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Subsidy received by Indian JV partner from
foreign JV partner for making investment in
the JV not taxable: Madras HC
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Summary

The Madras High court (HC) in a recent decision! has held that subsidy received from a
foreign joint venture (JV) partner to enable the Indian company to contribute its share in

the capital of the JV is a capital receipt and hence not taxable under the Act.
Facts of the case

e The Indian company (taxpayer) entered into a JV agreement with Royal and Sun
Alliance Insurance Plc (RSA), a UK-based insurance company. The JV was formed
for the purpose of entering the insurance market and was formed as a company.

e Under the JV agreement, the JV was to be funded in the following manner:

- RSA to contribute towards 26% shares of the JV

- The taxpayer to subscribe 50% shares of the JV

- Balance shares to be subscribed by one or more third parties to be mutually
agreed by JV partners

e Further, the JV agreement provided that if the taxpayer was required to further
infuse equity during the initially agreed payback period, RSA would compensate? the
taxpayer before the finalisation of the shareholder agreement.

e Pursuant to the above, the taxpayer received compensation from RSA amounting to
INR 2.11 crore. The taxpayer contended that the compensation was in the nature of
capital subsidy received for making investment in the JV.

e The tax officer treated the subsidy to be in the nature of revenue receipt and taxed
the same in the hands of the taxpayer.

e The Income Tax Appellate Tribunal (ITAT) confirmed the decision of the tax officer

and noted that the taxpayer failed to produce the basis of working of the

! Sundaram Finance Ltd v ACIT [2019] 104 taxmann.com 282 (Madras)
2 Amount of compensation was to be mutually agreed between the parties



compensation. The ITAT further held that the payment was made as consideration
towards broad clientele base, network, distribution technique and management

expertise of the taxpayer, and therefore liable to tax as a revenue receipt.
Taxpayer’s contention before HC

e The taxpayer indicated the terms of the JV agreement and contended that the
payment was to enable it to contribute to the share capital of the JV. It was also
pointed out that the tax officer in his assessment order had noted that the payment
was received for making investment in the JV. Thus, the taxpayer argued that the
compensation was a capital subsidy for making investment and accordingly should
not be taxed under the Act.

e Further, the taxpayer placed reliance on an Apex Court decision® where it was held
that voluntary subvention payment received from the parent company to its loss-
making subsidiary could not be treated as a revenue receipt. Thus, the taxpayer
argued that the amount received by it from RSA should not be treated as a revenue

receipt following the same analogy.
Held by the HC

e The HC observed that the Tax Department had failed to furnish evidence to show
that the capital subsidy received by the taxpayer during the year was diverted for
any other purpose. It thus concluded that the money was utilised for making
investment in the JV.

e As regards the observation made by the ITAT, the HC noted that the insurance
business of the JV had already started and no evidence had been brought on record
to suggest that the payment was made for any services rendered by the taxpayer.

e The HC noted that the tax officer had recorded that the amount was actually
invested in the share capital of the JV. Thus, it held that the amount received by the

taxpayer was a capital receipt and accordingly not taxable under the Act.
Our comments

Taxability of any amount received as a subsidy has always been a subject matter of
debate in various cases before the courts. The decision of the HC in the present case
should bring in clarity in those cases wherein the amount received as subsidy is utilised

towards capital contribution as agreed between the parties.

3 Siemens Public Communication Networks (P.) Ltd v CIT [2017] 390 ITR 1 (SC)
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