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GROUP TAXATION REGIMES
1.  Group taxation regime and it’s rationale: 
1.1 Tax on income of corporates and the treating
 various members of the corporate as a unit of taxation are age old contemporary features of the world of  taxation and the tax policy of a nation. It is validly claimed that a corporate group comprising various business entities within it is an integrated economic unit. Sound economic policy would hence require that a corporate group should be taxed on its overall profits rather than taxing every constituent entity on basis of its individual profits which gives rise to tax distortions and inefficiencies.
1.2 This notion of treating a group of companies as a single taxation unit is based on the notion of tax neutrality. The issue arises as income tax law treats each business entity as an independent taxpayer as a result of which tax neutrality between different forms of organization within a corporate group is not available. 
1.3 This concept can easily be explained by way of an example. Let us say an hypothetical company has two business activities, (i) manufacture of  power generation equipment and (ii) turnkey execution of power projects. It could organize the business either by way of two Divisions or could incorporate two 100% Subsidiaries for each business activity. In case of  divisions, loss of one Division can easily be set-off against the profit of the other Division. Similarly, inter-division transfer of assets would not create any tax incidence as these events would be recognized as internal transactions of one single entity. But the second case involving the holding structure is placed at a disadvantage, notwithstanding the fact that the group as a whole operates the same two lines of business, just as in the first case. Consequently, it is argued that tax should be neutral towards the decision over which organizational form of the two should be chosen.
1.4 However, another valid manner of analysis is to postulate that the two forms of organization of the same parent stated above do not represent the same economic position of the group for a simple reason that while legally a Division of a parent can not be expected to have it’s liability or assets, a Subsidiary has limited liability and can afford protection from the potential creditors beyond it’s capital. This demonstrates that a corporation engaged in two separate business by itself and having these two business in separate Subsidiaries with a controlling holding company as parent will give rise to different economic results and can not be therefore similar legally and economically.

1.5 Hence, the neutrality argument is not decisive in its own terms. This explains why some countries have a group taxation regime while others do not. Apparently, whether a group taxation regime exists or not in a country is as a result of that nation's broad policy judgment and stance which is often a consequence of its economic and socio-political status.

2.  Historical evolution of Group taxation regime:

2.1 The idea of treating a corporate group as a single tax unit is as old as corporate income tax itself. Historically the concept was developed in a strange manner as compared to it currently being treated and formulated as National Policy. From the beginning of the 20th century, some jurisdictions started to recognize a corporate group as a single tax unit. It was initially a judge-made law that subsidiary was treated as a same taxable unit to be included within the profits/losses of the parent company. 
2.2 After the Second World War, a number of countries introduced group taxation regimes by codifying or modifying their respective corporation tax acts. Since 1990, legislative developments have continued and developed in conjunction with broader policy decisions on how the government takes its stance on economic concentration and business combinations given its respective budgetary implications and administrative complexities. As an example, in the late 1990s, many businesses moved to a holding structure when the Antitrust Law lifted its prohibition on the pure holding company and when corporate and labour laws were amended to enable corporate restructuring.
2.3  Important Definitions and Terminology:
2.3.1
Corporate Group : A group of business organizations connected 
through common control by way of shareholdings and / or other 
financial and managerial relationships.

2.3.2
Group Taxation regime :A set of rules that enables corporate 
taxpayers to compute the tax liability of related corporations on a 
consolidated or combined basis. The term is broadly defined to 
encompass not only full consolidation, but also transfer of particular 
tax attributes between the members of a corporate group. This 
definition follows the formulation in the directives, and might have 
been somewhat broader than its conventional connotation.  
Nevertheless, they succeed in providing essential information 
regarding the key elements in the special tax rules for corporate 
groups. Therefore, the discrepancy in terminology in this respect is 
not material enough to affect the scope.
2.3.3
Tax attributes: Various characteristics of a tax payer in computing tax 
liability, such as carryover losses, allowances and credits.
3.  Objectives & Benefits of Group taxation regime:
3.1 Under the concept of group taxation or tax consolidation, a group of related companies is permitted to be treated as a single taxpayer. The objective of group taxation is to reduce the effect that the separate existence of related companies may have on the aggregate tax liability of the group. Generally, the rules of group taxation:

(i) remove the need to recognize income and loss on transactions 
amongst companies within the group by providing for deferral until 
after the group is terminated or if the group member involved in 
underlying asset leaves the group and
(ii) permit the offset of losses of one group member against the profits of a related group member.
The rules may differ from country to country with respect to eligibility 
of subsidiaries which can be included in a group and type of taxes 
included under consolidation.
3.2 Benefits of group taxation:
3.2.1 Elimination of tax on intra-group transfers of assets:- Assets can be transferred between group companies without triggering tax on any gain. Since capital gains is tax free within the group, for large conglomerates movement of assets would aid internal restructuring of the business and the company would have the freedom to deploy or re-deploy the assets within the group without incurring any additional tax cost. Normally irrespective of group taxation regime, the intra-group transfer of assets are normally a tax exempt event with certain terms and conditions from one company to another within the group.

 In India such transfer normally gives rise to taxable event however it is tax exempt only if such transfer of asset intra-group is a transfer to a 100% subsidiary or from 100% subsidiary to a parent as provided under Section 47 of the Income Tax Act, 1961. 

3.2.2 Net Operating losses in companies can reduce the tax liability:- Losses in one group company can be set-off against profits in other group companies. Accounting Standard 21 (AS21) mandates consolidation of financial statements. The parent company is the only taxpayer and the tax is charged on the consolidated income of all the units of the group which is an algebraic sum arrived at after offsetting current profits and losses. This feature of tax benefit is established from the argument that division of a corporation and the subsidiary of the corporation may be treated alike for the purposes of taxation. Losses arising in a new division of a corporation is normally allowed and adjusted with the profitable operation and in the similar manner if the loss arises in a new business organized in subsidiary then that should be allowed against the profits of the parent company to reduce the overall tax burden of the parent.
3.2.3 Effective tax planning by way of income shifting:- For most jurisdictions 

without a group taxation regime, the policy direction is to disallow 
income shifting for tax purposes. Such income shifting between 
members of a group often meets with special scrutiny and would 
be 
subject to regulations. This comes in the way of effective tax 
planning 
and efficient deployment of resources in the absence of a group 
taxation regime. 
        The reason for this is that income shifting is unlikely to occur between unrelated corporations as it should be beneficial to both on a post-tax basis. Let us consider an example. Supposing Co. A has a profit of Rs. 100 and Co. B has sufficiently large carry forward loss and both are unrelated. The tax rate for both companies is 30%. After income shifting, Co. A's assets decrease by Rs. 70 (Rs. 100 less tax savings of Rs. 30) whereas Co. B's assets increase asymmetrically by Rs. 100 (as it has sufficient carry forward loss not leading to any tax payment). Obviously, this transaction is not beneficial to Co. A because it only loses by giving a benefit to the unrelated Co. B. Now, Co. B could compensate Co. A by paying a 'loss utilization fee'. However, for Co. A, such fee should be greater than Rs. 100 whereas for Co. B, it should be less than Rs. 100. As this is incompatible, it is impossible to find the right amount for the 'loss utilization fee' that would benefit both Co. A and Co. B
     But the situation is totally different if Co. A and Co. B are related corporations. It is unnecessary to pay the 'loss utilization fee' as they form one economic unit by shareholding. Consequently, the group can benefit from the tax savings which results in better utilization of resources and planning. This also explains why income shifting often occurs among related entities.
4.  Approaches to Group taxation regimes:

4.1 There is a range of options that represent different approaches to recognizing the economic integration of corporate groups in the tax system. In exploring what approach to take, each jurisdiction considers the tradeoff between the economic efficiency of better recognizing corporate groups as integrated economic units versus the complexity that could come with departing from the current approach of taxing corporations on a separate-entity basis. The two broad approaches are:

4.1.1
Fiscal Unity System: This is a consolidation system that taxes the 
members of a corporate group as if they were a single entity. Such 
systems effectively combine the profits and losses of the corporate 
group, provide consolidated treatment for other tax attributes (e.g. 
investment tax credits), and generally ensure there are no immediate 
tax implications from intra-group transactions (e.g. dividend payments 
and asset transfers).

4.1.2
Group relief system: This is a loss transfer system that generally 
preserves the separate identities of the members of a corporate group 
while allowing a member of the corporate group with a loss to transfer 
part or all of that loss to one or more profitable members of 
the same 
group. By applying one corporation’s loss against another’s profits, the 
total tax liability of the corporate group is reduced.

4.2 There are however substantial variations in the actual implementation of group taxation policies across jurisdictions. These differences can reflect policy choices regarding the degree to which group members should maintain their separate identities, as well as the specifics of each jurisdiction’s corporate tax system, and other factors such as corporate or constitutional law.

4.3 By way of an example, a case study on the group taxation regime and other similar methods available to corporate groups in Pakistan is given in Annexure I herein. Further, a summary of important criteria / attributes of group taxation regimes in a few other jurisdictions is given in Annexure II herein.

Also few cases demonstrating international jurisprudence on the subject may be worth noting as under:

4.3.1  Compensation of foreign losses in the case law of the Austrian Supreme Administrative Court (VwGH) 
This is the famous “loss-judgment” case of the VwGH concerning the treatment of foreign PE-losses incurred by resident taxpayers under a tax treaty that provided for the exemption method.

 In this ruling the Court for the first time rejected the symmetry principle of tax treaties and came to the conclusion - independently from Community law and only on the basis of the tax treaty in question - that foreign losses have to be offset against the taxable profits of the head office in the year the losses arise as tax treaties may only limit the right to tax under domestic tax law, but may neither generate a tax claim that did not otherwise exist under domestic tax law nor extend the scope of an existing tax claim. 

The second line of reasoning was based on the object and purpose of the tax treaty in question which according to the Court was the avoidance of double taxation or double non-taxation. Since in the case of losses no double taxation occurs in the year the losses arise they have to be deducted in Austria. Based on a teleological interpretation the Court further ruled that if the taxpayer is able to set off these losses against subsequent profits in the PE-state, these profits may only be exempt in the residence state to the extent that they are reduced by the loss carry forward granted in the PE-state. Thus, in order to avoid situations of double non-taxation the VwGH deduced a recapture mechanism from tax treaty law by means of interpretation.

4.3.2 Marks & Spencer case (2005)

The UK-based group sought to offset the losses incurred by subsidiaries in several EU-member states against the profits derived in the UK. As the UK group relief system only allowed for surrender of losses from UK resident companies, Marks & Spencer was denied the offset of the losses incurred in the non-resident subsidiaries. Even though the UK restriction was justified based on merits of the case (requirement to preserve a balanced allocation of taxing powers between the member countries; the need to prevent a double use of losses and the right to counter tax avoidance), the European Court of Justice ("ECJ") held that its objectives could be attained by less restrictive measures. The ECJ ruled that:

(a) Disallowance of use of foreign losses restricts freedom of establishment

(b) Restriction is justified …

i) … by the division of the right of taxation between Member States

ii) … to avoid the threat of double provision for losses

iii) … to avoid tax evasion

(c) But not when losses are final

4.3.3 Papillon Case (C-418/07 - Nov. 2008); Société Papillon and the French           tax  authorities

The French tax consolidation rules allowed a parent company to consolidate the profits and losses of all group companies and to be solely subject to corporate income tax for the total group result. All group companies were to be established in France. If companies were indirectly held by the parent company, the intermediate subsidiary was obliged to be part of the consolidation, and therefore be a French resident company. As a consequence, sub‐subsidiaries that were held through a subsidiary established in another EU/EEA Member State couldn´t be included in a French tax consolidation. The ECJ observed that the French provisions gave rise to an unequal treatment based on the place of the registered office through which a resident parent company holds its resident sub‐subsidiaries. As a result, the restriction on the freedom of establishment is not justified by the necessity of preserving the balanced allocation of taxation powers.

After the Papillon case, domestic tax consolidation in France is possible when a foreign subsidiary resides between the parent and the sub‐subsidiary.

4.3.4 Guardian Industries Corp. v. Commissioner 
This case concerns the extent to which domestic corporations, under the United States tax code, can claim tax credits for foreign taxes they have paid. In this case Guardian Industries Corp., a Delaware corporation, is the parent company of a group of subsidiaries in the United States which have elected to file a consolidated return. One of Guardian's domestic subsidiaries, Interguard Holding Corp. is the sole shareholder of the Luxembourg company Guardian Industries Europe, S.a.r.l. The question here is whether Guardian can claim a credit for certain foreign taxes paid by Guardian Industries Europe. 

The Court observed that United States taxation of the income of a disregarded foreign subsidiary does not depend on the provisions of foreign law as to which entity “earns” the income. Thus under an “earnings” regime the credit could be available even if there were no United States tax on the income giving rise to the credit. Hence, the Court, based on the text of the relevant regulations and the Luxembourg laws, decided that Guardian Industries Europe is the party liable for the tax under Luxembourg law, within the meaning of Treasury Regulations number 1.901‐2(f)(1), and, consequently, the Court of Federal Claims correctly held that the government was obligated to pay the refund.

4.3.5 Société de Gestion Industrielle SA (SGI) - Case Law C-311/08

In a significant judgment, the ECJ upheld Belgian tax legislation which taxed resident companies on gratuitous advantages granted to connected companies established in other EU Member States. The ruling, in this case, is very significant for the transfer pricing rules of the

EU Member States which treat the cross-border situations less favourably than similar domestic

situations. The ECJ concluded that in circumstances in the prevalent case, the Belgian tax rules at issue were proportionate and, subject to verification of the proportionality issue by the referring court in Belgium, such rules were justified and proportionate and were not precluded by Articles 43 EC and 48 EC.

This case generates a number of interesting insights into the development of the Court’s jurisprudence. First, the ECJ clarifies how the concept of preventing tax avoidance fits within the area of justifications. Second, the Court’s acceptance of the Belgian rules demonstrates that transfer-pricing rules that treat cross-border situations less favourably than similar domestic situations can continue to exist in the EU within the framework outlined in the judgment. Last, the Court gives further guidance on the justification based on the need to safeguard a balance in the allocation of taxing rights and to combat tax avoidance, taken together, and, in particular, on the importance placed on the principle of proportionality.
4.3.6 X Holding BV - Case Law C-337/08

X Holding BV, a company established in the Netherlands, held 100% of the shares in F, a Belgian resident company. X Holding and F applied to the Dutch tax authorities for recognition as a single tax entity. This application was refused by the Dutch tax authorities on grounds that F was not established in the Netherlands as Under Article 15 of the Dutch 1969 Law on Corporation Tax, both taxable persons had to be established in the Netherlands and more than one subsidiary could form part of the tax entity.

X Holding argued that the Dutch rules were incompatible with Articles 43 EC and 48 EC regarding freedom of establishment because they granted a tax advantage to a Dutch parent company which established a subsidiary in the Netherlands but not when a Dutch parent company established a subsidiary in another EU member state.

The ECJ observed that this different tax treatment of a parent company was liable to make the exercise of freedom of establishment less attractive and deter it from setting up a subsidiary in another member state. But it examined the issues under the concepts of comparability, proportionality and the obligations of the origin member state under EU law and concluded that the Dutch rules were not precluded by Articles 43 EC and 48 EC. This case thus demonstrates that the EU member states can retain group consolidation rules which favour domestic groups over those operating cross-border.

4.3.7 CIBA (Case C-96/08) 

CIBA was a Hungarian enterprise with a branch in the Czech Republic. CIBA was liable to pay vocational training levy (“VTL”) in Hungary and a similar tax under Czech domestic law in relation to the employees of that branch. CIBA argued that this double tax burden amounted to a restriction on its right of establishment. Furthermore, in relation to the workers employed in the Czech Republic, CIBA argued that it was unable to take advantage of certain concessions available under the Hungarian VTL regime which allowed CIBA’s gross liability to VTL to be reduced in situations where it organised practical training courses for its employees; it entered into training contracts for the benefit of its employees and/or it offered development grants to a higher education institution or vocational training institution.

The ECJ concluded that the Hungarian tax rules were precluded by Articles 43 EC and 48 EC (freedom of establishment) in situations where the Hungarian undertaking was prevented from benefiting from possibilities for reducing VTL in relation to its branch located in another member state.
5.  Operational Parameters of Group taxation regimes:
In a broad sense, in the jurisdictions that have group taxation regime, it is available only for a qualified group of corporations connected through high degrees of shareholding relationship. The key issues or the parameters involved are:

5.1 Eligible entity: In most cases, entities that are eligible for the regime are restricted to corporate taxpayers. In general, exempt and non-resident corporations are not eligible to be considered under the regime. Sometimes, the requirement is differentiated between a parent company and a subsidiary as under:
       (i) Eligible parent company:- The parent of a group must be the ultimate eligible parent company in the chain of companies in the group. This means that the parent must have equity stake in the companies forming the group (the percentage of the shareholding is decided by the State and varies). Most countries require the ultimate eligible company to be a resident of the country.
       (ii) Eligible subsidiaries:- Eligible subsidiaries include those companies directly or indirectly owned by the parent company which can be included in the group company. The subsidiaries allowed for group consolidation can be offshore as well if permitted by the group tax law in the country. Not all eligible subsidiaries need to be a part of the consolidated tax group.
5.2 Requisite stock ownership: As a test for determining which member belongs to the qualified group, all the regimes look at the ownership of shares. The consolidated tax group may include any and all eligible subsidiaries whose share capital has a minimum percentage ( varies from 50% to 100% in different countries) owned by the parent directly or indirectly through another group member.
5.3 Manner of election: In most jurisdictions, the regime is elective in nature i.e. taxpayers may request to have the regime apply to them either on an 'all-in' basis (e.g. Japan, Spain) where all eligible members of the group must join or on 'cherry-picking' basis where only some of the eligible members may join (e.g. France, Italy, Denmark, Netherlands, New Zealand). Once a method has been elected, there is generally a term for which it is applicable.
5.4 Range of Attributes: Apart from the use of current-year non-capital losses, there are a variety of other tax attributes which are integrated into such a regime though widely differing from jurisdiction to jurisdiction. These include other types of losses, investment tax credits, and deduction pools (e.g. capital cost allowance, expenditures on scientific research and experimental development).

5.5 Dual consolidation of financial statements:  A group company having residency in dual States will generate income/ loss in one or several of its companies on foreign shores. In such cases, the parent of the group company is allowed in certain countries (for e.g. France, Spain etc.) to consolidate the financial statements of all companies in the group including the foreign subsidiaries (the minimum shareholding criteria required in the foreign subsidiary may vary with each nation). 

All foreign corporation taxes are credit-able towards the Corporation Tax payable on the consolidated net taxable income in the country in which the tax is paid.

5.6  Filing of returns:-  
5.6.1 Separate Tax returns: Each group company must file tax returns on a 
separate  basis but is not required to pay the tax shown on the return.
5.6.2 Joint and several tax liability: In case this provision exists in the group tax law,  the group parent is legally obligated to pay the tax owed by the group. In the event the parent defaults on its tax obligation, the tax authorities may enforce an action against each group member for up to the amount of corporation tax and penalties for which the member would be liable had the company not been a member of the 
tax group.

5.7 Summary: To summarize, varying models/methods have been adopted by the taxing nations. There are a variety of ways to define a 'group' that qualifies for tax treatment as a single unit. Consensus focuses on shareholding ownership, but the threshold requirement ranges from 50% at the lowest to 100% at the highest. The scope of group taxation regimes in most cases is confined to resident entities. Hence, planning is still necessary for the broad range of corporations that fall outside the scope of the relevant regime. Such planning however can involve considerable complexity and high transaction costs.
5.8  Operational Process : Group taxation involves various steps to achieve the desired result.

(a)  Historical tax attributes of each member of the group is required to be analysed due to the fact that benefit of the Group taxation may not be made available to prior tax attributes (tax losses etc)

(b) Joining rules and required adjustments for entering into group taxation regime for unabsorbed depreciation, carried forward losses undistributed profits and resetting the cost of assets. 

(c) Exit and leaving rules for any company not being a part of the group tax regime .

(d) Exit History rules.


These steps involve computation of various tax attributes, adjustment to these attributes  at the time of entering the group and exiting the group.
      These adjustments rules are required when issue arises on consolidation as to what could be the cost of the assets for provision of depreciation on the assets of the subsidiary if purchase/acquisition cost of  the subsidiary's shares  is more or lower than the book value of the shares of the subsidiary. A consequential question arises as to what could be the cost of the equity which is  allowed for computing capital gain to a parent company when subsidiary leaves the group.             
 6.  International Dimension & Group Tax Implementation across countries:

6.1 As stated earlier, group taxation regime rarely goes beyond national borders with the scope being restricted to resident entities with the exception of a few countries such as Denmark, France & Italy. Policy-makers are generally hesitant to grant loss offset or deferral treatment to non-resident members of a corporate group as most regimes are elective as a result of which  taxpayers opt for their application only when there are losses and not when they expect increase in profits / efficiency as a result of consolidation.

6.2. There are other complex issues involved in applying group taxation regime to non-resident members such as relating to defining and determining  Corporate residence, Dual residents and foreign control.

6.3 Detailed requirements, consequences and implementation in a few selected jurisdictions is given in Annexure II herein.
7.  The Indian scenario:

7.1 The group taxation regime is absent in many countries including India. However, certain attributes of the Indian tax law has an effect similar to the group taxation regime in respect of intra-group transfer of assets, transfer of business losses and tax depreciation. 

7.2 As of now, some benefits of being a group are being conferred in the context of holding/subsidiary relationships as regards to taxation of capital gains. Whenever there is a transfer of assets from a parent company to a subsidiary, the same is not treated for the purpose of capital gains tax, provided that the subsidiary is 100% owned by the parent company. Similarly, transfer of assets from a wholly owned subsidiary to a parent company is exempt from capital gains tax.

7.3 Under Indian tax laws, each legal entity is a distinct taxpayer and the taxable profits / losses of each such entity are computed and assessed separately. Hence, it is statutorily not permissible to offset the business loss of a member of a corporate group against the profits of another member of the same group even in cases of 100% holding - subsidiary relationship. However, the tax law provides for exceptions in the form of qualifying amalgamations / mergers, demergers, business succession, succession by inheritance / demise whereby business losses and unabsorbed tax depreciation are allowed to be setoff subject to various conditions specified in the relevant sections of the tax law.

A recent judgement of Authority for Advance Rulings (AAR) in India, although not fully convincing, be noted as under:

7.4 Orient Green Power Pte. Ltd., A.A.R. No. 973 of 2010 dt. August 14, 2012

The applicant is a company incorporated in Singapore. It holds 99.61% of the share capital in Orient Green Power Ltd., a company incorporated under the Companies Act, 1956 which is hereinafter referred to as OGPL India. The applicant also holds 49.75% of the share capital in Bharath Wind Farm Limited, (BWFL India, hereafter) a company incorporated under the Companies Act, 1956. The balance 56.25% shares in BWFL India is held by OGPL India. According to the applicant, it has transferred its 49.75% shares held in BWFL India, to OGPL India without consideration. The transaction is evidenced by a memorandum of gift dated 30.01.2010. The applicant contended that as the transfer was effected before the coming into force of section 56(2) (viia) of the Income-tax Act, the transaction was not taxable under the Act in terms of section 45 of the Act read with section 48 of the Act, since the transfer was one without consideration. The transaction which was a gift, was also exempted from the operation of section 45 of the Act, by virtue of section 47(iii) of the Act.

AAR observed that in  the context of section 47(i) and (iii), this gift referred to therein, is a gift by an individual or a Joint Hindu Family or a Human Agency. Section 47(iii) speaks of ‘any transfer of a capital asset under a gift, or will or an irrecoverable trust’. Execution of a will involves a human agency. Cannot the expression gift take its colour from a will with which it is juxtaposed, especially in the background of clause (i) of section 47 and clause (ii) which earlier existed. A gift by a corporation to another corporation (though a subsidiary or an associate enterprise, which is always claimed to be independent for tax purposes) is a strange transaction. To postulate that a corporation can give away its assets free to another even orally can only be aiding dubious attempts at avoidance of tax payable under the Act. This is all the more so since section 47(iv) and section 47(v) specifically provide for covering cases of transfer of capital assets by the parent company to the subsidiary and by the subsidiary to the holding company and the other sub-clauses deal with amalgamation, demerger and reorganization of business and so on. It is possible to say that a gift of shares held in a company by one company to another company would not fall under section 47(iii) of the Act. Senior counsel sought to counter this approach by pointing out that clauses (iv) and (v) deal with transfers for consideration whereas clause (iii) deals with transfers without consideration and that there was no warrant for whittling down the sweep of clause (iii) of section 47. However, AAR declined a ruling as the genuineness and validity of the transaction is for the AO to decide.

7.5 In the context of group taxation, it is important to note that Indian tax law provides for transfer pricing regulations relating to allowability of expenses arising from related party transactions i.e. between a domestic associated enterprise and a foreign associated enterprise. Such transactions have to stand the test of arm's length conditions. Similarly, transactions between two or more domestic associated enterprises are also now covered under transfer pricing regulations and are subject similar tests.

7.6 
Section 92A of the Income Tax Act, 1961 defines Associated Enterprises as well as deemed Associated Enterprises. Accordingly, Associated Enterprises includes: (i) An Enterprise which participates directly or indirectly or through intermediary/ies in management or control or capital of other enterprise, OR (ii) Where one or more persons participate directly or indirectly or through intermediary/ies in management or control or capital of two enterprises, these two enterprises are Associated Enterprises, and (iii) includes deemed Associated Enterprises where the various criteria listed therein are satisfied. Sections 92B & 92BA define international and specified domestic transactions respectively. Section 92C provides for the computation of arm's length price. 
       The application of these set of conditions involves a complex and often judgmental analysis of the transactions involved and leads to varied views of their applicability or otherwise causing inevitable litigation. Adoption of a group taxation regime would go a long way in mitigating these issues in a number of cases where Associated Enterprises and deemed Associated Enterprises (where control through shares / voting power is exercised) would qualify under the group taxation regime.
7.7 A resident of India that derives income from a non-tax treaty country is eligible for a credit for the foreign income taxes paid. The credit is granted on a country-by-country basis and is limited to the lesser of the tax on income from the foreign country concerned or the foreign income tax paid on the income. Most of India’s treaties grant relief from double taxation by the credit method or by a combination of the credit and exemption methods.
ANNEXURE I: CASE STUDY: PAKISTAN GROUP TAXATION REGIME

In Pakistan, corporate groups have three methods available to achieve the objectives and benefits of group taxation. These are: (i) Group Taxation Regime, (ii) Group Relief, and (iii) Non Recognition Rules for Restructuring.

1. GROUP TAXATION REGIME:

The concept of Group taxation was introduced in Pakistan through introduction of Section 59AA in  the Income tax Ordinance, 2001. Salient features / attributes are:

1. 1 The law allows holding companies and its 100% owned subsidiaries an option to be taxed as one fiscal unit

1. 2 In order to avail the option the  group comprising of the holding company and its 100% owned subsidiaries are required to submit a group return of income

1. 3 The return is to be filed in the name of the holding company declaring the consolidated income of itself and its subsidiaries and accompanied by consolidated financial statements
1. 4 The option for group taxation is irrevocable, i.e. once opted, the holding company and its 100% owned subsidiary would have to continue to be taxed as one fiscal unit
1. 5 Exit from Group Taxation : Divestment by the parent company of its shareholding by any extent will render the subsidiary ineligible for group taxation as the holding companies shareholding would fall below 100%
1. 6 Prior losses and Depreciation : The relief under group taxation would not be available to losses (including unabsorbed depreciation) prior to the formation of the group/ exercise of option for group taxation
1. 7 The option of group taxation shall be available to those group companies which comply with such corporate governance requirements as may be specified by the Securities and Exchange Commission of Pakistan ('SECP') from time to time and are designated as companies entitled to avail group taxation
2. GROUP RELIEF:

The concept of Group Relief was introduced through Finance Act, 2004 however, the said section has undergone major change and was completely substituted through Finance Act, 2007. Its salient features are:

2. 1 The concept of Group Relief allows group companies to absorb each others losses subject to certain conditions without opting for being taxed as one fiscal unit

2. 2 Losses can be surrendered by - 
(a)  A subsidiary to its Holding company 
(b) A subsidiary to another subsidiary of its holding company

2. 3 Assessed losses other than capital losses and brought forward losses can be surrendered

2. 4 The loss surrendered is permitted to be offset against “business income” of the tax year
2. 5 If loss surrendered cannot be fully offset in that tax year then it can be carried forward for offset against the next two tax years “business income”

2. 6 Loss surrendered by a subsidiary company that remains unabsorbed will revert back for offset against its income within the remaining period that the loss remains available as per law.

2. 7 Eligible minimum shareholding of holding company in the subsidiary company is 55% or 75% dependant on whether any company in the group is listed or not

2. 8 The Group Relief available in the shape of surrender and absorption of losses is available subject to certain conditions which are as follows:
2.8.1 
Continued ownership for five years of the minimum share capital of the subsidiary company
2.8.2 
Company within the group engaged in the business of trading not entitled to avail group relief 
2.8.3 
In case none of the companies in the group is listed, the holding company to get itself listed within three years from the year in which loss is claimed
2.8.4 
The group companies are locally incorporated under the Companies Ordinance, 1984
2.8.5 
Surrender and claim of loss must have approval of the Board of Directors of the respective companies
2.8.6
The subsidiary company continues the same business during the period of three years 
2.8.7
All companies to comply with corporate governance requirements of SECP and are designated as companies entitled to avail group relief

2. 9 Other Features
2.9.1 
Loss claiming company is permitted to transfer cash to the loss surrendering company equal to the amount of tax payable on the profit which has not been paid due to availing of group relief.
2.9.2 
The transfer of cash is not recognized as a taxable event in the case of both companies.
2.9.3
The transfer of shares between companies and the shareholders in one direction would not be regarded as a taxable event if the transfer is to acquire share capital for formation of the group and such transfer is duly approved by SECP or SBP as a case may be. 

2. 10 Choice of option – Group Taxation or Group Relief
The choice of opting for group taxation or group relief would largely depend on the objectives of the companies desiring to avail the tax benefits. The choice may vary from one case to another depending on the peculiar situation of each case.

3. Non Recognition Rules for Restructuring Transaction:

Section 97 of Income Tax Ordinance, 2001 provides that no gain or loss shall be taken to arise i.e. non-recognition of gain / loss when a resident company disposes off its assets to another resident company. However, to avail this benefit the following conditions must be satisfied:

3. 1 Both companies belong to a wholly-owned group of resident companies at the time of the disposal;

3. 2 The transferee must undertake to discharge any liability in respect of the asset acquired; 

3. 3 Any liability in respect of the asset must not exceed the transferor’s cost of the asset at the time of the disposal;

3. 4 The transferee must not be exempt from tax for the tax year in which the disposal takes place;

3. 5 The asset will be treated as having the same character as it had in the hands of the transferor;

3. 6 If the transferor has any unabsorbed depreciation / amortization, immediately before disposal, in respect of assets transferred, the transferee company can claim the unabsorbed amount as a deduction allowed, so however that such amount shall be considered last;

3. 7 The assets shall be transferred in case of depreciable/amortizable assets at the WDV of the assets or intangible, in case of stock in trade at the fair market value and in the case of any other assets at the transferor’s cost at the time of disposal;

3. 8 In the case of restructuring where assets like land, building and other fixed assets are move from one entity to another, the assets may be transferred  at fair market value which increases the overall value of the company.
3. 9 A new Section 97A was inserted through Finance Act, 2007 which primarily had all the characteristics that are their in Section 97. However, this section is far more wider in scope and provides much more flexibility for restructuring. This section provides that no gain or loss shall be taken to arise on the following:

i. any disposal of asset from one company to another

ii. issue, cancellation, exchange or receipts of shares

provided it takes place under a scheme of arrangement and reconstruction under the various provisions of the Companies Ordinance, 1984 or the Banking Companies Ordinance, 1962 and the scheme of arrangement should be approved by High Court or SECP as the case may be. 

Section 97A provides for more flexibility for restructuring for the following reasons:

3.9.1
There is no conditions that be companies involved in the reorganization be wholly owned companies, which  is a prerequisite for Section 97.
3.9.2 
It provides protection to any resultant gain of the transfer of shares among the shareholders as a result of restructuring of the group
3.9.3 
In both the provisions for tax purposes the value of the asset or share is recognized at the cost prior to the restructuring
3.9.4 
Therefore, affectively it is a deferment of the gain and the resultant tax exposure on such gain. Any subsequent sale of the asset or shares by any member or company to a third party would trigger taxation
3.9.5 
The gain will be calculated as the difference between the fair market value at the time of sale and the original costs recognized for tax purposes at the time of transfer of assets/shares on restructuring.

ANNEXURE II: GROUP TAX IMPLEMENTATION ACROSS COUNTRIES

	REQUIREMENTS
	France
	Germany
	Italy
	US
	UK

	Eligible parent company
- Domestic corporation
- Domestic flow-through partnership
Must be the ultimate eligible parent company in the chain
	Yes
No

Yes
	Yes
Yes

No
	Yes
Yes

Yes
	Yes
No

Yes
	Yes

  No
No

	Eligible subsidiaries
- Domestic corporation
Group Must include all subsidiaries
	Yes

No
	Yes

No

	Yes

No
	Yes

       Yes

	Yes

Requirements

differ with nature of relief claimed

	Requisite stock ownership
- Required percentage ownership by value 
- Required percentage by share capital
- Required percentage ownership by vote
- Required percentage of profits and assets 
	95%
95%
95%
95%
	-
-
50%
-
	-
50%
-
-
 
	80%
-
80%
-
	Requirements

differ with nature of relief claimed



	CONSEQUENCES
	France
	Germany
	Italy
	US
	UK

	Elimination of intergroup transactions 
	Yes
	No
	No
	Yes
	VAT groups only

	Losses  from a pre-consolidation period of a group member
- May offset consolidated income of the group
- May offset the member’s income when separately calculated
	No
Yes
	No
Yes
	No
Yes
	No
Yes
	No
Yes

	FILING OF RETURN AND PAYMENT OF TAX

Tax Return 
- Group members file separate income tax returns 

- Parent files single tax return
	Yes
	Yes
	Yes


	Yes, except VAT
	Yes

	Joint and several tax liability
- Group members are jointly liable for entire tax


	No 
	Yes
	Yes
	Yes
	No, except for VAT  groups

	IMPLEMENTATION 
Automatically granted upon filing
	Yes
	Yes
	Yes
	Yes
	No subject to permission 


