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Direct Tax Alert

Show cause notices issued to Foreign Portfolio Investors (‘FPIs’) for levy of Minimum
Alternate Tax (‘MAT’) on profits from activities in India

12 January 2015

Background

The Finance Act 2014 had settled a long standing
controversy by clarifying that the income earned by
FPIs on sale of securities is in the nature of ‘capital
gains’ and not ‘business income’.  Long term capital
gain earned on sale of equity shares on the stock
exchange is exempt from tax and short term capital
gains on such a transaction is subject to tax @ 15%
(plus surcharge and education cess].

As per the Income-tax Act, 1961 (‘Act’), every company
whose tax on income as per normal computation is less
than 18.50 per cent of book profits (computed in the

1 Source - Economic Times dated 12 January 2015

prescribed manner), would be subject to MAT at the
rate of 18.50 per cent (plus surcharge and education
cess) of such books profits. The applicability of MAT
provisions to foreign companies has been a matter of
judicial examination in various advance rulings/
decisions.

As per a recent news report1, the Indian Revenue
Authorities have, in the course of audit proceedings,
issued notices to certain FPIs (registered as companies)
asking them to justify why MAT is not payable by them
on capital gains earned by them on sale of shares in
India.
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Applicability of MAT to Foreign Companies

Having regard to the legislative background and the
objects of introduction of MAT provisions, strong
arguments exist that such a tax is payable only by
domestic (Indian) companies and not by foreign
companies (having no presence in India).

The Authority for Advance Ruling (‘AAR’) in the cases
of Timken2 and Praxair3 held that a foreign company
(not having a presence in India) is not required to
prepare its financial statements as per Schedule VI of
the Indian Companies Act, 1956.

Given this and the objects of introduction of MAT
provisions, the AAR held that a foreign company,
merely holding investments in India, is not liable to
MAT.

FPIs, typically, do not have a presence in India in the
form of branch / establishment in India. Accordingly,
FPIs do not / are not required to prepare books of
accounts as per the prescribed Schedule4 and should
not be subject to MAT.

The AAR held to the contrary in a subsequent decision
in the case of Castleton5. The AAR held that MAT
provisions are applicable to every company (which
include even a foreign company merely holding
investments in India). This issue is currently pending
before the Supreme Court (‘SC’) based on the
Special Leave Petition filed by Castleton and admitted
by the SC.

In case of FPIs which are tax resident in jurisdiction
such as Mauritius/ Singapore, an additional argument
exists that MAT provisions cannot override the
beneficial provisions of the relevant double tax
avoidance agreements with India, which exempt
capital gains earned by foreign entities from sale of
shares in an India company.

2 326 ITR 193 (AAR)
3 326 ITR 276 (AAR)

Way forward

Issuance of the above notices to FPI creates an
unwarranted and unnecessary controversy, especially
at a time when the Government of India is seeking to
send out positive signals to the overseas investors, in
relation to the investment climate in India.

A representation may be made to the Government
requesting for issuance of a circular, clarifying that
MAT is not applicable to FPIs or to address the
situation by way of a clarificatory amendment in the
forthcoming Budget (in February 2015).

4 Schedule VI of the Companies Act, 1956/ Schedule III of
the Companies Act, 2013
5 AAR no 999 of 2010
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About Dhruva Tax Advisors LLP
Dhruva Tax Advisors offers a wide range of services in the
tax and regulatory space to clients in India and around the
world

We are a cohesive team of tax professionals who are
focused on providing our clients with high quality tax and
related services. With strong research and technical skills
coupled with extensive experience, we provide well-
thought out and strategic solutions to complex problems

Our professionals have advised on some of the largest
transactions in the world and have handled several of the
largest tax controversies in India.  Our professionals also
have a strong track record of designing and implementing
pioneering solutions in several areas of domestic and
international tax
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