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The venerated and feared constitutional body — Comptroller and Auditor General of India — in its recommendations tabled before Parliament a few days ago raised two concerns about the taxation of FIIs. One can question whether it is the business of the CAG to make policy recommendations, and whether there is any need to answer the concerns. However, when a constitutional body of the stature of the CAG raises a point, it is not to be ignored. 

The first concern raised by the CAG was about the use of double taxation treaties by FIIs to escape tax even though there is no parliamentary approval for such executive treaties. This question has been raised in the past along with several other questions about the tax treaty with Mauritius. In a PIL some three years ago, which went up to the Supreme Court, the court settled all issues relating to the validity of double taxation treaties. 

Briefly, the court found that treaty-making powers were within the policy domain of the executive. If the executive allowed the route to be used or misused, if there were other good effects of such ‘misuse’ in terms of foreign capital, improved economy, increased employment, etc., then the government was free to allow such exemptions as it thought fit in the interest of the economy. 

The argument that the treaty ought to get parliamentary clearance was also raised. There are two types of treaties — executive ones and those ratified by Parliament. The former are binding upon the government but not on citizens, while the latter are binding on everyone. Since the Mauritius treaty is an executive one, passed under a provision of the Income-Tax Act, which allows a tax exemption, it binds the government and is a valid exercise of executive powers under the Constitution. 

Since it does not adversely affect citizens, it is a valid treaty and needs no parliamentary ratification. With the Supreme Court having decided on these treaty issues, the CAG’s point may not have much legal backing. The only way the terms of the treaty can be modified would be if the government takes a stand to repeal the treaty (as promised in the CMP). However, the treaty is anyway limping with the introduction of the Securities Transaction Tax and the final bullet may not be necessary. 

The second concern of the CAG relates to classification of income of FIIs as capital gains. While the CAG is of the opinion that the same should be classified as business income and not as capital gains, FIIs classify their investment as capital in nature and, therefore, use the lower tax structure and typically use the Mauritius treaty to reduce their tax liability. This is, of course, a far trickier issue. To answer the question one needs to distinguish between business motive and investment motive at the time of purchase/sale of securities. 

Let us take two easy examples before looking at the grey areas. On the one extreme is a securities broker-dealer whose business it is to buy and sell securities, and on the other extreme is the classic long-term investor. The dealer is clearly generating business income and the long-term investor is clearly generating capital income. 

What about FIIs or MFs? Though both typically invest their or others’ money in securities, it is difficult to establish whether the trade is for business purpose or for investment purpose because there are elements of both.

What makes the issue more complex is that while nearly all large entities classify their gains as capital, some months back Fidelity obtained an advance I-T ruling stating that the gains arising from its MF activities be treated as business income and not as capital gains. Similarly, several others have taken an opportunistic view based on which income suits their tax liability more. 

Thus we have a factually inconsistent position where different tax-payers use different yardsticks for the same business. Similarly, the income tax law distinguishing the two is clear in principle not in fact and a leading tax expert of the country, whom I spoke to recently, affirmed the lack of clarity. 

In the absence of any further rulings, the determination whether a profit is capital or revenue a factual matrix will have to be studied on a case-by-case basis. Thus an FII churning its portfolio on a daily basis is much more likely to demonstrate business income than a private equity player, which invests in listed companies for the longer haul. 

It may become necessary at some point of time for the government to lay down a more bright-line rule as to gains from securities by institutional investors. Though tax consequences based on a form of business or investor may produce greater certainty, such certainty exacts as its price further tax planning. 
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