (IFSC) in 2015. Since 
then, the government has 
been doling out tax sops to 
attract foreign investors to set 
up operations in the IFSC. The 
Finance Act, 2021 has widened 
the tax incentives to encourage 

their investments to the IFSC. 

The Finance Act, 2021 has 
made the following relaxations:

 • Under the previous  tax

not construed to have a
business connection or place
of residence in India merely
because its fund manager
was located in India, provided
the conditions stipulated 
in the law were met both
by the fund as well as the 
fund manager (known as 9A
conditions). These conditions
are set to be relaxed for fund
managers set up in the IFSC.

 • Banks which have set up

(OBUs) in the IFSC can avail 
similar tax exemptions/
reliefs available currently
to category III AIFs set up in
IFSC. Non-residents which
enter into non-deliverable
forward contracts with such 
OBUs in the IFSC will not be 
subject to tax in India.

 • In order to encourage
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foreign jurisdictions (e.g. 
Mauritius, Singapore) to 
relocate to the IFSC in India, 
transfer of assets of such 

set up in IFSC will be tax 
exempt. Furthermore, any 
grandfathered shares held 

transferred to the IFSC 
fund would continue to be 
grandfathered in the hands 
of the IFSC fund as well.

Limitations, boards, and 

The Finance Act, 2021 
has revised the statute of 
limitations from seven years 
to four years from the relevant 

pertains. However, in a case 
where the tax authorities have 
evidence that the income 
chargeable to tax of INR 5 
million or more, represented 
in the form of assets (including 
securities) has escaped 
assessment, the statute of 
limitations has been extended 

to 11 years. Beginning 1 April 
2021, the time limit to complete 
regular tax audit has been 
reduced to 21 months. For 
instance, for the income arising 

2020-21, tax authorities will 
have until  31 December 2022 
to complete the regular audit 
proceedings.  

In order to reduce litigation, the 
Finance Act, 2021 provides for 
the establishment of a Board 
of Advance Ruling which would 
replace the current Authority 
for Advance Ruling framework. 
Also, a Dispute Resolution 
Committee will be set up for 
small and medium taxpayers 
where the returned income 
does not exceed INR 5 million 
and the variation proposed in 
the tax audit order (which is 
the matter of dispute) does not 
exceed INR 1 million. Hopefully, 
these steps will indeed reduce 
tax litigation in India which 
can otherwise be lengthy and 
unpredictable.

The Finance Act, 2021 has also 

term “securities” to include real 
estate investment trusts (REITs) 
and Infrastructure Investment 
Trusts (INVITs). With this 
change, it is unclear whether 
the interest income arising 
from such instruments would 
be taxed at 5% or 20% being 
the tax rate for income from 
securities earned by FPIs.

CONCLUSION
The key highlights of the 
tax amendments were 

for withholding tax on 
dividend income, relaxation 
of conditions to enable SWFs 
and PFs to invest indirectly 
in infrastructure companies, 
and certain relaxations in 
tax procedures. Though 
there have been calls to 
lower taxes on public market 
investments, these were not 
relaxed. Also, certain other 
issues impacting FPIs such as 
abolishment of buyback tax, 

non-applicability of indirect 
transfer tax provisions to 
category II FPIs, extension 
of long-term grandfathering 

through corporate actions on 
the basis of shares held on 
31 January 2018, reduction in 
income tax rates on exchange 
traded derivatives, and tax 
exemption on restructuring of 
funds outside India were also 
not considered. 

However, overall, the reform 
measures announced in the 
2021 Budget and the fact 
that no additional taxes were 
introduced by the government 
were well received by FPIs and 
taxpayers.

TO THE POINT

The 2021 Union Budget of India is a growth-oriented budget in 
which the Government has focussed on measures to accelerate the 
country’s economic growth while keeping the tax rates unchanged. 

Certain amendments have been made to provide tax certainty, 
enable treaty relief at source, reduce tax litigation, and reduce the 
statute of limitation. 

These amendments are encouraging and could help to improve the 
country’s taxation framework. 
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