= YOURSTORY

[ YS DECODES ]

IT Dept says Flipkart's discounts are capital expenditure;
will that affect you?

By Radhika P Nair | January 26, 2018
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The Income Tax Department ruling that Flipkart's discounts should be considered capital
expenditure could have ramifications beyond Flipkart, and even the ecommerce industry, but only if

it is upheld at the next levels of appeal.

It seems it is not just the media and industry watchers who are scratching their heads wondering
when ecommerce companies will turn profitable. The Income Tax Department would also like these

firms to become profitable, if we go by a recent The Economic Times report that says Flipkart has

lost an appeal against the department classifying discounts as capital expenditure.

Flipkart, along with most other ecommerce firms, classifies discounting under revenue expenditure,

which means it can be fully tax deducted the year the costs were incurred. If discounts are
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then that is subject to 30 percent tax.

The contention, as per this report, is that a company making such heavy losses cannot justify the

ever-growing valuation and the attempt, with this ruling, is to show Flipkart is actually profitable.

Flipkart did not respond to an email query.

Why the confusion

Now, if this is what the Bengaluru IT Department contends and it has been upheld by the

Commissioner of Income Tax (Appeals), Bengaluru, won't this set a precedent?

——
"Theoretically this will have an impact on all businesses that use
discounts to create market share. It should then have an impact on
Reliance Jio also. Infact, Jio has actually been able to create market
share and brand with discounts,” says Alok Patnia, tax expert and
Founder of taxation, company law and regulatory service provider
Taxmantra.
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raised funding, says a person who has direct knowledge of the developments. “The investors also
agreed to this view. But for accounting purposes, these companies have shown discounting as

revenue expense. This is what the IT Department has an issue with,” says this person.

Reports say the IT Department has made a similar ruling in the case of Amazon, and that the appeal
process is on. “We have been told this Flipkart ruling does not affect us as of now,” says an Amazon
executive, who spoke on condition of anonymity. Amazon declined to share comments for this

story.

What about offline discounts?

The difference between ecommerce firms and offline retailers is that the latter don't position
discounting as a brand building or market share capturing exercise. Typically, sales events in offline
stores are seen as end of season stock clearance discounts. However, many offline retailers have
taken a leaf out of e-tailers’ books and are using sales events to capture market share. BigBazaar's

ongoing Republic Day ‘Sabse Sasta 5 Din’ is a case in point.

So, will the taxmen go after Jio, Future Group and others in the future?

——
“Highly unlikely. Flipkart could use this as a defence. But | don't think
tax authorities are going to go after these companies just because of
that. Of course, if Flipkart does not win next round of appeal it could
create precedent,” says an accounting consultant, who spoke on
condition of anonymity as he had not seen the details of the ruling.

Impact on others

While Amazon seems to be in the IT crosshairs, other ecommerce firms are watching the
developments closely. An ecommerce entrepreneur YourStory spoke to says he is still trying to

understand the ramifications and whether he needs to be worried.

Others say they are a pure marketplace and so are not concerned.
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that is along-term sustainable way to grow a platform. Discounts need
to make economic sense as a pricing tool for individual seller

partners. All GMV numbers for internal measurement and commissions
reported in our filings at LimeRoad are recorded post any discounts
applied by sellers,"” says Suchi Mukherjee, Founder and CEO of fashion
portal LimeRoad.

Will this stick?

For the IT Department, the trouble is even if discounts are considered as capital expenditure,
Flipkart's balance sheets might not show a profit as the losses are much higher than the discounts.
“The ruling will most likely not result in immediate action. The companies will have losses carried
forward from previous years, so they can set off the tax with losses from previous years. Of course,

the Department can scrutinise balance sheets of earlier years as well,” says Taxmantra’s Alok.

Flipkart has the option to appeal before the Income Tax Appellate Tribunal, and then the High Court

and Supreme Court. “The whole appeal process will take a lot of time,” says Alok.

The ruling most likely won't stick during the higher level of appeals, say experts. This is because it
has been held that the business owner can decide the type of expense, says Alok. “The concept of
deferred expenses was removed several years ago, and our view is that the IT Department should

be aligned with that, with homogeneous treatment across industries. There is no reason to

differentially treat online commerce,” says Suchi.

The issue is that at the first level, it is completely up to the assessment officer. “When companies
are finalising their accounting, they think through the policies before auditing. Then they have to
stick to the decision every year. But accounting policies are open to judgement, and the tax officer

is free to take a call on this,” says the accounting consultant quoted earlier.

Flipkart, with its deep pockets, can afford to employ top experts and lawyers to fight its cases. For

once, other ecommerce firms will be hoping that Flipkart emerges the winner.
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Here's why Flipkart investors Tiger and SoftBank are
settling on Walmart over Amazon

By Radhika P Nair | May 7, 2018
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Even as the Indian startup ecosystem awaits confirmation of the mother of all deals, YourStory takes

a closer look at why Flipkart investors are leaning towards Walmart instead of Amazon.

The Walmart-Flipkart deal is the most anticipated and will be the biggest so far in the Indian startup
ecosystem and if sources are to be believed we could hear some announcements in the next few

days. That is if all goes well.

Here are the details so far: Walmart and Flipkart have signed a sort of agreement or term sheet last
week. “Just a week before that Amazon made an aggressive bid for Flipkart. So until early last week,
Flipkart investors were not biased towards one over the other,” said a person with knowledge of the

discussions, who spoke on condition of anonymity.
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Alphabet, which is directly competing with Amazon in areas like voice-based home assistants, will

co-invest with Walmart, said the sources.

Another source said secondary shares will be bought at a lower valuation of around $15 billion,
while primary shares will be bought at a valuation of around $20 billion. As has been reported
Flipkart has bought out numerous small shareholders in its bid to bring the number of shareholders

to under 50 to ensure it becomes a private limited company in Singapore ahead of any deal.

While Walmart was the only suitor initially, Amazon’s aggressive late bid might have ensured the
former fast-tracked its due diligence process. While it has been reported by other publications that
SoftBank is the only investor keen on Amazon, the first source quoted earlier in the article says

Tiger Global was also leaning towards Amazon initially.

Tiger Global, which manages both private equity and public equity funds, has invested through the

latter in Amazon. “If an Amazon-Flipkart deal was straightforward it would have been the more

beneficial one for Tiger. Lee (Fixel, Head of Tiger) wanted Amazon. For SoftBank too, as they are

also keen on a stake in Amazon. Neither wants a stake in Walmart,” said one of the sources.

Which is why both Tiger and SoftBank will exit completely, netting handsome returns on their

investments.

Both the Founders of Flipkart, Sachin Bansal and Binny Bansal, will exit the company, according to
the two sources. “The investors want both to exit. Kalyan (Kalyan Krishnamurthy, Flipkart's CEO) will

stay on. He is not going anywhere. He is not going back to Tiger,” said one of the two sources.

The other added:

—
Walmart will need Kalyan to run the show. It will all collapse without him.
Almost the entire professional management at Flipkart will also be
retained. No management level changes are expected in the next 18
months,"” said a person with knowledge of the deal discussions.

However, another source said Binny could stay on for sometime and that details are still being

worked out.
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Sachin Bansal (L) and Binny Bansal, Founders of Flipkart

Also the companies will have to go to the Competition Commission of India (CCl) for approval.

“Unlike an Amazon-Flipkart deal, the Walmart one might not bring CCl scrutiny. However, their
legal advisors will ensure they get the CCl clearance before announcing the deal. They haven't
taken this step yet,” said one of the sources quoted earlier. This is what could delay the

announcement.

Another reason for the Amazon preference is the bigger market share the combined entity would

command. The Walmart deal does not bring any market share benefits.

Walmart and Amazon declined to comment when contacted, while Flipkart, Tiger Global and

SoftBank have not responded to emails until the time of publishing.

Then why Walmart over Amazon?

One reason is that despite the “aggressive bid”, Amazon is not seen as a serious bidder. “How can
Amazon make a meaningful offer without doing proper due diligence? For proper due diligence
they will need full access to Flipkart's data. Why would Flipkart give that?” asked K Ganesh, serial

entrepreneur and investor.

Also an Amazon deal would open a Pandora’s box of problems. Such a deal would definitely not

easily pass CCl scrutiny, since such a combined entity will lord over 80 percent of the ecommerce
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operates in the country. Flipkart's team and operations network are what will be used even after the
acquisition. That will not happen in case of an Amazon deal. Amazon too has built a highly effective
management team and has sunk capital into building infrastructure across the country. There will

be integration issues.

A Walmart deal is better for Indian ecommerce industry, said Pankaj Makkar, Managing Director at

Bertelsmann India Investments.

|

Like in China, India also needs two ecommerce players. A Walmart deal
will ensure there are two players (second player being Amazon),” he
said.

Further, a source said, Flipkart's investors do not foresee offline retailers creating too many
problems with a Walmart-Flipkart deal. “The market share doesn’t change. Also, Walmart is known
to focus on profits and sustainable business rather than heavy discounts-led growth. So that's good

for other retailers,” a source said.

Not easy-peasy for Walmart

However, this is an optimistic view, feels K Vaitheeswaran, ecommerce pioneer and author of
Failing to Succeed: The story of India’s first e-commerce company. “The government has not
allowed FDI in any form of multi-brand retail. Online retail has been breaking the law and getting
away with it. Offline retailers have not been able to raise international funding all these years and
were waiting for a change in law. Many of them would have seen Walmart as a natural investor for
them. Instead of that happening, Walmart is investing billions into Flipkart. They will be up in arms,”
predicted Vaitheeswaran, who has been vocal in his criticism of the discounting-led, GMV-focused

business model of ecommerce players.

YourStory had, in an earlier article, highlighted the FDI challenge that Walmart will face once this

deal happens.

Apart from that, Walmart will get a strong foothold only in a tiny chunk of the overall Indian retail
industry, said Vaitheeswaran, despite spending billions to acquire Flipkart. Compare the $16 billion
(roughly) that Walmart will spend to acquire Flipkart with the $3 billion (again roughly) that Amazon

has so far spent in India to become a strong player. For Walmart, India’s larger retail market is the
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The other challenge is at the investor level. It doesn’t look like all of Flipkart's investors are keen on
exiting. This could pose issues in the future. Financial investors will want to maximise growth in the

short term to ensure high-exit valuation.

Walmart, on the other hand, would have a long-term view and strategy. Also, remaining investors
won't get the benefit of open price discovery when they are ready to exit as Walmart will be the

only buyer for their shares. This could be why Walmart is promising a Flipkart IPO in three years.
Win-win?
Ganesh, however, feels this is a win for Walmart, Flipkart, and the larger Indian startup ecosystem.

“This is good from multiple angles. This deal demonstrates that Indian startups can start from
scratch, take billions of dollars in investments, and give massive exits. It answers a lot of critics.
Many called the founders and investors crazy for the high valuations, for the discounts. This will
answer all the armchair critics. It also shows that however international the model s, in India you
have to solve India-specific problems and if you do that you can create value. The company
(Flipkart) and its founders were able to stand up to the richest man in the world (Jeff Bezos of

Amazon). That's something,” Ganesh said.

Pankaj of Bertelsmann, said that a deal as significant as this is good news for the Indian startup
ecosystem. “The tech space is hungry for exits for investors and employees; to show that India can

generate significant value. This is a validation for the ecosystem,” he said.

What about the charge that the founders have sold out to international capital? Both Ganesh and
Vaitheeswaran said this is not the founders’ or company’s fault. A company goes for funding where

it is available. It wasn't as if Indian funds were available.

Ganesh said:

——
This is a wake-up call for Indian traditional industrialists. It took a Tiger
and SoftBank to see opportunity and build value. Many Indian
conglomerates have been around for hundred years and know the India
market well. But they were on the sidelines. If they had invested some
money a few years ago, they would have made massive returns today.
Hopefully greed will motivate them to action now.”
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