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INCOME TAX & INTERNATIONAL TAX

Amendment in the method of calculation of Fair Market value of share other than
gquoted share (Rule 11UA):

Background:

Section 50CA: When an assessee transfers an unquoted equity share and the
consideration received/receivable is less than “Fair Market Value (FMV)” of such share,
the FMV as determined in accordance with Rule 11UA shall be deemed to be the
consideration received/receivable as a result of such transfer.

Accordingly, if a seller of an unquoted share sells such shares at a price which is less
than FMV, the FMV as determined under Rule 11UA shall be deemed to be regarded as
sale consideration.

Section 56(2)(x): When an assessee receives any unquoted equity share for a
consideration which is less than FMV of the share, the difference between FMV of such
share and actual consideration paid by him (only if it is in excess of Rs. 50,000/-) shall
be regarded as his “Income from Other Source” and he will be liable to pay tax on such
income.
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INCOME TAX & INTERNATIONAL TAX(cont.)

Accordingly, if buyer of an unquoted share purchases the shares at a price which is less
than FMV of such share, the difference between such FMV and consideration actually
paid will be regarded as his Income from Other Source.

Therefore, the Income Tax Act mandates that the transaction of an unquoted equity
share must take place at a price which is at least equal to the FMV of such shares as
determined under Rule 11UA.

Notification No. 61 dated 12.07.2017 which is applicable in relation to
Assessment Year 2018 - 19 and subsequent years:

CBDT, vide notification no. 61, has changed the method of calculation of Fair Market
value of unquoted equity share. The same is now to be determined as follows:

FMV of unquoted equity shares=(A+ B+ C+ D -L) * (PV) / (PE) where,

A = Book value of all the assets (other than specifically mentioned below) in the
Balance Sheet, as reduced by;

e Income Tax paid, less income tax refund claimed, if any;
e Any amount shown as asset including unamortised amount of deferred
expenditure which does not represent the value of any asset.

B = Jewellery and Artistic work - The Price it would fetch if sold in the open market
on the basis of valuation report obtained from a registered valuer;

C = Shares and Securities - FMV as determined in the same manner as provided in
this rule;

Accordingly, if a Company has investment in unquoted equity shares of another
Company, the valuation of such shares will have to be carried out in respect of such
shares in another Company in the same manner as provided in this rule.

D = Immovable Property - Value adopted for the purpose of payment of stamp duty;
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INCOME TAX & INTERNATIONAL TAX(cont.)

L. = Book value of liabilities shown in the Balance Sheet, but does not include -

e Paid up Capital

e Reserves and Surplus (including negative figure)

¢ Amount set aside for payment of dividend

e Provision for taxation

e Provision for meeting any liability other than ascertained liability

e Contingent liabilities, other than arrears of dividend on cumulative
preference shares.

PV = Paid up value of such equity shares;

PE = Total amount of paid up equity shares as shown in Balance Sheet.

Foreign Tax Credit (FTC):

With increased scale of globalisation and growing levels of economic activities, the
entrepreneurs, to tap global market potentials, are expanding their business activities
in various other countries. This has led to increased cross border transactions which in
turn raises many issues on double taxation of income.

Every Company is taxed on its global income in the country of its residence. A Company
is also exposed to tax in the country where it has its Source of income. Therefore, a
Company is exposed to double taxation for the same income, if source of such income is
derived from another country. This is hindrance to smooth flow of cross border
transactions. Many countries therefore have signed Double Tax Avoidance Agreements
(DTAA) as a solution to address this problem of double taxation.

The basic aim of the DTAAs is to allocate taxation right to country of residence as well
as to the country where the source of income arises.
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INCOME TAX & INTERNATIONAL TAX(cont.)

Different methods are used by Countries to eliminate the double taxation. They are:
Exemption method:

1. Full exemption method: Under this method country of residence fully
exempts the income earned by a tax payer in country of source. For eg: DTAA
signed by India with Brazil provides for full exemption with respect to
dividend income.

2. Exemption with progression: Though exemption is given by the country of
residence, the income will have to be considered for the purpose of
determining rate of tax which would be required to be applied on other
taxable income. For eg: DTAAs entered into by India with Greece, Austria etc.

Credit method:
1. Full credit method: Under this method the country of residence will provide

full credit for the entire amount of tax paid in country of source. For eg: India -
Namibia DTAA.

2. Ordinary credit method: The country of residence will provide credit for the
tax paid in country of source but only to the extent of the incremental tax
liability due to inclusion of such income in the total taxable income in the
country of residence. Therefore if the tax paid in source country is higher than
the tax liability on the same income in residence country, the Company will
lose out on such excess amount paid in source country. If the tax paid in
source country is lower than the tax liability on the same income in the
residence country, the Company will be required to pay the incremental tax in
the source country. This method is often preferred by India in most of its
DTAAs for eg: USA, UK etc.

Page 5 0of 10



INCOME TAX & INTERNATIONAL TAX(cont.)

Following illustration will be useful in understanding both the credit methods in eliminating

double taxation:

Particulars Full credit Ordinary
method credit method

Total income 100 100
Income from Source country 20 20

Tax liability in Source country @ say 40% 8 8

Tax liability in Residence country @ say 30% 30 30

Less: Credit available in Residence country 8 6*

Net Liability in Residence country 22 24

*30 % of 20

Additional concepts related to FTC:
Underlying Tax Credit (UTC):
UTC refers to the credit that may be given in the Resident country for the tax paid on

the underlying profits out of which dividend is paid by the Company in the source
country.

Generally, taxes would have been paid by the Companies on the profits from which the
dividends are declared. However, since the person receiving the dividend
(Shareholder) is not the same as the person which paid the taxes on the profits,
normally credit for such foreign tax would not be available. UTC seeks to address this
double taxation and provides a benefit of tax credit to the recipients of the dividend as
well. Thus in this method, the taxes paid on the profits from which the dividend is
declared can be taken as credit against the taxes payable on the dividend income.

The benefit of UTC is available subject to certain conditions like threshold of
shareholding etc. India has such UTC benefits in DTAAs with Australia, Japan,
Mauritius, USA, UK etc.
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INCOME TAX & INTERNATIONAL TAX(cont.)

An illustration on how the UTC works:

Tax paid by Company in Tax position of Shareholder
Source country in Residence country
Profit before tax 100 Dividend received 70
Tax say @ 30% 30 Corporate Tax attributable 30
Net Profit after Tax 70 Dividend income grossed up 100
Dividend paid (assume full 70 Tax @ say 40% 40
amount)
Tax on Dividend say 10% 7 Credit for UTC 30
Credit for tax paid on
dividend 7
Total tax paid on Source 37 Balance Tax payable 3
country (40-30-7)

Thus the shareholder not only gets credit of 7/- which is tax paid on dividend but also
gets credit of 30/- which is corporate tax paid by Company in source state from which
the dividend is declared.

Tax Sparing:

Tax sparing is also referred to as deemed tax credit. In many countries, incentives are
given under the domestic law by levy of concessional rate of tax or exemption from tax
to the Companies operating in specific sectors or specific geographical region to
promote and advance overall economic interest in that sector or region. In such case,
the Companies availing the benefit of such concession do not pay tax or pays tax on
concessional basis in the source country. Since FTC provides for credit only in respect
of taxes paid in the source country, no credit would be available since no taxes have
been actually paid by the tax payer in the source country and thus the benefit of tax
incentive in the source country would be lost and purpose of such incentive by the
source country gets defeated.

Tax Sparing essentially consists of granting a tax credit in the resident country, for the
amount of tax that would have been paid in the source country had there been no
exemption or concession under the domestic law of source country. Thus, tax
incentives offered by Source country are deemed to have been paid as a foreign tax for
the purpose of computing FTC to be granted by resident country.
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INCOME TAX & INTERNATIONAL TAX(cont.)

Absence of tax sparing clause in the DTAA would result in transfer of tax revenue from
Source country to Resident country with no ultimate benefit to the tax payer.

India has conditional tax sparing clause in various DTAAs with Australia, Belgium,
Cyprus, Canada, Mauritius, Singapore etc.

Unilateral Tax Credit: Section 91 of The domestic Indian Income Tax Act provides for
FTC to a resident tax payer in respect of foreign taxes paid on his foreign income
earned in a country with which India has not entered into any DTAA. The deduction
shall be granted at the Indian Tax rate of the tax rate in foreign country whichever is
lower.

Foreign Tax Credit Rules: Recently, CBDT has inserted Rule 128 to provide for the
manner and extent to which the FTC would be available and procedure for granting of
relief or deduction of income tax paid in foreign country.

The FTC Rules provide that no credit shall be granted in respect of any payment made
towards interest, fees or penalty.

[t further states that no credit shall be available in respect of any foreign tax paid which
is disputed in any manner.

The Rules also provide for the documentation required to be furnished by the tax payer
to successfully claim FTC.

Open issues: There are certain issues surrounding FTC which could result in denial or
reduction in the amount of FTC:

e (Certain taxes not covered in the DTAA

e Mismatch in accounting period between countries
e Change in characterisation of income

e Conflict in determining the source of income

e Treaty abuse

e Method of documentation for claiming credit.

Compiled by: Malay Damania, Partner
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GOODS & SERVICE TAX (GST)

Blocked Credit Under GST

Credit of following Inward supply of goods or services or both not eligible as Input
tax Credit

1) Motor Vehicle and Other Conveyance except used for

a) Taxable supply of such Vehicle or Conveyance

b) Taxable Supply of Transportation of Passengers

c) Taxable supply by way of Imparting, training, on driving, flying,
navigating such vehicle or conveyance

d) For Transportation of Goods

2) Following Supply except used for making taxable outward supply or an
element of a composite or mixed supply:-

a) Food and Beverages, outdoor catering, beauty treatment, health services,
cosmetic and plastic surgery

b) Rent-a-cab, life insurance or health insurance (except statutorily
required)
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GOODS & SERVICE TAX (GST)(cont.)

3)

4)

5)

6)

7)
8)
9)

10)

Membership of Club, health and fitness centre.

Travel benefits extended to employee on vacation such as leave or home travel
concession.

Works contract services (composite service of material and labour) when
supplied for construction of an immovable property (Other than Plant and
Machinery) except when same is used for further supply of Works contract

service.

Goods and services or both received by a taxable person for construction of an
Immovable Property (Other than Plant & Machinery) on his own account.

Construction includes repairs and renovation capitalised in accounts.
Supply on which tax is paid under composition scheme.

Supplies received by a non -resident taxable person except goods imported.
Supplies used for personal consumption.

Goods lost, stolen, destroyed, written off or disposed-off by way of gift or free
samples.

Compiled by: Jayesh Shah, Partner
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