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🎤
INTERVIEW ANGLE

"India taxes crypto heavily but refuses to legalise it. Is a state that collects revenue from an
activity it will not recognise taking an ethically coherent position?"

Every fact web-verified against primary sources

THE LIFT LINE

India has spent four years taxing virtual digital assets without being able to see them. A flat levy and a

withholding tax captured revenue at the point of trade, but the state remained blind to what happened

offshore, off-exchange and across self-custody wallets. The Central Board of Direct Taxes guidance note

reported on July 26, 2026 changes the instrument, moving from taxing declared gains to receiving reported

data. That is the difference between a toll booth and a map.

WHY THIS EDITORIAL MATTERS FOR YOUR EXAM

This is a rare topic that pays in both GS Paper 3 and GS Paper 2, because it is simultaneously a question of

domestic tax administration and one of international regulatory cooperation. It also gives you a live example

of India implementing a multilateral standard rather than merely reacting to one, which is a far stronger

illustration than the usual observation that India is a rule-taker in global economic governance.

GS Paper 3: Indian economy, mobilisation of resources, and issues relating to taxation; money laundering

and its prevention.

GS Paper 3: Growth, development and employment, and the regulation of new financial instruments and

technologies.

GS Paper 2: Important international institutions, agencies and groupings, their structure and mandate;

bilateral and global agreements affecting India’s interests.

For Prelims, hold these precisely: the Crypto-Asset Reporting Framework (CARF) was developed

under the Organisation for Economic Co-operation and Development (OECD); its ancestor is the

Common Reporting Standard (CRS), which operates through Automatic Exchange of Information
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(AEOI); the reporting duty falls on Reporting Crypto-Asset Service Providers (RCASPs), not on

individual investors; and the CBDT’s guidance note, running to some 198 pages, is issued under Section

509 of the Income-tax Act, 2025, read with Rules 241 to 244 and Form 167 of the Income-tax

Rules, 2026.

For Mains, the argument to carry is that visibility, not rate, is the binding constraint on taxing a borderless

asset class.

BACKGROUND AND CONTEXT

India’s virtual digital asset regime was built in the Finance Act, 2022. It inserted Section 2(47A) into the

Income-tax Act, 1961 to define a Virtual Digital Asset, Section 115BBH to tax income from the transfer of

such assets at a flat 30 per cent with no deduction other than the cost of acquisition and no set-off of losses

against any other head of income, and Section 194S to impose a 1 per cent tax deducted at source on

payments for such transfers. The Income-tax Act, 2025, in force from April 1, 2026, carries this structure

forward in substance while renumbering the provisions, expressly bringing crypto-assets within the definition,

and adding a dedicated penalty regime for crypto-asset reporting failures.

A parallel track ran through anti-money-laundering law. In March 2023, the Union Government notified

virtual digital asset service providers as reporting entities under the Prevention of Money-Laundering

Act, 2002, subjecting them to customer due diligence, record-keeping and suspicious-transaction reporting

duties. Internationally, the Financial Action Task Force (FATF) had already extended its Travel Rule to

virtual asset service providers, requiring originator and beneficiary information to accompany transfers, so

that a transaction does not lose its identity as it moves between institutions.

INSTRUMENT YEAR WHAT IT DOES WHAT IT MISSES

Section 2(47A), Income-

tax Act

2022 Defines Virtual Digital Asset A definition alone yields no

data

Section 115BBH 2022 30 per cent flat tax on VDA transfer

income

Relies on taxpayer self-

declaration

Section 194S 2022 1 per cent TDS at transaction level Weak reach over offshore

platforms

PMLA reporting-entity

status

2023 Due diligence, suspicious-

transaction reporting

Aimed at laundering, not the

tax base

FATF Travel Rule Pre-existing Originator and beneficiary data

travel with transfers

Uneven implementation across

jurisdictions

CARF guidance note 2026 Structured reporting and cross-

border exchange

Compliance cost falls on

domestic firms
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THE CORE ARGUMENT / ISSUE

A 30 per cent rate is only as effective as the information sitting behind it. Because Section 194S withholding

bites most reliably on Indian exchanges, users could migrate to offshore platforms, peer-to-peer transfers or

self-custody and effectively step outside the reporting net. The revenue authority then knew the rate but not

the base, which is the least useful combination in tax administration: high headline severity, low actual

coverage. CARF attacks the base problem directly by making the platform, rather than the taxpayer, the source

of truth, and by making that truth exchangeable across borders.

The note is a compliance manual, not a new levy. It sets out due-diligence procedures for RCASPs, defines the

users and transactions that must be reported, prescribes the return format in Form 167, and references

OECD materials so that Indian practice tracks the international standard rather than diverging from it.

Reporting is designed to cover transactions occurring in calendar year 2026, with the first filings falling

due in 2027. The CBDT has been explicit on two points: the note introduces no new tax provision and does

not alter the taxation regime applicable to virtual digital assets, and nothing in it is to be construed as affecting

the permissibility, or otherwise, or the legitimacy, or otherwise, of transactions in crypto-assets.

This distinction matters and is frequently misunderstood in answer scripts. India taxes income from virtual

digital assets and now requires their reporting; it has not conferred legal-tender status or a comprehensive

regulatory licensing regime on them. The Reserve Bank of India’s own digital-currency track is entirely

separate: the Central Bank Digital Currency (CBDC), branded the e-rupee, is a sovereign liability

piloted in wholesale and retail forms since late 2022, and is a claim on the central bank in a way that no

private crypto-asset is. Confusing the two is a reliable way to lose marks.

Domestic exchanges argue, with justification, that the burden is asymmetric. They must build due-diligence

systems, classify users by tax residence, maintain records and file structured returns, while offshore platforms

outside the exchange network face weaker practical compulsion and no equivalent domestic enforcement.

Layered on a 30 per cent flat tax, a 1 per cent TDS and a bar on loss set-off that have already pushed volumes

offshore, this risks penalising precisely the intermediaries that chose to comply.

The answer is not to abandon reporting but to make it genuinely reciprocal. CARF delivers value only when

counterpart jurisdictions actually build their reporting infrastructure and exchange the resulting data, which is

why India’s diplomatic follow-through on activating exchange relationships matters considerably more than

the issuance of the note itself. A reporting framework with few live counterparties collects domestic

compliance cost while delivering little foreign information, which is the worst of both outcomes.

The gap the flat tax could not close

What the guidance note actually does

Taxing is not legalising

The strongest counter-argument, taken seriously
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HOW TO THINK ABOUT THIS (ANALYTICAL FRAME)

Use the VISA frame for any new-asset tax question:

CARF is best read as an intervention on the first and fourth legs, deliberately leaving the tax rate untouched.

That is the sentence to open an answer with.

THE DIAGRAM IN WORDS

Picture two concentric rings. The inner ring is the Indian exchange perimeter, where Section 194S already

withholds tax at every trade and the state sees clearly. Outside it lies a wide grey annulus of offshore platforms,

self-custody wallets and peer-to-peer transfers, where value moves without any domestic reporting trigger.

CARF does not shrink the annulus; it installs a network of reporting stations across it, each station being a

service provider in a participating jurisdiction, and lays information pipes from those stations back to the

inner ring. The picture only completes when enough jurisdictions build their stations, which is why the

framework is worth far more in 2027, when reciprocal flows actually begin, than it is on the day the note was

issued.

WAY FORWARD

Visibility: Can the state observe the transaction at all, and who is legally obliged to report it, the

taxpayer or the intermediary?

1

Incidence: Who bears the tax and who bears the compliance cost, and are these the same party?

Where they diverge, expect political resistance from the party bearing cost without benefit.

2

Substitution: Where does activity migrate when the rule bites, offshore, off-exchange, into self-

custody, or into a different asset wrapper altogether?

3

Alignment: Does the domestic rule match the multilateral standard closely enough for information

to be exchanged rather than merely collected?

4

Activate exchange relationships early. The Ministry of Finance should prioritise signing and

operationalising bilateral activation arrangements under the CARF multilateral instrument, since

data received matters more than data collected, and an unreciprocated framework is pure cost.

Sequence the compliance burden. Provide a phased onboarding window and standard

technical schemas for smaller Indian platforms, so that the cost of Form 167 reporting does not

quietly concentrate market share in a handful of large exchanges.

Reconsider the loss set-off bar. The prohibition on setting off virtual digital asset losses,

unusual in Indian tax design and without a clear analogue in the treatment of other capital assets,

pushed activity offshore. With reporting infrastructure in place, revisiting it would improve

compliance without weakening visibility.
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PYQ LINKAGE AND PRACTICE

UPSC’s engagement with this theme has been steady. It has asked about cryptocurrencies and the challenges

they pose to the financial system, about the concept and implications of central bank digital currency, about

money laundering and the measures available to counter it, and about base erosion and profit shifting

alongside international tax cooperation. Questions on the Financial Action Task Force, on tax havens and

information exchange, and on India’s participation in global economic governance appear regularly across

both GS Paper 2 and GS Paper 3. CARF sits at the intersection of all of these and can be deployed as a current,

dated example in any of them.

Practice question: “Taxing an asset class is not the same as being able to see it. In the light of India’s

adoption of the OECD Crypto-Asset Reporting Framework, examine whether information exchange is a more

effective instrument than high tax rates for bringing virtual digital assets into the tax net.” (250 words)

Interview angle: India taxes crypto heavily but refuses to legalise it. Is a state that collects revenue from an

activity it will not recognise taking an ethically coherent position?

Sources: The Indian Express, Income Tax Department, OECD

Source: Crypto Comes Into the Light: India Operationalises the CARF — Ujiyari.com | Free UPSC & State PCS
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Integrate the tax and anti-laundering pipelines. Align RCASP reporting with PMLA, 2002

obligations and the FATF Travel Rule, so that exchanges file once into a shared data architecture

rather than building three parallel systems for three regulators.

Publish enforcement expectations. The CBDT should issue clear guidance on penalties for

reporting failure under the new Act and on the treatment of good-faith classification errors, to avoid

chilling legitimate domestic platforms that are attempting first-year compliance with an untested

schema.

Keep the CBDC track distinct. Public communication should carefully separate sovereign digital

currency from private crypto-assets, so that regulatory clarity on the e-rupee is never read as an

endorsement of the wider market.
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