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BO M BAY H IG H CO UR T Q UAS H ES 197 O R DER R EJECT IN G M AUR IT IUS TAX T R EAT Y BEN EFIT S

High Court sets aside section 197 order due to absence of prima facie evidence of tax avoidance
Rejects factors such as lack of business activities and administrative expenses as conclusive of
sham transactions
Holds that a detailed inquiry can be conducted during normal assessment
Directs refund of withheld tax subject to conditions for maintaining security
Recently, in Indostar Capital vs. ACIT1, the High Court of Bombay set aside an order passed by the
Indian tax authorities under section 197 of the Income Tax Act, 1961 (“ITA”), which denied benefits
under the India – Mauritius Double Taxation Avoidance Agreement (“Mauritius Treaty”) to a Mauritius
company which was selling shares of an Indian company under an IPO, on the grounds that the
concerned transaction was a sham and colorable device to avoid tax. In doing so, the Court
established that for the purpose of issuing a nil or lower withholding tax certificate (under section 197
of the ITA) (“197 Certificate”), the tax authorities are not required to conduct a detailed enquiry, and if
there was no prima facie evidence demonstrating that the transaction was a sham from its very
inception, the tax authorities could not reject the application.
BACKG R O UN D
Indostar Capital (“the Taxpayer”) is a private limited company incorporated in Mauritius. The Taxpayer
held a Category 1 Global Business License and a Tax Residency Certificate (“TRC”) issued by the
Mauritian authorities. It was incorporated as an investment holding company to promote an Indian
company named Indostar Capital Finance Limited (“IFCL”), and had raised capital from various
investors across the globe between 2011 and 2015 to acquire approx. 97.3% of the total share capital
of ICFL. In 2018, the Taxpayer proposed to dispose of approx. 1.85 crores of the IFCL shares for a total
consideration of INR 1058.68 crores through an IPO.
Under section 195 of the ITA, tax is required to be withheld at source on payments made to a nonresident (such as the Taxpayer) if they are chargeable to tax in India, and section 197 of the ITA
permits an AO to issue a certificate allowing for non-deduction of such tax or deduction at lower rates
in appropriate cases.
Thus, the Taxpayer made an application to its jurisdictional Assessing Officer (“AO”) in India for a 197
Certificate on the basis that no tax would be payable in India on the gains derived by it from the sale of
IFCL shares due to applicability of Article 13 of the Mauritius Treaty, and in the absence of any income
chargeable to tax, there could be no withholding tax.
The AO rejected the application of the taxpayer for nil withholding and instead passed an order
requiring the taxpayer to deduct tax at 7.73% on the entire amount, on the ground that the entire
transaction was not genuine and was a colorable device created to avoid tax liability, thereby denying
Mauritius Treaty benefits. The AO based his reasoning on the fact that the Taxpayer had not carried
out any other business transactions or commercial activities in Mauritius, had not maintained an
establishment nor had incurred administrative expenses in Mauritius, and had failed to produce TRCs
of its ultimate beneficiaries.
Aggrieved by the order of the AO, the Taxpayer filed a writ petition in the Bombay High Court. The
High Court accepted the Taxpayer’s contentions, quashed the order and directed the tax authorities to
release the withheld payment to the Taxpayer subject to certain conditions.
DECIS IO N O F T H E H IG H CO UR T
At the outset, the High Court settled that the proceedings under section 197 of the ITA could not
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conclusively decide the taxability of the receipts in the hands of the payee. Despite issuing a nil
withholding certificate, the tax authorities could nonetheless tax the income in the regular assessment
proceedings and conversely if a 197 Certificate was not granted the taxpayer could still contest the
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taxability of the income in the normal assessment.
Therefore, the court accepted the Taxpayer’s contention that at the stage of deciding whether a 197
Certificate should be issued, a detailed inquiry is not required and if the Taxpayer prima facie proved
its case, the tax authorities could not deny the 197 Certificate.
Thereafter, the High Court confirmed that it would prima facie appear that gains arising to the taxpayer
on sale of IFCL shares was not taxable in India. The court reached this conclusion on a reading of
Article 13, paragraph 4 of the treaty which states that gains arising to a Mauritius resident from the sale
of shares of an Indian company acquired on or before 31.03.2017 would only be taxable in Mauritius
and not in India under the Mauritius Treaty. It followed Circular 789 of 2000 (the “Circular”) issued by
the Central Board of Direct Taxes, to state that the TRC would be sufficient proof of residency in
Mauritius as well as for beneficial ownership of shares for obtaining treaty benefits, which is a position
indisputably settled by the Supreme Court in Union of India vs Azadi Bachao Andolan 2 (“Azadi
Bachao Andolan”).
On the question of genuineness of the transaction, the Court stated that the AO could reject the
application under section 197 only if he could prima facie demonstrate that the entire transaction right
from its inception was a sham and a colorable device created simply to avoid tax. For this it relied on
the decision of the Supreme Court in Vodafone International Holdings B.V. vs Union of India 3
(“Vodafone”) which has settled that tax authorities cannot go behind a genuine transaction to bring out
a supposed underlying substance of tax avoidance, but this did not override the power of the tax
authorities to question and discard the transaction if it was fraudulent or fictitious.
However, the Court observed that merely because the Taxpayer had not transacted any other
business, had no administrative expenditure or employment structure, it would not be sufficient by
itself to create a prima facie case of a fraudulent transaction, although such factors may be used to
establish that the transaction was a sham in the assessment proceedings. Thus, the Court quashed
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the order and directed the withheld tax to be returned. However, the Court recognized the difficulty to
recover tax from non-residents if it was determined payable in the normal assessment and thus ruled
that the withheld amount should not be released without adequate protection of recovery. To this end,
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the Court directed the taxpayer to (i) maintain shareholding in the Indian company equivalent to 200%
of the disputed tax amount as security against potential future tax liability until 31.12.2021 (i.e., until
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the extended date for completion of assessment proceedings for the relevant tax year); and (ii)
immediately inform the tax authorities if the value of the maintained shareholding dropped below
125% of the disputed tax amount, and provide additional security to the extent of shortfall below 200%
to the satisfaction of the tax authorities.
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Importantly, the High Court’s order brings greater clarity on the scope of a 197 Certificate, and the
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parameters that the tax authorities should keep in mind for issuing such orders. The High Court has
confirmed that only a preliminary examination of the genuineness of the transaction and the taxability
needs to be done for granting a 197 Certificate.
This becomes especially important since tax authorities may reject applications without sufficient
basis, even where a prima facie case has been made out by the applicant. Nil withholding certificates
become even more relevant in the case of M&A transactions, wherein to protect interests of the buyer
(or payor), detailed tax indemnity clauses and / or insurance with high premiums are typically sought. If
respected and implemented well, 197 Certificates may become more common in M&A deals, and this
decision would help bring relief and clarity on how withholding tax liabilities can be addressed in
cross border transactions.
On the other hand, High Court has recognized the need to secure interests of the tax department and
has posed conditions on the payee. While these conditions such as the requirement for the taxpayer to
maintain shareholding in the Indian company equivalent to 200% of the disputed tax amount as
security against potential future tax liability may be considered somewhat onerous and commercially
unfeasible, it relieves the buyer/ payor of its liability on account of non-withholding, and rightly shifts
the burden back on the taxpayer (who has the primary tax liability). This is helpful from the buyer’s
perspective, considering that in cases such as Vodafone, it is the payor / buyer against whom tax
demands have been raised for non-withholding, despite it not being its primary liability.
With respect to applicability of treaty relief, the decision of the High Court clarifies the current validity of
the Circular by accepting that the TRC would be sufficient proof for determining the status of residence
in case of Mauritius residents, which is a settled position.4 However, the High Court has reiterated the
caveat that a valid TRC does not prevent the tax authorities from conducting an inquiry in cases where
non-genuineness of the transaction can be established. These aspects have been considered by
Indian courts in the past. While in some of these cases the courts have relied on Azadi Bachao
Andolan and upheld the applicability of treaty benefits5, there have been a couple of cases where
treaty benefits have been denied.6 In this backdrop, the decision of the High Court in the present case

is welcome in as much as it lays down that factors such as the lack of business or commercial
transactions, administrative expenses and employment structure cannot be final and conclusive to
establish that a transaction is not genuine for denying treaty benefits. The High Court concludes that
while these factors may assist in arriving at a conclusion during normal assessment when a detailed
inquiry is made, they cannot be considered sufficient by themselves and the tax authorities would
need other material to demonstrate that the entire transaction is a sham to solely avoid tax.
Another interesting question which comes up is regarding the maintainability of the writ petition itself.
An argument raised by the tax authorities to challenge the writ petition was that the taxpayer had
alternate remedies in the form of revision of the impugned order under section 264 of the ITA, or the
filing of a return of income and claiming a refund. The Delhi High Court has dismissed a writ petition
filed against a 197 Certificate on this basis by stating that an alternate remedy by way of revision was
available to the taxpayer.7 While this remains the established principle, there have been instances in
similar situations where courts have however allowed writ petitions against 197 Certificates even
where an alternate remedy in the form of revision was available, based on specific facts and
circumstances of the case.8 The fact that the High Court in the present case did not even address this
argument and proceeded to decide the issue on merits, raises the question whether the Bombay High
Court has impliedly relaxed the rule for admissibility of petitions challenging 197 Certificates.
Therefore, while a challenge to the maintainability of writ petitions in such situations should be
expected from the tax authorities, this decision of the High Court may potentially be used as an
argument against such a challenge.
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