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Introduction

A Shareholder’s Agreement is a cornerstone document that governs the relationship between a
company and its shareholders. It outlines the rights, responsibilities, and obligations of each party,
providing clarity on issues such as share transfers, dividends, and dispute resolution. In India, the tax
implications of such agreements can have significant ramifications for both companies and
shareholders. These agreements, alongside related documents like share purchase agreements and
licensing agreements, are vital for ensuring compliance with Indian tax laws.

The Role of Shareholder’s Agreements in Indian Taxation

The Shareholder’s Agreement is not merely a governance tool; it also has implications under the Income
Tax Act, 1961. Tax liabilities often arise in the context of share transfers, valuation, and income
distributions. For instance, if a shareholder sells their stake, the capital gains tax comes into play.
Whether the gain is classified as short-term or long-term depends on the holding period of the shares,
affecting the tax rate.

A Shareholder’s Agreement may also specify the valuation method for shares during transfers. This
valuation is critical because under Indian tax laws, any discrepancy between the transfer value and the
fair market value (FMV) can attract taxation under provisions related to deemed income.
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Share Purchase Agreements and Their Tax Implications

The share purchase agreement is often a supplementary document to the Shareholder’s Agreement.
This agreement outlines the terms of buying or selling shares between parties. In India, share purchase
agreements are subject to stamp duty, which varies by state. Moreover, capital gains tax applies to the
seller, while the buyer may face tax scrutiny if the purchase price significantly deviates from the FMV.

When drafting a share purchase agreement in India, itis crucial to align its terms with the Shareholder’s
Agreement to avoid legal and tax disputes. For instance, the mode of payment specified in the
agreement, whether cash or consideration in kind, can have varying tax implications.

Taxation of Dividends and Shareholder Income

Shareholder income from dividends also attracts tax implications. While companies distribute
dividends from post-tax profits, shareholders are taxed on the received amount. However, the Dividend
Distribution Tax (DDT) was abolished in 2020, and now dividends are taxable in the hands of the
shareholders based on their respective income slabs.

A well-drafted Shareholder’'s Agreement ensures transparency in dividend policies, including their
timing and proportion, which aids shareholders in planning their tax liabilities effectively.

Licensing Agreements and Their Tax Connection

In addition to shareholder agreements, many businesses rely on licensing agreements to structure the
use of intellectual property, technology, or other resources. A license agreement governs the terms
under which a licensor grants rights to a licensee, often involving royalty payments. These agreements,
whether standalone or included within a shareholder agreement, have direct tax consequences.

The types of licensing agreements, such as exclusive or non-exclusive licenses, determine the
taxability of the royalties received. Under Indian tax laws, royalties are considered income and are
subject to tax deductions at source (TDS). Foreign licensors may also be subject to double taxation,
depending on the provisions of applicable Double Taxation Avoidance Agreements (DTAAS).

Integration with Shareholder’s Agreements

Sometimes, licensing agreements are incorporated into Shareholder’s Agreements when intellectual
property is a core asset of the company. For instance, a startup using patented technology might
include terms for licensing that technology in the Shareholder’s Agreement. This integration ensures
that all aspects of shareholder relationships and rights over intellectual property are governed
cohesively. However, doing so can complicate tax compliance, requiring careful alighment with the
Income Tax Act and GST provisions.
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Cross-Border Tax Implications

In India, Shareholder’s Agreements often involve foreign investors. These agreements trigger additional
tax considerations under international tax laws and treaties. For instance, capital gains earned by
foreign investors might be taxed differently, depending on the DTAA between India and the investor’s
home country.

Moreover, royalty payments under licensing agreements to foreign entities often attract withholding
taxes. Businesses must ensure these payments comply with domestic tax laws and applicable treaties
to avoid penalties.

Structuring Shareholder’s Agreements to Minimize Tax Risks

To mitigate tax risks, companies should structure Shareholder’s Agreements with precision. Clauses
related to share transfers, valuation, dividend policies, and intellectual property licensing should align
with Indian tax laws. A robust agreement ensures that parties understand their tax liabilities and
minimise disputes.

The use of templates, such as a shareholders agreement template in India, can provide a starting point.
However, these templates must be tailored to include tax-specific clauses to address the businesses
and its stakeholders’ unique needs. This is especially important for industries with specific licensing
requirements, such as pharmaceuticals or technology, where licensing agreements are integral to
operations.

Impact of Recent Tax Reforms

Recent reforms in India, including changes to corporate tax rates and the introduction of GST, have
altered the tax landscape for Shareholder Agreements. For example, the GST regime affects licensing
agreements, as royalties or fees for using intellectual property are taxable under GST.

Similarly, the removal of DDT has shifted the tax burden on dividends to shareholders, emphasizing the
need for well-drafted agreements that account for these changes. Shareholders and companies must
stay updated on tax reforms to ensure compliance and optimize their agreements accordingly.

Importance of Professional Guidance

Given the complexity of tax laws in India, businesses should seek professional guidance when drafting
Shareholder’s Agreements and related documents like share purchase agreements and licensing
agreements. Tax consultants and legal advisors can help identify potential risks and provide solutions
that align with regulatory requirements.



https://corpbiz.io/share-purchase-agreement

Conclusion

The tax implications of a Shareholder’s Agreement in India extend beyond capital gains and dividend
taxation. They encompass issues arising from licensing agreements, share purchase agreements, and
international tax treaties. By understanding these implications and incorporating tax-specific clauses
into agreements, businesses can ensure compliance while optimizing tax efficiency. Whether using a
shareholders agreement template in India or drafting a bespoke agreement, professional advice is
indispensable for navigating the complexities of Indian tax laws.

Connect with CorpBiz Legal Advisors www.corpbiz.io or at +91-9121230280.
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