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CBDT clarification on characterisation of income on transfer of unlisted shares by Category I
and Category II AIFs registered with the SEBI

Taxation regime for Alternative Investment Funds

Under the provisions of the Income-tax Act, 1961 an investment fund established or incorporated in India and
registered with the Securities and Exchange Board of India (SEBI) as a Category I or a Category II Alternative
Investment Fund (AIF) is accorded tax pass through status, i.e., income of the AIF shall be chargeable to tax
directly in the hands of its investors. However, where the income of the investment fund is characterised as
income under the head “Profits and gains of business or profession”, the investment fund would be taxable in
respect of such income at the maximum marginal rate of tax.

Characterisation of income

There have been a host of judicial pronouncements on whether gains on transfer of securities should be taxed as
“business profits” or as “capital gains”. However, these pronouncements, while laying down certain guiding
principles, have largely been driven by the facts and circumstances of each case. The Central Board of Direct
Taxes (CBDT) had provided guidance (vide its Instruction: No. 1827, dated 31 August, 1989 and Circular No.
4/2007, dated 15 June, 2007) in respect of characterisation of gains as either capital gains or business income.
Subsequently, with respect to the characterisation of gains arising on transfer of unlisted shares, the CBDT had
issued an instruction dated 02 May, 2016 providing that income from transfer of unlisted shares, would be
considered under the head “capital gains”, irrespective of the period of holding. The CBDT, however, carved out
the following three exceptions for the Tax Officer to take an appropriate view on the characterisation of income,
if:

1. the genuineness of transactions in unlisted shares itself is questionable; or

2. the transfer of unlisted shares is related to an issue pertaining to lifting of corporate veil; or

3. the transfer of unlisted shares is made along with the control and management of underlying business.

CBDT clarification

The CBDT has noted that Category I and IT AIFs registered with the SEBI invest in unlisted shares of companies,
being new set-ups or start-ups, and to safeguard the interest of its investors, such AIFs may exercise some form
of control and management in the underlying business of the start-ups. Hence, based on representations
received in this regard, the CBDT has clarified that the exception relating to transfer of unlisted shares along
with the control and management of the underlying business as mentioned in the CBDT instruction dated 02
May 2016, would not be applicable to SEBI registered Category I and II AIFs only. Accordingly, gains earned by
the SEBI registered Category I and II AIFs on transfer of unlisted shares, even where the transfer is made along
with the control and management of the underlying business would be characterised as capital gains.

This is a welcome clarification, and will provide certainty on the taxability and pass through nature of the
income earned by Category I and II AIFs on transfer of unlisted shares, thereby reducing litigation exposure for
such AIFs.

If your interest lies in a specific area or subject, do advise us so we can send you only the relevant alerts. For any
additional information, please reach out to your PwC relationship manager or write in to
pwctrs.knowledgemanagement@in.pwc.com



With Best Regards
PwC TRS Team

About PwC

At PwC, our purpose is to build trust in society and solve important problems. We’re a network of firms in 157 countries
with more than 223,000 people who are committed to delivering quality in assurance, advisory and tax services. Find out
more and tell us what matters to you by visiting us at www.pwc.com.

In India, PwC has offices in these cities: Ahmedabad, Bengaluru, Chennai, Delhi NCR, Hyderabad, Kolkata, Mumbai and
Pune. For more information about PwC India's service offerings, visit www.pwe.com/in

PwC refers to the PwC International network and/or one or more of its member firms, each of which is a separate,
independent and distinct legal entity. Please see www.pwc.com/structure for further details.

©2016 PwC. All rights reserved

Follow us on Facebook, Linkedin, Twitter and YouTube.

© 2016 PricewaterhouseCoopers Private Limited. All rights reserved. In this document, “PwC” refers to PricewaterhouseCoopers Private Limited (a limited
liability company in India having Corporate Identity Number or CIN : U74140WB1983PTC036093), which is a member firm of PricewaterhouseCoopers
International Limited (PwCIL), each member firm of which is a separate legal entity

Our Tax & Regulatory Services

NOTE : If you wish to unsubscribe receiving communications, please send in a blank email as reply to this mail with subject line "Unsubscribe".



http://on.fb.me/ZeYMDE
http://linkd.in/186VxRE
http://bit.ly/Z1pmhr
http://bit.ly/1NslMrH
mailto:contact.dt@in.pwc.com
mailto:contact.idt@in.pwc.com
mailto:contact.tp@in.pwc.com
mailto:contact.regulatory@in.pwc.com
mailto:contact.mna@in.pwc.com
mailto:contact.tcdr@in.pwc.com
mailto:contact.tcdr@in.pwc.com
mailto:contact.fs@in.pwc.com

