Handling start-up funding with care
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HE fundingof start-upenter-
prises and unlisted compa-
nies in India largely takes
place through SEBI-regis-
tered Alternative Invest-
ment Funds (AIFs) and direct invest-
ments. The AIFs provide the much
requiredlong-termandhigh-risk capital
to start-up and growth oriented enter-
prises. AIFs had received over 370,000
crore of capital commitment from itsin-
vestors and have raised over 33,000
crorefromthem, tilltheend of December
2016. In the listed segment, the invest-
ments take place through Initial Public
Offerings, Mutual Funds (MF), Portfolio
Management Schemes(PMS)anddirect-
ly by investors. But the tax regime for
AIF's and MFs is different and discrimi-
natory against AIFs. The finance minis-
ter in his Budget 2017 has not addressed
the concernsof the AIF industry.

MF's are exempt from payment of in-
come tax on any income earned by them.
However, non-equity oriented MF
schemes in India arerequired to pay Div-
idendDistribution Tax(DDT). Equityori-
entedschemesareliabletopay Securities
Transaction Tax (STT)and not DDT. Div-
idends received by investors from all MF
schemes inIndiaare tax-free.

MF investors are not subject to a pass-
through taxation on income earned by
the MFs. Instead, they are only required
topay incometaxon capital gainsarising
from the redemption/transfer of their
MFunits. Therateof capitalgainstaxdif-
fer based on the type of schemes (equity
or debt) and the period of holding (short-
term or long-term). Expenses incurred
by the MFsare subsumed inthecomputa-
tion of the Net Asset Value (NAV) of the
MF schemes resulting in lower taxation
tothe investortothatextent.

Underthepresentincometaxregime,
Category I and II AIF's (defined as “in-
vestment fund” under the Income tax
Act) are exempt from payment of in-
come tax on any income earned by them
other than business income. As a corol-
lary, investors in Investment Funds are
tax exempt on business income earned
by such funds and are subject to pass-
through taxation on interest, dividends
and capital gains earned by them, on an
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accrual basis. This concept of partial
pass-throughtaxationisuniquetoIndia.
It is baseless to expect investment funds
toearnbusinessincome.

Category Il AIFsarethe onesthatem-
ploy diverse or complex trading strate-
gies and leverage, including through in-
vestmentinlistedorunlisted derivatives.
They include funds such as hedge funds,
PIPE Funds,etc. CategoryIIl AIFsarenot
included in the definition of an “invest-
ment fund”, and are consequently not
granted pass-through taxation. In its ab-
sence, majority of thesefunds, organised
astrusts, are taxed at the maximum mar-
ginal tax rate of 30%, since they fail to
qualify asadeterminate trust. Most such
fundsare, thus, domicile overseas.

Investment Funds (Category I and II
AIF's) are required to withhold income
tax at 10% on non-business income
payable to domestic investors. The tax
regulations do not indicate if the with-
holdingtax isapplicable on gross income
of the fund or on income after netting off
expenses incurred by it. Shareholders
earning dividend income from domestic
companies are tax exempt up to¥10lakh
per annum. Long term capital gains aris-
ing from sale/transfer/redemption of
listed equity shares or equity oriented
MF schemes are also tax exempt. Thus,
any requirement to withhold tax on such
exempt income would make it suffer tax-
es without cause. Itisabsurd to expectan
investment fund to withhold income tax
on exempt income, which is against the
cardinal principle of taxation. This will
lead to needless harassment of invest-
ment fundsresulting inlitigation.

The biggest challenge for investment
funds, and its investors, is the categorisa-
tionof income. Generally,incomeearned
from the conduct of atrade or businessis
considered as “active” or “business” in-
come and investment activities generat-
inginterest, dividend, rental income and
capital gains are considered as “passive
income”. Investment activities are con-
sidered passive since the investor does
not actively participate in the day-to-day
operations of the business. The distinc-
tionbetweenactiveandpassiveincomeis
Important as capital gains is subject to a
concessional rate of taxation in India
compared tobusiness income.

Theentire income of all categories of
AIFs (including Category III) can only
be considered aspassive incomein view
of theintent, activities, functioningand
the definition of AIFs as per SEBI (Al-
ternative Investment Funds) Regula-
tions, 2012 and the Income tax Act, 1961.
By providing that business income of
investment funds will be taxable at the
fund level, the tax regulation provides
ample scope to the assessing officers

The FM should stop the inefficient litigation prone pass-
through taxation regime applicable to Category | and Il AlFs,
which could lead to tax terrorism by tax authorities. There
would be equity in taxation if all categories of AlFs (including
Category IlI) are completely exempt from taxation

(AOs)tocharacterise income earned by
aninvestmentfund as business income.
The I-T authorities have not issued any
specific guidelines on how todetermine
business income of an AIF.

What is considered to be passive in-
comebyan AIF could bere-characterised
asbusinessincomeby thetaxauthorities
during an assessment and taxed accord-
ingly. This causes uncertainty in income
characterisation for an AIF and its in-
vestors, and thereby its taxation. As tax
assessments happen with a lag, this ex-
poses investors to uncertainliabilities.

Itisaglobalpractice that venture cap-
ital (VC) funds and private equity (PE)
funds (both are AIF's by definition) gen-
erally assist the management of an in-
vestee company inadditiontoproviding
capital. They also have a seat on the
board of theinvesteecompanytomentor
the management team, closely monitor
the growth of the company and partici-
pate in various strategy and decision
making process. The I-T authorities in

India could view these activities as the
carryingonof atradeorbusinessbythat
fund, and consequently categorise the
incomegenerated by thefundonthesale
of its shares as business income instead
of capitalgains. The CBDT, superseding
itsearlier order, recently advised its offi-
cers that transfer of unlisted shares
along with ‘control and management of
the underlying business’ by investment
funds should be treated as capital gains.
Theneedforissuingsuch anorder clear-
ly indicates the approach taken by the
tax authoritiesin thisregard.

In the United States, a VC or a PE
Fund is usually organised as a limited
liability partnership (LLP) which is a
tax pass-through entity. A US partner-
shipthatelectsan “investment partner-
ship” status in its income tax filing, is
notconsideredtobeengagedintradeor
business merely because of buyingand
sellingof itsinvestmentsand providing
some ancillary management services
in the formation, capitalisation, or of-

fering of interests in a corporation.
This safe harbour prevents the income
of an investment partnership from be-
ing categorised as business income.
Similar guidelineshavenotbeenissued
by the I-T authorities in India, thereby
exposinginvestmentfundstotherisk of
being categorised as a business entity
rather than an investment entity.

The nature of income determined by
the investment fund would pass-
through to its investors. If the fund de-
termines its income to be capital gains,
it is tax exempt on such capital gains
(otherthanitsobligationtowithholding
tax). Instead, the fund investors would
pay income tax on their share of capital
gainsincome.If the incometaxauthori-
tiesduringan assessment procedurere-
classify the capital gainsincomeasbusi-
ness income, it would result in double
taxation—as business income for the
fund and as capital gains for its in-
vestors. This uncertainty in income
characterisation would remain till the
proper classification of income is re-
solvedunderajudicial process, whichis
an unduly time consuming process.

Inthecaseof dividend income earned
by afund which was passed throughtoits
investors,theincometaxauthoritiescon-
tended that the dividend income was tax-
able under “Incomefrom Other Sources”
inthehandsof the investorsince DDTtax
was not paid by the fund while distribut-
ing the dividend. The DelhiITAT opined
that AO and CIT(A) had taken a wrong
view by holding that the assessee cannot
claim exemption unless additional tax
was paid. This case relates to FY06 and
FY07, and the order was pronounced on
January 29, 2016, a decade later. The time
taken to resolve this issue, caused uncer-
tainty to AIFsand its investors.

There is no clarity on the deduction of
expenses incurred as well. Investment
funds incur annual expenditure in the
form of management fees paid to fund
managers, office rent, legal, accounting
and other operational expenses. Overthe
life of the fund, these expenses could be
about 18-20% of the capital commitment
of the investors. The income generation
of Investment Fundsisback-endedasma-
jority of the income is earned as capital
gains on exit of its investments. It gener-
allytakesmorethanfiveyearstogenerate
capital gains. During this investment pe-
riod, funds earn tax-exempt dividend in-
come or low amount of taxable income
which is inadequate to offset the annual
expenditure, resulting in losses. The tax
regulations do not clearly indicate if the
investors are entitled to a pass-through
expensededuction. Theamount of annu-
al pass-through taxable income intheini-
tialyearsislowerthanthecorresponding

expenditureincurred,resultinginahigh
quantum of unclaimed expenses.

Foreign portfolio investors or for-
eign institutional investors (FIIs) are
subjecttoonly capital gainstaxationin
India since any securities held by a
FPI1/FII, which has invested in such se-
curities in accordance with Sebi regu-
lations, qualify as capital asset.

In summary, all gains made from in-
vestmentsinfinancialinstrumentsby in-
vestors in public markets in India are
taxed under the head “capital gains” for
domestic investors and FPIs/FIIs.

The Alternative Investment Policy Ad-
visory Committee (AIPAC), set up by Sebi
underthechairmanshipof NRNarayana
Murthy to advise on various issues relat-
ed to the alternative investment industry
and development of the start-up ecosys-
temhasrightly suggested initsreportthat
investmentsin PEand VCfundsarerisky;
commonly illiquid, and relatively longer
term in nature. Accordingly, PE and VC
funds should, at the very least, have a tax
regime that is on par with that applicable
toinvestorsinpublicmarkets.Investment
gainsof AIFsshould bedeemedtobe ‘cap-
ital gains’ in nature, is another recom-
mendation of AIPACReport.

The FM should stop the inefficientliti-
gation prone pass-through taxation
regime applicable to Category I and II
AlIFs,whichcouldleadtotaxterrorismby
tax authorities. There would be equity in
taxation if all categories of AIF's(includ-
ing Category III) are completely exempt
from taxation similar to MFs, and in-
vestors in AIFs are subject to capital
gains taxation similar to investors in
MFs. The tax authorities should impose
STT on all categories of AIFsatthe time
of their investments and divestments.
This tax regime would ensure that there
is no loss of tax revenue as investors
would be liable to payment of capital
gains tax on sale/maturity of AIF units
andthe AIFswouldbe subjecttopayment
of STT on investment and divestment of
its investments. This will ensure that the
risk of mis-categorisation of capital
gains as business income vanishes and
expense deduction is subsumed in the
NAV computation. This tax regime will
bring in uniformity in taxation of all fi-
nancial risk bearing instruments in In-
dia, regardless of whether the invest-
mentisinaMForanAIFE. Intheabsenceof
a pass-through mechanism, there would
benorequirementtowithhold taxontax-
exempt income paid by AIFs to its in-
vestors, resolvingsome of thechallenges
currently faced by AIF investors.
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