Grandfathered (exemnt) capital gains need not
KPMG be setoff against non-grandfatheredlosses

Executive summary @

In a recent case, the Mumbai Bench of the Tribunal ruled in
favour of a Mauritian taxpayer on the issue of determining the
set-off of exempt capital gains against losses.

[ax Flash

The taxpayer earned capital gains from the transfer of shares
acquired before 1 April 2017, which were claimed exempt under
the India-Mauritius tax treaty (grandfathering provisions).
Simultaneously, the taxpayer incurred capital losses from the
transfer of shares purchased after this date and also had
brought forward prior years' capital losses.

The tax authorities sought to offset these losses against the
exempt gains, allowing only the net loss to be carried forward to
the subsequent year.

However, the Tribunal ruled that the exempt gains should not
be affected by the losses. As a result, the taxpayer was
permitted to carry forward the entire amount of losses without
setting them off against the exempt gains.
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During the year under consideration (‘current year’),
the taxpayer had earned capital gains from the
transfer of shares acquired prior to 1 April 2017 and
also from the sale of derivates. Such gains were
claimed to be exempt under the India-Mauritius tax
treaty.

Facts of the case

The taxpayer is a tax resident of Mauritius.

Simultaneously, during the current year, the taxpayer
has incurred losses from the transfer of shares
acquired on or after 1 April 2017. Additionally, the
taxpayer had capital losses brought forward from the
earlier years.

In its tax return, the taxpayer carried forward the
entire loss! to the subsequent years following the
provisions? of the Income-tax Act, 1961 (the Act) i.e.,
without setting them off with the abovementioned
gains claimed to be exempt under the treaty.

The tax officer set off the brought forward and current
year losses against the exempt capital gains earned
by the taxpayer during the current year before
determining the amount exempt under the treaty.

1 After setting off a part of losses with the current year’s taxable gains
2 Section 74 of the Act

The capital gains article of the India-Mauritius tax
treaty provides that gains arising to a Mauritian tax
resident from the alienation of shares acquired on or
after 1 April 2017 in a company resident in India shall
be taxable in India. The capital gains from the
alienation of shares acquired prior to that date are not
taxable in India.

Taxpayer’s contentions Q

Taxable income/loss construes separate species of
income/loss and cannot be set off against the
income/loss that is not chargeable to tax.

The capital gains earned from the sale of shares
acquired before 1 April 2017 were exempt under the
treaty®.

The losses suffered on the transfer of shares acquired
on or after 1 April 2017 and the brought forward

capital losses should not be set off against the above-
mentioned (exempt) capital gains. Such losses should
be carried forward to subsequent years as per the Act.

3 Article 13(3) and Article 13(4) of the India-Mauritius tax treaty
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Revenue’s contentions Q)

The methodology for computing capital gains is not
provided in the treaty.

The capital gains should be computed as per the
provisions of the Act (which includes provisions
dealing with set-off and carry-forward) before applying
the treaty provisions.

Once the capital gains are computed as per the Act,
the treaty benefit, if any, is to be granted if there is a
gain in the net result.

The Revenue rejected the taxpayer’s selective
approach by availing the treaty benefits for gains and
the provisions of the Act for carrying forward losses.

Coecision___(ULD)

The Mumbai Bench of the Tribunal ruled in favour of
the taxpayer by allowing the carry forward of losses
without setting them off against the exempt gains.

The brought forward capital losses from the earlier
year, (which arose from the transfer of shares
acquired on or after 1 April 2017) can only be set off
against gains arising from the transfer of shares
acquired on or after that date.

These losses cannot be set off against the exempt
gains earned from the transfer of shares acquired
prior to 1 April 2017.

The taxpayer is entitled to carry forward these losses
to subsequent years as per the provisions of the Act.

The exempt gains do not enter into the computation
of income as per the Act and thus, are not required to
be set off against the losses.

In this regard, the Tribunal referred to the CBDT
Circular* which dealt with carry forward and set off of
non-resident's Indian loss against foreign income.
The circular provides that in the case of a non-
resident, the foreign income is not included in 'total
income'. If the 'total income' is a loss, it has to be
carried forward and cannot be set off against any
income which does not form part of the 'total income'.

The Tribunal also relied on various other decisions.>

4 CBDT Circular No. 22 dated 29 July 1944

5 Goldman Sachs Investments (Mauritius) Ltd. v. DCIT [2021] 187 ITD 184
(Mumbai), DCIT v. Patni Computer Systems Ltd. [2008] 114 ITD 159 (Pune),
Flagship Indian Investment Co. (Mauritius) Ltd. v. ADIT [2010] 38 SOT 426 (Mum)
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Our comments

It is a well-established principle that taxpayers can
choose to apply either the provisions of the Act or the
treaty, depending on which is more beneficial.

The contention arises over whether taxpayers can
selectively apply treaty provisions to certain
income/losses while allowing the rest to be taxed
under the Act. Conversely, the Revenue has been
arguing that income should first be calculated
according to the Act, and only after determining the
total income should taxpayers decide whether to apply
the treaty or continue to be governed by the provisions
of the Act.

This judgment ruled that it was not necessary to first
compute the total income and then, decide between
applying the treaty or the Act.
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