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Foreword

The Tax and Regulatory team in India is pleased to release the KPMG's Budget
2010 Highlights relating to Foreign Institutional Investors (Flls) highlighting some
of the key tax amendments and regulatory developments.

India allowed foreign portfolio investment in Indian securities 1993 when the then
Finance Minister and current Prime Minister of India, sought to amend the foreign
investment regulations by permitting recognized Flls to invest in securities listed
on the Indian stock exchanges. Since then, the Flls have continued to believe in
and contribute to the India growth story. The economy has attracted increasing FlI
investments. Though there have been no major changes introduced in the budget,
the Finance Minister has expressed his confidence that the government will be
able to implement the Direct Tax Code from 1 April 2011.

The issue covers the key tax highlights, policy proposals laid during the budget,
regulatory and tax developments during the period beginning 1 April 2009 till date

We hope the highlights will prove to be valuable to you.

Abizer Diwanji Naresh Makhijani
Executive Director Tax
KPMG in India KPMG in India



Table of Contents

Income-tax rate card of Foreign Institutional Investors (Flls)
Securities Transaction Tax (STT) rate card

New Double Taxation Avoidance Agreements (DTAAs) which
came into force since 1 April 2009

Tax Provisions relating to incomes of Flls (including proposed changes)
Policy proposals outlined in the last Budget and its implementation

Policy proposals listed in the current Budget relating to the
financial sector

Key regulatory amendments from March 2009
Key income tax related developments

Glossary

03

04

13

14

24

34



No change in the Fll tax
rates for taxing the income
received in respect of
securities and on sale of the

securities.

Income tax rate card of Foreign Institutional Investors (Flls)

| I
‘ \ Rate card for tax on income for Flls/sub-account ‘
|

\ Financial year 1 April 2010 to 31 March 2011 (all numbers are in percentages)

Corporate Non-Corporate
Nature of Income
Total Income (INR) Total Income (INR)
< 10 million > 10 million In all cases
Dividends / income from units* NIL NIL NIL
Interest on securities 20.6 21.115 20.6
Sale of shares and units of equity
oriented funds chargeable to STT
Short-term capital gains 15.45 15.836 15.45
Long-term capital gains NIL NIL NIL
Sale of securities (other than
shares and units of equity oriented
funds chargeable to STT)
Short-term capital gains 30.9 31.673 309
Long-term capital gains 10.3 10.558 10.3
Business Income 41.2 42.23 309

* Investors are exempt, provided the Indian Company declaring dividend pays dividend

distribution tax at the rate of 16.609 percent on dividends declared.

The above mentioned rates are as per the domestic tax law in India. Flls and sub-accounts

which are tax resident of countries with which India has signed DTAA are eligible to claim

lower rate of tax or a complete exemption from tax under the DTAA.
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STT rates remain

unchanged
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Securities Transaction Tax (STT) rate card

STT is levied on the value of taxable securities transactions as under:

Sr. No.

Transaction

Purchase or sale of equity shares,
units of equity oriented mutual

fund (delivery based)

Sale of equity shares, units of
equity oriented mutual fund (non-

delivery based)

Sale of derivatives - Futures

Sale of Option in securities

Sale of Option in securities,

where option is exercised

Sale of unit of an equity oriented

fund to mutual fund

Rates

In percent

0.125

0.025

0.017

0.017

0.125

0.25

On value

Settlement price

Settlement price

Price at which

future is traded

On option premium

Settlement price

Settlement price

Paid by

Purchaser and

Seller

Seller

Seller

Seller

Purchaser

Seller



New DTAAs which came into force since 1 April 2009

- DTAA/Protocol Details of taxing rights ‘

1 India-Syrian Arab Republic | Capital gains from alienation of shares are taxable in India
(1 April 2009)

Generally, the trend emerging

with regard to DTAAs being
signed by India is that capital Capital gains from alienation of securities (other than shares) are not

. . . taxable in India
gains on alienation of shares of

Indian Companies are chargeable 2 India-Botswana Capital gains from alienation of shares are taxable in India

in Indi (1 April 2009)
to tax in India Capital gains from alienation of securities (other than shares) are not

taxable in India

3 India- Council of Ministers | Capital gains from alienation of shares are taxable in India

of Serbia and Montenegro ) ) o -
Capital gains from alienation of securities (other than shares) are not

(1 April 2009)
taxable in India
4 India-Myanmar Capital gains from alienation of shares are taxable in India
(1 April 2010)
Capital gains from alienation of securities (other than shares) are not
taxable in India
5 India-Tajikistan Capital gains from alienation of shares are taxable in India
(1 April 2010)
Capital gains from alienation of securities (other than shares) are not
taxable in India
6 India-Grand Duchy of Capital gains from alienation of shares are taxable in India
Luxembourg
(1 April 2010) Capital gains from alienation of securities (other than shares) are not

taxable in India

New DTAAs awaiting entry into force

1 India-Mexico Capital gains from alienation of shares are taxable in India

(To be notified) _ _ o N
Capital gains from alienation of securities (other than shares) are not

taxable in India
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Tax provisions relating to incomes of Flls (including
proposed changes)

The Honorable Finance Minister of India Shri Pranab Mukherjee presented the Union Budget
2010-2011 in the Indian Parliament today. There has been no major change proposed in the
Budget impacting taxation of Foreign Institutional Investors (Flls). The tax provisions relating to

incomes of Flls (including proposed changes) are listed below:

Tax on capital gains ‘

Where STT is not levied:
. Short-term' capital gains on sale of securities . 30° percent (plus surcharge® and cess® thereon)

. Long-term’ capital gains on sale of securities . 10° percent (plus surcharge and cess thereon).

Where STT is levied:
= Short-term capital gains on sale of ‘taxable " 15 percent’ (plus surcharge and cess thereon)

securities’ (other than derivatives)
= Long-term capital gains on sale of ‘taxable = NI

securities’ (other than derivatives)

Surcharge on income tax

Corporate

. Total taxable income is more than INR 10 million . 2.5 percent on income-tax
= Total taxable income is upto INR 10 million = NIL

Non-Corporate . NIL

' Short-term capital gains arise on transfer of short term capital asset which includes shares in an Indian company or any other security listed on a recognised stock exchange in
India and held for not more than 12 months. In case of other assets, short-term capital asset means assets held for not more than 36 months.

2 Long-term capital gains are gains arising on sale of assets other than short-term capital assets.

3 Section 115AD of the Act

4 Surcharge at the rate of 2.5 percent is applicable to a foreign corporate, if taxable income exceeds INR 10 million;

5 Cess is an additional levy of 3 percent on tax plus surcharge.

6 Section 115AD of the Act

7 Section 111A of the Act

8 Section 10(38) of the Act
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Cess on income-tax

Rate of surcharge reduced
from 10 percent to 7.5 percent

in case of domestic companies Tax on dividends and unit income

= 3 percent on income-tax plus surcharge, if applicable.

- This impacts the effective
tax rate of DDT and tax on unit

income.

L] Dividends declared, distributed and paid by Indian Companies are exempt'® in the hands of the shareholders

. Unit income received by unit holders from a mutual fund is exempt'" in the hands of the unit holders

x on distribution of dividend income or unit income (DDT)

Nature of Distribution

L] Dividend distributed by domestic Indian company
L] Distribution by an equity oriented mutual fund
= Distribution by a money market or a liquid mutual
fund
L] Income distributed by any other mutual fund to:
- Individuals and Hindu Undivided Families

- Trusts, Corporate, etc

Tax on interest income

Rate of DDT

= 16.609' percent in all cases

. Exempt from payment of DDT

27.681" percent in all cases

= 13.841" percent
= 22.145" percent

Interest income received in respect of securities

10 Section 10(34) read with Section 1150 of the Act.

11 Section 10(35) read with Section 115R of the Act.

20 percent (plus surcharge, if any, and cess thereon).

12 Base tax at the rate of 15 percent as per Section 115R of the Act plus surcharge at the rate of 7.5 percent and cess at the rate of 3 percent thereon

13 Base tax at the rate of 25 percent as per Section 115R of the Act plus surcharge at the rate of 7.5 percent and cess at the rate of 3 percent thereon

14 Base tax at the rate of 12.5 percent as per Section 115R of the Act plus surcharge at the rate of 7.5 percent and cess at the rate of 3 percent thereon

15 Base tax at the rate of 20 percent as per Section 115R of the Act plus surcharge at the rate of 7.5 percent and cess at the rate of 3 percent thereon
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16 Section 94(7) of the Act
17 Section 94(7) of the Act

18 Section 94(8) of the Act

Dividend stripping adjustment'®

When a person buys or acquires a security (other than units) within the three months prior to the record

date,
sells or transfers them within three months of the record date, and
dividend /income received or receivable from such securities is tax exempt,

then the loss if any, arising from such sale should be ignored to the extent that such a loss does not

exceed the amount of exempt dividend / income on such securities

Unit income stripping'’ adjustment

When a person buys or acquires a units within the three months prior to the record date,
sells or transfers them within nine months of the record date, and
income received or receivable from such units is tax exempt,

then the loss arising from such sale should be ignored to the extent that such a loss does not exceed the

amount of tax exempt income on such units

Bonus stripping adjustment®

When a person buys or acquires units (original units) within the three months prior to the record date,
is allotted additional bonus units on the basis of original units held;

sells or transfers all or any the original units within nine months of the record date for a loss, and
continues to hold all or any bonus units on such date,

then the loss on the sale of all or any original units shall be ignored, and such ignored loss shall be

deemed to be the cost of bonus units held on the date of sale of transfer of original units

© 2010 KPMG, an Indian Partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International, a Swiss cooperative. All rights reserved 7



Set-off of capital losses™

In the year of occurrence,

= Long term capital loss = can be set-off only against long term capital
gain
= Short term capital loss = can be set-off against short term capital gain

and long term capital gain

During subsequent 8 assessment years of carry

forward,

L] unabsorbed long-term capital loss L] can be set-off only against long term capital
gain

= unabsorbed short-term capital loss = can be set-off against short term capital gain

and long term capital gain

= An exchange traded derivative transaction” is not to be termed as ‘speculative’ in nature.
= Profit from exchange traded derivative transaction, if classified as business income, should be taxable at 30
percent / 40 percent?, plus applicable surcharge and education cess

. Profit from exchange traded derivative transactions, if classified as capital gains, should be taxable at 30
tZZ

percen

plus applicable surcharge and education cess

L] Maturity or redemption of a prescribed zero coupon bond is a ‘transfer®*

of a capital asset
Ll Long-term capital gains - 10 percent p/us surcharge and cess thereon
] Short-term capital gains - 30 percent plus surcharge and cess thereon

. No tax is to be withheld on discount payable on maturity or redemption of such zero coupon bonds held by a

Fil or a sub-account

Investing in Global Depository Receipts (GDR) / Foreign Currency Convertible Bonds (FCCB)

= Transfer of GDR or FCCB outside India between two non-residents is not taxable® in India
] Conversion of GDR / FCCB into shares should not be taxable in India
Ll Sale of shares converted from FCCB / GDR are taxable in India.

—  The rate of tax on capital gains is same as applicable when sold on the stock exchanges as provided

above.

—  The rate of tax on capital gains arising on sale of shares not on the stock exchange is

19 Section 70 and 74 of the Act
20 Section 43(6) of the Act
21 30 percent in the case of foreign non -company and 40 percent in the case of a foreign company
22 As per section 115AD of the Act
23 As per Section 2(48) of the Act "zero coupon bond" means a bond-
(a) issued by any infrastructure capital company or infrastructure capital fund or public sector company on or after the 1st day ofJune, 2005;
(b) in respect of which no payment and benefit is received or receivable before maturity or redemption from infrastructure capital company or infrastructure capital fund or public
sector company; and
(c) which the Central Government may, by notification in the Official Gazette, specify in this behalf.

24 Section 2(47) of the Act
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. STCG — 30 percent for non-corporate and 40 percent for corporate (plus surcharge and education

cess)
. LTCG — 10 percent (plus surcharge and education cess)
The cost of acquisition of shares underlying a GDR is the price prevailing on the stock exchange on the date
on which the Overseas Depository Bank advises the Domestic Custodian Bank for redemption®
The cost of acquisition of shares underlying a FCCB should be the price prevailing on the stock exchange on

the date of conversion of FCCB into shares?

Foreign Currency Exchangeable Bond (FCEB)

Conversion of FCEB into shares should not be taxable in India

Income arising on sale of shares converted from FCEBs is taxable in India as per tax provisions applicable on

sale of shares.

The cost of acquisition of the shares converted is the proportionate cost of acquisition of the FCEB

Short Selling, lending and borrowing of shares

CBDT clarified in February 2008 that lending and borrowing of securities under the SLB scheme notified in
December 2007 should not be a taxable ‘transfer under the Income-tax, Act 1961. So the income earned

from lending should not be taxable as capital gains.
Such lending and borrowing shall not be liable to Securities Transaction Tax ('STT’).

Tax Implications —

Lender:

Income from lending should be business income / income from ather sources taxable in India.

Borrower:

Short-sale should not be speculative and capital gains/loss should be computed on identified sale and

purchase of shares distinct from borrowing and return of shares.
Borrowing of securities is not transfer.

Payment of borrowing charges should be allowable while computing capital gain/loss.

25 Section 47(viia ) of the Act

% Clause 7(3) of the Issue of foreign currency convertible bonds scheme, 1993

%7 Clause 7(4) of the Issue of foreign currency convertible bonds scheme, 1993
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Withholding taxes® on sums payable to a non resident

. In case of a Fll or a sub account,

— notax s to be withheld from income by way of capital gains arising on transfer of securities (FIl / sub-
account required to pay advance tax during the year),

—  taxis to be withheld by the person responsible for paying the income in respect of securities at 20
percent (plus applicable surcharge and cess)

] In case of payments made to non-resident (other than investment through the FIl portfolio investment route),

— the person responsible for paying to the non-resident is required to withhold tax at source on any sums
chargeable to tax at the time of credit or payment thereof, whichever is earlier

—  the person responsible for making the payment is required to furnish information in Form 15CA in
electronic form on the basis of the certificate of a chartered accountant in Form 15CB

—  the Form 15CA is required to be electronically uploaded on the NSDL website and an acknowledgement

number is generated
—  The hard copy of Form 15CA is required to be signed by the person responsible for making the
remittance who is also required to submit it along with Form 15CB to the authorised dealer
—  The authorised dealer makes the remittance and furnishes copies of Form 15CA and Form 15CB to the
Income tax Authority.
. No tax is required to be withheld by an Indian company on interest payable to a resident investor on security

in dematerialised form and listed on the recognised stock exchange?. However, tax is required to be withheld

on interest payable to non-resident.

28 Section 195 of the Act

29 Section 193(ix) of the Act
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Direct tax Code scheduled to
be implemented from 1 April

2011

Interest on tax withheld by
deductor but not deposited to
be charged at 18 percent per

annum

Indian minimum tax compliance obligations

Non-corporate assessee
= Is required to file an annual Indian tax Return of Income for the previous year on or before 31 July.

L] Is required to pay advance tax, if any, in three instalments ending on 15 September, 15 December and 15

March of the previous year.
Corporate assessee
= Is required to file an annual Indian tax Return of Income for the previous year on or before 30 September.

. Is required to pay advance tax, if any, in four instalments ending on 15 June, 15 September, 15 December and

15 March of the previous year

Other proposed tax amendments in the current Budget impacting Flls

= The wide-ranging discussions with stakeholders have been concluded — Government will be in a position to
implement the Direct Tax Code with effect from 1 April 2011.

. Limits for turnover over which accounts need to be audited enhanced from 4 million to INR 6 million for
businesses as per section 44AB of the Act from AY 2011-12 onwards

L] Interest charged on tax deducted by the payee but not deposited by the specified date to be increased to 18
per cent from 12 per cent per annum as per section 201(1A) of the Act from 1 July 2010 onwards.

. Rate of Minimum Alternate Tax (MAT) increased from the current rate of to 18 per cent from 15 per cent of
book profits from AY 2011-12 onwards

= Where any fees are payable by a non-resident (deductor) in respect of services utilized in a business or
profession carried on by such non-resident (deductor) in India or for the purpose of making or earning any
income from any source in India, such fee shall be deemed to accrue or arise in India and shall be included in

the income of the non-resident (deductor).
This provision applies whether or not —
] The non resident has a residence or place of business or business connection in India;
= The non-resident has rendered services in India
This amendment in section 9(1)(vii) of the Act is proposed to take retrospective effect from AY 1977-78 and
subsequent years

= It has been proposed that the deductor of taxes shall continue to furnish the TDS certificates to the deductee
even after 1 April 2010 by way of amendment to section 203(3) of the Act.

L] It has been proposed that a Document Identification Number be required to be issued as per section 282B
of the Act before issuing every notice, order, letter or any correspondence to any other income tax authority or

assessee or other person on or after 1 July 2011 (instead of 1 October 2010)

Proposals

. The Centralized Processing Centre at Bengaluru is now fully functional and is processing around 20,000
returns daily. This initiative will be taken forward by setting up two more centers during the year

= The Income Tax department has introduced “Sevottam”, a pilot project at Pune, Kochi and Chandigarh through
Aayakar Seva Kendras, which provide a single window system for registration of all applications including
those for redressal of grievances as well as paper returns. The scheme will be extended to four more cities in

the year.
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Policy proposals outlined in the last Budget and its
implementation

Policy Implementation ‘

. [IFCL would, in consultation with banks, evolve a . IIFCL's disbursements are expected to touch Rs
‘takeout financing” scheme which could facilitate 9,000 crore by end March 2010 and reach
incremental lending to the infrastructure sector. around Rs 20,000 crore by March 2011.

‘Takeout financing’ is an accepted international
g P e |IFCL has refinanced bank lending to

practice of releasing long term funds for financing infrastructure projects of INR 3,000 crore during

infrastructure projects. the current year and is expected to more than

double that amount in 2010-11.

e  Banks and insurance companies to remain outside

the disinvestment program.

e The threshold for non-promoter public shareholding
for all listed companies to be raised in a phased

manner.

e  Government's approach to the banking and financial
sector has been to ensure robust oversight and
regulation while expanding financial access and

deepening markets.

e  The Government has established Competition
Commission of India, an autonomous regulatory
body. An appellate body headed by a retired judge of

the Supreme Court has also been constituted.

e  Toenrol atleast 50 per cent of all rural women in
India as members of Self Help Groups over the next

five years and link these to banks.
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Policy Proposals listed in the current Budget relating to the
financial sector

e The Government proposes to set up a Financial Sector Legislative Reforms Commission
to rewrite and clean up the financial sector laws to bring them in line with the

requirements of the sector.

e  Government intends to make the Foreign Direct Investment (FDI) policy user-friendly by
consolidating all prior regulations and guidelines into one comprehensive document. This

would enhance clarity and predictability of our FDI policy to foreign investors.

e An apex level Financial Stability and Development Council to be set up with a view to

strengthen and institutionalise the mechanism for maintaining financial stability.

This Council would monitor macro prudential supervision of the economy, including the
functioning of large financial conglomerates, and address inter-regulatory coordination

issues. It will also focus on financial literacy and financial inclusion.

. RBI is considering giving some additional banking licenses to private sector players. Non
Banking Financial Companies could also be considered, if they meet the RBI’s eligibility

criteria.

e  Forthe year 2010-11, a sum of INR 165,000 million provided to Public Sector Banks to

ensure that they are able to attain a minimum 8 per cent Tier-I capital by 31 March 2011.

e  Government to provide further capital to strengthen the Regional Rural Banks (RRBs) so

that they have adequate capital base to support increased lending to the rural economy.

e  The take-out financing scheme announced in the last Budget is expected to initially

provide finance for about INR 250,000 million in the next three years.

e  After careful assessment of the recommendations of a High Level Committee on the
Lead Bank Scheme and in further consultation with the RBI, it has been decided to
provide appropriate Banking facilities to habitations having population in excess of 2000 by

March, 2012.

. It is also proposed to extend insurance and other services to the targeted beneficiaries.
These services will be provided using the Business Correspondent and other models with
appropriate technology back up. By this arrangement, it is proposed to cover 60,000

habitations.

e  The programme for linking Self Help Groups (SHGs) with the banking system has
emerged as the major micro-finance initiative in the country. It was re-designated as the
'Micro-Finance Development and Equity Fund' in 2005-06 with a corpus of INR 2,000
million. The fund corpus is being doubled to INR 4,000 million in 2010-11.

© 2010 KPMG, an Indian Partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International, a Swiss cooperative. All rights reserved.. 13



Key regulatory amendments from March 2009

Investment Limits

Allocation Methodology of Debt Investment Limits to Flls

Initiatives in products and

processes

Standardized lot size for derivative contracts on individual securities

Review of Securities Lending and Borrowing (SLB) Framework

Market Access through Authorised Persons

Revision of transaction charges by the stock Exchanges

Interest rate futures (IRF)

Delivery Period for Interest Rate Futures

Trading Hours on Stock Exchanges

Abolition of no-delivery period for all types of corporate actions

Expiry Date for Equity Derivative Contract

Comprehensive Risk Management Framework for the cash market

Clearing and Settlement of trades in Corporate Bonds through Clearing

Corporations

Issue of Indian Depository Receipts (‘IDR’) operationalised by the Reserve Bank

of India (‘RBI') under foreign exchange regulations

Dealings between a client and a stock broker (trading members included)

Key Income tax related

developments

Draft Direct Taxes Code 2009 changes impacting taxation of Foreign Institutional

Investors

CBDT natifies Dispute Resolution Panel Rules, 2009

Clarification regarding filing of Objections before Dispute Resolution Panel (DRP)

Mandatory Requirement of Permanent Account Number (PAN)

Important decisions

Revision of the India-Finland treaty
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