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Q: The tax reduction to 25%; music to your ears?

FN Subedar, President-Finance, Tata Sons: Yes if you only look at the 25% part of it but that is only half the story or one fifth of the story because that is the minimum level of tax and there is an equivalent of minimum alternative tax (MAT), which has been brought in is the most obnoxious part of this entire tax code because it is at 2% of your gross assets without deducting liabilities. 
Q: The fact that they have proposed a lower tax rate yet they don’t seem to have said anything in this code at least on whether there is any impact on the surcharges. Are you at all worried that 25% is a figure that can easily jump to above 35% if our tradition with surcharges continues over the years?

Subedar: A reduction to 30% would be a bit far fledged but we can always have surcharges added.

Sudhir Kapadia, Partner, E&Y: About two-three years ago they reduced their tax rate from 33% to 25%. So we have seen other countries following this model and this is in lieu of removing profit linked deductions that is the big thing because this is not coming as just a give away on the one hand. Statistics in the government have indicated that effective tax rate which corporate India pays is 19-20%. So even if you get 25% and hopefully your tax base is now better retained then you still collect more tax. That seems to be the assumption. Then ofcourse the googly is the MAT.

Ketan Dalal, ED, PwC: What is also happening is that the tax base itself will probably go up for example you have a situation of capital gains, which would then wind up in the total income and therefore you would wind up paying a lower rate of tax on a much higher base. So it depends from company to company as to what the ultimate arithmetic will pan out but it is not exactly like saying that the rate has been reduced although of course in many cases it will be a bonanza especially where you are not having any incentives for example. In that kind of situation it could be a bonanza. 

Doshi: But it does need to be looked in combination with the changes that have happened to MAT and exemptions. 

Q: The change in capital gains taxation – they have taken away the distinction between short-term and long-term, they have now made it 10% across bourse, how do you view that? Do you think it is a good thing that happens, is also means that securities transaction tax (STT) goes away from the market place?

Anil Singhvi, Vice Chairman, RNRL: I think STT was introduced just about four-five years back and we have lived in that era but on equity I think it is a right thing to have done —to have merged both short and long.

Q: Why is that?

Singhvi: I think if you look at it, ultimately you look at a macro basis, you have to have taxation for all sorts of income then you cannot have certain income. If you held equity shares for twelve months, you would be completely exempt on that. I think we needed this for a while. 

You cannot have that for all the time to come, capital gains tax on equity shares particularly has completely exempted on that then it is not equitable taxation system.

Q: You are saying that it won’t – the fact that we used long-term capital gains tax at 0% as an incentive for people to invest in equities that no longer needs to be the situation? 

Singhvi: You have to participate to make it more happening place and to say that your sharing should be channelised into the equity market and all that. I think we have already crossed that hurdle. I think people are much more participating than they were five years back. 

Kapadia: One point here is I am not sure whether the concessional rate of 10% will still prevail under the DTC because what has been proposed is a collapsing of long-term and short-term and then you come back into the normal tax bracket. There is no special rate of 10% which seems to be there anywhere. So what it appears is that it is not as if the long-term capital gains will not be exempted but you will be taxable on your normal tax rates – so that’s 30% on the maximum. So it can be 30% for anyone with income higher than 25 lakh. 

The other point is as I look at it – STT achieve two purposes, one is it was very easy to administer; it has zero leakages, zero litigations. All the canons and parameters laid out as an objective to this code and on that count it should have continued, if you look at it that way. 

One last point is that when you talk about removing STT and coming back to capital gains taxation, it hurts long-term investors because long-term investors transact far less on the stock exchange. So they end up paying much lower tax as STT than day-to-day traders. So it actually goes against long-term investors, which is the kind of investor you want to encourage. 

Q: I have two different views on the table and actually many different opposing views out there in the market place whether it is a good idea to collapse short-term and long-term but this also impacts not just individual investors but also the change in capital gains taxation could impact the reorganization of businesses as well – I am told it has impacts on slump sales etc?

Dalal: Yes, what has happened is that in the context of a slump sale in the law as it stands today, if you sell a business and make capital gains, it will be taxed as capital gains in the hands of the company which is making that sale. Now it will be taxed as business income. 

Q: So the rate increases?

Dalal: Yes because earlier the rate was 20% - again computed in a particular manner and now it will be 25% and it changes the character because it also makes a difference in terms of set up of losses etc. So it has various implications.
Q: So that is a negative though? It is a negative for business because applicable rates go up?

Dalal: Yes, that is number one. Secondly, conceptually a slump sale - when you sell a business, you are actually selling a capital asset. So if you ask me, conceptually it is actually a capital gain and you are re-characterizing something which is in the fundamental nature of a capital gain as business income. 

Singhvi: I differ on that and I just want to make a point here on the slump sale because of what happens in slump sale which is a new concept which was introduced on that but if otherwise would have sold the assets of the company. If you sold the assets of the company, you are liable to pay the full taxation because there was no other rebate which was available to you. So slump sale was introduced and that it will be required for restructuring of the businesses. As a practicing businessman, I can tell you it was just an artificial frictional situation which was introduced otherwise we would have sold the assets and sale of assets any case was covered under normal taxation. 

Q: This is an anomaly, right? Mr Dalal is on the side of corporate India and is saying this is a bad thing whereas Mr Singhvi is in corporate India and is saying that it is a good thing.

Singhvi: What I am trying to say is that I am again reminded of what perhaps 250 years back Adam Smith said that taxation should be very simple. There are four canons of taxations if you look at it, simplicity, certainty, equitable and it should be cost effectiveness. If you put all four perhaps 61 because of 48 years of going back and forth has resulted into these kinds of things which we are doing away with. So in fact it is much better that we have a very simplified manner - if you did anything in your business, you are going to pay 25%, and choice is yours, what you want to do? You want to sell off the whole company, you want to sell off some assets, you want to sell off your furniture, computer, whatever you decide to sell off, and you are going to pay 25%.

Dalal: I look at the sale of a business as an equivalent of the sale of shares except that you have a business in the company and you are selling it. If you would have sold shares, you have the capital gains, you are selling ownerships. So how can that be considered as a business? Selling a business is not a business. 

Q: Give us a last word on this issue.

Subedar: We are eliminating tax rate differences totally whether it is capital gains or whether it is business income, you are going to have the same rate of tax. So therefore in future, you are going to indifferent on which side you are going to put it in. 

Q: So you are again okay with the impact that this will have?

Subedar: I am not saying I am okay, I am saying that the manner in which now it is drafted whether it is business or capital gains is not going to affect the assessee, he is going to play the same rate of tax. He may get some indexation benefit if it is capital gains which would be relatively marginal if the profits are huge. 

Kapadia: One small point there is what has also been introduced very interestingly is that when you talk about a loss in such a situation - we have discussed the gain part – what it proposes is the loss will not be allowed in year one but it will need to be amortized as if it was an asset, which is again very counterintuitive to this philosophy which Mr Singhvi was explaining that you want a simple rate of tax to apply across business income as well as capital gains. If that is the underlying philosophy then there is no need for a treatment of loss which is different from the treatment of gains. So that again goes counter. 

Continued on next page ... 
Q: You seemed very pained with what has happened with MAT. They have now linked MAT on assets and not on profits. How detrimental is that going to be to the interest of corporate India?

Subedar: I think it is going to be very detrimental to newer businesses and capital intensive businesses. That is where it is going to hurt the most and I think with all the focus on infrastructure, which we have a long way to go, loss making companies will be paying tax at 2% of your gross assets without deducting your liabilities. 

The other issue which I have realized is that there is going to be huge cascading effect of the tax because in corporate structures, you will have organizations which holds shares in downstream company which inturn for various regulatory or other reasons have a third generation company. So each level of these companies are going to pay 2% of tax possibly without having profits especially if there are newer businesses including all the leverage which they would take on.

Singhvi: I think this whole premise on which it is based is completely regressive on that because if you look at next 15-20 years, infact this tax code I believe - if last one survives for 48 years -should survive for atleast next 15-20 years. So if you look at the next 15-20 years what kind of businesses India is going to get into and those are going to be high capital intensive as Mr Subedar rightly said on this, you cannot tax it on the basis of the assets. It is going to be very difficult and again if you look at the leveraging which is going to be like in the power sector it is going to be 4:1. So you have almost a debt of 80% then - you collect 80% debt and then you create an asset and on 2% of that you pay, you are out of pocket and infact you are out of business. No lender will give you money. If you have a MAT coming in and you are going to pay taxes and again first thing in four years in these kind of businesses you don’t make money. 

Q: Can I ask either one of you to explain to me what may have prompted the government to do this? Why, what is the thinking behind wanting to link this to assets and not to profits?

Kapadia: The objective is to say that businesses should be encouraged to utilize more efficiently and productively the assets which they acquire. That again to me seems quite interesting that we are talking about a tax code which was seeking to tax my taxable profits and we have a tax which is sought to be levied on the value of assets. So that is the first anomaly. 

Second is we are talking about achieving operational efficiency objective through levy of a tax which again is unheard of. So I think where they are coming from is quite funny. 

The third part is you also have a very interesting section which says that we will allow you capital allowances to the entire extent when you invest in these very capital assets but then we will tax those assets through MAT.

Q: But you have still not explained to me what the thinking could be?

Dalal: As Mr Kapadia said this has been treated to be the thinking but clearly it is something which seems counterintuitive to the whole process and it is strange because if you think about it again that when you are talking about a tax on income, this is a yearly thing on the very same asset. So you are going on and on taxing the very same assets for years at 2% and as you said, if it is a 10,000 or a 20,000 crore investment and you don’t even deduct the liabilities, you are not taxing income in the first place. 

Singhvi: I think somewhere government’s whole initiative on taxing every company under MAT has not yielded results. So they want to go back to some other method of taxing companies and there are some countries where the companies are taxed on asset base but not the kind of what we are contemplating to do on that. 

Q: You mean the rates are lower?

Singhvi: No, the method of competition, you have to reduce the liabilities, you cannot take gross assets and say that you are going to pay 2% on gross assets. Most of the time you may not be earning that much of money, you cannot be paying taxes if you look at the lifecycle of the asset which you are creating on that. So somewhere I think this is missing a point on that that you are not reducing the liabilities which you are taking on, on the balance sheet to fund those assets. 

Q: So this is one area where they are definitely going to see a lot of representation from corporate India on. You wanted to add a point earlier, would you like to finish that now?

Dalal: If you see a company which is paying very little tax like because of the exemption given by the government say shipping company’s tonnage tax and this is again an example where this is very high leverage so you will end up paying a 2% tax on the value of the ships, which is funded by 4:1 debt equity ratio in a situation where the government has given you an exemption where the tonnage tax actually results in the effective rate of tax being very low. So you neutralizing a tonnage tax for shipping industries. 
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Q: They have linked exemptions or deductions to investments as opposed to profits and yet the contradiction of you allow a company to get exemptions or deductions based on their assets and then you tax that asset based on MAT which seems very contradictory, what is the net result of having all of these changes, is it going to yield what the government wants ideologically which is better compliance, better taxation and simpler to understand? 

Subedar: What they government has done is, they have protected the past exemptions.

Q: All of them have they?

Subedar: Whenever you are in a ten year holiday or so whatever is the balance period you will run that period out under the old methodology, what they have really provided is effectively a 100% depreciation on any asset which you purchase because all your investment into your business is allowed to you as a deduction, so that’s where the trade offs have to be and it will have to be examined.

Singhvi: I think it is going to be far more positive than what has been in the past. Secondly, to do away with most of those litigations on those issues, if you look at India in last 40-45 years, all exemptions have huge amount of litigations. So if you simplify this and whatever investments you have incurred till such time your capital and revenue expenditure both are written off and you are not supposed to be paying taxes. It’s the most simplified manner of granting you that kind of levy from paying taxes.

Q: Yet they are imposing MAT on that very simple asset base?

Singhvi: This clarification is somewhere needed on that that if you have this kind of a competition, obviously you cant have a MAT and it could be continued to be a zero tax paying company and you cant have 2% coming in back because you cant be leaving 2% on the asset creation.

Even if you have a competition to that, it really defies the whole purpose of granting that thing that you can write off all your capex and op ex and once you are done then only you start paying taxes.

Subedar: The MAT is a separate calculation which you will do, they way it is drafted I think you will still have this contradiction.

Singhvi: yes this have to be removed because you don’t have those objectives to be met if you still have MAT coming in.

Subedar: I just cannot imagine if this MAT in the present form can go through, that’s just not all.

Q: So the deduction is fine, exemption is fine, what they need to rectify is MAT?

Subedar: IT has to be balanced but we have to understand government’s point of view also.

Kapadia: What the government is saying, they believe in point of litigation, most of that has risen because of the quantum of profits which are eligible for exemption because you have typically multi units sitting under a company. So there are taxable units and there are exempt units and then you have the issue of transfer prices and the fact that the revenue believes that profits are to be shifted to the tax free units rather than being kept in the taxable units. On that point there is no doubt that there will be a lot of less controversy and litigation because you don’t have to attempt to find out the true profits of the so called exempt units whereas it arguably will be easier to arrive at the value of assets owned or belonging to a unit because that’s a much simpler process, the assets are yours, you are sitting on a balance sheet where it can be seen. Profit is always a function of expenditure and income, so there is the attraction of simplicity from that point of view.

Singhvi: MAT can survive only if you reduce the liabilities out of it you can’t take the gross assets. 

Q: So what is the workable situation? 

Singhvi: Once you have the liabilities coming out of it then what is remaining to be seen and particularly the company is making losses and if suppose there is no multi unit company. There is only one power plant of 10,000 Mw, you are not going to make money in the first 3-4 years time, you can’t be paying MAT when you are really not making any profits.

Q: What is the representation that you will be ideally making to the government to be able to clean up some of these anomalies and present a fairer system?

Dalal: I just want to make one point on the investment led deductions the one danger of having a capital linked incentive that we are talking about. It has the clear benefit of simplicity and there is no doubt about that is that there could be some unscrupulous elements seeking to hike up and inflate asset values, that’s is a possibility. 

There would not be an interpretation issue at all, one could inflate asset prices and that’s a danger that the government will have to live with.

Singhvi: Which was there today also because for inflated asset, you are going to get accelerate depreciation over a period of time on the inflated asset so assuming that somebody has done that and you are also today doing that, I don’t think it is going to be a huge debate on whether the asset should have X or Y value and if your share holders and your lenders have agreed, I don’t think the department would sit on judgment that it should not be the value of an asset. 

Q: So it’s a shift on a cleaner system?

Dalal: The representation has to be on the concept of MAT per say being on asset values in any case without prejudice to that and that is the range of MAT and 2% can’t be very heavy. The deduction of the liability and the fact that in the capital linked incentive, on the one hand you are giving a deduction and on the other hand you are taxing in and therefore basically the withdrawal of MAT. 
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Q: Will Mergers and acquisitions (M&A) get impacted by the proposed changes in capital gains tax? 

Kapadia: M&A can be divided into two baskets. One is on simple reorganization which are not court induced. So you have slump sale, you have sell of assets, we have already discussed the implications of that. When you look at the court induced M&A. There were issues like will loss be allowed to be carried forward if you belong to a certain industry like service industry. What they are now seeking to do is the saying remove all conditions on sectors, which will fining other sections as well of the code which is welcome because you are not making it sector specific which is clearly a big change.

Q: So no sector gets preferential treatment over the other is what you are saying?

Kapadia: Absolutely. I think that is one good area of M&A.

Q: Is there anything else in M&A that is contentious at all because it didn’t seem to me from the first reading?

Singhvi: No, I haven’t found anything which is contrary to what has been in practice today. Secondly if you look at M&A, I don’t think it should be taxed induced M&As. We have views in past many things to take into consideration what the taxation implication is going to be. I think to a very large extent, this tax code is doing away with that. You run your business, should your business has resulted in some profits, pay 25%. I think it is the most simplistic manner of doing things in India. 

I think it is a very important factor to see that in any case, doing business in India is very complicated. We have made it more complicated by using the taxation. As Mr Kapadia rightly say that many objectives were to be achieved by taxation which I think is being done away with, which is a very good thing. 

Q: Would you like to add to that?

Subedar: I think I will wait for the fine print. 

Dalal: In the context of tendering your shares in an open offer or in a buyback, there was a capital gains trigger at that point of time whereas if you were to sell on the stock market, there won’t be. Now it has all been brought on par which is good. 

Q: Not because they have taken away the capital gains on the buyback but they have added the capital gains on the open market?

Dalal: In a sense the differential was a disincentive for M&A activity because you could not intensify shareholders to sell especially those who are knowledgeable shareholders and many of them were. So that is one but in a sense I think that equalization is good. 

The one however which is slightly contentious and a little worrisome is that the demerger definition is pretty complicated and the restrictions or the conditionalities on the demerger has been increased by saying that the central government has the right to prescribe conditions to see that the demerger is for genuine business purpose and that kind of conditionality worries me and in a sense instead of facilitating M&A, it could be actually a deterrent.

Q: How are they going to determine whether the demerger is for genuine business or not?

Dalal: I am not sure so I don’t know what conditions will emerge in that and one will have to see what emerges but as I said conceptually it is worrisome.

Q: Since we have covered pretty much all the issues on domestic companies, I am going to ask all of you for an assessment. Use a word or a number to describe to me how far you think we have come with this new DTC when it comes to taxing domestic companies.

Subedar: I think the MAT is the biggest retrograde step out here. 

Q: Assuming that since they have opened it up for comment and maybe if they were to rectify, do you think that this code has moved us ten steps ahead?

Subedar: I think besides that we would be okay. I think the 5% reduction of tax and the elimination of certain benefits would go hand in hand, reduce complexity, make it simpler, the issues dealing with calculation or profits of individual units and all that we don’t need to get into. 

Q: But you don’t sound very euphoric.

Subedar: No, I am not euphoric. 

Kapadia: I think overall it is good especially if you look at the move from profit linked to asset linked deductions. I agree with Mr Subedar, MAT has to be fixed. It cannot remain in the current form and I am sure some relief will come on that count and overall it is good. 
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Q: That we will wait for, I am just talking about domestic companies. I have not even come to taxation foreign companies.

Dalal: We can talk about that separately but the GAAR applies even to domestic companies so for a moment if you park that and the MAT issue, I think it is a good step forward. It is far more simplified. 

Singhvi: I think it is good because what I am looking at and whatever I have read since morning on this issue is that it is moving in a direction in which there will be less litigation. It is more simplified than what we have seen in 1961 and as Mr Palkhiwala once mentioned on this is that any amendment is basically for confusion. I think to a very large extent, we are going away from that and we are not amending 1961, we have come out with a completely new tax code on that. 

My only concern here is that still the assessing officer has that sword in his hand and we haven’t talked on that. Once we are going through a very simplified tax code then trust and faith has to be there, in a person who is paying taxes. You cannot again have a situation in which you want to scrutinize returns and you want to call for all sorts of things which says that whatever maybe written in the tax law but I am going to interpret the way I want to or what I think is the best. 

Q: What has changed in that, what has changed in his ability to asses your returns?

Singhvi: Infact if you read, there are two clauses on that one is 19.5 and 19.7. 19.5 say that, still the assessing officer has the discretion of calling for any return filed for scrutiny.

Q: Revenue is never going to give up that right?

Singhvi: But the point is that 19.7 is basically talking about we will have a random system in which it can be done infact they are seeking this time that Right to Information (RTI) will not be applicable to income tax and you cannot seek an information in RTI and go to RTI and ask for it. Somewhere we are again going back on this – I am the assessing officer and you are just an assesse. You have no other right on that. Let us not forget and let us not move away from the fact that you are simplifying the whole process of paying taxes but I think post paying the tax, post filing the returns, make that process also very simplified to have that kind of a confidence that yes, I am doing everything right and secondly, when you have that, you must have your permanent account number (PAN) card, every transaction which you do, you would link it, you sit in the department, get all the information and link those. 

How can you assess a situation where you think your tax system is recovering every aspect of it that any income can escape taxation. I cannot see a situation like that. Either there is a problem in your software or there is a problem in your mind. There cannot be anything else. 

Continued on next page ... 
International taxation: 

The code proposes to treat foreign companies as Indian residence if the place of control or management is situated either wholly or even partly in India at any time during the year.

Q: They have changed the definition of what constitutes a resident company and that is going to become problematic not just for foreign companies that have subsidiaries or businesses in India but also for Indian companies that have subsidiaries overseas, right?

Kapadia: It is a very interesting proposal - for close to fifty years, you had a very clear rule which has been unammended to say that if there is a foreign company which is wholly managed and controlled from India, it will be treated as a resident Indian company. The significant being that if it is a resident Indian company we have global basis of taxation worldwide income will be taxed in India. Now what we are told is that whether it is wholly or partly. 

Q: The change in language is ‘wholly’ or ‘partly’ controlled or managed in India.

Kapadia: Absolutely and any foreign subsidiary of an Indian company arguably is atleast partly controlled. So that is a far reaching one. 

One interesting point in there is if the idea is to not restrict it to wholly owned or wholly managed companies from India, you look at what UK has for instance. UK says if any offshore company outside of the UK is substantially managed and controlled in the UK – interrupted by anchor –

Q: These are again now qualitative terms substantial versus partly and all.

Kapadia: Yes it is but when you say substantially, it is nearer to wholly than you say partly. The other question is whether this section will reduce litigation, the emphatic answer is no because if that was the intention, there was no need to make these amendments.

Dalal: The concern that I have is we talked about a subsidiary being wholly or partly and one cannot say that it is not but I am very concerned also that a company in which an Indian company has a 26% stake, the tax officer could say, “atleast you partly control it because it is a minority shareholder, you have got certain unanimity rights where your view has to be positive for it to go through for example”. So what happens in a situation like that? Would you deem such a company to be resident, tax it entirely here and how would the joint venture (JV) partner in that country react or how would the public shareholders react?

Q: This is causing alarm bells to ring in the Tata Group and I am not trying to be direct in terms of the impact of the Tata Group but you have a large diversified international portfolio of companies that you own, hold, partly controlled, partly managed all of that?

Subedar: The partly could be even 1%. There is no bottom threshold. The moment you have your leg in the door, you are in and one doesn’t know are they trying to say that your world income maybe taxed in India of a company which is totally resident in a UK or so because of ownership you have some director sitting on the board, who took some decisions on a phone sitting from out here.

Q: For illustration purposes, would Corus now under this clause be taxed in India?

Subedar: We need to know. We need to ask the experts. 

Q: That is the question you need to ask the government because that may not be their intent and this may just be something poorly drafted or poorly written.

Kapadia: I certainly don’t see this as an intent. It cannot be an intent but clearly the drafting needs to be different if that is not the intent. 

Singhvi: I agree with Mr Subedar completely on that. This ‘partly’ is a very dangerous situation. You may not own a single share and still partly you may be controlling or you are deemed to be controlling that company. 

Q: They must also say what is control? Control itself has three definitions.

Singhvi: Yes, and I had gone through my life enough on that definition of control. So I can educate people on that. I think it is poorly drafted.

Subedar: I don’t think it is unintentional. 

Q: But that will just create more confusion and more litigation which is contrary to what their intention is which is to reduce litigation?

Dalal: Yes, I think it is clearly intentional. I am not sure that the implication of that intentional has struck them in as serious a manner as we are now discussing. 

Q: We have been deliberating this over the last three years.

Dalal: But you may look at the situations like MAT. The implications take time to sink in. You may draft something, not having an idea of what actually it will mean in actual practice. It is possible. 
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Q: In the code, a general anti-avoidance rule allows the tax commissioner to declare an arrangement impermissible if it has been entered into with the objective of obtaining tax benefit. The code also states that provisions of a treaty or the code, whichever is later in time, shall prevail. The second on international taxation, which is the anti-avoidance measure, which we can also call the anti-Mauritius measure isn’t it? It is going to bring into question every single transaction that takes advantage of a lower tax regime anywhere in the country.

Dalal: I think it is not just the Mauritius issue. There are two parts to this anti-avoidance and we are now talking about the treaty override provision. What it essentially says is that the later in point of time will prevail. So, what happens when the code comes into operation on April 1, 2011, and say you have 80 tax treaties at that point? Then are we are trying to say that for all practical purposes, the beneficial provisions of all those 80 treaties are diluted and they act. Take an example of even the rate of tax. Most of the treaties have a 10% rate of tax on royalties and fees for technical services. The code has 20%. So, all of a sudden you have a 20% rate of tax. I don’t even think there is a grandfathering on existing contracts for that matter for such a matter. But the implication is far wider.

Q: Across all treaties that we have signed till now. In fact all our main treaties have already been signed?

Dalal: Yes.

Q: What’s left, I think Cayman Islands is left if at all we sign that?

Dalal: You are absolutely right. The majority of the countries we already have the tax treaties with and the concern is far beyond Mauritius and Cyprus and so on.

Q: So, this code will prevail, none of those treaties will prevail. It is as clear as – I am calling it anti-Mauritius but it is actually anti-treaty?

Kapadia: First on the principles, one must remember that even in the US there is a very clear provision of law that if the domestic US law interferes with or is contradictory to an existing double tax avoidance treaty that the US has entered into, the domestic law will prevail. The US Supreme Court has upheld it. So, we must just remember the backdrop to this that the US has always taken this view.

Q: But is it fair?

Kapadia: I am not saying it is fair. I am only saying that it is prevalent in the US. But let me add, it is inconsistent with the Vienna principles of international taxation. It is against OECD principles. It is a US principle but against OECD.

Q: But is it good or bad?

Kapadia: What I am saying is there is a backdrop to it.

Q: But what it effectively does is it hurts all the foreigners?

Kapadia: What Mr. Dalal says is absolutely right. I think this move to make 20% on FTS and on royalty can result in a situation where you are effectively nullifying all the tax treaties entered into.

Q: That is exactly the worry, right? It is an anti-treaty provision?

Kapadia: Absolutely.

Q: Coming to what is called the general anti-avoidance rule or GAAR, it says that the code seeks to introduce GAAR empowering the commissioner of income tax to declare an arrangement as impermissible if the same has been entered into with the objective of obtaining tax benefit. The reason I am quoting this is this impacts corporate India across the board. If you do any kind of takeover anywhere in the world, you use Mauritius or any of the treaty countries that we have to create intermediate structures. This can question anything is what this seems to indicate?

Subedar: Seems very scary.

Singhvi: But if your intent is to avoid taxes…

Q: But you will use a lower tax jurisdiction not to avoid taxes but to plan taxes better, right?

Singhvi: No, there is a very thin line between planning and evading.

Dalal: We are talking of two separate things. One is the treaty override, which is in a cross-border context. The GAAR is applicable to all situations. The point I am trying to make is that it is so sweeping that take an example of a holding company funding its Indian subsidiary to a mix of debt and equity.

Q: Any arrangement, whether it is M&A or otherwise?

Dalal: Your ability to rewrite – the commissioner has the unrestricted power to rewrite the transaction. He actually goes to say that he can characterise debt as equity for example. So, are you for example, bringing in thin capitalisation rules under the guise of this? I mean you can partly rewrite a whole transaction and you can probably do it three years later when the assessment is being done. So, the implications could be very serious. It is very sweeping.

Q: The fact that this overrides all treaties is fine. Who is going to argue with that, it happens in all countries and we are okay with that? But some of the provisions of what this allows the commissioner of income tax to do when it comes to intermediate structures in tax havens?

Dalal: It has got nothing to do with treaties.

Q: It has got nothing to do with treaties.

Kapadia: There are two points here. First of all not all countries allow override of treaties. As I said, it was only the US. So, I don’t think that is salutary enough to say we should do it, and certainly not rates of taxes.

The second point is the fact that so far what was happening was that on specific facts the revenue had to establish that there was lack of commercial substance and therefore tax avoidance or tax evasion. Today, you have frankly, one of the most complicated pieces of legislation in this DTC and that is this very anti-avoidance clause. So, when you talk about simplicity and when you say that this will avoid litigation, this clause turns on its head, both these principles.

What you will now have is the revenue reading every clause of this particular provision to say that this particular transaction has to be challenged. So, you are giving far more uncertainty to any proposed business transaction.

If the intention was to reduce litigation, I would submit what could have been done is very simple and still you want an anti-avoidance provision, as a philosophy. Look at the Singapore-India tax treaty, there is a limitation of benefits article, very neatly defined.

Q: We have been negotiating that with Mauritius for a long time now, haven’t we?

Kapadia: Fair enough. I am saying that if you want a proxy to say that what we will consider as commercial substance, a certain level of expenditure. You could have a very simple anti-avoidance provision like a limitation of benefits article in the clause if we wanted that. This is absolutely exhaustive and it can lead to innumerable permutations and combinations.

Q: For a global group like the Tata Group you get impacted by MAT in India, you get impacted by these kinds of loopholes when it comes to general anti-avoidance rule. Net-net what do you think of this direct tax code?

Subedar: Once again, I just get hung up on the MAT, because you see the MAT will not be on India only, it will be on your global assets again. Finally they will reside on your Indian balance sheet.

Q: So that still is the big thorn in your side right now?

Subedar: That is the big one, yes.

Kapadia: It is MAT and it is the anti-avoidance rules. Firstly, they are not making life simple, which is one of the objectives of this code. So, these two are really the bugbears. Other than that everything else is in the right direction.

Q: Look at it from a foreign investor point of view and say if you were looking for certainty in tax laws in this country, does this give you that?

Dalal: I think it does. I think for the foreign investor it does. Again, as I said, the issue is that the treaty override, for example, while it may give you certainty by saying that the treaty is overridden, that certainty is not a beneficial certainty so to speak. So, you have a situation from a foreign investor’s point of view that the treaty override is a very negative issue for him.

So, I think, as he said, the MAT, the treaty override, and I would add the general anti-avoidance. The rest of it is relatively quite good.

Singhvi: I think it is a step in the right direction. Let’s not forget. This is basically to invoke these kinds of discussions and I am glad that many more discussions will be there and I am sure I don’t think they are going to be blind-folded on that. If they have taken four years to draft this code, I am sure they would take another four or five months to digest the views that are going to come. By the time we see it in 2011; it will be a much better piece of legislation.

