	Indo-Mauritius Double Taxation Avoidance Treaty

	

	Recently, neatly tucked away inside the business pages of Indian dailies was a news item about a statement made by the Deputy Prime Minister and Minister of Finance and Economic Development, Government of Mauritius, The Honorable Rama Krishna Sithanen, during an official visit to India, in which he stated that he would be willing to co-operate with India to prevent misuse of the Indo-Mauritius Double Taxation Avoidance Treaty (DTAT). He had also said that Mauritius should not be singled out for action on this treaty. He was also reported to have stated that his country will check the misuse of the DTAT but is reluctant to insert provisions that will put off investors. The Mauritius Finance Minister also said that many bona fide investors use DTAT and that their interests should not be harmed. 

This news item may have escaped attention in India had it not been for the fact that just a few days earlier Indian Minister of State for Finance, SS Palanimanickam, told Parliament, in a written reply, that the "government is discussing with the Mauritius government the possibilities (to) incorporate provisions in the double taxation avoidance treaty for prevention of treaty shopping". He added that the Central Board of Direct Taxes (CBDT) has made "consistent efforts" to revisit the 1983 bilateral agreement. 

The Indo-Mauritius DTAT was first signed in 1983. The main provision was that no resident of Mauritius would be taxed in India on capital gains arising out of sale of securities in India. The treaty gives capital gains exemption for investments if routed via Mauritius. It's been a very controversial treaty. Some people even allege vested interests on the part of Indian political personalities involved. During the last six years it has been in the news particularly because of a public interest litigation in India’s highest court challenging some of its provisions. To prevent its misuse officials want the Treaty to have the same provisions as incorporated in the treaty with Singapore. The India-Singapore Double Tax Avoidance Treaty has got virtually similar provisions, but tax exemption is only for bona fide businesses. 

Mauritius has since abolished capital gains tax so that effectively there are no taxes on Mauritius-based foreign institutional investors (FIIs) investing in India. In the last few years Mauritius has emerged as the largest foreign investor in India thus clearly indicating that it has become a tax haven for foreign investors. This indicates the route investors are taking into India to avoid otherwise due taxation. 

There are allegations that foreign companies are using ‘notional residence’ in Mauritius to avoid paying taxes in India. It has even been claimed that tax losses to India are more than incoming investments. Inspite of the controversies generated, various Indian Finance Ministers have strongly supported it in its present form. They maintained that changing its clauses would lead to flight of capital from the country, slowing down foreign investment inflows and may lead to a significant stock market crash. Indian Finance Minister P Chidambaram is on record for having stated that he didn't want to review it as the subject had been debated threadbare and given the "larger economic, political and diplomatic considerations, we are not proposing any unilateral revision". 

But, in an unexplained turn around, the Indian Finance Ministry has now admitted in the Indian Parliament that DTAT is being misused. It has thus decided to review some of its provisions particularly those that are leading to what's called ‘treaty shopping’. Palanimanickam's written reply in Parliament virtually proves that the various allegations against the treaty were correct all along. It confirms that the decision to continue with the original treaty was a 'political' one, as past efforts by tax officials to ‘revisit the treaty’ were unsuccessful. 

Before we delve into these issues, it's important to explain the principles and the philosophy behind double taxation agreements and the ways in which some of them are abused across the world. Nations normally sign such treaties so that corporates and individuals, with businesses in several countries, do not have to pay taxes on the same income twice -- in the country of their origin and in the one they are operating in. 

The problem arises when provisions of such bilateral agreements aren't interpreted properly by tax authorities and, more specifically, when such treaties are signed with offshore finance centres or what are commonly known as tax havens. Since tax havens like Mauritius do not levy any meaningful income tax on domestic offshore firms -- others have very low rates -- it opens up opportunities for corporate entities to avoid paying any taxes or paying just nominal taxes. 

India allows the Mauritius-based firms to pay taxes on their India income as per Mauritius laws. Thus, the Mauritius entities end up paying nearly zero tax on income from Indian operations. Because of Mauritius laws, where entities can be residents merely by registering their firms locally, the potential for abuse is immense. It is reported that Indians used Mauritius-registered companies and Mauritius offshore trusts to hold assets abroad beyond the reach of Indian tax laws. This is called 'round-tripping', where Indians re-route their money stashed abroad through the Mauritius route. 

In a May 2005 report to Parliament, the Comptroller and Auditor General of India (CAG), Vijayendra Kaul (an office created by the Indian Constitution to see that all the government authorities act in regard to all financial matters in accordance with the Constitution and the laws and rules framed under the Constitution), proposed that the income of FIIs from stock market activities should be treated as business profit and taxed accordingly. Unfortunately this proposal was ignored by the powers that be. 

The root cause of the problem is that many so-called FIIs are, in practice, simply Indian companies or individuals who have ‘round-tripped’ through Mauritius in order to invest tax free back in India. However, the problem is not that simple either, since renegotiating the treaty might only shift the funds to some other tax havens like the Bahamas or Netherlands. The treaty with Mauritius is particularly worthy of notice, since Mauritius has become a favourite location for companies holding Indian investments. An old problem concerning residence requirements for companies investing into India from Mauritius had apparently been satisfactorily resolved. The clarification issued by the CBDT recently stated that a Certificate of Residence issued by the Mauritius Government will now be sufficient proof of a company being Mauritius-based. 

For obvious reasons, this clarification created a political upheaval. The Indian Finance Ministry had felt that any move to tax the Mauritius registered FIIs would lead to huge outflows, crash the stock market and dent the shining India image. The Finance Ministry, through the CBDT, had hurriedly issued the circular advising tax officials to accept the local registration of Mauritius based firms, even if they were being operated from third countries, including India. 

This reaction of the Indian government attracted a public interest litigation (PIL) in the Delhi High Court -- claiming that the government may actually be shielding tax evaders by refusing to act against investors who are operating through Mauritius solely to save tax. Delhi High Court deemed the circular as ‘bad in law’, but a Supreme Court judgment later upheld it with the caveat that it in no way - "crib, cabin or confine the powers of the (tax) assessing officer with regard to any assessment". Thus, it allowed tax officials to investigate the veracity of companies seeking tax exemptions under the Treaty. 

How did Mauritius become such a hot favourite? The DTAT signed with Mauritius in 1983 specified that capital gains made on the sale of shares of Indian companies by investors resident in Mauritius would be taxed only in Mauritius and not in India. For 10 years the treaty existed only on paper since FIIs were not allowed to invest in Indian stock markets. That changed in 1992 when FIIs were allowed into India. The same year, Mauritius passed the Offshore Business Activities Act which allowed foreign companies to register in the island nation for investing abroad. Registering a company in Mauritius has obvious advantages such as, total exemption from capital gains tax, quick incorporation, total business secrecy and a completely convertible currency. 

For foreign investors willing to invest in India, it made sense to set up a subsidiary in Mauritius and route their investments through that country. By doing so, they would avoid paying capital gains tax all together -- India won't tax because the company is based in Mauritius and Mauritius had anyway exempted investors from capital gains tax. 

It is now hoped that the Treaty, duly modified, will help encourage Indian investments in Mauritius, rather than the other way around. It is expected that Mauritius will agree to the changes as having signed similar DTATs with other ASEAN countries, it will be able to highlight its attraction as a tax haven and also plug gaps to stop both ‘round tripping’ and ‘treaty shopping’. 

This is possibly one of the main reasons that the Mauritius Finance Minister has now agreed to renegotiate the Indo-Mauritius treaty.


