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India-Mauritius Protocol Seeks to Close

Tax Loopholes

By Nicholas S. Hodge and David R. McCandless

n May 10, 2016, the Republic of India
O and the Republic of Mauritius entered
into a protocol (the Protocol)! amending
the India-Mauritius Agreement for Avoidance of
Double Taxation and Prevention of Fiscal Evasion
(the Mauritius DTAA).? The stated objectives of the
Protocol were to “tackle the long pending issues of
treaty abuse and round tripping of funds attributed
to the India-Mauritius treaty, curb revenue loss,
prevent double nontaxation, streamline the flow
of investment...stimulate the flow of exchange
of information between India and Mauritius...
improve transparency in tax matters and...help
curb tax evasion and tax avoidance.”®
The pre-Protocol Mauritius DTAA  provided
that, in most circumstances, investors would be taxed
according to the regime of their state of residence
(home state) exclusively, rather than the tax regime of
the state where the income arose (the source state). This
generally allowed India-focused funds to domicile in
Mauritius and pay the comparatively lower Mauritius
tax rates on income derived from their Indian invest-
ments. In negotiating the Protocol, Indian government
authorities stated that they sought to achieve greater
uniformity across all of India’s bilateral tax treaties
by eliminating exclusive home state taxation of capi-
tal gains income under the Mauritius DTAA and the
analogous bilateral tax treaty with Singapore, which
is linked to the Mauritius DTAA* Among India’s

approximately 95 bilateral tax treaties, Mauritius,
Singapore and only a small number of others provide
for exclusive home state capital gains taxation.?

The Protocol closes these tax benefits, which have
been characterized by the government of India as tax
“loopholes.” The elimination of these tax benefits
will impact India-focused investor classes differently
depending upon their strategies and investments.

One of the most significant changes brought
about by the Protocol will enable the Indian gov-
ernment to tax income on the sale of Indian equity
securities to investors that are domiciled in Mauritius
and Singapore. The India short-term capital gains
tax (for securities held for 36 months or less) is cur-
rently 15 percent and, in contrast, the Mauritius and
Singapore short-term capital gains tax is nil.* By con-
trast, in Mauritius, Singapore, and India the long-
term capital gains tax on listed equities is, in most
instances, nil. Therefore, the Protocol will presum-
ably impact funds based in Mauritius or Singapore
with short-term equity strategies more than funds
with long-term equity strategies.

Overview of the Mauritius DTAA
The Mauritius DTAA is intended to avoid double

taxation for income derived from cross-border trans-
actions between Indian and Mauritian investors. The
treaty establishes which country’s tax regime (home
state or source state) will be applied to such income
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(or, in some instances, establishes that both countries’
tax regimes will be applied). Different procedures
under the treaty determine the applicable tax regime
depending upon the nature of the income: interest;
capital gains; business profits; or other income.

Prior to amendment by the Protocol, divi-
dends and undistributed profits from the profits and
income attributable to the operations of a company
in its home state were to be taxed only in the inves-
tor’s home state.” Similarly, any capital gains to an
investor from the sale of property in the source state
were to be taxed only by the home state.® Interest
income to banks that arose in the source state was to
be taxable only in certain taxpayers® home states.™
Any other income that was not specifically addressed
in the Mauritius DTAA was covered by a catch-all
provision, which provided generally that the income
of an investor is taxable only in its home state.

As a general exception, the Mauritius DTAA
provides that income may become taxable in the
source state if the investor either carries on business
or provides independent personal services from a
permanent establishment in the source state.” The
“permanent establishment” rules remain unaltered
by the Protocol.

How Did the Pre-Protocol
Mauritius DTAA Influence
Fund Structuring?

The pre-Protocol Mauritius DTAA  provided
that, in most circumstances, investors would be
taxed according to the regime of their home state,
rather than the source state. This was intended to
protect investors of either country from double taxa-
tion on income derived from their transactions with
the other country. In practice, the Mauritius DTAA
allowed investors that domiciled in Mauritius to avoid
higher Indian taxes, including capital gains tax, and
instead pay the comparatively lower (sometimes nil)
Mauritius tax on income derived from investment
activities in India. As indicated in the table below,
Mauritius imposes substantially lower taxes than
India, particularly on short-term capital gains.

Copyright © 2016 by CCH Incorporated. All Rights Reserved.

Comparison of Income Tax by Source and Country™
Capital | Capital
Gains | Gains
(Short- | (Long- |Interest
term) | term)” |Income | Dividends
India"™ 15%" | 10% | 20%" | 40%'"
(unlisted);
0%
(listed)®
Mauritius | Nil® | Nil?® | 3% | 3%?
Singapore | Nil® | Nil*#* | 15%% | Nil*®
Netherlands | NilZ7 | Nil2® | Nil® | 15%3%

As the table above indicates, Mauritius imposes
lower taxes than comparable tax-efficient countries
that have entered into DTAA agreements with India.
Because the Mauritius DTAA, prior to amendment,
generally provided that only one tax regime can
be imposed on an investor of either state for their
cross-border income, many India-focused private
funds and managers have established themselves as
Mauritius investors to achieve tax efficiency.

However, the “Mauritius Route” was not
available to Mauritian investors that maintained a
significant presence in India (a permanent estab-
lishment).3" Therefore, investors that used the
Mauritius Route diligently sought to avoid perma-
nent establishment in India. Among other things,
investors had to be cautious to avoid conducting
business or management activities from within
India or establishing India-based offices, branches,
or other locations where business or management
took place.* Thus, the Mauritius DTAA has incen-
tivized India-focused managers to domicile funds
outside India and avoid establishing on-site fund-
management operations in India, potentially sti-
fling the development of the fund-management
industry in India.

Since the Mauritius DTAA was signed, the
Mauritius Route has become the preferred method of
direct foreign investment into India. More recently,
many fund managers have sought to domicile in



Singapore to obtain similar tax benefits in that juris-
diction. Like Mauritius, Singapore offers tax effi-
ciencies to funds and fund managers (as indicated
in the table above), and has entered into a bilateral
tax treaty with India to avoid double taxation (the
Singapore DTAA).** An August 1, 2005, proto-
col amendment to the Singapore DTAA links the
Singapore DTAA to the Mauritius DTAA. Under
the 2005 protocol, the capital gains provision of
the Singapore DTAA, as amended, remains in force
so long as the Mauritius DTAA continues to pro-
vide exclusive home state taxation.?* The Protocol
now effectively eliminates this provision of the

Singapore DTAA.

How Does the Protocol Amend
the Mauritius DTAA?

The Protocol amends the Mauritius DTAA to
allow for source-based taxation of capital gains rather
than exclusive home state taxation for all gains from
the sale of shares acquired on or after April 1,2017.3
Capital gains from the sale of shares acquired before
April 1, 2017 are grandfathered.?® There is also a two
year transition period whereby capital gains arising
from April 1, 2017, until March 31, 2019, will be
taxed by the source state at only 50 percent of the
applicable tax rate.¥ However, this may be limited by
a new “Limitation of Benefit” provision that denies
the benefit of the transition period to any investor
that was organized as a shell or conduit company®®
for the primary purpose of taking advantage of the
benefits of the Mauritius DTAA.

The Protocol eliminated the exemption from
source-state taxation of interest income to banking
companies, and therefore interest income to this
class of investors will also become subject to Indian
source state taxation. Interest income arising from
debt-claims existing on or before March 31, 2017
is grandfathered.?® Unlike capital gains, there is no
transition period; however, Indian taxation of inter-
est income is capped at 7.5 percent.*?

All other income not specifically discussed in the
Mauritius DTAA may now be taxed in the source
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state, which is a direct reversal of the Mauritius
DTAA catch-all.*!

The Protocol also greatly expands the exchange
of information between tax authorities. India and
Mauritius agreed to exchange information to carry
out the provisions of the Mauritius DTAA “or to
[administer] or [enforce] domestic laws concern-
ing taxes of every kind and description imposed by
[either state] ... insofar as [such taxation] is not con-
trary to the [Mauritius DTAA].”*? Furthermore, nei-
ther state may refuse to exchange information on the
basis that “the information is held by a bank, other
financial institution, nominee or person acting in an
agency or fiduciary capacity or because it relates to
ownership interests in a person.”*

The Protocol also includes a new provision for
assistance in the collection of taxes. The new provi-
sion will require the competent authority of either
state to collect taxes “in accordance with the provi-
sions of its laws applicable to enforcement and col-
lection of its own taxes as if the revenue claim were a

revenue claim of that other State.”**

How Will the Protocol Affect
India-Focused Funds?

Not all investor classes are expected to be
impacted to the same degree by the Protocol
changes. The Protocol will have the most immedi-
ate impact on Mauritius investors that rely upon the
tax efficiencies of the Mauritius DTAA. There will
be a collateral effect on Singapore investors that rely
upon the tax efliciencies of the Singapore DTAA.
The impact of the Protocol on these investors will
depend upon the strategies and investments of these
funds, as discussed below.

Because Indian taxes will apply to capital gains
on securities of Indian companies that are owned
by Mauritius or Singapore based funds, those funds
with equity strategies will be the most immediately
affected by the Protocol. The extent of the impact
will depend substantially upon whether their strate-
gies would give rise to long-term or short-term capi-
tal gains under Indian law, and whether the funds
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invest primarily in listed or unlisted shares.*> Long-
term equity funds, that hold securities for longer
than 36 months, may not experience a substantial
impact from the Protocol if they invest primarily in
listed shares that are sold through a recognized stock
exchange and the Indian Securities Transaction Tax
(STT) is paid on the sales.*® There is no tax on long-
term capital gains on listed shares for which the STT
was paid.* Accordingly, Mauritius-routed investors
with long-term investment strategies are not likely
to experience significant direct impacts from the
Protocol.

However, long-term investors that hold unlisted
shares, irrespective of how long they are held, will
become subject to the current Indian long-term
capital gains 10 percent tax for their unlisted shares,
although some will pay only 5 percent for two years
beginning April 1, 2017 unless they are prohibited
by the Limitation of Benefit. Accordingly, Mauritius-
routed private equity funds and venture capital funds
may experience a more substantial impact from the
new tax regime. Furthermore, for private equity and
venture capital funds, it is not clear whether addi-
tional investments made after April 1, 2017 in a
portfolio company that the fund first took a position
in prior to April 1, 2017, will be grandfathered.

Funds with short-term equity strategies, such as
many India-focused hedge funds, will become sub-
ject to 50 percent of India’s short-term capital gains
rate beginning April 1, 2017 and the full Indian
short-term capital gains rate beginning April 1,
2019 unless they are prohibited by the Limitation
of Benefit. Because India’s current short-term capi-
tal gains tax is 20 percent and these funds are cur-
rently paying no capital gains tax, short-term equity
funds may be substantially affected by the changes
brought by the Protocol. The application of Indian
short-term capital gains tax may also have an impact
on other short-term investors, such as investors in
Indian initial public offerings.

The Protocol does not address the status of deriv-
atives, debentures, or participation notes (P-Notes),
which has led to substantial confusion since the
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Protocol was adopted. Derivatives investors may
find relief in recent statements from Indian Financial
Services Secretary Hasmukh Adhia that deriva-
tives are exempt from the Protocol.*® According to
Mr. Adhia, in most of India’s bilateral treaties “deriv-
atives are treated as part of ‘other assets’ and so are
debt instruments. So the capital gains in such cases
necessarily come from ‘other assets, not equity
assets.”*® Mr. Adhia also confirmed that offshore
derivatives, such as P-Notes, are not affected by the
Protocol. According to Mr. Adhia, “P-Notes is a sep-
arate decision. It is not linked to the treaty.”*°

P-Notes are a type of offshore derivative instru-
ment issued by foreign institutional investors (FIIs)
with shares of Indian companies as the underlying
asset. P-Notes became a popular early investment
for managers that sought to gain exposure to Indian
equities, but wished to avoid market entry barri-
ers such as FII registration with the Securities and
Exchange Board of India (SEBI). Since 2007, SEBI
has introduced regulatory changes to restrict P-Note
investment while simultaneously easing restrictions
on FII registration.*'

Although these regulatory changes have caused
P-Notes to decline recently in popularity, P-Note
participation remains a significant source of indirect
Indian equity investment, because P-Notes allow an
investor to gain exposure to Indian-listed securities
without registering as an FII. SEBI refers to P-Notes
as offshore derivatives instruments because they are
issued and sold by FlIs to investors outside India
that are not known to SEBI and cannot be directly
regulated by SEBI.

Based upon Mr. Adhia’s statements, hedge funds
that gain short-term exposure to Indian equities
through P-Notes and other derivatives will not expe-
rience a new tax burden. However, Mr. Adhia’s state-
ments do not have the force of law and only reflect
the policy position of the Financial Services Secretary
at this time. The Indian government could reverse
this position in the future and take a more aggres-
sive position toward derivatives under the Protocol.
Furthermore, Mr. Adhia’s statements suggest that the



Indian government reserves the right to invoke the
General Anti-Avoidance Rule (GAAR) to determine
that a particular derivative instrument or transaction
was intended to avoid capital gains taxation under the
treaty.> GAAR is an Indian anti-tax avoidance regu-
lation intended to target transactions and structures
that have been designed to avoid Indian taxes. GAAR
will come into force on April 1, 2017.%3

Accordingly, taxation of derivatives remains an
open question. The Indian revenue department’s posi-
tion on derivatives may be clarified when the GAAR
and the Protocol come into effect on April 1, 2017.

Funds that invest primarily in debt instruments
may experience the least disruption. Interest income
and income from the sale of debt instruments in
India by Mauritius entities will become subject to
Indian taxation; however, the Protocol limits that
taxation to 7.5 percent.>*

Limitation of Benefit

Investors with investments or strategies that may
experience potentially higher Indian source state taxa-
tion should determine how to respond to the Protocol
in a manner that will reduce their tax risk from the
Protocol. In so doing, investors should be cognizant
of the potential application of the Limitation of
Benefit. All Mauritius entities will become immedi-
ately subject to the Limitation of Benefit rules and
may face losing beneficial tax treatment immediately
if they are deemed shell companies; that is, companies
that exist solely for the purpose of taking advantage of
the Mauritius DTAAs tax benefits.

The Limitation of Benefit provision found in
the Protocol is an anti-treaty abuse mechanism. The
provision denies an investor the benefit of the capital
gains transition period if the investor’s “affairs were
arranged with the primary purpose to take advantage
of the benefits [treaty].” To avoid the Limitation
of Benefit, a Mauritius investor must satisfy both
a “primary purpose test” and a “bona fide business
activities” test, and must prove that it is not a “shell
company” because its Mauritian operations are
more than negligible.”® Under the Protocol, to avoid
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“shell company” status, a Mauritian investor must
demonstrate that its total expenditure on operations
in Mauritius exceeds 1.5 million rupees (approx.
$43,000 USD) in the immediately preceding
12 months.*” However, many of the terms describing
a “shell company” for purposes of the Limitation of
Benefit are vague and will require interpretation, for
example, “no real or continuous business activities”
and “negligible business operations.”

The Protocol does not provide a procedure or
an enforcement mechanism for the Limitation of
Benefit, nor does the provision state which country
has authority over such determinations. Therefore,
the Limitation of Benefit will likely depend upon
cooperation from the government of Mauritius,
which has not released a statement regarding shell
companies and has a strong incentive to protect its
offshore fund industry. The Indian revenue depart-
ment has also not provided additional detail regard-
ing shell company status, and given Mauritius’
reputation as an offshore tax haven, India may take
the position that many funds that are structured as
Mauritius entities are shell companies subject to the
Limitation of Benefit.

For Mauritius entities that are not shell com-
panies, the tax loophole for interest and dividend
income will close on April 1, 2017, and income
derived from capital gains will be subject to the 50
percent transition period tax rate until March 31,
2019. Beginning on April 1, 2019, Mauritius enti-
ties must pay the full Indian capital gains tax.

How Will the Protocol Affect
Singapore Funds?

Singapore-based India-focused investors are in
even more confusing straits. The Mauritius DTAA,
as amended, will begin to impose source state capital
gains taxation on April 1, 2017. Therefore, due to
the manner in which the Singapore DTAA and the
Mauritius DTAA are linked, investors that are domi-
ciled in Singapore stand to lose their capital gains
tax benefits under the Singapore DTAA on April 1,
2017. It is not clear whether these investors would
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have the benefit of a transition period because, as
written, the Singapore DTAA does not explicitly
allow for a transition period.

Indian Finance Minister Arun Jaitley recently
acknowledged that the Singapore DTAA lacks clar-
ity regarding transition to source state taxation.
Indian Finance Ministry officials have stated that
India and Singapore will have to renegotiate the
Singapore DTAA in order to extend the principles
of the Mauritius DTAA, including the transition
period and grandfathering of certain capital gains, to
that treaty.®® Although the April 1, 2017, deadline
is fast approaching, there have been no formal dis-
cussions with Singapore yet. The Mauritius Protocol
took nearly 10 years to negotiate.*

Will Fund Managers Move?

India intended to remove Mauritius and
Singapore as tax efficient routes for foreign direct
investment into India and presumably contemplated
that investors would seek to relocate to the remain-
ing jurisdictions that have entered into bilateral tax
treaties with India and that offer advantageous tax
treatment of Indian investments. Recent statements
from Mr. Adhia confirmed that India is seeking to
renegotiate its bilateral treaties that call for home
state taxation of capital gains taxes, including the
Netherlands treaty, in order to close these tax loop-
holes.®® Concurrently with these statements, India
stated its renewed desire to enter into negotiations
with the Netherlands over its bilateral tax treaty.®'
Linkage of the Mauritius and Singapore DTAAs has
already closed capital gains tax waivers for Singapore
beginning April 1, 2017.

The Netherlands is now a strong alternative
domicile for India-focused managers seeking tax
efficiency. The Protocol will not affect the bilat-
eral tax treaty between India and the Netherlands
because that treaty is not linked with the Mauritius
or the Singapore DTAAs. Among other things, the
Netherlands treaty provides that capital gains derived
from the sale of equities (other than listed shares)
can be taxed in the source state only if the equities
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were 25 percent or more of the company that was
sold.®? All other capital gains are taxable only in the
home state.®®

Conclusion

Despite initial negativity from all investor classes,
it is clear that the effects of the Protocol will be most
pronounced on short-term equity investors, whereas
other classes of investors may experience little or no
impact. Given the exclusion of P-Notes, and Indian
taxation of capital gains from unlisted securities,
the Protocol may depress private equity and venture
capital foreign direct investment and simultane-
ously incentivize hedge fund long-term direct equity
investment and short-term equity exposure through
derivatives and P-Notes. Because the Protocol is
silent on important procedures, enforcement and
jurisdictional matters, the success of the Protocol
will depend upon the continued cooperation of
the governments of India and Mauritius. Mauritius
is likely to seek to protect its fund industry. Many
questions remain unanswered at this time, includ-
ing the status of derivatives and follow-on invest-
ments by private funds, as well as the future of the
Singapore DTAA. These questions may be answered
when the first phase of the Protocol, together with
the new GAAR, come into effect on April 1, 2017.

Nicholas S. Hodge is a partner, and David
R. McCandless is an associate, at K&L Gates
LLP, in Boston, MA, and Pittsburgh, PA respec-
tively. This article does not contain legal advice,
should not be relied upon, and does not create
a lawyer-client relationship, and readers should
consult with legal counsel in regard to particular
circumstances.

This publication is for informational purposes
and does not contain or convey legal advice. The
information herein should not be used or relied
upon in regard to any particular facts or circum-
stances without first consulting a lawyer.
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