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Capital Gains: tax contraversies & considerations

Capital Gains: Tax Controversies & Considerations

Key Taxation Provisions & Considerations

Capital gains taxation in India is governed primarily by Sections 45 to 55A of the Income-tax
Act, 1961. The tax treatment varies based on the nature of the asset, holding period, and the
residential status of the taxpayer.

1. Classification of Capital Gains:

o Short-term Capital Gains (STCG): If the asset is held for less than 36 months (or 12
months for equity shares and certain securities).
o Long-term Capital Gains (LTCG): If the asset is held for more than 36 months (or
12 months for equity shares and certain securities).
2. Tax Rates:

o LTCG on listed equity shares and equity-oriented mutual funds (if STT is paid) is
taxed at 10% without indexation (Section 112A) beyond 1 lakh.
o STCG on listed securities is taxed at 15% under Section 111A.

Controversies & Key Issues in Capital Gains Taxation

1. Abuse of Long-Term Capital Gains Exemption (Section 10(38))

o Before the Finance Act, 2018, LTCG from the sale of listed shares was exempt under
Section 10(38). However, sham transactions were conducted to convert black
money into tax-free LTCG.

o This led to the withdrawal of the exemption and introduction of 10% LTCG tax under
Section 112A.

2. Indirect Transfer Rules & Vodafone Case

o The Vodafone tax controversy (2012) revolved around indirect transfers of shares
of an Indian company by a foreign entity. The Supreme Court ruled in favor of
Vodafone, but later, the retrospective tax law was introduced in 2012.

o In 2021, the retrospective tax on indirect transfers was scrapped, providing relief to
foreign investors.

3. Capital Gains under DTAA & Treaty Abuse

o Certain tax treaties (e.g., India-Mauritius, India-Singapore DTAAs) were historically
used to route investments and avoid capital gains tax.

o The GAAR (General Anti-Avoidance Rule) and amendments in treaties have
curtailed such practices.
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4. Double Taxation Avoidance Agreements (DTAA) Issues

o Some DTAAs allocate taxing rights differently, leading to capital gains taxation
disputes.

o Example: Under India-Singapore DTAA (pre-2017), capital gains on sale of Indian
shares were taxable only in Singapore. Post-2017, India can tax gains on shares
acquired after April 1, 2017.

Planning & Considerations for Taxpayers

1. Exemptions & Deductions

o Section 54: Exemption on LTCG from residential property if reinvested in another
property.
o Section 54EC: Exemption on LTCG from land/building if invested in specified bonds
(NHAI, REC) within six months.
2. Tax Avoidance vs. Tax Evasion

o Tax planning through exemptions and DTAAs is legal.
o Using shell companies, round-tripping, or misusing exemptions leads to tax
evasion and legal action.

Conclusion

Capital gains taxation is evolving with anti-avoidance measures, revised tax treaties, and
stricter compliance rules. Taxpayers and investors should plan transactions carefully to
optimize tax liability while ensuring compliance with regulations.

Conversion of Company into LLP & Vice versa

Conversion of Company into LLP & Vice Versa

The conversion of a Private Limited Company into a Limited Liability Partnership (LLP) and
vice versa is permitted under The Limited Liability Partnership Act, 2008, subject to
compliance with the Companies Act, 2013, and the Income-tax Act, 1961.

1. Conversion of Company into LLP

A company may opt for conversion into an LLP due to benefits like limited liability, lower
compliance costs, and tax efficiency.

Eligibility Criteria:

1. All shareholders of the company must become partners in the LLP.

2. The company should not have any secured loan or charge on assets.

3. The latest IT return and financial statements must be filed before conversion.

4. No prosecution or pending legal proceedings should exist against the company.
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Procedure for Conversion:
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. Obtain Digital Signatures (DSC) and Designated Partner Identification Number

(DPIN) for partners.

. File Form RUN-LLP for name reservation with the Ministry of Corporate Affairs (MCA).
. File Form FiLLiP (Form for Incorporation of LLP).

. File Form 18 (Application for conversion of company to LLP).

. Execute LLP Agreement and register it with MCA.

. File Form 3 with MCA (details of LLP Agreement).

. Apply for PAN & GST registration (if applicable).

. Update bank accounts and other statutory registrations.

Tax Implications under the Income-tax Act, 1961:

Tax Neutrality (Section 47(xiiib)): No capital gains tax if:

o

All assets and liabilities of the company are transferred to the LLP.

All shareholders become partners and maintain the same profit-sharing ratio.
The LLP's turnover is less than %60 lakh in the previous three years.

No benefits (like unabsorbed depreciation, MAT credit) are claimed.

If any of the above conditions are not met, capital gains tax may apply.

o

o

(e}

2. Conversion of LLP into Company

An LLP can be converted into a Private Limited Company under Section 366 of the Companies
Act, 2013.

Eligibility Criteria:

1.

LLP should have at least seven partners.

2. Approval from all partners is required.

3.

Updated Income-tax returns and financial statements.

4. A declaration stating no legal proceedings are pending.

Procedure for Conversion:

1. Obtain Name Approval via SPICe+ (MCA Portal).
2. Obtain Digital Signatures (DSC) & Director Identification Number (DIN).

3.

4.

File Form URC-1 with MCA, including:
o LLP agreement and financials.
o Consent of partners.
Draft and File Memorandum (MoA) and Articles of Association (AoA).

5. Obtain Certificate of Incorporation.
6. Update PAN, bank accounts, and statutory registrations.

Tax Implications:

« Capital Gains Tax: May arise if assets are transferred at fair market value.
o Stamp Duty: Payable on asset transfer.
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+ New Tax Obligations: The entity becomes liable for corporate tax, MAT (if applicable),
and other company-related compliances.

Conclusion

¢ Conversion from a company to an LLP is more tax-friendly but comes with restrictions.

¢ Conversion from an LLP to a company involves higher compliance requirements and
potential tax liabilities.

* Proper tax and regulatory planning are essential to ensure smooth transition and avoid
unnecessary tax burdens.

elaborate deeper from Capital Gains Tax perspective

Capital Gains Tax Implications on Conversion of Company to LLP & Vice Versa

Capital Gains taxation plays a crucial role in corporate restructuring, especially during
conversion of a Private Limited Company into an LLP or vice versa. The Income-tax Act,
1961, lays down specific conditions for tax neutrality under Section 47(xiiib) (for Company to
LLP conversion) and tax implications under general capital gains provisions (for LLP to
Company conversion).

1. Conversion of Company into LLP: Tax Neutrality & Capital Gains
Considerations

Tax Treatment under Section 47(xiiib):

A Private Limited Company or an Unlisted Public Company can convert into an LLP
without capital gains tax, provided specific conditions are met:
1. All assets and liabilities are transferred to LLP at book value.
2. All shareholders become partners in the LLP, and their profit-sharing ratio
remains the same as their shareholding in the company.
3. No other consideration (cash or otherwise) is received by shareholders except
share in LLP.
4. Turnover of the company should not exceed %60 lakhs in any of the three
previous years before conversion.
5. Accumulated profits (including reserves) should not be distributed to partners
for at least three years after conversion.

What Happens If Conditions Are Not Met?

If any of the above conditions are violated, the conversion is treated as a transfer, and capital
gains tax is levied as per Section 45 of the Income-tax Act. The gains are computed as:

o Capital Gains = Fair Market Value (FMV) of assets transferred - Book Value of assets.
« If the business has goodwill, brands, or other intangible assets, their valuation may
significantly impact the capital gains tax liability.

Stamp Duty Implications
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The conversion involves the transfer of assets; hence, stamp duty on immovable
property may be applicable based on state laws.

2. Conversion of LLP into Company: Capital Gains Tax Implications

Unlike the tax-neutral treatment for Company to LLP conversion under Section 47(xiiib), there is
no specific provision in the Income-tax Act for LLP to Company conversion, meaning capital
gains tax is triggered.

Capital Gains Tax under Section 45

e The conversion of an LLP into a company is treated as a "transfer" of capital assets.

o Capital Gains = FMV of assets transferred — Cost of Acquisition (Book Value or
Indexed Cost)

 If assets include land, goodwill, or intellectual property, valuation plays a key role in
determining tax liability.

Tax Planning Considerations:

1. Slump Sale vs. Itemized Transfer

o A company may acquire an LLP’s assets either via an itemized sale (taxable for
each asset sold) or a slump sale (single lump sum value).
o Slump Sale under Section 50B can offer tax efficiency if planned properly.
2. Share Swap Mechanism

o Instead of direct transfer, an LLP’s partners may receive shares of the newly
converted company.
o However, such a transfer may attract capital gains tax under Section 56(2)(x) or
Section 45 if the consideration is not fair market value.
3. Stamp Duty & Other Costs

Since LLPs are considered separate legal entities, stamp duty on immovable
property transfer is an additional cost.

Conclusion

o Company to LLP conversion is tax-free if Section 47(xiiib) conditions are met.

e LLP to Company conversion may attract capital gains tax, and careful structuring
(like slump sale or share swap) is needed to minimize tax liability.

+ Legal, accounting, and valuation aspects must be considered to ensure compliance
and optimize tax efficiency.

Capital gains tax related to Partnership firms and LLPs; specific issues

Capital Gains Taxation for Partnership Firms & LLPs: Key Issues &
Considerations
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Capital Gains taxation for Partnership Firms and Limited Liability Partnerships (LLPs) in
India is governed by the Income-tax Act, 1961. The taxation framework covers the transfer of
assets by firms, reconstitution of firms, conversion into LLPs, and partner exits. Below is
a detailed analysis of specific capital gains tax issues.

1. Capital Gains Tax Implications for Partnership Firms & LLPs

A. Taxation of Capital Gains at the Firm Level

o Partnership firms and LLPs are separate taxable entities under the Income-tax Act.

» Capital gains tax applies when the firm transfers capital assets such as land, buildings,
shares, and goodwill.

» The taxation follows Section 45 (Chargeability of capital gains), and the computation is as
per Sections 48-55.

B. Capital Gains on Sale of Assets

¢ Short-Term Capital Gains (STCG): If held for less than 36 months (or 12 months for
shares).
¢ Long-Term Capital Gains (LTCG): If held for more than 36 months (or 12 months for
shares).
e LTCG Tax Rate:
o Equity Shares & Mutual Funds: 10% (if above %1 lakh, under Section 112A).
o Other Assets: 20% with indexation benefits.

2. Capital Gains Tax on Reconstitution of a Firm (Retirement,
Admission, Dissolution)

A. Reconstitution & Section 45(4)

¢ When a firm reconstitutes, i.e., a partner retires, or a new partner is admitted, and
assets are distributed to partners, capital gains tax is triggered under Section 45(4).
 Amended Section 45(4) (Finance Act, 2021):
o Tax applies when capital assets or money are given to a retiring partner.
o Capital gains = FMV of capital asset transferred — Cost of acquisition.

B. Capital Gains on Dissolution (Section 45(4) & 9B)

o Section 9B: If a firm or LLP distributes capital assets or stock-in-trade to partners, it is
considered a transfer, attracting capital gains tax.
e The firm is taxed, not the partners, based on the fair market value (FMV) of the asset.

Example:

o A firm dissolves and distributes land worth 50 lakh (book value %20 lakh) to a partner.
» Capital gains = %50 lakh — %20 lakh = ¥30 lakh (taxable in the hands of the firm).
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3. Capital Gains Tax on Conversion of a Firm into LLP

A. Tax Exemption under Section 47(xiiib)

A partnership firm can convert into an LLP without capital gains tax if:
All assets & liabilities are transferred at book value.

All partners of the firm become LLP partners.

Turnover does not exceed %60 lakh in the preceding three years.
Accumulated profits are not distributed for three years.

o

o

o

o

B. When Capital Gains Tax is Levied

If the above conditions are not met, the transfer is taxable under Section 45, with capital
gains computed as:
FMV of assets transferred — Book value of assets.

Example:

¢ A firm with land (book value %10 lakh, FMV %40 lakh) converts into an LLP but does not
comply with Section 47(xiiib) conditions.
o Capital gains = 40 lakh — %10 lakh = %30 lakh (taxable in firm’s hands).

4. Taxation of Partners: Capital Gains on Partner’s Exit

A. Partner’s Capital Gains on Retirement

* When a partner retires and receives money or assets in excess of their capital balance,
capital gains arise.

« Capital gains = Money or asset received — Partner’s capital balance.

 Amended Section 45(4) now taxes such "deemed capital gains".

Example:

¢ A partner retires and receives 50 lakh (capital balance 230 lakh).
o Capital gains = ¥50 lakh — %30 lakh = %20 lakh (taxable in hands of firm).

5. International Taxation Issues (Foreign LLPs & Cross-Border
Transfers)

A. Taxability of Foreign LLPs

o A foreign LLP may be treated as:
o A company (if registered as a body corporate abroad).
o A firm (if fulfilling partnership definition under Indian law).
» Capital gains tax depends on the residential status and source of income.

B. Double Taxation Avoidance Agreement (DTAA) Benefits

» Indian LLPs earning overseas income may be double taxed unless DTAA relief applies.
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« Foreign partners in an Indian LLP may also face double taxation, requiring tax
residency certificates for DTAA benefits.

6. Practical Challenges & Considerations

A. Valuation Issues

Determination of Fair Market Value (FMV) for assets like goodwill, intellectual
property, and land is a common dispute.

B. MAT & AMT Implications

LLPs are subject to Alternative Minimum Tax (AMT) under Section 115JC (18.5%),
impacting tax planning.

C. Legal & Compliance Aspects

o Stamp duty on reconstitution/conversion is often overlooked.
o Cross-border partnerships require DTAA analysis.

Conclusion

« Capital Gains taxation on LLPs & firms is complex due to multiple reorganization
scenarios.

+ Section 45(4) & 9B amendments have tightened tax avoidance loopholes in
reconstitution cases.

» Proper tax planning & compliance with valuation norms, DTAA provisions, and
restructuring conditions is essential to mitigate capital gains tax liability.

tax implications on exemptions under section 54 & 54F

Tax Implications on Exemptions Under Section 54 & 54F

Sections 54 and 54F of the Income-tax Act, 1961 provide capital gains tax exemptions on the
sale of capital assets if the proceeds are reinvested in residential property. However, these
sections come with specific conditions and tax implications that taxpayers must be aware of.

1. Section 54: Exemption for Sale of Residential Property

Eligibility Criteria

¢ Applicable to Individuals/HUFs (not firms or companies).
* The capital gains must arise from the sale of a long-term capital asset, i.e., a residential
house.

» The taxpayer must purchase another residential house within 1 year before or 2 years
after the transfer, or construct a house within 3 years.
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Quantum of Exemption

« If the full capital gains are reinvested, the entire capital gains amount is exempt.
o If partial reinvestment is done, the exemption is limited to the amount invested.

Tax Implications

1. Violation of Holding Period (3 Years)

If the new property is sold within 3 years, the exemption is revoked, and the
amount claimed earlier is added back as short-term capital gains in the year of
sale.

2. Multiple Property Issue

As per amendments in Finance Act 2019, an individual can buy or construct two
houses and claim exemption up to 2 crores. However, this benefit can be availed
only once in a lifetime.

3. Deposit in Capital Gains Account Scheme (CGAS)

o If the taxpayer fails to invest before the due date of filing returns, the amount can be
deposited in a Capital Gains Account Scheme (CGAS) and used within the
prescribed period.

o If unused, it is taxed as long-term capital gains after the deadline.

2. Section 54F: Exemption on Sale of Any Capital Asset (Except
Residential Property)

Eligibility Criteria

Applicable to Individuals/HUFs (not firms or companies).

The sale should be of any long-term capital asset (except a residential house).

The taxpayer should not own more than one residential house on the date of transfer
(other than the new house).

The entire net sale consideration must be reinvested in a residential property.

Quantum of Exemption

« If the entire sale proceeds are reinvested, full exemption is granted.
o |f part of the proceeds is reinvested, the exemption is calculated as:
Exemption=Capital GainsxNet ConsiderationInvestment in New House

Tax Implications

1. Partial Investment Issue

o Unlike Section 54 (which allows reinvestment of only capital gains), Section 54F
requires the entire sale proceeds to be reinvested.
o If only a part is reinvested, proportionate capital gains are taxed.
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2. Holding Period Violation

If the new house is sold within 3 years, the exemption is revoked, and the
exempted amount is taxed as long-term capital gains.
3. Ownership of More than One House

If the taxpayer owns more than one residential house (excluding the newly
purchased one) at the time of investment, the exemption is denied.
4. Deposit in CGAS

Like Section 54, if the investment is not made before the filing due date, the amount
must be deposited in CGAS to retain the exemption.

3. Common Issues & Controversies

1. Construction Delay Beyond 3 Years

o The law allows a 3-year period for construction, but if construction is delayed due to
reasons beyond the taxpayer's control, courts have sometimes permitted
relaxation.

o However, the tax authorities may deny exemption if construction is not
substantially completed.

2. Investment in Joint Property

If the new property is purchased jointly with a spouse or family member,
exemption is allowed only to the extent of the taxpayer’s share.
3. Use of Home Loan for New Property

The source of funds for purchase is irrelevant; even if a home loan is used to buy
a house, exemption is available.
4. Conversion of Capital Asset into Stock-in-Trade

If a capital asset is converted into stock-in-trade, capital gains arise in the year
of sale, and Section 54/54F exemption can be claimed if reinvestment is done.

Conclusion

+ Section 54 applies to residential property sales, while Section 54F applies to other
long-term assets.

o Failure to comply with holding period conditions results in loss of exemption.

» Depositing in CGAS ensures the exemption remains valid even if investment is
delayed.

¢ Proper documentation and adherence to conditions are crucial to avoid disputes with
tax authorities.

Flat owners' tax issues relating to Development agreements

Tax Issues for Flat Owners in Development Agreements
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When flat owners enter into development agreements with builders for redevelopment or joint
development projects, several capital gains tax issues arise under the Income-tax Act, 1961.
The taxability depends on the nature of consideration (cash, constructed area, or a mix) and
the timing of the transfer.

1. Capital Gains Tax on Redevelopment Agreements

+ When a flat owner enters into an agreement with a developer for redevelopment, it
results in the transfer of ownership rights.

» As per Section 45(5A), capital gains arise in the year in which the completion
certificate is issued by the competent authority, not at the time of signing the
agreement.

Computation of Capital Gains:

¢ Full Value of Consideration = Stamp duty value of the newly allotted flat + cash
received (if any)

o Capital Gains = Full Value of Consideration — Indexed Cost of Acquisition

« If the cost of acquisition is nil (for inherited property), the entire consideration becomes
taxable.

Example:

» A flat owner enters a redevelopment agreement and receives:
o New flat (stamp duty value ¥1 crore)
o Cash component %20 lakh
o Indexed cost of acquisition ¥30 lakh

o Capital Gains = (1.2 crore — 30 lakh) = %90 lakh

Key Issues:

1. Time of Taxability:

o Before Finance Act, 2017, capital gains were taxed at the time of signing the
agreement (under Section 2(47)), causing liquidity issues.
o Now, taxation is deferred until the builder completes the project and gets the
completion certificate.
2. Tax Treatment if Completion Delays or Fails:

o If the builder fails to complete the project, capital gains do not arise until
completion.

o If the project is abandoned and cash is received as compensation, it is taxable as
capital gains in the year of receipt.

2. Exemptions Available Under Section 54 & 54F

To mitigate capital gains tax, flat owners can claim exemptions under Sections 54 and 54F,
subject to conditions:
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A. Section 54 (Exemption for Sale of Residential Property)

« If the flat owner reinvests capital gains in another residential property within 2 years
(purchase) or 3 years (construction), the gains are exempt.

 If the owner receives a new flat in redevelopment, it is considered as reinvestment,
allowing exemption.

B. Section 54F (Exemption for Sale of Any Capital Asset)

If a non-residential property (e.g., land) is given for redevelopment, the exemption is
available only if the entire sale consideration is reinvested in a residential house.

Common Issues:

1. Delay in Completion of New Flat

o If the builder delays handing over possession, taxpayers may lose Section 54/54F
exemption.

o Judicial rulings have allowed exemptions if substantial construction is completed
within the prescribed time.

2. Taxation of Cash Component

o Any cash received separately from the developer is taxable immediately under
capital gains.

o Exemption under Section 54/54F is available only on the reinvestment of capital
gains in a house, not on cash received.

3. GST and Stamp Duty Considerations

* GST is applicable at 5% on the new flat if the project is under construction.

o Stamp Duty on additional area received: If a larger flat is received, stamp duty on the
excess area may be payable.

Conclusion

» Tax is deferred until the project is completed (Section 45(5A)).
» Section 54 and 54F exemptions can reduce tax liability but require timely reinvestment.

o Cash components are immediately taxable, and any failure of the project can create
legal complexities.

* Proper documentation and planning are crucial to minimize tax exposure in
redevelopment agreements.

Capital gains tax on conversion of capital asset into stock in trade and vice versa

Capital Gains Tax on Conversion of Capital Asset into Stock-in-Trade & Vice
Versa
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The conversion of a capital asset into stock-in-trade and vice versa has significant tax
implications under Section 45(2) and Section 28 of the Income-tax Act, 1961.

1. Conversion of Capital Asset into Stock-in-Trade (Section 45(2))

* When a taxpayer converts a capital asset (e.g., land, building, shares) into stock-in-trade
(for business use), it is treated as a transfer under Section 2(47).
* However, the capital gains tax is deferred until the stock-in-trade is actually sold.

Tax Treatment

1. Capital Gains Tax (Section 45(2)):

o The fair market value (FMV) on the date of conversion is considered as the sale
consideration.
o Capital Gains = FMV on conversion — Indexed cost of acquisition.
o The tax is deferred until the actual sale of the stock-in-trade.
2. Business Income Tax (Section 28):

The difference between the actual sale price and FMV on the conversion date is
treated as business income.

Example:

e Aland (purchased for 20 lakh) is converted into stock-in-trade on April 1, 2021, when the
FMV is %50 lakh.

e The land is sold on March 1, 2024, for ¥80 lakh.

Taxation:

o Capital Gains (Taxed in FY 2023-24) = %50 lakh — %20 lakh = %30 lakh (LTCG).
e Business Income (Taxed in FY 2023-24) = 80 lakh — %50 lakh = %30 lakh.

2. Conversion of Stock-in-Trade into Capital Asset

+ The Income-tax Act does not specifically cover this scenario.
* However, based on judicial rulings and CBDT circulars, the treatment is as follows:

Tax Treatment

1. No immediate capital gains tax on conversion.

2. Capital gains tax arises when the converted asset is sold.
3. Cost of acquisition = FMV on the date of conversion.

4. Holding period starts from the conversion date.

Example:

e Shares held as stock-in-trade (valued at 5 lakh) are converted into investment on April
1, 2022 when the FMV is %10 lakh.
e The shares are sold on April 1, 2025, for 25 lakh.
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Taxation:

o Capital Gains = %25 lakh — *10 lakh (FMV at conversion) = 215 lakh.
+ Holding period is counted from April 1, 2022 (conversion date).

3. Key Issues & Challenges

1. Valuation Disputes

FMV determination at the time of conversion is a key litigation area.
2. Tax Planning

o Converting assets into stock-in-trade delays tax liability.
o Converting stock-in-trade into a capital asset may reduce tax rates (as LTCG is
taxed at lower rates than business income).
3. Applicability of Indexation

Indexation applies only up to the date of conversion, not beyond.
4. GST Implications

If the converted stock-in-trade is sold, GST may apply on the sale value.

Conclusion

» Section 45(2) ensures that capital gains tax is deferred but not avoided in conversion
of capital assets into stock-in-trade.

o Stock-in-trade to capital asset conversion is not immediately taxable but affects
future capital gains taxation.

¢ Proper valuation and documentation are crucial to avoid disputes with tax
authorities.

Capital gains implications on Depreciable assets

Capital Gains Tax Implications on Depreciable Assets (Section 50)

Under the Income-tax Act, 1961, Section 50 deals with the taxation of capital gains arising
from the sale of depreciable assets. These assets are part of a block of assets, and the
entire block is considered rather than individual assets.

1. Taxation of Gains on Sale of Depreciable Assets

A. Short-Term Capital Gains (STCG) Treatment

* When a depreciable asset is sold, the capital gains are always treated as Short-Term
Capital Gains (STCG), irrespective of the holding period.
e No Long-Term Capital Gains (LTCG) benefit or indexation is allowed.
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B. Computation of STCG (Section 50)

STCG=Sale Consideration—-Opening WDV of Block—Additions during the year+Depreciation claimed

Example:

Opening WDV of a Machinery Block = 210 lakh
New purchase during the year = 35 lakh
Depreciation claimed = 3 lakh

Sale proceeds from one machine = 12 lakh

Tax Calculation:

STCG=12-(10+5-3)=R0(No gains, block continues)
If the entire block is sold, and sale consideration exceeds WDV, the difference is taxable as
STCG.

2. Special Cases of Depreciable Assets

A. If Entire Block is Sold

If all assets in the block are sold during the year, and the sale consideration exceeds
the WDV, the excess is taxed as STCG.

B. If Sale Value is Lower than WDV

If the sale value is less than WDV, the remaining WDV is allowed as depreciation.

C. Applicability of Section 50B (Slump Sale)

If depreciable assets are transferred as part of a slump sale, then capital gains are
calculated as per Section 50B, not Section 50.

3. Conversion of Depreciable Asset into a Non-Depreciable Asset

» If a depreciable asset (e.g., a factory building) is converted into a non-business
investment property, its sale is taxable under normal capital gains rules.

» Holding period starts from the conversion date, and LTCG may apply after two years
for immovable property.

4. Important Tax Planning Considerations

* No Indexation: Since depreciable assets are always taxed as STCG, taxpayers cannot
claim indexation benefits.

o Set-Off of Losses: STCG from depreciable assets can be set off against business
income but not against LTCG.

5. Judicial Precedents & Controversies
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+ Bajaj Tempo Ltd. Case: Held that even if depreciation is claimed, gains from the sale of
a depreciable asset must be treated as STCG.

e L&T vs. CIT: Confirmed that if a block remains, capital gains will not arise unless the
entire block is sold.

Conclusion

» Sale of depreciable assets is always STCG under Section 50.
« If the block continues, no capital gains arise.

o Slump sale follows Section 50B instead of Section 50.

* No LTCG benefits or indexation are allowed.

Proper tax planning and timing of asset disposal can help in optimizing capital gains tax
liability.

Tax compliance on sale of assets held outside India

Tax Compliance on Sale of Assets Held Outside India

When an Indian resident sells assets held outside India, several tax implications arise under the
Income-tax Act, 1961, the Black Money (Undisclosed Foreign Income and Assets) Act,
2015, and international treaties such as Double Taxation Avoidance Agreements (DTAA).

1. Taxability of Capital Gains from Foreign Assets

A. Taxation under the Income-tax Act, 1961

¢ Residents & Ordinarily Residents (ROR):
o Global income (including foreign capital gains) is taxable in India.
o Gains must be reported under capital gains in ITR.
* Non-Residents (NR) & Resident but Not Ordinarily Residents (RNOR):
o Only income earned in India is taxable.
o Foreign asset sales are not taxed in India unless linked to an Indian entity.

B. Computation of Capital Gains

e Short-Term Capital Gains (STCG): If held less than 36 months (or 12 months for shares
& securities).
* Long-Term Capital Gains (LTCG): If held more than 36 months.
o Tax Rates:
o STCG is taxed at slab rates.
o LTCG is taxed at 20% with indexation (except listed shares — 10% over %1 lakh).

2. Reporting Requirements for Foreign Assets

A. Schedule FA (Foreign Assets) in ITR
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Indian residents must declare foreign assets in Schedule FA, even if:

¢ The asset generates no income.
¢ |t was held at any time during the financial year.

B. Mandatory Reporting Includes

1. Foreign Bank Accounts (even if dormant).

2. Shares & Debentures in Foreign Companies.
3. Immovable Properties Abroad.

4. Foreign Trusts & Partnerships.

5. Any Business Interest Outside India.

Failure to report foreign assets can attract penalties under the Black Money Act.

3. Double Taxation Avoidance Agreement (DTAA) Benefits

If foreign capital gains are taxed in both India and the foreign country, DTAA relief applies:

+ Exemption Method: India may exempt foreign capital gains from taxation.
e Tax Credit Method: Tax paid abroad is allowed as a Foreign Tax Credit (FTC).

Example:

o Aresident sells a UK property and pays 20% capital gains tax in the UK.
« Under DTAA, they can claim a credit in India to avoid double taxation.

4. Black Money Act & Penalties for Non-Disclosure

» The Black Money Act, 2015 applies to undisclosed foreign assets.
o Tax at 30% + penalty up to 90% for non-disclosure.
* Prosecution possible for willful tax evasion.

5. Practical Considerations & Compliance Measures

o Use DTAA relief to reduce tax burden.
* Report all foreign assets in Schedule FA to avoid penalties.
* Maintain records of purchase, sale & tax paid abroad for tax credits.

Conclusion

+ Foreign capital gains are taxable in India for residents.

+ Mandatory reporting under Schedule FA is crucial.

+ DTAA benefits can reduce double taxation.

 Non-compliance leads to severe penalties under the Black Money Act.

Key direct tax aspects for convertible instruments
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Key Direct Tax Aspects for Convertible Instruments

Convertible instruments, such as Compulsory Convertible Debentures (CCDs), Convertible
Preference Shares (CCPS), and Convertible Bonds, pose unique direct tax implications in
India. The taxation is primarily governed by the Income-tax Act, 1961, and various judicial
precedents.

1. Taxation of Interest on Convertible Instruments

A. Interest vs. Dividend Treatment

¢ Interest accrued on convertible bonds before conversion is taxed as interest income
under Section 2(28A).

o Such interest is not treated as dividends, as dividends are payable only to shareholders,
whereas interest is due to debenture holders.

o TDS at applicable rates applies to interest payments.

Example:

» A foreign investor holds Compulsory Convertible Debentures (CCDs) in an Indian
company.

« Interest paid until conversion is taxed as interest income and subject to TDS under
Section 195.

2. Capital Gains on Conversion of Convertible Instruments

A. Conversion of Debentures or Preference Shares into Equity (Tax Neutrality)

¢ As per Section 47(x), conversion of debentures or preference shares into equity
shares is not treated as a taxable transfer.
* No capital gains tax arises at the time of conversion.

B. Sale of Equity Shares After Conversion

* When the converted equity shares are sold, capital gains are calculated from the date of
original investment (debenture/preference share purchase date).

¢ Cost of acquisition = Price paid for the original debenture/preference share.

+ The holding period for capital gains starts from the date of initial purchase, not from
the date of conversion.

Example:

¢ An investor purchases CCDs in 2020, converts them into equity shares in 2023, and sells
them in 2025.
e The capital gains holding period is counted from 2020.

3. Sale of Convertible Instruments Before Conversion

18/23



If an investor sells CCDs or CCPS before conversion, the transaction is taxable as capital
gains:

o Short-Term Capital Gains (STCG): If held for less than 36 months, taxed at slab rates.
e Long-Term Capital Gains (LTCG): If held for more than 36 months, taxed at 20% with
indexation.

Example:

o A foreign investor sells CCDs before conversion.
o Tax authorities may treat the gains as interest income rather than capital gains,
especially in treaty situations like India-Mauritius DTAA.

4. Transfer Pricing & GAAR Implications

e Transactions involving convertible instruments between related parties must comply with
transfer pricing norms.

¢ GAAR (General Anti-Avoidance Rule) may apply if convertible instruments are used for
tax avoidance.

Conclusion

+ Conversion of convertible instruments is tax-exempt under Section 47(x).

» Sale of equity shares post-conversion is subject to capital gains tax (holding period
includes pre-conversion period).

« Interest earned before conversion is taxed as interest income, not as dividends.

» Transfer pricing and GAAR concerns exist for related-party transactions.

Proper structuring of convertible instruments is essential for optimal tax planning and
compliance.

Capital gains on Sale of property by Charitable Trusts

Capital Gains Tax Implications on Sale of Property by Charitable Trusts

When a charitable or religious trust sells a property, the tax implications are governed by
Section 11 and Section 12A of the Income-tax Act, 1961. A charitable trust may be eligible
for exemption from capital gains tax, provided it complies with the conditions specified under
these sections.

1. Capital Gains Tax Applicability

¢ Charitable trusts are generally exempt from tax under Section 11, subject to
compliance.

* However, if a trust sells a capital asset, capital gains tax is applicable unless the
proceeds are reinvested as per Section 11(1A).
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Capital Gains Computation

+ Short-Term Capital Gains (STCG): If the property is held for less than 24 months, the
gains are taxed at slab rates.

¢ Long-Term Capital Gains (LTCG): If held for more than 24 months, the gains are taxed
at 20% with indexation (if exemption is not claimed).

2. Exemption under Section 11(1A)

o If the net sale consideration is reinvested in another capital asset used for charitable
purposes, the capital gains are exempt.
o Two scenarios:
1. If full consideration is reinvested — Entire capital gains are exempt.
2. If partial reinvestment is made — Exemption applies proportionately.

Example:

e A trust sells land for 21 crore, with an indexed cost of 40 lakh.

LTCG = %1 crore — %40 lakh = %60 lakh.

If the trust buys another property for 1 crore, the entire ¥60 lakh is exempt.

If it reinvests only ¥50 lakh, then exemption is limited to ¥50 lakh, and %10 lakh is
taxable.

3. Utilization of Capital Gains

+ The amount must be used within the same financial year or deposited in the Capital
Gains Account Scheme (CGAS) before the due date of return filing.
» If not used within the prescribed period, the amount becomes taxable as capital gains.

4. Non-Compliance Consequences

« If the trust does not reinvest the capital gains, it loses tax exemption and must pay tax
at normal rates.

e The trust’s registration under Section 12A can also be questioned if funds are
misutilized.

Conclusion

» Capital gains from sale of property by charitable trusts are exempt if reinvested as
per Section 11(1A).

« Failure to reinvest leads to taxation at normal capital gains rates.

+ Timely compliance with reinvestment and reporting is crucial to maintain the trust's
tax-exempt status.

Summary & key take aways
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Summary & Key Takeaways on Capital Gains Taxation in Various Scenarios

Capital gains taxation in India is governed by the Income-tax Act, 1961, with special provisions
for different types of assets, entities, and transactions. Below is a summary of key aspects
discussed:

1. General Capital Gains Taxation Rules

o Short-Term Capital Gains (STCG):
o If an asset is held for less than 36 months (or 12 months for shares & listed
securities).
o Taxed at slab rates (for individuals) or 15% (for listed securities under Section
111A).
e Long-Term Capital Gains (LTCG):
o If an asset is held for more than 36 months (or 12 months for listed securities).
o Tax rate: 10% (for listed shares over %1 lakh) or 20% with indexation (for
immovable property, gold, etc.).

2. Special Capital Gains Tax Issues

A. Conversion of Capital Asset into Stock-in-Trade (Section 45(2))

o Capital gains tax is deferred until actual sale.
¢« FMV on conversion date is considered as the sale price.
o Further gains (sale price — FMV) are taxed as business income.

B. Depreciable Assets (Section 50)

o Always treated as STCG (even if held for long-term).
« If the entire block of assets is sold, excess over WDV is fully taxable as STCG.

C. Conversion of Company to LLP & Vice Versa

o Company to LLP: Tax-exempt under Section 47(xiiib) if conditions are met.
o LLP to Company: No specific exemption; capital gains tax applies on FMV of assets
transferred.

D. Sale of Foreign Assets by Indian Residents

o Taxable for Resident & Ordinarily Resident (ROR), but DTAA benefits apply.
o Must be disclosed in Schedule FA of ITR.
o Black Money Act penalties apply for non-disclosure.

E. Development Agreements & Redevelopment of Property

« Capital gains tax arises in the year of completion certificate (Section 45(5A)).
+ New flat received in exchange is considered reinvestment for Section 54 exemption.
o Cash compensation is immediately taxable.
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3. Exemptions & Planning Considerations

A. Exemptions Under Sections 54 & 54F

o Section 54: Sale of residential property — Reinvestment in residential property within
2 years (or construction within 3 years).

o Section 54F: Sale of any capital asset (except residential house) — Full sale proceeds
must be reinvested in a house.

+ Failure to reinvest leads to capital gains tax liability.

B. Charitable Trusts (Section 11(1A))

o Capital gains from sale of property are exempt if reinvested in another capital asset
for charitable purposes.
¢ Unutilized gains become taxable.

4. Compliance & Tax Planning

» Capital Gains Account Scheme (CGAS) allows deferment of tax if reinvestment is
pending.

 DTAA & Foreign Tax Credit (FTC) help avoid double taxation on foreign asset sales.

¢ Proper documentation of asset acquisition, improvement, and sale is crucial for tax
calculations.

Key Takeaways

v Understanding holding periods is crucial to determine STCG or LTCG tax rates.

v Conversion of assets (capital to stock-in-trade or vice versa) has deferred tax
implications.

v’ Exemptions under Sections 54 & 54F must be utilized properly to reduce tax liability.
v Non-disclosure of foreign assets invites heavy penalties under the Black Money Act.
v Development agreements have deferred tax liabilities, but cash components are
immediately taxable.

v Tax compliance (DTAA, CGAS, correct ITR filing) can help minimize capital gains tax
burdens.

Proper planning and compliance can significantly reduce capital gains tax liabilities.

Thanks
You're welcome! (& Let me know if you need anything else. Happy planning and compliance!

2/2
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€3 New version of GPT available - Continue chatting to use the old version, or start a new chat
for the latest version.
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