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Settlement amount received by FIIs for giving up the
‘right to sue’ is not taxable under the Income-tax Act

Background



Recently, the Authority for Advance Rulings (the
AAR) in the case of Aberdeen Claims
1
Administration Inc. (the applicant) held that the
settlement amount received by Foreign
Institutional Investors (FIIs) who had invested in
the Indian company's shares/American Depository
Receipts (ADRs), for giving up the ‘right to sue’ the
Indian company, is a capital receipt. Such an
amount is not assessable as income because it
does not replace any business income. Therefore,
the settlement amount received by the applicant is
not taxable under the provisions of the Income-tax
Act, 1961 (the Act).

On 7 January 2009, the Chief Executive Officer
of Satyam submitted his resignation letter to
Satyam's board wherein he accepted that
Satyam's financial results were manipulated
over a period of years. Consequently, the
Aberdeen Investors disposed of Satyam
common stock and ADRs.



Subsequently, Aberdeen Claims Trust and
Aberdeen Claims Trust II (Claim Trusts) were
formed under Pennsylvanian laws, having the
applicant as the trustee of both the Claim Trusts
to investigate and prosecute the claims of
various Aberdeen Investors against Satyam.



On 17 November 2009, the applicant, as the
2
trustee of the Claim Trusts initiated legal action
against Satyam, in the United States District
Court for the Eastern District of Pennsylvania
(Aberdeen Complaint).



Thereafter, the Aberdeen Complaint was
transferred for consolidation (for pre-trial
purposes) with the Class Action, in a multidistrict litigation created in the United States

Facts of the case


In the case of Aberdeen U.S., during the
period of 2003-09, investment funds managed
by Aberdeen or its affiliates (Aberdeen
Investors) purchased the shares of Satyam
Computer Services Limited (Satyam) listed on
the Bombay Stock Exchange/National Stock
Exchange (common stock) and Satyam's
ADRs listed on the New York Stock Exchange.

_________________
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District Court for the Southern District of New
York (New York Court) to consolidate the
pending lawsuits filed against Satyam, in Class
3
Action .










In February 2011, Satyam executed and
entered into an Agreement of Settlement
(Class Action Settlement Agreement) with the
lead plaintiffs of the Class Action including the
applicant. Subsequently, the applicant filed the
second amended complaint in the New York
Court detailing the claims of the
applicant/Aberdeen Investors against Satyam.
On 21 March 2011, the New York Court
entered an order preliminarily certifying a class
for settlement purposes (Settlement Class) in
connection with the Class Action. The New
York Court also set forth the procedures and
deadlines for class members to request
exclusion from the Class Action Settlement
Agreement.

4

In October 2012, the applicant along with
Satyam and Citibank N.A., as its escrow agent
entered into an escrow agreement for the
transfer of the Aberdeen Settlement Amount to
an escrow.



The events leading to the settlement are similar
in the case of Aberdeen U.K.



A similar question was involved in the case of
5
Lead Counsel of Qualified Settlement Fund
(the QSF), wherein the AAR has analysed
various arguments relating to taxation of the
settlement amount received from Satyam and
PwC in similar circumstances.

AAR’s ruling


On 15 August 2011, the applicant filed a
request to opt-out/exclusion from the
Settlement Class before the New York Court.
In September 2011, the New York Court
passed its final orders and judgments
certifying the Settlement Class and approved
the Class Action Settlement.
In July 2012, the applicant entered into a
settlement agreement with, inter alia, Satyam
Computer Services Limited (Aberdeen
Settlement Agreement) in relation to the
settlement amount of USD12 million and a
supplemental consideration of USD1.5 million
(Aberdeen Settlement Amount). Subsequently,
the New York Court passed a consent order
stating that the applicant's request for
exclusion from the Settlement Class is valid
and exclusive to the Aberdeen common stock
investors.
On 24 August 2012, the applicant filed an
4
application for advance ruling in respect of the
taxation of the Aberdeen Settlement Amount
under the Act.

_______________
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In the case of the QSF, the AAR, among other
things, held as follows:


The settlement account received as per the
court order is not a periodical monetary
return. As it is against the surrender of 'right
to sue', it is neither linked with income
generating apparatus i.e. shares of Satyam,
nor related to any business activity carried
out by it.



Accordingly, the settlement amount has to
be characterised as capital receipt and
therefore, it falls outside the scope of
income chargeable to tax unless it is
specifically brought within the ambit of
income by way of specific provisions of the
Act.



Section 2(24) of the Act specifically
includes ‘any capital gains chargeable
under Section 45’ within the ambit of
income. A capital receipt would be
chargeable to tax only if it falls under
Section 45 of the Act (as capital gains)
though a capital receipt as such is not
6
taxable .



Section 6 of the Transfer of Property Act,
1882 (TOPA) states that ‘property of any
kind may be transferred, except as
otherwise provided by this Act or by any
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other law for the time being in force.’
Section 6(e) notes that ‘a mere right to sue
cannot be transferred.’


Therefore, a 'right to sue' is property and
thus a capital asset as defined under
Section 2(14) of the Act, but is not
transferable. There cannot be any transfer
of a ‘right to sue’ under Indian law and any
capital receipt arising from a ‘right to sue’
cannot thus be considered as a capital
gain under Section 45 of the Act.



In view of the Supreme Court’s decision in
7
the case of Mrs. Grace Collis , a ‘right to
sue’ can be considered for the purpose of
capital gains. This has been clarified by
the Explanation 2 to Section 2(47) inserted
by Finance Act, 2012 but effective from 1
April 1962.



However, the charging section and the
computation provisions under section 48
must go together. The Supreme Court in
8
the case of B.C. Srinivasa Setty , held that
the charging section and the computation
provisions together constitute an
integrated code. When there is a case to
which the computation provisions cannot
apply at all, it is evident that such a case
was not intended to fall within the charging
section.



The Supreme Court also held that none of
the provisions pertaining to the head
'capital gains' suggests that they include
an asset in the acquisition of which no cost
of acquisition at all can be conceived.



In the case of the QSF, it was held that if
the ‘right to sue’ is considered as a capital
asset covered under the definition of
‘transfer’ within the meaning of Section
2(47) of the Act, and its cost of acquisition
cannot be determined, the computation
provisions have failed and capital gains
cannot be calculated. Therefore, a ‘right to
sue’ cannot be subject to income tax
under the head 'capital gains'.



In the case of Aberdeen Investors, views
expressed in the judgment mentioned above
are reiterated since the relevant facts are
almost identical.



The nature of settlement agreement in the case
of Aberdeen U.S. and Aberdeen U.K. is the
same, and therefore, the view in the case of the
QSF is taken as in the case of Aberdeen U.K.



According to the ‘surrogatum principle’, the
character of receipt of an award of damages or
an amount received in settlement of a claim as
capital or revenue depends on what such an
amount was intended to replace. If the replaced
amount would not have been otherwise taxable,
the settlement amount may also not be taxable.
However, the ‘surrogatum principle’ does not
apply to amounts received in pursuance to a
fraud.



Further, in this case, two important facts are
noted. One, at the time of the investment in the
shares of Satyam, Aberdeen Investors were
registered as FIIs under the FII regulations with
the Securities and Exchange Board of India
(SEBI). FIIs were not carrying out any trade in
securities, and this position was settled by this
9
AAR in the case Fidelity Northstar Fund .



The facts of the present case also show that the
shares were purchased as investors and not as
traders. In their books of accounts also, the
shares have been treated as a capital
investment.



The CBDT Circular quotes three principles
laid down by the AAR in the case of the Fidelity
Group, in order to determine whether the
shares are held as an investment or as stockin-trade.



The first principle is how the shares were
valued in the books of accounts i.e. whether
they were valued as stock-in-trade or held as
an investment. In this case, the books of
accounts show that the shares were held as the
investment.

10
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The second principle is to verify whether there
are substantial transactions, their magnitude,
etc., maintenance of books of accounts and
finding the ratio between purchases and sales.
In this case, the shares of Satyam were
purchased, held as an investment and sold
only after the fraud became public.



The third principle suggests that ordinary
purchase and sale of shares with the motive of
realising profit would lead to an inference of
trade/adventure in the nature of trade. Where
the object of investment in the shares of
companies is to derive income by way of
dividends, etc. the transactions of purchase
and sale of share would yield capital gains and
not business profits.



This principle also suggests that in this case
the object of the investment is not to have
business profit because the shares of Satyam
were not being purchased and sold at regular
intervals.



The settlement amount is relatable to Satyam
shares i.e. if the shares would not have been
purchased, the question of class action or
‘right to sue’ would not have arisen. However,
this does not mean that the settlement arrived
with the approval of the U.S. Court is to
compensate the business receipt of Aberdeen
Investors.



The Aberdeen Investors entered into a
settlement agreement with Satyam considering
the time, effort and costs involved in litigation
and the agreement provided for a full, final and
complete resolution of all claims asserted or
which could have been asserted with respect
to the released claims.



The Aberdeen Investors fully, finally and
forever waived, released, discharged and
dismissed each and every of their legal claims
against Satyam and PwC. This was also
agreed on vice versa.



Consequently, the settlement amounts have
been received not as a part of the business
profit, or to compensate the future income, but
due to the surrendering of the claim against
Satyam and PwC. Even in accordance with the
‘principle of surrogatum’, such an amount is not
assessable as income because it does not
replace any business income.



Accordingly, it is concluded that the settlement
amount received by the applicant is not taxable
under the provisions of the Act.

Our comments
Recently, the AAR in the case of the Lead Counsel
of QSF held that the capital asset ‘right to sue'
cannot be transferred in terms of Section 6(e) of the
TOPA. Even if surrendering of the ‘right to sue’ can
be treated as transferable in terms of Section
2(47)(ii) of the Act i.e. transfer due to the
extinguishment of any rights, its cost of acquisition
cannot be determined. Accordingly, the
computation provisions fail, and therefore, the
settlement amount cannot be charged to tax under
Section 45 of the Act.
In the present case, the facts were similar and
therefore, the principles laid down in the above
case were reiterated. Further, it was held that the
settlement amounts have been received not as a
part of the business profit, or to compensate the
future income, but due to the surrendering of the
claim, and therefore, it is not assessable as
business income. Accordingly, the settlement
amount received by the applicant is not taxable
under the provisions of the Act.

© 2016 KPMG, an Indian Registered Partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG
International”), a Swiss entity. All rights reserved.

www.kpmg.com/in
Ahmedabad
Commerce House V, 9th Floor,
902 & 903, Near Vodafone House,
Corporate Road,
Prahlad Nagar,
Ahmedabad – 380 051
Tel: +91 79 4040 2200
Fax: +91 79 4040 2244
Bengaluru
Maruthi Info-Tech Centre
11-12/1, Inner Ring Road
Koramangala, Bangalore 560 071
Tel: +91 80 3980 6000
Fax: +91 80 3980 6999
Chandigarh
SCO 22-23 (Ist Floor)
Sector 8C, Madhya Marg
Chandigarh 160 009
Tel: +91 172 393 5777/781
Fax: +91 172 393 5780
Chennai
No.10, Mahatma Gandhi Road
Nungambakkam
Chennai 600 034
Tel: +91 44 3914 5000
Fax: +91 44 3914 5999

Delhi
Building No.10, 8th Floor
DLF Cyber City, Phase II
Gurgaon, Haryana 122 002
Tel: +91 124 307 4000
Fax: +91 124 254 9101

Mumbai
Lodha Excelus, Apollo Mills
N. M. Joshi Marg
Mahalaxmi, Mumbai 400 011
Tel: +91 22 3989 6000
Fax: +91 22 3983 6000

Hyderabad
8-2-618/2
Reliance Humsafar, 4th Floor
Road No.11, Banjara Hills
Hyderabad 500 034
Tel: +91 40 3046 5000
Fax: +91 40 3046 5299

Noida
6th Floor, Tower A
Advant Navis Business Park
Plot No. 07, Sector 142
Noida Express Way
Noida 201 305
Tel: +91 0120 386 8000
Fax: +91 0120 386 8999

Kochi
Syama Business Center
3rd Floor, NH By Pass Road,
Vytilla, Kochi – 682019
Tel: +91 484 302 7000
Fax: +91 484 302 7001

Pune
703, Godrej Castlemaine
Bund Garden
Pune 411 001
Tel: +91 20 3050 4000
Fax: +91 20 3050 4010

Kolkata
Unit No. 603 – 604,
6th Floor, Tower – 1,
Godrej Waterside,
Sector – V, Salt Lake,
Kolkata 700 091
Tel: +91 33 44034000
Fax: +91 33 44034199

The information contained herein is of a general nature and is not intended to address the circumstances of any particular individual or entity. Although we endeavor to provide accurate and
timely information, there can be no guarantee that such information is accurate as of the date it is received or that it will continue to be accurate in the future. No one should act on such
information without appropriate professional advice after a thorough examination of the particular situation.

© 2016 KPMG, an Indian Registered Partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG
International”), a Swiss entity. All rights reserved.

The KPMG name and logo are registered trademarks or trademarks of KPMG International.

© 2016 KPMG, an Indian Registered Partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG
International”), a Swiss entity. All rights reserved.

