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The National. In s t itu te  of P u b lic  Finance and 

P o lic y  is  an autonomous, non -p ro fit  o rgan isat  io n, whose 

ma^or functions a re  to  carry  out research, 'do consultancy  

T.%ork a-M undertake t ra in in g ,  ’ in the a tea' o f  p u b lic  finance  
and p o licy .

This study on the taxation  o f  t ransnationa l  
income has been undertaken by the In s t i tu t e  a t  the instance  

o f tha Associated Chambers o f  Commerce and Industry of  

In d ia .  The study aims to cover the problems r e la t in g  to 

the taxation  o f  fo re ig n  companies in Ind ia  as a lso  the 

taxation  c£ the fo re ig n  income of Indian companies.

The In s t itu te  decided to undertake this study  

because o f  the in t r in s ic  importance o f the sub jec t .  
Government have recen tly  modified p o l i c i e s  re la t in g  to 

fo re ig n  investment in Ind ia  because o f  the des ire  to 

encourage the flow of investment from abroad to increase  

the supply o f  savings and a ls o  because the Indian  economy 

has become strong enough to be a b le  to in te rac t  w ith the 

in te rn a t ion a l economy. However, fo re ign  investment and 

the t r a n s fe r  o f  fo re ign  technology a re  allowed only on 

the conditions la id  down by Government so that the 

drive  to s e l f - r e l i a n c e  would not in any way be a f fe c ted  

adverse ly  by the nature o f  fo re ign  en te rp r ises .

x*)hile many aspects of economic p o l ic ie s  re la t in g  

to fo re ign  investment in In d ia  and Indian investment 

abroad have been m odified to achieve the above mentioned 

ob jec t ive/  taxation of transnational income does not



seem to have received  adequate a tten t ion , although  

ce rta in  types of income accruing to foreign, companies 

have been given concessional treatment. Tax problems 

faced  by the Indian companies operating  abroad a lso  

require: a tten tion . The present study analyses the tax 

c itu a t ion  in re la t io n  to transnationa l income and puts 

forward a se t  o f recommendations f o r  changes in the law 

which may' be undertaken as part  o f  the ra t io n a l is a t io n  

o f  d i r e c t  tax laws which we understand is  under the 

ac tive  consideration  o f the Government.

The study was c a r r ie d  only by Shri K.N. B a la -  

subramanian, Consultant a t  the In s t i t u t e .  The Governing 

Body o f  the In s t i tu te  does not take r e s p o n s ib i l i t y  f o r  

any o f  the views expressed by the authors in the stud ies  

brought out by the In s t i t u t e .  The r e s p o n s ib i l i t y  f o r  

the views expressed re la te s  to the D irec to r  and the 

s t a f f  and more p a r t ic u la r ly  to the author o f  the 

Report.

New Delhi  
20 .12 .19B3 .

R.J., Chelliah  
D irector
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In In d ia ,  a s . in  most developing and newly 

in Dependent cou n tr ie s , .-taxation p o l ic y  is  c lo se ly  

in te r - l in k e d  with the economic p o l i c i e s  of the Govern
ment. Before Independence, the tax  laws in Ind ia  were 

p r im ar i ly  geared to ra is in g  revenues f o r  running the 

Government. A ft e r  Independence, the accent has bQen on 

r a is in g  resources fo r  development in a wider sense 

rather than on the nariow ob jec t iv e  o f  r a i s in g , t a x  

revenue. The tax laws of the country have come to be 

oriented  towards p rov id in g  the needed incentives  to  

promote savings and investments, to encourage generation  

of in te rn a l  resources, to acce le ra te  economic development 

and to regu la te  fo re ig n  trade in the best  in te re s ts  of 
the country so as to  encourage the b u i ld  up of the 

cou n try 's  fo re ign  exchange resources a*- the same time 

prov id ing  impetus to  in te rn a l development. The 

country 's  p o lic y  of taxing fo re ign  nationa ls  and non
res iden ts  includ ing fo re ign  companies a lsp  r e f le c t s  

th is  approach.

2. The f i r s t  announcement o f in d u s t r ia l  po licy
(6 A p r i l ,  1948) made scon a f t e r  Independence envisaged  

a mixed economy in which pub lic  and p r iv a te  en te rp r ise s  

would co ex is t ,  the former having a monopoly on ly  in 

certa in  f i e l d s  of nationa l importance lik e  arms, atomic 

power, ra i lw ay s , e t c . .  This was fo llow ed  by the 

In d u s t r ie s  (Development and Regu lation ) Act , 1951 which 

introduced a p o l ic y  of licens ing  intended to promote 

in d u s t r ia l  development along s o c ia l ly  d e s irab le  l i n e s .



In 1956, a new in d u s t r ia l  p o lic y  was announced in the 

context of the country 's  dec ision  to s t r iv e  towards the
f,stablishment r>2 a s o c i a l i s t i c  pattern  of soc ie ty . The 

new p o l ic y  sought to acce le ra te  economic growth, develop  

bas ic  in d u s tr ie s ,  increase  employment opportun ities  and 

improve the working conditions and standard of l iv in g  

of the macses. The p o l ic y  a ls o  la id  accent on the 

reduction o f  the e x is t in g  d i s p a r i t i e s  in the d is t r ib u t io n  

of income and wealth 'a~d on preventing the concentration  

o f economic power in the hands of a; few  to the common 

detriment. The rev is io n  of economic p o lic y  in 1970 and 

again in 1973 sought to ass ign  d e f in i t e  ro le s  and areas  

of operation  to d i f f e r e n t  ca tego r ie s  of entrepreneurs  

and to set r e s t r ic t io n s  on the monopoly business. This  

in d u s t r ia l  p o licy  continued t i l l  1977. In 1980 fre sh  

in d u s t r ia l  p o licy  b road ly  based on the in d u s t r ia l  p o l ic y  

reso lu t ion  o f  1956 come to  be enunciated emphasising, 
i n t e r - a l i a , the fo l lo w in g  macro-eccSnomic o b je c t iv e s :

i .  optimum u t i l i s a t io n !  of the in s t a l le d  capac ity ;
i i .  maximising production and achievement of 

h igher  p roduct iv ity ;
i i i .  higher: employment generation ;

iv .  co rrection  of reg io n a l imbalances through 
a p r e fe r e n t ia l  development of in d u s t r ia l ly  
backward a reas ;

v . strengthening o f the a g r ic u l t u r a l  base by 
according a p r e fe r e n t ia l  treatment to 
agro-based in d u s tr ie s  and promoting optimum 
in t e r - s e c to r a l  re la t io n sh ip s ;

v i .  f a s t e r  promotion o f expo rt -o r ien ted  and 
im port-subst itu t ion  in d u s tr ie s ;

v i i .  promoting economic federa lism  with an 
equ itab le  spread o f investment and the 
d isp e rsa l  o f  returns amongst w ide ly  spread  
o v e r ,  sm all but growing units in r u r a l  as 
w e l l  as urban areas; and



v i i i .  consumer protection  against  high p r ic e s  and 
bad q u a lity .

3. The Government's po licy  on fo re ign  p r iva te  in vest 
ment in Ind ia  i s  airned <*t welcoming such investment on a 

se le c t iv e  bas is  in areas where that would be of advantage 

to the Indian economy. Foreign en te rp r ise s  were a ls o  

required  to conform to the general requirements of the 

Government's In d u s t r ia l  P o l i c y 1 and the po licy  aimed at  

progress ive  In d ian isa t io n  of a l l  fo re ig n  concerns. 
Foreigners  were to be encouraged to trade with In d ia  and 

not trade in In d ia . Pure ly  trad ing  concerns w^re required  

to change over, p ro g re s s iv e ly  to manufacturing. Foreign  

concerns were a lso  requ ired  to operate through Indian  

su b s id ia r ie s  and not fo re ign  branches. The fo re ign  

hold ings in such su b s id ia r ie s  .were a ls o  to be reduced to 

the le v e ls  st ipu la ted  from time to time. The Foreign  

Exchange Regulation Act, 19-73 (FERA) and the gu ide lines  

issued under the A.ct from time to time were meant to 

ensure th is  progressive- s h i f t  in the nature and extent  

of the operation  of fo re ign  concerns in In d ia . An 

exception to the ru le  of progressive  In d ian isa t ion  has 

bean made on ly in the c a se -o f  a i r  and sea transport and 

banking and th i s  has been done on a rec ip roca l b a s is ,  
Indian concerns being allowed s im ila r  f a c i l i t i e s  in other  

cou n tr ie s . In  the case of banking, an added reason fo r  

a llo w in g  fo re ign  concerns to operate fo re ign  branches 

rather than fo re ign  su b s id ia r ie s  i s  p o ss ib ly  that the. 
g lo b a l  assets  of a fo re ig n  banks would ^provide a b e t te r  

secu r ity  to the Indian  depositors  than only the Indian  

asse ts  of a su bs id ia ry .



4* Indian  s u b s id ia r ie s  of fo re ign  companies are regarded
as Indian companies and not as fo re ign  companies fo r  .the 

purpose of our d irec t  t ~ r  Iv.vi. In the matter o f  taxation  

and tax concessions, they stand on a par with purely  Indian  

companies as the tax laws do not d iscrim inate  between one 

Indian company and another on the b a s is  o f  the country of 
o r ig in  of the major shareholders. On 31.3.1982 there were 

101 su b s id ia r ie s  of fo re ig n  companies operating  in In d ia  with  

assets aggregating  to nearly  Rs 2,500 c ro re . Tab le  1.1 

presents the d is t r ib u t io n  of such su b s id ia r ie s  according to 

the country of o r ig in  of the fo re ign  ho ld ing  company.

TABLE 1.1
Indian S u bs id ia r ie s  of Foreinn Gompaniesr 

D istr ibu t ion  By Gbuntrv o f  O rig in  o f  

Foreign  Ho ld in g  Cbmpanv as on 31.3.1982

SI.
No.

Country of 
o r ig in  o f  
fo re ign  
hold ing  
company

Number o f  
Indian  
s u b s i 
d ia r ie s

Paid-up  
c a p ita l  o f  
Indian  
su b s i 
d ia r ie s

Paid-up. 
c a p ita l  he ld  
by fo re ign  
holding  
company

Assets
o f
Indian  
su bs i
d ia r ie s

1. U.K. 68 225.98 130.58 1596.34
2. U .S .A . 18 64.44 37.30 332.95
3. West Germany 4 28.14 14.39 188.23
4. Switzerland 4 22.16 15.15 88.85
5. Sweden 3 12.56 6.59 72. 22

6. Canada 2 30. 65 16.90 171.10

7. Panama 1 10.05 7.03 29.18

8. Denmark 1 0.05 0.03 0.74

TOTAL .1*1 394.03 227.97 2479.61

Note: Of the 101 Indian su b s id ia r ie s  
o f fo re ign  companies, f in an 
c i a l  data on 95 companies 
r e la t e  to the year 1981-32 
w h ile  those f o r  the remain
ing 6 companies r e la te  to an 
e a r l i e r  year.

Source: Government of
In d ia ,  M in istry  of 
Law, Ju st ice  and 
Gompany A f f a i r s ,  
Indian S u bs id ia r ie s  
of Foreign Compa
nies as on 31.3.82.



Of these 101/ wholly owned Indian su b s id ia r ie s  were only 18, 14 

of them with asse ts  of Rs 24.50 crore being subsidiari-e-s -of
......  - " ^

U.K. companies and '4 with- as-sets of Rs 4 cro re , of-USA  

covnpanie-s....The ' iBdyst ry-w iye a is t r ib u t io n  of -the 101 su bs i

d i a r ie s  of fo re ian  compani^0 T*^n at’ fo l lo w s :

TABLE I . .2
Indian  Subs id ia r ie s  o f  Foreian Companies; 

D is tr ibu t ion  bv Industry as on 3 1 .3 .19^2

______________________________________ (Amounts in Rs c ro re )

SI.
No. Industry

Number Paid-up Assets o f
o f  c a p ita l  su b s id ia -
s u b s i -  o f  s u b s i -  r ie s
d ia r ie s  d ia r ie s

(1 ) (2 ) (3 ) (4 )

1. A g r icu ltu re  ana a l l i e d  
a c t i v i t i e s  (0 ) 19 31.95 179.84

Of which
a. Tea (0 .30) 19 31.95 179.84

2. Mining and quarrying (1 ) 1 0.14 0.36

3. P rocessing  and manufac
tu r in g  fo o d s tu f f s , tex 
t i l e s ,  lea ther . metals 
and chemicals (2,3 & 4)

61 359. 22 2269.09

Of which manufacture of
a. Motor veh ic le  and 

parts 3. 22 3 31.67 306.99

b. E le c t r ic a l  machinery 3.39 LO 68.04 359.18
c. Machinery other than

transport & e l e c t r i c a l 31.4 9 9 10.72 107.42

d. Aluminium ware 3.51 2 31.60 169.44
e. Medical & pharmaceu

t i c a l  preparations 3.80 L4 65.92 291.22

f .  washing soap and 
detergents 3.82 1 29.16 239.95

g. Rubber and rubber
nrnHlif'fci 4.40 3 27.68 234.25
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TABLE 1.2 (C bn td .)

(1 ) (2 ) ( 3 ) <4)

h. iron  and s t e e l  Ib a s ic )  3.00 & 
and non-ferrous metals 3.10 3 17.53 141.02

4. Cbnstruction and u t i l i t i e s  (5 ) 1 0.01 0.04
5. Commerce (trade & f in an ce ) (6 ) 12 1.60 17.78
6. Transport and communica- , . 

tions ~ w ; - - -

7. Gommuni t y ; and business . , 
serv ice 4 1.10 9.78

8. Persona l and other s e rv ic e s (9 ) 3 0.02 2.72

TOTAL 101 394.04 2479.61

Notes: 1. F igures in brackets in Golumn 2 Source:
denote In d u s t r ia l  C la s s i f ic a t io n  
code (The In d u s t r ia l  C la s s i f i c a 
tions codes a l lo t t e d  to the su b s i 
d ia ry  companies are on the b a s is  of  
the Revised In d u s t r ia l  C la s s i f ic a t io n  
of Joint Stock Companies appended at  
the end).

Same as 
fo r  
Table  
1 . 1 .

2. See a lso  footnote  on Table 1 .1 .

5. As aga inst  the above, as on 31.3.1982, there were 311
fo re ign  companies operatinq  through branches in In d ia . For 

purposes o f  the d irec t  tax  laws these are regarded as fo re ign  

companies o r  non-resident assessees . The present study  

concerns i t s e l f  p rim arily , with the tax  problems o f these  

coit^an^-es^y^o^^y n o ^ K S v e ^ r^ n c M s  in In d ia  but nevertheless  

become l i a b l e  to income tax in In d ia  in  respect of t h e i r  

income which the law rega rd s  as  accruing or a r is in g  in Ind ia  

(a d iscussion  on this appears la t e r  in th is  Report). Table
1.3 p resents  an an a ly s is  of the branches o f  fo re ign  companies 

operating  in  In d ia  as on 31.3.1982 according to the country  

of incorporation  of the parent company.
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TABLE 1.3

Branches of Foreign Companie s  in Ind ia  As On
31.3.1982__Dis t r ib u t io n  by Countrv  o f Incor

poration  of Parent Company

Country of Number of Assets of Indian
N * incorporation  of branches branches

parent company

(1 ) (2 ) (3 ) (4 )

1. U.K. 129

(RS
c ro re ) 

1685.00 (112)
2. U . S .A . 62 871.64 (47)

3. Japan 19 81. 98 (18)
4. France 10 76. 65 (7 )
5. West Germany 7 5.08 (4 )
6. I t a l y 7 1.45 (3 )

7. Canada 6 0.54 (3 )
8. Bang la Desh 5 0.35 (5 )

9. Pakistan 5 2.45 (3 )

10. Switzerland 5 1. 96 (2 )

11. Hong Kong 5 0.13 (3 )

l 2 ‘. Sweden 5 0.05 (3)

13. Netherland 4 74.04 (3 )

14. A u s t ra l ia 4 0.01 (3 )

15. Belgium 3 1. 26 (1 )
16. Yugoslavia 3 3.61 (3)

17. Uganda 3 - -

18. Nepal 3 0. 37 (1)
19. Thailand 3 0.02 (1 )
20. Singapore 2 - -

21. Bahma-Islands 2 0.02 (2)
22. Lebanon 2 - -

23. U.A .E . 2 0.03 (1 )
24. Panama 1 4.77 (1 )
25. Kuwait 1 —



(1 ) (2 ) (3 ) (4 )

26. L ibe ria _

0 r-,
. / r Luxurnf.oura 1 0.10 (1 )

COCM Tanzania 1 - —
29. Iran 1 -- —

30. Aden 1 “
31. Greece 1
32. iMa layasia - -
33. Mauritius 1 » -
34. Aust- r ia j. o . l l (1 )
35 o Denmark 1 o .o l (1 )
36. Srilanka 1 - -

37. Ethopia 1 - -
38. South Korea 1 73- -

TOTAL 311 2815.63 ( 229)

Notes: 1. Figures in brackets under Sourcs 
column 4 denote the 
number of branches t.c, 
which the asse ts  r e la te .

2. Out of the 22.9 branches 
whose as se cs have b^en 
given, th^ asse ts  of 119 
b i . i J i j C i i c ' j  a r j  i o r  L ' j c -  y e a r  

1981-82 whereas those of 
the remaininr l l o  branches 
re la te  to an e a r l i e r  year  
(data f o r  the year 1981-82 
in respect of these branches 
are not a v a i l a b l e ) .

3. Assets of 119 branches 
re fe r red  to above, amounted 
to Rs 2,690,72 crore  and 
those of 110 branches 
amounted to Rs 124.91 crore .

Government o f  
In d ia ,  M in istry  
of Law, Justice  
and Company 
A f f a i r s  
Branches of 
Foreign Com
panies in India  
as on 31.3.1982.



6. The in d ustrv/ae t iv ity -w ise  c la s s i f i c a t io n  of the above
branches i s  aiven in Table 1.4.

SI.
No.

TABLE 1.4

Branches of Foreign Companies in In d ia  as on
31.3.1982 D is tr ibu t ion  bv In du strv/A ct iv itv

_____________________,_________ ___._____ (Amounts in Rs c ro re )___
Number of Assets o f  
branches branches■ ndust ry/Activ i ty

( 1 ) \ 2 ) (3 )

A g r icu ltu re  and a l l i e d  
a c t i v i t i e s
Of which
a. Tea p lantations

Mining and quarrying  

Of which
a. Gopper mining
b. Coal mining & manganese 

ore

Processing  and manufacture 
Of which

a. Aerated and mineral 
waters & other beverages

b. Jute spinning &" weaving
c. Iron  and s te e i
d. Ship bu ild ing
e. Motor veh ic les  p a rts
f .  E lec t r ic a  1 app liances  

other than lamps & fans
g. Machinery other than 

transport & e l e c t r i c a l
h. Medical & pharmaceutical

i .  Perfume, cosmetic & other  
t o i l e t  p reparations

j .  Petroleum r e f in e r ie s

(0 ) 42

(0 .30 ) 41

(1 ) 5

(1 .13 )
(1 .00 ) & 
(1 .12)

(2 .42 )

(2 .64 )
(3 .00) 
(3. 20) 
(3. 22)

(3 .39 )

(3 .40 )

(3 .80 )

(3 .81 )

(4 .00 )

1

3

( 2r 3 & 4) 34

5
3
1
1

9

4

2

2

44.11 (39)

44.11 (39)

35.24 (4)

27.01 (1)

8.23 (3)

.19.09 (31)

1.96 (1)

34.03 15)
2.18 (3 )
N i l  ( l )  

Meg. ( 1 )

0.12 (1 )

17.94 (8 )

16.55 (4 )

1.05 (2 )

34.33 (2)



— 1U —
TABLE I . 4 (Oontd. )

(1 ) (2) (3 )

k. Coke-ovens inc lud ing  
opera t io r  of coke-ovens  
other than gas works

(4 .01 )  
(4 .09 ) & 3 10.97 (3)

4. Construction and u t i l i t i e s (5 ) 11 6.38 (10)
5. Commerce (trade  & f in an ce )  

Of which
(6) 57 257 2.05 (49)

a. Wholesale trade in 
foo d stu f fs (6 .00 ) 3 0,12 (2 )

b. 'Wholesale trade in
commodities otner than 
fo o d s tu f fs

(6 .01 ) 29 4. 24 (24)

c. R eta i l  trade in fo o d s tu f fs  (6 .11 ) 1 0.04 (1 )
d. Real estate  land a.nd 

esta te  companies (6. 2) 2 0. 25 (1)

e. Insurance (6 .40) 3 3. 20 (3)
f .  Banking (6.50) 15 2563.35 (15)
g. Investment, t ru st  and 

ch it -fund
(6 .52 )
(6 .59 ) & 4 0.85 (3 )

6. Transport, communication 
and storage (7) 36 4.56 (6)

7. Community and business  
se rv ices (8 ) 45 18. 68 (36)

8. Personal & other se rv ic e s (e ) 7 2. 22 (5 )
9. L ia ison/representat ive 74 13.31 (49)

TOTAL (o f  main in d u s t r ia l  
c la s s i f i c a t io n s ) 311 2815.63(229)

Notes: 1. In d u s t r ia l  C la s s i f ic a t io n  codes are Source: Same as
aiven within brackets under column fo r
2. Table

2. Figures in brackets  under column 4 
denote the number o f  brackets to  
which the a s se ts  r e la te .

3. See a lso  footnote  under Table 1 .1 .



7. Whetheras the above data based on ■■ the-■ compilation-..
made'by the Department of Gompany A ffa irs -  show. that, there-:' 
were only ?11 branches of fo re ign  companies in Ind ia  as 

on 31.3.1982 the income tax s t a t i s t i c s  show a much h igher  

f i g u r e 'o f  assessments made on fo re ign  companies as would 

be seen from the fo l lo w in g :

Data on
TABLE 1.5 

Assessment of Foreicn Companies
in Ind ia

F inanc ia l year Number of 
assessments made

Tax demand 
( Rs c ro re )

1978-79 1189 64
1979-80 1201 85.5
1980-81 1241 74.3

Source: D irectorate  o f  Inspection  (Research, 
S ta t is t ic s  & Pub lic  R e la t ion s ),  A l l  
Ind ia  Income Tax S t a t i s t i c s ,
1978-79, 1979-80 and 1930-81.

8. The s t a t i s t i c s  presented in the Report o f  

Comptroller and Auditor General p ro jec t  a s l i g h t l y  

d i f fe re n t  p ic tu re . The data reported in the Report f o r  

1981-82 are as given in Table 1 .6 .

9. The reasons f o r  the v a r ia t io n s  between the d i f fe r e n t  

sets of f ig u re s  cou ld  be seve ra l .  F irs t ly/  while the 

f ig u re s  o f  the Department o f  Cbmpany A f f a i r s  show ,the 

p o s it io n  as on 31.3.1982, the income tax .assessne nt f igu res  

r e la t e  to e a r l i e r  years . The process o f  In d ian isa t ion  

cou ld  have tended to reduce; the. number of fo re ign  companies 

operating  through branches. Secondly,, the income tax  

s t a t i s t i c s  are based on the :fturrtoer-of assessments rttade in a



TABLE 1.6

Data on Foreign Companies as Seen in the Report 

of  the Com ptroller and Audi t o r  General

__Amount
Number <lncro re )

I .  Cases where returns had been f i l e d  
f o r  the assessment year 1981-8 2 
and assessments completed, as on 
31 March, 1982;
1. Number o f fo re ign  companies 209
2. Income returned 25
3. Income assessed 28
4. Gross demand 9

5. Demand outstanding out o f  ( : 4  )
as on 31 March, 1S82 ”

6. Tax pa id  upto 31 March, 1982
( 4 - 5 )  y

I I .  Cases where returns had been f  i led  
fo r  the assessment year  1981-82 
but assessments were pending as on 
31 March, 1982.
1. Number o f  fo re ig n  companies 426
2. Income returned 122
3. Gross demand, be ing  tax due on 

income returned

14. Demand outstanding out of (3) 
as on 31 March, 1982

5. Tax pa id  upto 31 March, 198 2 AA
(3 -  4 ) .  ' 44

I I I .  Cases where no returns had been 
f i l e d  fo r  the assessment year  
1981-8 2 as on 31 March, 1982.
1. Number of fo re ig n  companies 401

Source: Union Government (C i v i l )  Revenue
Receipts, Volume I I  -  D irect Taxes 
Report; of the Corqptroller and 
Auditor General of  In d ia  f o r  the 
Year 1981-8 7., ~~p . 11.



f in a n c ia l  year and not on athe number o f assessees in a 

given year. T h ird ly , and more im portantly, income tax 

assessments are rftc .. ;-d; _>n fo re ign  companies which have 

no branches in In d ia ,  e ith e r  d i r e c t ly  or  through an aaent 

in In d ia ,  on th e i r  income which the,, law deems to accrue in
; -  - «;v‘ n ' ..I

India on account of what the law regards  as business  

connection in In d ia . Some of these assessments might not 

have survived an appeal. Sometimes, such assessments come 

to be made in respect o f  some s o l i t a r y  transactions. The 

v a r ia t io n  notwithstanding, the f ig u re s  set out above do 

demonstrate, however, roughly, the dimensions of the 

problem of taxation  o f fo re ign  companies., Neither in terms 

of number nor in terms of revenue can they be regarded as a 

major constitutent o f the taxpayers in Ind ia . The complexi

t i e s  invo lved in  th e ir  taxa t ion , however, seem to be 

d isp rop o rt ion a te ly  la rg e .  Prom the po int of view ©f the 

n a t io n 's  economy., they constitute  an important and se n s i 

t ive  sec to r  and the impediments that could be created by 

the tax  laws and the attendant procedures could go counter 

to the economic p o l ic ie s  in pursuance of which they have 

been a llow ed  to function in In d ia . I t  i s  -therefore c le a r  

that the taxation p o l ic y  in regard  to fo re ign  companies has 

to be shaped not by pu re ly  revenue considerations but in 

the broader prospective  o f  the country1s economic p o l i c ie s  

and development programme,s. S im i la r ly ,  the taxation  po licy  

in  rega rd  to the fo re ig n  income o f Ind ian  companies has to 

be guided more by economic consideratipns than by f i s c a l  

considerations alone. The taxation of transnationa l income 

thus assumes g reat  importance. The present study i s  aimed 

at id e n t i fy in g  the problem areas  in the f i e l d  o f taxation  

of t ran sn a t ion a l income and f in d in g  ways and means of mak
ing the law and procedures more r a t io n a l  and less  burden
some so as to ensure -that  the long term o b jec t iv e s  of our 

economic p o l i c i e s  are not defeated by the over emphasis on 

the short term ob jec t iv e  o f revenue c o l le c t io n .



I I .  EVOLUTION OF THE CORPORATE TAX LAW IN INDIA

at. D e fin it io n  o f  company

10. The corporate  tax  law in India  has undergone
evolutionary  changes in the context o f the p o l i t i c a l  

changes in In d ia  and the changes in the economic p h i lo 
sophy o f the government in power. The Indian Income Tax 

Act, 19IS defined a company in the fo l low in g  terms 

/Section 2 (7)_/

"Company" means a company as defined in the 
Indian Companies Act, 1913, or  formed in pursu
ance o f  an Act o f  Parliament or o f  Royal Charter  
or Letters  Patent, o r  o f  an Act o f  the l e g i s l a 
ture  o f  a B r i t i s h  Possession , and includes any 
fo re ign  assoc ia tion  ca rry ing  on business in 
B r i t i s h  Ind ia  whether incorporated or not, which 
the Governor General in Council may by genera l  
or s p e c ia l  o rder, dec la re  to be a company fo r  
the purposes o f th is  Act;

The d e f in it io n  was s l i g h t ly  m odified when the Indian  

Income Tax Act, 1922 was passed /Section 2(6]_/ in the
*

context o f  the se t t in g  up o f the Centra l Board o f  Revenue. 
The d e f in it io n  read as fcllov/s:

"Company" means a company as defined  in the 
Indian Companies Act, 1913, o r  formed in 
pursuance o f  an Act o f  Par lianent o r  o f  Royal 
Charter or Le tters  Patent, o r  an Act o f  the 
Leg is la tu re  o f  B r i t i s h  Possession , and includes  
any fo re ign  assoc ia tion  carry ing  on business  
in B r i t i s h  In d ia  whether incorporated or not, 
and'whether i t s  p r in c ip a l  p l^ce o f  business is  
s itu a ted  in B r i t i s h  In d ia  o r  not, which the 
Centra l Board o f  Revenue may, by genera l or  
sp ec ia l  o rder, dec lare  to  be a company fo r  the 
purposes o f  th is  Act;



The d e f in it io n  remained intact t i l l  Ind ia  became indepen
dent and a d e f in it io n  o f the 'tserm 1 Indian Company' was 

introduced in a new c lause  (7A) in Section 2 o f the Indian  

Income Tax Act, 1922 by the Indian Finance Act, 1948. 
Indian Company was defined as meaning"a company as defined  

in the Indian Companies Act, 1913, the r e g is te re d  o f f i c e  

o f  which is  s itu a te  in B r i t i s h  India" . Correspondingly, 
the d e f in it io n  of the term 'company' in c lause  (6) was 

substitu ted  as fo llow s :

1 Company'means:

i .  any Indian company,

i i .  any assoc ia tion , whether incorporated or  
not and whether Indian o r  non Indian, 
which is  or was assessab le , or was asse
ssed as a company fo r  the assessment fo r  
the year ending xin 3 ist day o f March 1948, 
or  which is  declared  by genera l or  sp ec ia l  
order o f  the C en tra l Boaijd o f  Revenue to
be a company fo r  the purposes o f  th is
Act; *

The d e f in it io n  has been amended from time to time and, as
o f  date, the d e f in it io n  o f a company in Section 2(17) o f
the Income Tax Act, 1961 reads as fo l low s :

"Company" means:

i .  any Indian company, !or

i i .  any bodjr corporate  incorporated by or  
under the laws o f a country outside  
Ind ia , or

i i i .  any in s t i tu t io n ,  assoc iation  o r  body 
which is  or  was ass-essable o r  was 
assessed as a company fo r  any assessment 
year under the Indian Income-tax Act,



1922 (11 o f 1922), or  which is  or was 
assessab le  o r  was assessed under th is  
Act as a company fo r  any” assessment year  
commencing on o r  be fo re  the wist day o f  
A p r i l  1-970; * r

-any in s t i t u t io n , . ^S'QG.i3cti<>n jor: body, 
whether . incorporated or^not and whether 
Indian or non -Ind ian , v .which is  declared  
by general o r  sp ec ia l  o rder o f  the Board 
to be, a- company .• prctvided;th at  such ins -  
t  i t u t io n ,. assoc ic-t ion o r  body * s h a l l  be 
deemed - tp be a company. oa ly  fo r  such ass -  
-^•ssmen^yi^ar \'pri asr^e^sm^ntv years (whether 
commencing b e fo re  the 1st day o f  A p r i l ,
■ 1971, o r  on o r  a f te r  that date) as may be 
sp e c i f ie d  in the d e c la r a t io n ) ;

b . Corporate 't a x  rates

11. Companies were sub jected  to a f l a t  ra te  o f tax  on
t h e i r  en t ire  income from the inception'^of the Indian Income 

Tax Act, 1922. The income tax  ra te  on companies remained 

s ta b le  at 18 p ies in a rupee (9.375 per cent) from 1922-23 

to  1929-3t. In 1530-31 the ra te  was stepped up to  19 pies  

in a rupee (9.89 per cent) . From 1931-32 t i l l  the-outbreak  

o f  World WUr I I  (193¥*-39) the ra te  was 26 p ies  in a rupee 

(13.54 per cent) . Apart from income tax  there  was a lso  a 

supertax  on companies as in the case' o f  other taxab le

e n t i t i e s .  During the en tire  pre-war pe r iod  from 1*922-23 

to  1938-39 the super t a x  rate, fo r  companies remained 

constant at 12: pies in a rupee on income exceedinq 

Rs.50,000 (6.25 per Cent) . Thus , the t o t a l  t ax burden 

on a company on the eve o f  the World War I I  was 13.54 

per  cent on income not exceeding Rs.50,000 and 19.79 per  

pent, on the excess. These ra tes  were the same fo r  a l l  

companies ir re sp e c t iv e  o f  t h e i r  residence o r  n a t io n a l i ty .



12. JXlring the war years (1939-40 to 15>45-4t>) the 

income tax  and super tax ra te s  on companies were stepped 

up. Prom 1940-41 a surcharge a lso  came to be le v ie d .  A 

rebate  o f  super tax ot th i'ate o f  one annar^ in the rupee 

on~the und istr ibu ted  p ro f i t s  was introduced fo r  the f i r s t  

time in i*>44-45, thte rebate being allowed to  a company on 

the t o t a l  income as reduced by the  amount of any dividend  

dec lared  in the taxab le  t e r r i t o r i e s , not being a dividend  

payable a t -a  f ix e d  ra te , in c e rta in  cases . At the c lose  

o f the 'w ar, (1945-46) , the t o t a l  burden o f income tax  and 

super tax  on tnese two ca tego r ie s  t?f companies was 41.99 

per cent in cases where the rebate  was adm issible and 

48.24 per cent in other cases .

13. During the assessment years 1946-47 to  1948-49 

there  were changes in the ra te s  o f income tax  and super 

t a x  and in the scheme of allowance o f reb a te s .

The Indian Finance Act, 1949 ra is e d  the bas ic  

super tax  ra te  to  4 annas in a rupee and m odified the 

schedule o f  reba te s .  As a r e s u l t ,  the t o t a l  tax  burden 

f o r  1949-5C

Small domoo^j.o 6 annas in (37.5%)
pub lic  companies a rupee

Other domestic 7 annas in  (43.75%)
companies public  & a rupee.
p r iv a te

Public  non-domestic 8 annas in (50.00%)
companies and th e i r  a rupee
su b s id ia r ie s

1/ 1/16th o f a rupee.



Other non-domestic 9 annas in (56.25%)
companies a rupee

Thus, the gap between domestic and non-domestic companies 

in the matter o f  tax  rates widened and,' with the dawn o f  

Independence, domestic corporations came to  be given a more
favoured treatment in the matter o f  rate  o f  t a x .  The gap
has ever since been maintained though i t s  extent has v a r ied  

from time to  time (Annexure A . ) Table  I I . 1 summarises the 

ra te  d i f f e r e n t i a l  fo r  some se le c ted  years :

TABLE I I .  1

Tax Rates on Companies in Percentages (Excluding Specia l
Levies Like Excess Dividend Tax and Bonus Tax, and Ignoring
Concessional Rate fo r In d u s t r ia l Income, Dividends, Royal-

t i e s , C a p ita l  Gains, etc •

Domestic Companies Non-domestic
companies

A ssess Small Other C lose ly W ide ly - C lo s e ly -
ment
Year

w ide ly -  
held

w id e ly -
held

held h e ld  held

1950-51 34.375 4§ .625 40.625 46.875 53.125
1955-56 37 .1575 43.4375 43.4375 52 .8125 55 .9375

I------------------ ------------1
631960-61 40 45 45

1965-66 42 .5 50 60 65
1970-71 45 55 65 7#
10 75-76 
( including  
surcharge 5%)

47 .25 57 .75 68.25 73.5

1980—31 
( including  
surcharge 7Jj%)

48.375 59.125 69.875 75.25

1984-S5 
( including  
surcharge 5%)

57 .75 57 .75 68 .25 73.5

Source: Annual Finance Acts.



A noteworty feature  is  that the tax  rates  on 

companies which were su b s tan t ia l ly  reduced in 1960-61 kept 

r i s in g  th e re a fte r  reaching a peak in 1980-81 and 1981-82 

when the rates  including oarcharge touched the le v e ls  of 
48.375 per cent fo r  small w ide ly -h e ld  companies, 59.125 

per cent fo r  other w ide ly -h e ld  companies, and 59.875 per 

cent fo r  c lo s e ly -h e ld  companies. I f  surtax and the s ta 
tu tory  disallowance o f  ce rta in  kinds o f  expenses are 

taken into account the burden would be much h igh e r .

c . Other featu res  o f  corporate taxation

14. With the in sert ion  o f a p rov is ion  in the Indian  

Income Tax Act, 1922 in 1930 (Section 2 3A) fo r  b r in g in g  

to  tax  the u n d is tr ibu ted  income o f c lo s e ly -h e ld  companies 

in the hands o f the shareholders as i f  the income had been 

d is t r ib u te d ,  a d is t in c t io n  came to be made between compa
n ies  in which the public  were su b s tan t ia l ly  in terested  

(commonly r e fe r r e d  to as w ide ly -h e ld  companies) and others 

( c lo s e ly -h e ld  companies) . In  l a t e r  years , th is  d is t in c t ion  

became m ateria l f o r  determining the rates o f  tax  and a few 

other purposes. The :-a it  ion o f a company in which the 

pub lic  are su b s tan t ia l ly  in te rested  which was in Section 23A 

o f  the o ld  Act, was a lso accordingly included in the  

common d e f in it io n s  Section 2 as Clause (18) in the new Act 

instead  o f  in Sections 104 to 109 which incorporated the 

prov is iqns o f  Section 23A o f the o ld  A c t .

15. The date f i f t i e s  and ea r ly  s ix t ie s  w itnessed  

fu r th e r  important changes in the corporate tax  structu re .
The Finance Act, 1956 omitted the prov is ions r e la t in g  .to



deemed d is t r ib u t io n  o f  dividends by a c lo s e ly -h e ld  company 

which hod f a i l e d  tc d is t r ib u te  the statu to ry  minimum per
centage o f i lo  d is t r ib u ta b le  income as dividends and, 
instead, introduced a prov is ion  fo r  levy ing add it iona l  
supertax on the company i t s e l f  on the u n d is tr ibu ted  balance  

thus delink ing  the assessment o f the company from the 

assessments o f  i t s  sh a reh o lde rs . The de link ing  process was 

c a r r ie d  fu rth e r  by the Finance Act, 1959, which abolished  

grossing  up o f  dividends thus b r ing ing  about a change over  

from the imputation system to the c la s s i c a l  system o f  

tax ing  corporate income. The Wealth Tax was le v ied  on 

companies from the assessment year 1957-58 but remained 

in fo rce  only fo r  3 years upto assessment year  1959-60 a f te r  

Vvhich i t  was abo lished . The law also experimented with  

-levying a h igher rate  of corporation  t a x  when the company 

d is t r ib u te d  excess dividends or when i t  issued bonus 

sh ares . In 1963, a super p r o f i t s  tax  was le v ie d  on "the  

excessive" p r o f i t s  o f  companies. This was rep laced  by 

the surtax on companies in the very next year  and th is  

levy  has continued t i l l  th is  day with changes in the rate  

s t ru c tu re . From 1965-6b income tax  and supertax, charged  

separate ly  t i l l  then, were merged into a s in g le  levy o f  

income tax . From 1.4.1975 a c e i l in g  o f 70 per cent 

o f  the t o t a l  income has been put on the combined burden 

o f  income tax  and surtax on a w ide ly -h ied  domestic company 

whose paid-up share c a p i t a l  subscribed  and paid fo r  in 

cash is not le ss  than 25 per cent o f  the c a p i t a l  computed 

fo r  surtax purposes. The Wealth Tax on Companies has 

been rev ived  by the Finance Act, 198 3 with e f fe c t  from 

1 .4.1984 but w i l l  be r e s t r ic t e d  in i t s  app lica t ion  only 

to  ce rta in  assets o f c lo s e ly -h e ld  companies.



Treatment of int e r-*corpora.te dividends

16. The pattern o f  taxation  o f in te r -co rpo ra te  d i v i 
dends a lso v itn essed  some important changes over the yea rs .  

The Finance Act.- 1953 inserted  a new Section 56A in the 

Indian Income Tax Act, 1922 providing super tax  exemption 

in respect o f  dividends rece ived  by a company from an 

Indian Company formed a f te r  31 .3.1952 and encaged in one 

o f  the sp e c i f ie d  p r io r i t y  industr ies  l i s t e d  in the section  

i t s e l f .  The prov is ion  was incorporated in Section 9 9 ( i ) ( i v )  

o f  the Income tax  Act, 1961 when that. Act rep laced  the 1922 

Act with e f fe c t  from 1.4.1962. The l i s t  o f  industries  was 

transposed to the F ifth  Schedule to the new Act. In the 

meanwhile, the Finance Acts had introduced a concession  

in the super tax ra te  in respect o f the dividend income 

o f  a fo re ign  company from an Indian subsidiary" regard less  

o f  the nature o f  i t s  bu s in ess . Under the Finance Act, 19fe7 

the b en e f it  was allowed to a l l  companies, domestic or  

fo re ig n ,re c e iv in g  dividends from an Indian su b s id ia ry . The 

Finance Act, 1960 extended the b en e f it  fu r th e r  to d i v i 
dends from other Indian companies (not being su b s id ia r ie s )  
though at a somewhat lower r a t e .  With e f fe c t  from 1.4.1964 

the system o f super tax  rate  rebate  in the Finance Act was 

given up and super tax  exemption o f  in te r -co rpo ra te  

dividends was uniformly provided fo r  a l l  companies in 

Section 99(1) ( iv )  o f  the main Act i t s e l f  which was t i l l  

then r e s t r ic t e d  in i t s  app lication  to  dividends from 

companies engaged in p r io r i t y  industr ies  on ly . This 

section  was omitted when income tax  and super tax  were 

merged from 1.4.1965 and, instead, p a r t i a l  r e l i e f  in 

respect o f  the aggregated income tax  was provided in a



new Section S5A fo r  in ter-corpw rate  d iv idend- r e s t r ic t in g  

the  tax  incidence to 25 per cent. With e f fe c t  from 1.4.15<*8 

the pattern  o f  r e l i e f  was changed providing a percentage  

deduction o f  the in te r -co rpo ra te  dividend income of a 

company in computing i t s  t o t a l  income, under Section 80M 

o f  the Income Tex 7-*ct. Under the prov ision  as o r ig in a l ly  

enacted, a domestic company got a 60 per cent deduction in 

respect o f  dividends from another domestic company while  a 

fo re ign  company was allowed an 80 per cent deduction from 

dividends rece ived  from a domestic company i f  the company 

was a c lo s e ly -h e ld  company engaged ^in a p r io r i t y  industry  

and a 65 per cent reduction in other ca se s .  From 1.4.1972 

the higher ra te  o f  deduction (80 per cent) in respect o f  

dividends from a domestic company engaged in a p r io r i t y  

industry rece ived  by a fo re ign  company was abo lished .
From 1.4.1976 the app licat ion  o f  Section 80M came to be  

r e s t r ic t e d  to  domestic companies only, fo re ign  companies 

being instead subjected  to  a f l a t  ra te  tax  on 25 per cent 

on th e i r  d ividend income (Section 115A). With e f fe c t  from 

1 .4.1977 the deduction a v a i la b le  to domestic companies 

in respect o f  in te r -co rpo ra te  dividends was ra is e d  to  

100 per cent in cases where the dividends were from newly 

formed Indian companies engaged in ce rta in  p r io r i t y  

industr ie s  l i s t e d  in the Ninth Schedule.



I I I .  TAXATION OF FOREIGN COMPANIES AND FOREIGN 

INCOME OF INDIAN COMPANIES

a. Resident and non-resident companies

17. Before  Independence, the income tax  law in Ind ia
made hard ly  any d is t in c t io n  between Indian companies and 

fo re ig n  companies except that res ident companies were 

l i a b l e  to tax  on th e i r  world income whereas non-resident  

companies were so l i a b le  only on th e i r  income from sources 

in' B r i t i s h  In d ia .  A company was consideres as resident in 

B r i t i s h  In d ia  (a) i f  the con tro l and management o f i t s  

a f f a i r s  were wholly in B r i t i s h  Ind ia  in that year or (b) 
i f  i t s  income a r is in g  in B r i t i s h  In d ia  in the relevant  

accounting year exceeded the income a r is in g  outside B r it ish  

In d ia  in that y ea r .  In the context o f  the then ex is t in g  

Indian p r ince ly  States which were outside B r i t i s h  India ,  
t h is  c la s s i f i c a t io n  did not r e a l ly  amount to a c l a s s i f i 
ca tion  based on the company being Indian o r  non-Indian. 
Further, under the 1 income t e s t 1 even a fo re ign  company 

cou ld  come tc  be considered as ' r e s id e n t 1 in one or more 

y e a rs .  I t  was only with e f fe c t  from 1.4.1958 that the 

income te s t  was given up. T i l l  Independence, 'r e s id e n ce 1 
was determined with reference to B r i t i s h  In d ia  on ly .
A fte r  Independence and the p rogress ive  in teg ra t ion  o f  the 

p r in ce ly  States and the French and Portuguese possessions,  
'r e s id en ce ' came to be determined f i r s t ,  with reference  

to  the 't a x a b le  t e r r i t o r i e s '  and, f i n a l l y ,  with reference  
to  the whole o f  In d ia .



b . Indian and non-Indian companies

18. As mentioned e a r l i e r ,  the term 'In d ian  company1
came to be defined in ths Indian Income-tax Act, 1922 fo r  

the f i r s t  time only a f te r  Independence when Section 2(1 A) 
was inserted  there in  by the Indian Finance Ace, 1948. The 

d e f in it io n  has undergone sev e ra l chances and.- to-day,' the 

d e f in it io n  o f  'Ind ian  compafiy' in Section 2(26) o f  the 

Income Tax Act, 1961 is in the fo llow in g  terms:

"Ind ian  Company" means a company formed and r e g i s 
te red  under the Companies Act, 1956 (1 o f  1956) 
and includes:

i .  a company formed and r e g is te re d  under any 
law r e la t in g  to  companies formerly in force  
in any part o f  Indian other than the State  
o f  Jammu and Kashmir apd the Union t e r r i 
t o r ie s  sp e c i f ie d  in sub -c lause  ( i i i )  o f  
th is  c lause ;

i a .  a corporation  estab lish ed  by or under a 
Centra l, State or P ro v in c ia l  Act;

i b .  any in s t i tu t io n ,  assoc iation  or body which 
is  declared  by the Board to be a company 
under C lause (17 );

i i . in the case o f  the State o f  Jammu and
Kashmir, a company formed and re g is te re d  
under any law fo r  the time being in force  
in that s ta te ;

i i i .  in the case o f  any o f  the Union t e r r i t o r i e s  
o f  Dadra and Nagar H ave li, Goa, Damman and 
Diu, and Pondicherry, a company formed and 
re g is te re d  under any law fo r  the time 
being in fo rce  in that Union t e r r i t o r y .



An Indian company was automatically regarded as 'r e s id e n t '  
to*/ but, a non-Indian company could also f a l l  t »  be 

t re a te d  as 'r e s id e n t ' under ce rta in  circumstances. This 

brought into the law two overlapp ing concepts, namely 

(a ) res ident and non-resident and (b) Indian and non-*Indian.

c . Domestic and fo re ign  companies

19. I t  may be noted that , the concept o f  what in
la t e r  years came to be r e fe r re d  to as a 'domestic company' 
(being one which had made the p rescribed  arrangements fo r  

the dec la ra t ion  o f dividends in the provinces in In d ia  and 

f o r  the deduction o f super tax  therefrom ) was f i r s t  in tro 
duced by the Indian Finance Act, 1948. The term 'domestic 

company' however, came to be form ally  defined  only in the 

Finance Act, 1966, as a company which had: made the pres
c r ib ed  arrangements fo r  the dec la ration  and payment within  

In d ia  o f  dividends in accordance with the prov is ions o f  

Section 194 o f  the Income Tax Act, 1961. The d e f in it io n  

was incorporated in Section 80B (2) o f  the Incohie Tax Act 

i t s e l f  with e f fe c t  from 1.4.1968. Simultaneously, the 

term 1 fc re ign  company' was a lso  defined in Section 80B(3) 
as a company which is  not a domestic company as defined  

in C lau se ( 2 ) . This added a th i rd  category to the ex is t in g  

two c a te g o r ie s .  Thus, three d is t in c t  concepts came to  

e x is t  in the Income Tax Act in re la t io n  to  companies, 

v iz  ./ (a ) res ident and non-resident (b) Indian and non-
Indian , (c ) domestic and fo re ig n .  The ca tego r ie s  overlap  

to a la rge  extent but are not qu ite  in d e n t ic a l .  Thus, a 

non-Indian company can nevertheless become a domestic 

company by making the p resc r ibed  arrangements fo r  payment 
o f  dividend in In d ia .  In fa c t ,  there have b< en severa l



s t e r l in g  companies which had become demostic companies.
* * 

However, th e ir  number he.s been dwindling with the^ pro
g re s s iv e  Indian is  at ion o f  f o r e i g n  companies. S im ilarly/

would become an Indian company 
a non-Indian assoc iation  dec lared  to be a company ^if i t s
p r in c ip a l  o f f i c e  in In d ia .  A  fo re ign  company can 

become a res ident i f  in a p a r t ic u la r  year the con tro l and 

management o f  i t s  a f f a i r s  is  wholly in Tndia . Though the  

tax  base (whether world income or only Indian income) s t i l l  

continues to be determined by the r e s id e n t ia l  status o f  

the eompany, the a p p l ic a b i l i t y  o f  seve ra l  other p rovisions
o f  the lew depends on whether the company i s  Indian or

(
non-Indian or whether i t  is  domestic o r  fo re ig n .

d. Tax ra tes  and procedures

20. While t rac in g  the evo luation  o f the corporate  tax
structu re  in In d ia , i t  has been mentioned that i t  was ony 

a f t e r  Independence that fo re ign  companies came to be 

sub jected  to a h igher ra te  o f  tax  than domestic corpora 

t io n s .  T i l l  the m id - f i f t i e s ,  w ide ly -h e ld  fo re ign  companies 

were allowed th£ b en e f it  o f  a somewhat lower ra te  as 

against c lo s e ly -h e ld  ones. This d is t in c t io n  has since  

been given up but a ra te  d i f f e r e n t i a l  has been introduced  

with reference  to  the nature o f  the income. Thus, lower  

ra te s  o f  tax  have bten f ix e d  fo r  income from dividends, 
roya lty  and tech n ica l fe e s .  This has been done in the 

context o f  encouraging fo re ign  investment in In d ia  and 

fo re ig n  tech n ica l c o l la b o ra t io n  with Indian concerns 

and in recogn istion  o f ‘the fa c t  that i f  we did  wish to  

obta in  fo re ign  investment and p a r t ic ip a t io n , the ra te  of  

tax  should be kept moderate, keeping in view the tax  

s itu a t io n  in competing cou n tr ie s .  The ra te s  were i n i t i a l l y



tm be applied  to the net income as computed under the 

law a f te r  a llow ing various*' Expenses incurred in Indie or  

outside  subject to the prov is ions o f  the Act which made 

no d is t in c t io n  between res iden ts  and non-residents in 

th is  regard .

21;. With the increase in the area 'and extent of
fo re ign  investment and c o l la b o ra t io n ,  problems natu ra lly  

arose in making proper income tax assessments of fo re ign  

companies in respect o f  t h e i r  Indian income. In the context 

o f the high tax  rates  in some developing countries including  

In d ia ,m u lt i -n a t io n a ls  found i t  p r o f i t a b le  to a llo ca te  a 

much la rg e r  share o f  the head o f f i c e  expenses to th e ir  

branches in such countries than what commercial con s iders -
•V ''

t ion s  alone would have warranted. Another technique of  
tax  minimisation was to be claim  expenses which had no 

d ire c t  nexus with the income earned ii> In d ia .  Yet another 

technique was to arrange the transactions with Indian  

concerns in such a way that the income was shown as accruing 

o r  a r is in g  outside In d ia .  In the absence o f account bocks 

o f  the fo re ign  taxpayer, which are kept outs ide  India, the 

Departmental O f f ic e rs  were considerab ly  handicapped in 

v e r i fy in g  the claims fo r  deductions and deciding on 

th e i r  a d m iss ib i l ity  or  otherwise in computing the taxab le  

income o f  the non -resident. With a view to beating  these 

techniques and r a t io n a l is in g  and s im p lify in g  the assess
ments o f  non -residents c e r ta in  important amendments to the 

law were made during the years 1975 and 1976. Section 44C 

was introduced by the Finance Act, 1976 fo r  regu la t in g  

claims fo r  deduction in respect o f  head o f f i c e  expenses.
The prov is ion  has r e s t r ic t e d  the allowance to  the least  
o f  the fo l lo w in g :



i'. 5 per cent o f  the adjusted t o t a l  income
i . e . ,  t o t a l  income without tak ing into  
pcro'!nf  un sorbed deprec iation  and losses  
o f e a r l i e r  years set o f f  in the year and 
ce rta in  incentive allowances l ik e  invest 
ment a'.iowance and development reba te . I f  
there -;is a lo ss  in the year the average 
adjusted t o t a l  income o f the years of  
p r o f i t  out o f  the three preceeding years  
has to be taken;

i i .  the average head o f f i c e  expenditure ac tu a lly  
allowed in the assessment years 1974-75, 
1975-76 and 1976-77; or

i i i .  the expenditure a t t r ib u ta b le  to the Indian  
b u s in e s s .

The section  has a lso  defined 'head o f f i c e  expenses' .
Section 44D, introduced by the same Finance ;>ct, has t o t a l ly  

ba rred  a l l  deductions towards expenses (and not merely head 

o f f i c e  expenses) in computing income from roya lty  or techn i
c a l  se rv ice  fees  p rospective ly . and has a lso  r e s t r ic t e d  the  

deduction to 20 per cent in respect o f e x is t in g  agreements. 
Under Section 115A inserted  sim ultaneously, the income of  
a fo re ign  company from ro ya lty  or  techn ica l se rv ice  fees  

has been made taxab le  at a f l a t  ra te  o f  4f per cent. A 

lower rate  o f  20 per cent hes been allowed only in respect  

o f lump-sum roya lty  payments fo r  t r a n s fe r  o f  know-how out
s ide  In d ia .  The section  has a lso  la id  down a f l a t  ra te  

o f  25 per cent fo r  taxing dividend income. The amendments 

made to  sections 44D and 115A by the Finance Act, 1983 has 

extended the procedure to  income from in te re s t  on fo re ign  

currency loans which has been made taxab le  at the rate  

o f  25 per cent on the gross amount without any deductions.



22. With the above changes in the law, the incidence

o f  income tax  on the Indian income o f  a f o r e ign company 

f o r  the assessment year 1984-85 would be as fc

Dividend income 25%

In te rest  on fo re ign  
currency loans 25%

Lump-sum roya lty  fo r  
t r a n s fe r  o f  know-how 
outside  In d ia  20%

Other r o y a lt ie s  40%

Technical se rv ice  
fees  40%

A l l 'O th e r  incomes 7 3.5% ’ o f  expenses but r e s t r i -
• c t ing  head o f f i c e  expen-
1 ses in the manner d iscu -  
;■ ssed above.

e . Non-resident shipping companies

23. In regard  to the assessment o f  the p r o f i t s  o f
non-resident shipping compenis, the process o f  s im p l i f ic a 
t io n  has been c a r r ie d  much fu rth e r  by reve rt in g  to  the 

summary assessment procedure which was in vogue under 

the 1922 A c t ' f o r  tramp sh ip s . As long back as 1923, 
a- p rov is ion  was inserted  in the Indian Tax Act, 1922 

(Sections 44A> 44B and 44C) to  f a c i l i t a t e  the making 

o f  a ten ta t iv e  assessment on the pro f i t  sv o f  non-resident  

shipping, business deeming the income to be l/20th  

(enhanced to l/6th  in 1950*) o f  the gross amount booked 

by way o f fa r e ,  f r e ig h t ,  e t c . ,  at the Indian p o rts .

tax  to be le v ied  on 
gross income w-ithout 
any deductions -  no 

s surcharge

5 inc lud ing surcharge tax  
< to  be le v ie d  on the net 
, income a f t e r  allowance



The assessment was a lso requ ired  to be made and tax  c o l l e 
cted  be fo re  the ship was c le a red  fo r  s a i l in g  from out o f  

the p o rt .  This was an exception to  the normal ru le  o f  

assessing  the p ro f i t s  o f  a year  only in the fo llow in g  

f in a n c ia l  year (c a l le d  the assessment year) and not in 

the same y e a r .  The assessee had, however, the r igh t  to  

seek a normal assessment in theassessment year  in the usual 
way claim ing a l l  admissible expenses, when the amounts 

pa id  on the ten ta t ive  assessments would be t rea ted  .3 
advance tax  paid  towards the regu la r  assessment. When the' 
Income Tax Act, 1961 was enacted, a corresponding p ro v i 
sion  was included in Section 172. As i t  was found that  

d i f f i c u l t  and complicated issues arose in apportioning the  

g lo b a l  p r o f i t s  between the Indian and non-Indi an operations  

in  r e la t io n  to  dep rec ia t ion , term inal charge and various  

others matters, i t  was considered d e s irab le  to provide a 

sta tu to ry  ru le  fo r  the computation o f  shipping p ro f i t s  o f  

non -re s iden ts . Accordingly the Finance Act, 1975 inserted  

a new Section 44B with e f fe c t  from 1.4.1976 providing fo r  

a summary assessment o f  non -resident shipping p r o f i t s  at 

7ij per cent o f  the earnings in Ind ia  by way o f  f r e ig h t ,  
carrage  o f  passengers, m ail, e t c . ,  Section 172 has been 

allowed to remain on the sta tu te  with corresponding modi
f ic a t io n  as to the p r o f i t  ra te  to be app lied . The re su lt  

would be that the ten ta t iv e  assessment made under Section  

172 in the income year  would p r a c t ic a l ly  get equated with  

the normal assessment to be made in the assessment y ea r .

f . O i l  prospecting, etc ;

24. Another p rov is ion  which r e f le c t s  the Government's
anxiety to  s im p lify  the income tax  assessments o f  fo re ign  

companies p a r t ic ip a t in g  in the economic development o f



In d ia  is  Section 293A in serted  by the Finance .act, 19G1 

which enables th e 'C en tra l  Government to make an exemption, 

reduction in ra te  or otiher m odification  in respect o f  

income tax  in favour o f  persons with whom the Centra l  

Government enters into agreements fo r  assoc iation  or  

p a r t ic ip a t io n  in any business o f prospecting fo r  or  

extraction  or production o f  mineral o i l s  or  n atu ra l gas .  
The prov is ion  assumes importance in the context o f  the 

extension o f  the 'E xc lu s ive  Economic zone o f  In d ia 1 to 

200 n au t ica l miles from the base l in e  by the T e r r i t o r i a l  

Waters, Continental She lf , Exc lusive  Economic zone and 

Other Maritime'zones Act, 1976, which would make the 

income o f  the fo re ig n  companies p a r t ic ip a t in g  in o f f 
shore d r i l l i n g  l i a b l e  to Indian income ta x .

g . S itus o f accrual o f  income

25. One o f  the moct c o n tro v e rs ia l  aspects o f  the
assessment o f non-residents in Ind ia  is  the determination  

o f  the s itu s  o f  the accrual o f  income as, un like  in the 

case o f  res iden ts , the income which accrues or  'arises out
s ide  In d ia  is  not taxab le  in th e ir  case . With the high  

ra tes  o f  tax  p reva il in g , in In d ia ,th e re  is  every tempta
t io n  to  s h i f t  the s itu s  o f  accrual o f  income outside  

In d ia ;  This has been sought to be countered by deeming 

c e r ta in  kinds o f  income a r is in g  to non-residents to  -accrue 

in  In d ia .  Thus./ Section 42 o f  the Indian Income Tax Act, 
1922 provided fo r  the deeming as accruing in B r i t i s h  Ind ia  

o f  a l l  income/ p r o f i t s ,  or ga ins accruing or a r is in g  to 

a non-resident whether d i r e c t ly  o r  in d ire c t ly  or from any 

business connection in B r i t i s h  Ind ia  or  through o r  from 

any p r o p e r t y in  B r i t i s h  .India o r  through or from any



money.lent at in te re s t  and brought into  B r i t i s h  Ind ia  in 

cash or in k ind. The p rov is ion  was p r im arily  enacted in 

the context o i i-wiioci.-Li'iXij.j cvoiaence Dy Indian business 

man seeking to s h i f t  tne s i tu s  o f  -accrual o f  t h e i r  income 

to  the then ex is t in g  native  States to which the Indian  

Income Tax Act d id  not extend; The substance o f  th is  

prov is ion  was incorporated in Section 9 o f  the Income Tax 

.“»ct, 1961'when that Act was enacted. An important feature  

o f  the p rov is ion  was that, though a l l  income accruing or  

a r is in g  whether d i r e c t ly  or  in d ire c t ly  through or from any 

business connection in In d ia  was deemed to accrue in Ind ia ,  
the law also provided that , in the case o f  a business o f  

which a l l  the operations are not ccarried out in Ind ia , the 

income to be deemed to accrue in In d ia  s h a l l  be only such 

part o f  the income as would be reasonably a t t r ib u ta b le  to  

the operations c a r r ie d  out in In d ia .  The latw a lso  provided  

an exception that in the case o f  a non-resident no income 

s h a l l  be deemed to accrue or a r ise  to him through o r  from 

operations which a re  confined to the purchase o f  goods in 

In d ia  fo r  the purpose o f  export .

26. In  the context o f  the seve ra l amendments made with
e f fe c t  from 1.4*1976 fo r  r a t io n a l is in g  and s im p lify in g  the 

assessment o f  n o n - r e r i C , Section 9 o f  the Income Tax 

Act was a lso  amended to provide a more c e rta in  end cleair-cut  

source ru le  fo r  c s r ta in  kinds o f  income a r is in g  to  non
re s id en ts .  I t  was f e l t  that  the absence o f  a c le a r -c u t  male 

sometimes created  uncerta in ly  about the c h a rg e a b i l i ty  of  
ce rta in  types o f  incomes in the case o f  non -res iden ts .
The amendment has accordingly provided the necessary source  

ru le s  fo r  income by way o f in te re s t ,  roya lty  and fees fo r  

tech n ica l s e r v ic e s . The terms roya lty  and “'fees fo r



tech n ica l se rv ices"  have a lso  been appropriate ly  defined .  
Under the p rov is ion , in te rest  payable by the Government is  

deemed to accrue or a r ise  in In d ia .  In te re s t  paid by a 

person resident in Ind ie  is a lso deemed to  accrue or a rise  

in Ind ia , except in c ases where the in te rest  is  payable 

in respect o f  any debt incurred, or moneys borrowed and > 
used, fo r  the purposes o f a business or pro fes s ion  c a rr ied  

on by such person outside In d ia  or  fo r  the purposes of  

making or earning any income from any source o u t s ^ e  Ind 

In te re s t  payable by a non-resident i s ,  however, deemed to  

accrue or a r is e  in In d ia  only in cases where the in terest  

i s  payable in respect o f  any debt incurred o r  moneys b o r r 

owed and used fo r  the purposes of a business or pro fess ion  

c a r r ie d  on by the non-resident in Ind ia  or fo r  the purposes 

o f  making or earning any income from a source in In d ia .  
Income by way o f  roya lty  payable by the Government is  

deemed to  accrue o r  a r ise  in In d ia .  Royalty payable by 

a person who is  resident in Ind ia  is  also deemed to accrue 

or a r ise  in India# except in cases where the roya lty  is  

payable fo r  the t ra n s fe r  o f any r igh t  or the use o f any 

property or information or f o r  u t i l i s i n g  the se rv ices  of  
the rec ip ien t  fo r  the purposes o f a business or p ro fess ion  

c a r r ie d  on outside In d ia  or  f o r  the purposes o f  making 

or  earning any income from a source outside In d ia .
Royalty payable by a non-resident is  deemed to  accrue 

o r  a r ise  in In d ia  only in cases where the roya lty  is  

payable in respect o f  any r ig h t ,  property or  information  

used o r  se rv ices  u t i l i s e d  fo r  the purposes o f  a business  

o r  p ro fess ion  c a r r ie d  on by the non-resident in In d ia  or 

f o r  the purposes o f  making o r  earning any income from any 

source in In d ia .  S im ila r ly ,  income by way o f fees  fo r  

tech n ica l se rv ices  is  deemed to  accrue or a r ise  in Ind ia



i f  they a re  paid by the Government. Such fees  payable by 

a person who is  res ident in In d ia  are a lso deemed tc accrue 

or  a r ise  in In d ia ,  except in cases where the fees are 

payable in respect o f tech n ica l se rv ices  u t i l i s e d  in a 

business or p ro fe ss ion  c a r r ie d  on by the person outside  

In d ia  or fo r  the purposes o f  making or earning any Income 

from a source outside In d ia .  Fees fo r  tech n ica l serv ices  

payable by a non-resident are, however, deemed to accrue 

o r  a r ise  in In d ia  only in cases where the fees  ar* payable  

in respect o f  se rv ices  u t i l i s e d  in a business or p ro fess ion  

c a r r ie d  on by the non- res iden t in In d ie  or where such 

se rv ices  are u t i l i s e d  fo r  the purposes o f  making or earning  

income from a source in In d ia .

27. The Finance Act, 1983 has made a fu r th e r  amendment
to  Section 9 o f  the Income Tax Act p rov id ing  that , in the 

case o f a non -resident, being a person engaged in the 

business o f running a news agency or o f  pub lish ing  news
papers, magazines, or jo u rn a ls ,  no income s h a l l  be deemed 

to  accrue or a r ise  in In d ia  to  him through or from a c t i 
v i t i e s  which are confined to the c o l le c t io n  o f  news and 

views in Ind ia  fo r  transm ission cut o f  In d ia .

h . Tax incentives and exemptions

2i . To complete the p ic tu re  regarding the taxation,
o f  t ran snationa l income o f companies in In d ia ,  a reference  

w i l l  have to  be made to the r e l i e f s  and exemptions a v a i la 
b le  in respect o f  such income. Generally  speaking, the  

income tax  law in In d ia  dees not make any d is t in c t io n  

between domestic end fo re ign  taxpayers in the matter c f  

the ru les  fo r  computet ion c f  taxab le  income except in



regard  to  sp e c ia l  ca tegories  o f business, l ik e  shipping/ 

o i l  p rospecting, e tc .  • Many o f the tax  concessions are 

a lso  a v a i la b le  uniformly to a l l  but some o f  them have beer, 
r e s t r ic t e d  to  resident persons and domestic corporations  

only in the context o f  the p o licy  c f  p rogress ive  In d ie n i -  

sation  c f  industr ies  and the accent on s e . l f - r e l i a n c . mbe 

fo llow in g  ere the more important deductions (exenpticns) 
which are a llow ab le  only in the case c f  Indian or domestic 

companies or res ident non-corporate assessees .

Section 35B 

Section 35D 

Section 35E

Section COHHB

Section 80HHC 

Section 80MM

Section SON

Section 800

Export market development allowance 
(s ince  with drawn)

/mort is  at ion o f c e r ta in  p r e l i 
minary expenses

Deduction fo r  expenditure on 
prospecting, e t c . ,  fo r  ce rta in  
minerals .

Deduction in respect o f  p r o f i t s  
and gains from p ro jec ts  outside  
In d ia

Deduction in respect o f  export 
turnover

Deduction in th§ case o f  an Inrh'an 
Company in respect o f r o y a lt ie s ,  
e t c . ,  received  from any concern in 
In d ia  (with drawn from ? .4,1984)

Deduction in respect o f  dividends  
rece ived  from ce rta in  fo re ign  
companies

deduction in respect 'of ro y a lt ie s  
e t c . ,  from ce rta in  fo re ign  enter
p r ise s  .



Most o f  the above incentives intended exc lu s iv e ly  f c r  

domestic companies or res ident taxpayers, r e la t e  to t h e i r  

fo re ig n  -income eerned by th<= wxporc o f good::, technology  

or  se rv ic e s .

29. Tax l i a b i l i t y  some times a r ises  when assets are 

t ran s fe rred ,  e ith e r  by way o f a tax  on c a p i t a l  gains or by 

way o f withdrawal of a r e l i e f  already granted.. There are 

prov is ions  which grant exemption from such tax  buc, u s u a l ly , 

the b en e f it  is  a v a i la b le  only in cases when the tran s fe ree  

company is  an Indian company. This r e s t r ic t io n  is  obviously  

meant to  ensure that scarce c a p i t a l  goods are not exported  

out o f  In d ia .

30. There are not many tax  concessions which aro exc lu 
s iv e ly  meant fo r  fo re ign  companies earning income in In d ia ,  
Section 115A o f  the Income Tax Act p re sc r ib e s  lower tax  

ra te s  f c r  the income earned by a fo re ign  company from 

dividends, in te re s t ,  ro y a lty ,  and tech n ica l fees  and the 

p rov is ion  is  intended tc  provide r e l i e f  from the high ra te  

c f  70 per cent p lus surcharge and to  b r in g  about procedural  
s im p l i f ic a t io n .  Section 10 (6A) exempting fo re ign  companies 

from tax  on tax  in respect o f  t a x - f r e e  r o y a lt ie s  or fees  

f o r  techn ica l se rv ices  payable by the Government or an 

Indian concern is  mainly intended to r e l ie v e  the burden
on the Indian p a r t ie s  to  the agreement wh© undertake to  

reimburse the fo re ign  company the Indian taxes  payable by  

them on th e i r  income by way c f  ro y a lty  or  fees  f c r  techn i
c a l  s e rv ic e s .  The exemptions in respect c f  in te re st  on 

fo re ign  currency loanjs provided under Section 10(15) ( iv )  
has to  be read in the context c f  the p rov is ions in Section 9 
(1) (v ) which deem such income as a r is in g  in In d ia .  The 

exemption provides some m it igat ion  to  the deeming ru le  „



31. The o v e ra l l  ___ tax  on the transnationa l

income o f a company in it? h?'v.3 country and the host country  

i s  to  some extent: modulated by a t ^ . r  aty between the 

heme country and the host country or, in the absence o f such 

a treaty/ by provisions fo r  grant of u n i la t e r a l  r e l i e f  by 

the home country. Section 90 o f the Income Tax Act 1551 

empowers th£ Government o f  In d ia  to enter into an agreement 

with the Government o f  any country outside In d ia  fo r  the 

fo l low in g  purposes:

i .  fo r  granting reiie.^ in respect c f  the 
income on which tax  is paid both in In d ia
and in that fo re ign  country; or

i i .  fo r  avoidance c f  double taxation  o f income 
under the Indian tax  law and the correspon
ding law in that country; or

i i i .  fo r  the exchange c f  information fo r  the
prevention o f evasion .and avoidance c f  
income tec. chargeable  under the Indian  
Income-tax Act or under the corresponding  
law in fo rce  in that country, or  in ves t i 
gation  o f cases o f  such evasion or  avoidance

i v .  fo r  the recovery o f income-tax under the
Indian Income Tax Act and under the co rre s 
ponding law in fo rce  in that country .

The Companies (P ro f i t s )  Surtax Act, Wealth Tax Act and 

G if t  Tax Act a lso contain s im ila r  prov is ions enabling the 

C entra l Government to enter into agreements with fore ign  

countries fo r  the avoidance c f  double taxation  with respect  

to  taxejs le v ie d  under these A c ts .,  In pursuance c f  the 

power con ferred  by these p rov is ion s , the Government o f



In d ia  have entered into tax  t r e a t ie s  with as many as 29 

c o u n t r ie s ^  Most c f  these are comprchensive while  sume 

are lim ited  tc income from shipping end/or operation  c f  

a i r  c ra f t s  on ly . l i s t  ..f  countries with which agreements 

e x is t  is given in Annexure £ . The agreement with Pakistan  

was operative  upto assessment year 1371-72 on ly .

32. In genera l, the tax  t r e a t ie s  aim at con ferr in g  tax
ju r is d ic t io n  to the source country as against the home 

country. In the case o f  businesses , the s itu s  o f  the 

operations through a permanent establishment is  determina
t iv e  o f  the s itu s  o f  the source. The p r o f i t s  a t t r ib u tab le  

tc  the permanent establishment are u sua l ly  those which might 

be expected to be made i f  i t  were a d is t in c t  anJ. separate  

en te rp r ise  engaged in the same or s im ila r  a c t iv i t i e s  under 

the same c r  s im ila r  conditions and dea ling  wholly indepen
dently c f  the en terp rise  c f  which i t  is  a permanent e s ta 
blishm ent. No p r o f i t s  are u su a l ly  to  be a ttr ibu ted  tc  mere 

purchase operations, e sp e c ia l ly  those meant fo r  export.
In regard to income from the cperation  o f a i r  c r a f t  or sh ips ,  
the genera l p rac t ice  is  to con fer  enclusive  ju r is d ic t io n  

tc  the home country to tax the p r o f i t s  o f in te rn a t ion a l  
t r a f f i c .  Spec ia l prov is ions are u sua lly  made in regard  

tc  income from dividends, in te re s t ,  r o y a lt ie s ,  techn ica l  
fe e s ,  e tc . ,  and inccme o f  students, p ro fe sso rs ,  a r t i s t s ,  
ath letes  and the l i k e .  Certa in  genera l p rov is ions  re la t in g  

tc  the e lim ination  c f double taxat ion  are a lso  u sua lly  

inc luded . In regard to r c y a lt ie s  and tech n ica l fees ,  
some o f the agreements con fer enclusive tax  ju r is d ic t io n  

on the source country while  others permit both the countries

i y  Government o f In d ia  C en tra l Board o f D irect Taxes, 
M in istry  o f Finance, Ind ia 's  Tax Agreements (1 98 3) ,
New D e lh i .



to t&i'e'.'.income but a c e i l in g  is  p resc ribed  in ce rta in
cases on the tax  le v ia b le  by the source country.

33. In the case c f  countries with .which Ind ia  has
not yet entered into any tax  t re a ty , Section 91 c f  the 

Income, Tax A c t , 1961 provides u n i la t e ra l  r e l i e f  to r e s i 
dents in In d ia  against double taxation  at the lower o f the 

ra tes  app licab le  to the double taxed, income in Ind ia  and 

in  the fo re ign  country .



IV .  TAX TREATMENT OF. NON-.RESIDENT 

CORPORATIONS IN OTHER 

COUNTRIES^

34. F is c a l  planr-:._> in India  o ften  draw in sp ira t io n
from the tax laws of other coun tr ies , both developed and. 
developing, in an attempt to tackle various economic aitd 

developmental problems fo r  which p a r a l l e l s  might have 

ex is ted  elsewhere. In deciding on the p o lic y  o f taxing  

fo re ign  companies, i t  i s  not merely u se fu l but very  

necessary to keep in  mind the po s it ion  ink Qther countr ies  

a s , bothT t a c t ic a l l y  and from tiie 'point of view of equ ity ,  
some so rt  of r e c ip ro c ity  and p a r ity  are  requ ired  in th is  

regard . A b r i e f  survey o f the pattern  o f  taxation  o f  

non-resident companies in d i f f e r e n t  countries would a ls o  

be h e lp fu l  in id e n t i fy in g  some of the anomalies and 

inconsistenc ies  in our law and in b r in g in g  our f i s c a l  

p o l ic ie s  in proper alignment with our economic p o l ic ie s .  
Some s a l ie n t  fe a tu re s  o f  the tax treatment o f domestic 

and fo re ig n  corporations in some se le c ted  countries in  

A sia , A f r ic a ,  Europe and the North American continents  

are given in the fo l lo w in g  paragraphs.

j y  Sources of information
a . Guides to European Taxation -  The taxation  of 

Companies in Europe -  Supplements upto October, 
1982.

b. Income Taxes outside  the U.K. -  HMSO.
c . Income Taxes Worldwide -  Commerce Clearing  

House Income.
d. Tax News Serv ices  -  In te rn a t io n a l  Bureau of 

F is c a l  Documentation.
e. Taxation and m ultinationa l en te rp r ise  -  John 

F Chown -  Longman.
f .  Introduction  to US In te rn a t io n a l Taxation by 

Paul-R . Me Danie l and Hugh J. A u lt .
a. Information supp lied  by in d iv id u a l  companies 

covered by the Study.



Tax Treatments o f Foreign Cbmpan3.es in Selected  

Cbuntries

A u s t ra l ia

35. A resident company i s  defined  as one incorporated  

in A u s t ra l ia  o r  one which c a r r ie s  on business ir: A u stra lia  

and has i t s  Central management and con tro l there o r  i t s  

voting power i s  con tro lled  by res iden ts . Resident and 

non-resident pub lic  companies are taxed on th e ir  en t ire  

income a t  47.5 per cent and p r ivate  companies, whether 

res id en t  o r  non -resident, are taxed at 45 p e r  cent.

1 1 i s  usual f o r  the head o f f i c e  charges to ba put 

through the branch 's books and Austra lian , exchange contro l  
regu la t ion s  require  the c lea r in g  of current accounts on o. 
re g u la r  b a s is .  In d i r e c t  expenses a re  u sua lly  a l lo c a te d  in  

the r a t io  o f  branch income to world income o r  to  overseas  

income. The evidence furn ished by the taxpayer i s  usually  

accepted in  the f i r s t  instance. The A u stra lian  l e g i s l a 
t ion  contains p rov is ions  which etrpower the tax au th o r it ie s  

to ad just  the taxable  income o f a fo re ig n -c o n t ro l le d  

A u stra lian  business where the business  produces e i th e r  no 

taxable  income or le s s  taxable  income than expected.

Belgium

36. B e lg ian  companies are sub ject  to tax a t  a bas ic  

rate of 45 per cent le v ie d  on th e ir  world  wide income 

sub ject  to  lower ra te s  on small income corporations and 

c a p i t a l  ga ins. The imputation system i s  fo llow ed .
Where a B e lg ian  company pays dividends to  a non-resident  

shareholder, the 20 per  cent w ithhold ing tax i s  a f i n a l



tax but may be a llowed as  a c red it  in the country of 
residence of^ the r e c ip ie n t .  Where a Belgian company 

rece ives  a dividend from another B e lg ian  company/ there  

i s  no refund o f  the withholding tax and 90 p^r cent o f  

the receipt i s  exempt '.rcrn tax. Non-resident corpora
tions are taxed on t h e i r  Belgium source income at 50 per  

cent which i s  h igher than the rate  f o r  resident companies. 
There i s  a lower ra te  o f 22.5 per cent on c a p ita l  gains  

and a h igher rate of 67.5 per cent on d isgu ised  commission. 
The tax rate  may be a lt e re d  by t re a ty  regu la t ion s .

Companies which do not have th e i r  reg is te red  

o f f i c e ,  main establishment o r  p lace of management in 

Belgium are subject to non-resident income tax . Payment 

o f the head o f f ic e  charge i s  not req u ired  but i t  should 

be put through branch bocks, in d ir e c t  expenses a re  

a l lo c a te d  in the r a t i o  of branch income to world income 

or branch expenses to t o t a l  expenses, or  branch s t a f f  to 

t o ta l  s t a f f  or  branch fqo tings  to t o t a l  foo t in gs . Support

ing evidence o f  in d ire c t  expenses is  not gen e ra lly  required  

and a head o f f ic e  c e r t i f i c a t e  i s  u sua l ly  regarded as  

s u f f i c ie n t .

Canada

37. A l l  res ident corporations pay fe d e ra l  t a x  on
world-wide income a t  a genera l r a te  o f  46 per cent.
Branches of fo re ign  corporations pay tax at  the same 

rate  on th e i r  Canadian income. A surtax of 2% per cent 

o f the fe d e ra l  tax i s  a l s o  payable. A branch of a 

fo re ign  company s u f fe r s  in add it ion  a 25 per cent tax  

on i t s  a f t e r - t a x  p r o f i t s  minus an investment a llowance.
The e f fe c t iv e  rate  on a branch may range between 60.85 

p er  cent and 65.35 pe r  cent depending on the province.



In Canada, the law does not p rmit fo re ign  banks to 

operate through branches. Only lo c a l ly  incorporated  

su b s id ia r ie s  are allov/od,

Denmark

38. Companies a re  c l a s s i f i e d  as res id en ts , decided
by p lace  o f incorporation , and non-residents . While 

res ident companies are taxed a t  40.7 per cent on th e i r  

world income, non-resident companies are a ls o  ta x e d 'a t  

the same rate on th e i r  Danish source income. In  the 

case o f  the former, domestic d iv idends a re  exempted under 

ce rta in  circumstances while  in the case of the la t t e r ,  

dividends from Danish sources a re  taxed  at a lower rate  

of 30 per cent.

I t  i s  usual but not e s sen t ia l  f o r  head o f f i c e  

charges to be put through the b ranch 's  books and fo r  a 

remittance to be made. In d ire c t  expenses are a l lo ca ted  

on a 'reason ab le ' b a s is  but consistency i s  expected, 
Audito rs ' opinions are usua lly  not requ ired . The tax  

au thor ity  usuallyaccepts the inform ation furn ished except 

in unusual circumstances when independent v e r i f ic a t io n  

would be sought. I t  i s  a genera l p r in c ip le  of the Danish 

law that branches co n tro l led  from overseas w i l l  be deemed 

to earn such p r o f i t s  as might ^reasonably have been 

expected to be made had i t  dea lt  with the parent o f f i c e  

at arm 's length. Charges designed to reduce the p r o f i t s  

a r t i f i c i a l l y  would be d isa llow ed .

France

39. 3ranch-'S of fo re ign  companies a re  taxed in the
same way and a t  the same ra te  as res iden t companies. The



ra ts  o f corporation  tax on le g a l  e n t i t ie s  i s  50 per cent.  

Dividends a re  e n t it le d  to a tax c r e d i t .  Foreign corpora
t ions are subject to  corporate income tax i f  they conduct 

business in France on the French source p r o f i t s  earned by 

them. A French r e g is t e re d  su bs id ia ry  i s  always conside
red to be a res id en t .

Payment of head o f f i c e  expenses is  not necessary. 
Book e n tr ie s  are u sua l ly  expected to be made but a re  not 

regarded as a le g a l  requirement. In d ire c t  expenses a re  

usua lly  a l lo c a te d  in the r a t i o  of balance sheet foo t in gs  

o r  in the r a t io  of branch income to overseas income. As 

evidence of expenses, o f f i c e  invo ices a re  u sua lly  regarded  

as adequate. Supporting vouchers are  not usua lly  

requested from the head o f f i c e .

Germany

40. German companies a r Q subject to  the s p l i t  ra te  

system o f corporation  tax . Resident companies ( i . e . ,  

those which have e ith e r  seat or p lace  o f management in 

Germany) are taxed on th e ir  world -wide income a t  56 per  

cent on t h e i r  und istributed  p r o f i t s  and 36 per cent on 

th e i r  d is t r ib u te d  p r o f i t s .  Rasident shareholders get 

imputed c re d it .  Non-resident companies are taxed on th e ir  

German source income a t  50 per  cent on business p r o f i t s  

and lower ra te s  on d iv idends from re s id en t  companies.

Actual payment of head o f f i c e  charges i s  not 

in s is t e d  on fo r  getting* a deduction from branch p r o f i t s .  

!n d ir e c t  expenses a re  a l lo ca ted  in the proportion o f  

branch foo t in gs  to t o t a l  foo t in gs , branch s a la r ie s  to  

t o ta l  s a la r i e s ,  etc . Audited head o f f i c e  accounts are  

not in s is te d  on. For d irec t  expenses, in te rn a l  

documentation i s  acceptab le .



Hong Kona

41. P r o f i t s  tax i ° charged oh the assessab le  p r o f i t s  

at a standard ra ts ,  which in  the case o f  companies was
17 par  cent f o r  the year 1976-77. No d is t in c t io n  is  made 

between domestic and fo re ig n  companies. The term 

'C o rpo ra t ion 1' is  def ined as a company incorporated or 

re g is te red  under any enactment or ch arte r  in fo rce  in  

Hong Kona or elsewhere but excluding a co -operative  

so c ie ty  or a trade union.

Where the true assessab le  p r o f i t s  o f  a non-resident  

from a trade , business or profession* c a r r ie d  on in  Hong 

Kong cannot be r e a d i ly  ascerta ined , they may be computed 

on a f a i r  percentage o f the turnover in  Hong Kong. This  

i s  a ls o  done where the accounts o f a non-resisent do not 

d isc lo se  the true p r o f i t s  of a Hong Kong permanent 

establishme nt.

Indonesia

42. Branches o f fo re ign  companies are subject to  the 

normal corporation  tax  rates  on th e ir  Indonesian income. 
Their a f t e r - t a x  p r o f i t  i s  regarded as dividend and 

subjected  to  a w ithhold ing tax. Trading p r o f i t s  are  

gen e ra lly  taxed a t  45 per cent above Rp 50M. ' There is  

an excess p r o f i t  tax  upto 60 per  cent of p r o f i t s  in 

excess of 15 per cent rate  o f  return. O i l  industry  and 

mining companies enjoy a rate concession.

Japan

43. A company whose head o f f ic e  or  p r in c ip a l  p lace  of 
business outside Japan i s  a fo re ign  company. A Japanese 

branch o f a fo re ign  company i s  taxed on i t s  Japanese



income in  .th^same manner and at the same rate  as a , - 
domestic corporation  but the reduced ra te  f o r  d is t r ib u te d  

pro f i t  does not app ly . A domestic corporation  is  l i a b le  

to corporation tax a t  42 pe r  cent, en te rp r ise  tax a t  13.2 

p e r  cent and^inhabitants tax ranging from 6 to 14 per cent 

of the corporation tax . D is tr ibu ted  p r o f i t s  a re  taxed at  

a lower ra te .  Enterprise  and inhabitants tax are lower  

f o r  small undertakings and a lso  vary  according to locat ion .  
Dividends from domestic corporations are  excluded from 

taxab le  income but 25 pe r  cent of the excess of dividends  

rece ived  over d iv idends pa id  i s  included.

As regards head o f f i c e  charges, i t  i s  not necessary  

e ith e r  to make paynient o r  make e n t r ie s  in the branch books. 

In d ire c t  expenses a re  u sua lly  a l lo c a te d  it! the proportion  

o f  gross income o r  gross expenses. The tax authority  

u su a lly  accepts" the information supp lied  by the head 

o f f i c e  and no attempt i s  made to re fu se  a deduction merely 

on the aroutta o f low p r o f i t a b i l i t y  i f  the expenses a re  

othe rwi se r  easonab l e .

Kenya

44. A body o f persons i s  treated  as  resident in Kenya
i f  (a )  "the management and contro l o f i t s  business are 
exerc ised  there , or (b )  i t  has b^en deemed to be a res ident  

in Kenya by a notice in the Gazette o r  (c ) i t  i s  a company 

incorporated under the law of Kenya. The ru les  o f  compu
tat ion  of taxable income are the same f o r  branches of 
fo re ign  companies and domestic corporations except th a t  no 

deduction i s  allowed to a branch of a fo re ign  company in  

respect of in te re s t ,  management fe e s ,  e t c . ,  paid  to  the 

parent company. Foreign  income is  not taxab le . There 

are sp ec ia l  p rov is ion s  f o r  ship owners, charterers  and



a i r  transport operations. Branches of fo re ign  companies 

s u f fe r  tax a t  52.5 per  cent as aga in st  45 per cent fo r  

domestic corporations (27.5 p e r c e n t  f o r  mining operations  

fo r  the f i r s t  4 years of p r o f i t ) .

Korea

45. Corporation tax i s  charged upon the income from 

a l l  sources o f  a company having i t s  head or main o f f ic e  

in Korea (domestic company) and upon income accruing from 

Korean sources only where the company has i t s  head or 

main o f f i c e  outside Korea ( fo re ign  company). Pub lic  

( l i s t e d )  companies and non -p ro fit  companies a re  charged  

to corporation  tax a t  20 per cent on the f i r s t  W.
50/00,000 of taxab le  income and at 27 per  cent on the 

excess. Other companies (in c lud ing  fo re ign  companies) 

are  charged at p rogress ive  ra tes  rang ing  from 20 per  cent 

upto income o f W. 30,00,000, increas ing  to 40 per cent in 

respect of income over w. 50,00,000.

Malaysia

46. A company i s  treated as a res iden t in Malaysia  

fo r  the b a s is  year f o r  a year of assessment i f ,  at any 

time in that bas is  year, the management and con tro l are  

exerc ised  there o r ,  where a business is  not c a r r ie d  on,
i f  the management and con tro l o f i t s  a f f a i r s  are exerc ised  

in M alaysia . Companies, whether res iden t or non-resident,  
a re  charged to' income tax  at 40 per cent.

No payment o f  the head o f f i c e  charge "need be 

made. I t  i s  S u f f i c i e n t  i f  they are passed through branch 

books. In d ire c t  expenses are  usua lly  a lloca ted  ih  the 

r a t io  of branch income to world income or to overseas



income. The tax au th or ity  does not seek to r e la t e  the 

quantum of th^ charge to branch p r o f i t a b i l i t y  where an 

audit c e r t i f i c a t e  i s  a v a i la b le .  Queries are ra ised  only  

when the charge i s  d isp roportionate  to the branch income.

Pakistan

47. A company i s  regarded as res iden t in Pakistan in

any year  i f ,  in that year, the con tro l and management of
i t s  a f f a i r s  are wholly  s ituated  there or  i f  i t  has i t s
re g is te re d  o f f ic e  there  and i s  e i t h e r  reg is te red  under
the Companies Act, 1913 or formed under a Central Act.
Resident companies and non-resident branches pay tax a t
the same ra te , v i z . , income tax at the rate  of 30 per
cent and supertax rebates  are a llowed to companies formed
and r e g is t e re d  in Pakistan . Dividends from a re g is te re d

o f
corrpany are taxed at the ra te rs  per cent i f  received by 

a p u b l ic  company a t  the rate  of 15 per  cent i f  received  

by a non-resident company and at  th e  r a te  of 20 per cent 

in the cases of other companies.

Head o f f ic e  expense claims are  r e s t r ic te d .  

In te re s t  pa id  to head o f n c e  is  not a llowed.

Singapore

48. A company is  treated  as  a res id en t  in Singapore 

i f  the con tro l and management o f  i t s  business are  

exerc ised  there. A l l  companies, whether res iden t or  

non-resident are  charged to tax a t  a uniform rate of

40 per cent.



I t  i s  not n ecessary  to make an actua l .payment: of 
head o f f i c e  charges but the charges should be recorded  

in the branch books. In d ire c t  expenses a re a l lo ca ted  on 

a reasonable  b a s is .

Sri Lanka

49. A company i s  deemed to be res id en t  in S r i  Lanka 

i f  i t s  reg is te red  or p r in c ip a l  o f f i c e  is  in  S r i  Lanka or  

i f  the con tro l and management of i t s  business i s  exerc ised  

in 'Stfi Lanka. Non-resident companies pay tax at the rate  

of 55 per  cent on th e ir  taxab le  income. Domestic 

companies are taxed -at  lower r a te s  -  small companies at  

s l ic e  ra te s  r is in g  to a maximum of 50 per cent/ companies 

quoted by Colombo b rokers ' a ssoc ia t ion  a t  the rate  of
40 p e r  cent and other res ident companies at  the ra te  of
50 p e r  cent. For the year  1981-82 a 5 to 10 per cent 

surcharge has a lso  been imposed. Dividends are  sub jec t  

to 20 per cent tax deduction at source, and are not 

taxab le  in the hands o f corporate tax ho lders .

Switzerland

50, Branches of fo re ig n  companies are/ in e f f e c t ,  

not treated  d i f f e r e n t ly  from le g a l  e n t i t ie s  e stab lished  

in Sw itaerland.

A payment o f  the head o f f i c e  charge is  not 

necessary/ a book entry must however, be made. In d ire c t  

expenses are usua lly  a l lo c a te d  on income bas is  o r  in the 

proportion  of expenses o r  in the r a t i o fof branch foo t in gs  

to t o t a l  foo t in gs . G enera lly , the branch must e s ta b l is h  

that c e r ta in  management functions a re  assumed by the 

head o f f i c e  f o r  the b e n e f it  o f the branch.



51. In  Abu Dhabi and Bubai,' l o c a l ly  incorporated  

companies are  not su b je c t  to income talx whereas foreicm  

con tro lled  branches pay a 20 pe r  cent tayJ In Oman, 

fo re ign  branches and fo re ig n  companies-without lo c a l  

p a r t ic ip a t io n  s u f fe r  tax at the ra te  of 50 per cent.
The rate  o f tax- is  reduced to 20 pe r  cent where Oman 

nationa ls  own at lea st  35 per cent but less  that* 51 per  

cent o f  the c a p ita l  and to  15 per cent where they own
51 p e r  cent or more o f  the share c a p i t a l .  rhe p o s it io n  

in  Qatar in s im ila r  but where a l o c a l l y  incorporated  

company i s  owned a t  le a s t  to the extent a t  51 per cent  

by lo c a ls  no tax i s  payable . Foreign banks pay tax  at  

various s la b  ra te s  r i s i n g  up to a maximum of 50 per cent.

United Kingdom

52. As from 1.4.1973 companies pay tax  at the rate  of  

50 per cent on th e ir  p r o f i t s  whether d is t r ib u te d  or not. 
Where p r o f i t s  are  d is t r ib u te d ,  they a re  treated  as i f  

they had borne personal tax at  the b a s ic  ra te  of 30 per  

cent. A U.K. Branch of an overseas corporation  is  

sub ject  to corporation tax at  52 per cent on income from 

or earned in the U .K .. A proportion  (a t  present 15/26) 
of c a p i t a l  gains is  a Iso  chargeable  to corporation  tax.

A p a rt from the sta tu to ry  au th o r ity  contained in  

the double tax t re a t ie s/  there i s  no s p e c i f ic  le g i s la t io n  

covering the d e d u c t ib i l i t y  of head o f f i c e  expenses. There 

i s  no requirement to make a ph ys ica l book entry supporting  

the charges, nor i s  there any requirement that the amount, 
should be paid to the head o f f i c e .  In d ire c t  expenses are



a l lo c a te d  on a reasonable b a s is  adopting the c r i t e r i a  of 

branch income, r a t io  o f exp3nses, r a t io  of s t a f f  strenath, 
etc.

U .S .A .

53. United States, companies a re  fo rm ally  sub ject to
c tax o f 22 p - r  cent on the ir  income p lu s  a surtax of 
26 p e r  cent on income excess of $ 25, 00 (working out to  

p r a c t i c a l ly  48 per cant in the case  of b ig  companies).
In some years , there have been surcharges rn the tax 

l i a b i l i t y  a t  ra tes  upto 10 per cent making an e f fe c t iv e  

tax rate  o f  52.8 per cent. There i s  no withholding o r  

prepayment of tax on dividends paid  to  res iden ts . There 

i s ' a  w ithholding tax o f  30 per cent (reduced under ce rta in  

double tax agreements) on d iv idends pa id  to non-residents. 
On genera l p r in c ip le s .  United States  companies are subject  

to tax on th e ir  world wide income. C red it  i s  given to 

fo re ign  tax paid on the same income sub ject  to a maximum 

equal to  the U .S. tax payable on the same income. Foreign  

corporations are g en e ra l ly  taxed at re gu la r  corporate tax 

rate . I f  a fo re ign  corporation  i s  not engaged in a U .S .  
trade or business during the taxab le  year, a tax o f  30 

per cent i s  imposed on i t s  gross income.

As regards head .o f f ic e  charges; as in  U.K. i t  is  

not necessary to  r*ebit the charges in the accounts o f  the 

U.S. branch nor i s  i t  necessary to make a physica l  
rembursement. There are no hard and. f a s t  ru les  or formula  

f o r  c a lc u la t in g  the a l lo c a t io n  o f head o f f ic e  charges; the 

IRS appears to adopt a 'rea son ab le ' approach based on 

comparison? of unit a c t i v i t y ,  gross s a le s  or re c e ip ts ,  
co sts ,  p r o f i t  con tr ibu tion , e tc .



Gambia

54. A person other than an in d iv id u a l is  res ident
in Zambia f o r  any charge y »a r  i f  the con tro l and manage
ment of the persons' business or a f f a i r s  are exerc ised  

in Zambia fo r  that year. A branch o f  a fo re ign  corpora 
tion i s  subjected to corporation tax  in thQ same manner 

and at the same rate  as resident corporations. Foraign  

dividends and in te re s t  a re  normally excluded from a sse ss 
ment. A Zambian company is  taxed on fo re ign  source 

income as w e l l .  Dividends' from other ZamL^an companies 

are exempt. For the year  1981-82, the corporation  tax  

rat.a was 45 per cent (25 per cent on farm income). There 

i s  a tax  on undistributed  p r o f i t s  of domestic corporations  

a f t e r  a llow in g  f o r  reasonable reten tions . A 35 per  cent 

tax i s  lev ied  on p r o f i t s  retained fo r  mors than 9 months 

a f t e r  the c lose  of the accounting year.

55. The p o s it ion  that emerges i s  that most of the 

coun tr ies  t re a t  domestic and fo re ig n  corporations a l ik e  

in  the matter of rate  of tax. In d ia ,  levy ing  a much 

h igher tax on fo re ig n  companies is  atfiotta the few  

exceptions. Even among the exceptions the rates  of tax  

a p p lic a b le  to fo re ign  companies in other countries/ 
seems to be appreciably lower than th e itax  rates 
a p p lic ab le  in In d ia .



V . SOME PROBLEMS AND POSSIBLE REMEDIES

a * Need fo r  reform

56. As mentioned at the cutset , purely revenue 

considerat ions  need net be given  much weight while  deciding  

on the taxation  po licy  in r e la t io n  to fo re ign  companies 

operating  in In d ia .  Their operation  in In d ia  i s  s t r i c t l y  

regu la ted  by the Government. I f  the Government so wants, 
th e i r  operations can be -further r e s t r ic t e d  or regu lated
c r  they can be allowed to f c ld  up and l e a v e ^ .  I t  is  

unnecessary to  use income tax  as an instrument fo r  achieving  

con tro l over t h e i r  a c t iv i t i e s  in In d ia .  In fa c t ,  try ing  

to  achieve in d ire c t ly  through the tax  laws what can be 

done d i r e c t ly  may turn out to be counter-productive and 

defeat those very economic o b jec t iv e s  fo r  he lp ing to  

achieve which the fo re ign  companies have been allowed to 

operate in se lected  areas. In contemplating any f-eform 

to  the scheme c f  taxation  o f fo re ign  companies, i t  is  

th e re fo re  necessary to s tee r  c le a r  o f  any exaggerated  

notions o f revenue lo s s .

57. A newly independent country l ik e  In d ia  aiming at 

fa s t  economic development and s e l f - r e l i a n c e  has n ecessari
ly  to  pass through various- phases in i t s  a tt itude  to  

fo re ig n  investment. Prakash Tendon^ r e fe r s  to  these as 

phases o f dependence, independence end interdependence.

1/ The H on 'b le  Finance M in is te r  stated  in the Lok Sabha 
on 2.12.1983 that 14 fo re ign  companies which were 
requ ired  to  d i lu te  th e i r  non-reaident in te re st  to  
40 per cent under the FERA have opted to  wind up 
th e i r  operations in the country fo r  t h e i r  own cor
porate reasons.

2/ Tandcn P . (1982) T ran sn at iona lisa t icn  o f  the Banking 
A c t iv i t ie s  and F inancia l Markets in Developing' Count
r i e s  -  In d ia  -  Supplementary memorandum to Main 
Report OECD.



In the f i r s t  phase, the developing country is  wholly or  

la r g e ly  dependent fo r  i t s  inputs o f manufactures, science  

and technology, banking, insurance and consultancy s e r v i 
ces , upon the metropolitan power that dominated i t  in the 

19th century, d i r e c t ly  or in d ir e c t ly .  I t  has a weak or  

no in d u s t r ia l  s tructu re  and i t s  fo re ign  exchange needs 

are lim ited  and met by exports of raw m a te r ia ls .  In the  

second phase, as i t s  own technology end se rv ices  develop  

fo llow in g  upon i t s  post-war independence# i t  is  commonly 

the experience that in order to add value tc  i t s  raw 

m ateria ls  and tc  protect i t s  nascent in d u s tr ie s ,  i t  asserts  

i t s  independence and creetes ce rte in  b a r r i e r s ,  and exer
c is e s  a degree o f  s e le c t iv i t y  in i t s  choices c f  inputs 

from abroad. In th is  i t  is  a lso  impelled by the common 

experience o f  a shortage c f  fo re ign  exchange, when the  

impcrt needs are h igher than the expert c a p a b i l i t y ,  and 

the country is  fo rced  into a po licy  o f  import controls  

and sub-stJrtntAon and a con tro l over i t s  d irec t ions  c f  

t r a d e .  In the th i r d  phase, i t  has gained perhaps enough 

strength to begin  tc  appreciate the b e n e f i t s  c f  mutuality 

and interdependence, and the e a r l i e r  in s istence  on s e l f -  

su f f ic ie n c y  g ives place to  s e l f - r e l i a n c e ,  in buying such 

advice, se rv ices  and technology abroad as i s  ahead of  
i t s  own, wh ile  developing i t s  own capacity  tc  b u i ld  upon 

the  imported technology. This is  a s ta te  o f  interdependence, 
where i t  both rece ives and g iv e s .  By now i t  has also  

developed an expert c a p a b i l i t y ,  which in i t s e l f  creates
the compulsion tc  a ttract  investment and technology more

i * 
l i b e r a l l y .  In d ia  has passed the second phase and is
moving into the th ird  phase. This is  evident from the
changed a tt itudes  to  fo re ign  investment and-fo re ign



technology* In recent times, the FER/. ru le s  regu la t in g  

fo re ig n  investment in In d ia  have been su b s ta n t ia l ly  l i b e r 
a l i s e d .  The same l i b e r a l  a tt itude  is  v i s i b l e  in the po licy  

r e la t in g  to  import o f technology and soph is t ica ted  plant  

and machinery. Thej?e is  increasing  r e a l i s a t io n  that , fo r  

improving in te rn a l e f f ic ie n c y  and externa l competitiveness  

In d ia  must update it% technology and a ttrac t  fo re ign  invest 
ment and know-how wherever i t  would help  i t s  economy. In d ia 's  

p o l ic ie s  in regard  to fo re ign  investment and technology is  

no longer merely de fensive . As observed by Prakash Tandon:

“This new phase of interdependence also coincided  
with the beginning c f  a process o f t ra n sn a t io n a li 
sat ion  c f  In d ia 's  own firms and banks, who, along 
with s k i l l e d  labour and p ro fe s s io n a l t a le n t ,  began 
a c t iv ity  spreading abroad, thus making transnation -  
a l i s a t ic n  o f t rade , investment and banking part of  
a two-way p rocess . Foreign investment and banks are 
made to  f e e l  in c reas in g ly  acceptable in Ind ia  as 
Indian firms and banks were being accepted abroad -  
a true  sta te  o f interdependence.

In d ia  now in v ites  technology more advanced than 
i t s  own; and Ind ia  exports technology, sometimes 
le s s  developed but more appropriate to  some deve
loping countr ies ' needs. In some cases Ind ia  has 
a unique experience to  o f f e r ,  as an example, ir. 
development banking f o r  small en te rp r ises  end 
farmers, an experience that banks o f  developed 
countries would not p o sse ss .

In d ia 's  growing in teg ra t ion  with fo re ign  indus
t ry ,  investment and banking is  thus part c f  this 
new process c f  in teg ra t ion  with both the developed 
and the developing world , re la te d  in the outward 
f lows to  i t s  own c a p a b i l i t i e s ,  and in the inward 
f lew s by what i t  perceives as i t s  needs. The 
process cfcourse a lso creates  a growing coinpulsj.ee 
c f  granting rec ip ro c ity  to other coun tr ies , where 
Indian firms and banks have s e t t l e d " !/

1/ I b id . ,  p.5 3.



5C . The same attitude  o f  s e l f - r e l i a n t  l ib e ra l ism  is
a lso  v i s i b l e  in the Indian Government's p o lic y  towards 

fo re ign  banks. Even as f a r  back as 1969, i t . was r e a l is e d  

that fo re ign  banks had a d is t in c t  ro le  to p lay  in the 

Indian economy and they were l e f t  untouched by the nation
a l i s a t io n  o f the banking industry . Today, even though 

In d ia  has i t s  own w e ll  developed network o f bank and 

f in a n c ia l  in s t itu t io n s  which can very w e l l  c a te r  to  the 

domestic needs, there is  increasing r e a l i s a t io n  that  

fo re ig n  banks, a lonside the la r g e r  Indian banks have a 

contr ibution  to make in areas o f  in te rn a t ion a l loans, 
syndications and investment. They a lso help  the Indian  

banking business in i t s  process o f  t ran sn a t io n a lisa t ion  

and innovations and modernisation by acting as pace
s e t t e r s .  The need fo r  in te rn a t io n a l re c ip ro c ity  has also  

acce lerated  the po licy  o f l i b e r a l i s a t io n . !  Thus, simul
taneously with Indian banJ^s going t ran sn ation a l/ fo re ign  

countries have been allowed to open branches or represen
t a t iv e  o f f ic e s  in In d ia .  According to recent s t a t i s t i c s ,  

12 Indian commercial banks have 133 o f f ic e s  abroad, in c l 
uding 6 o f f -s h o re  un its  in 21 countries -  USA, UK, France, 
West Germany, Belgium, South Korea, Japan, Thialand,
Hong Kong, Singapore, Bangladesh, Maldive, Seychelles , 
Panama, Nassau, Cyman Is lan d s , Shri Lanka, Kenya, F i j i  

M aurit iu s , and UAE (Dubai/ Abu Dhabi, Raa-Al-Quwaim, 
Sharjah , Oman) . At the same time, 22 fo re ig n  banks have 

135 o f f ic e s  in In d ia  in 16 towns.

59. A fte r  World War I I ,  fo re ign  banks have been
s te a d i ly  lo s ing  th e i r  share o f  the banking business in 

In d ia  and the process has acce lerated  a f t e r  Independence



and more so a f te r  the n a t io n a lisa t io n  o f the major Indian  

Banks, as would be seen from the data in Table V . 1.

TABLE V . l

Share o f  Foreign Bank -  Percentages o f  Tota l

1940 1950 1960 1969 1973 1977 1979

Branches 2 .8 1.7 1.4 1.4 0 .3 0.5 0 .4

Deposits 27 .4 17 .4 11.9 ‘ 9.2 7 .2‘ 4.3 3.4
Adv anc es 27 .7 24.6 16.9 10 .6 7 .8 4.7 4.0

Source; Tandon P. (1981) Transnationa
l i s a t io n  o f  the Banking A c t i 
v i t i e s  and F inancia l Market -  
OECD -  p . 47

Branches o f fo re ign  banks constitu ted  2.8 per cent o f  the 
branches o f  a l l  banks in 1940 and 1.4 per cent in ly69. 
Since bank n a t io n a lisa t io n  in 1969 th is  r a t io  has been 
s te a d i ly  decreasing and curren tly  0.4 per cent is  the 
reasons fo r  the dec line  are:

-  A phenomena! branch expansion o f  Indian banks since  
1969; Nationalised-Bank-Vs branches grew from 6,596 
in June,1969 to  25,774 in June '1980 re su lt in g  in a 
quadrupling o f t c t c l  rr.irrifcer o f bank branches in 
In d ia  from 8,262 to 32,419; while*

-  Foreign banke have remained s t a t ic ,  with only two 
new branches opened between 1969 and 1979. New 
branches can be opened only with the permission of 
the Reserve Bank of In d ia .

Foreign banks thus seem to pose no threat to the Indian  

banking industry which has come of age and has developed 

i t s  own innate strength . I t  seems to be unnecessary, 
th e re fo re ,  even from a p ro tec t io n is t  angle, to subject  

fo re ign  banks to  a d iscrim inatory  tax  r a t e .



60. There has been fu rth e r  lic ens in g  o f fo re ign  banks 

during the la t t e r  h a l f  o f  1980. Four branches o f fo re ign  

banks have been opened -  Bcuik o f Oman, Emirates Commercial 
Bank L td .,  European Asian Bank and Indo Suez Bank. The 

p o licy  o f the Reserve Bank has been to g ive  more encourage
ment to  the in te rn a t ion a l banking community in In d ia  rather  

than enlarge the presence o f  the fo re ign  banks which are 

already represented in In d ia .

61. The l i b e r a l i s e d  po licy  towards fp re ign  investment 

and know-how does not, however, seem to  be adequately  

r e f le c t e d  in our tax system. The reforms that have been 

introduced in  recent years are more procedural than sub
s tan t iv e  in nature . The taxat ion  po licy  seems to  continue  

to  remain weighted against fo re ign  companies operating in  

In d ia  even w ith in  the r e s t r ic t e d  f i e ld s  allowed to them.
In tune with the l i b e r a l i s a t io n  o f  the economic p o l ic y ,
a bas ic  change in the taxation  po licy  seems to be c a l le d  

f o r .  Some o f  the areas in which urgent reforms appear 

t o  be necessary are d iscussed in the fo l lo w in g  sections .

b . D e fin it io n  o f company under the d ire c t  tax  

laws, need fo r  uniform ity

62. The d i f fe r e n t  d irec t  tax  laws contain  d i f fe r e n t  

d e f in it io n s  o f  the term 'com pany '. These d e f in it io n s  are 

reproduced below:

Income Tax Act, 1961 -  Section 2(17)

i .  any Indian company, or

i i .  any body corporate  incorporated by or  
under the laws o f  a country outside  
Ind ia , or



i i i .  any in s t i tu t io n ,  assoc iation  or body which 
is  or was assessab le  or was assessed as a 
company fo r  any assessment year  under the 
Indian Income Tax Act, 1922 (11 o f 1922), 
or which is  or was assessab le  or was asse
ssed under th is  Act as a company f o r  any 
assessment year  commencing on or be fo re  
the 1st day o f  A p r i l ,  1970, or

i v . any in s t i tu t io n ,  assoc iation  or body, 
whether incorporated or not and whether 
Indian or non-Indian, which is  declared  
by genera l or sp ec ia l  order o f  the Board 
to  be a company:

Provided that such in s t i tu t io n ,  assoc ia tion  or  
body s h a l l  be deemed to  be a company only fo r  
such assessment year or assessment years (whether 
commencing be fo re  the 1st day o f  A p r i l  1971, or  
on or a f t e r  that date) as may be s p e c i f ie d  in  
the d e c la ra t io n );

Wealth Tax Act, 1957 -  Section 2(h)

"Company" means a company formed and reg is te red  
under the Companies Act, 1956 (1 o f  1956), and 
inc ludes;

i .  a company formed and re g is te re d  under any 
law r e la t in g  to  companies form erly in force  
in any part o f  Ind ia ;

i i .  a corporation  estab lished  by or under a 
Cen tra l State o r  Provincial, Act;

i i i .  any in s t i tu t io n ,  association  or body,
.whether incorporated or not and whether 
Indian o r  non-Indian, which the Board 
may, having regard  to  the nature and object  
o f  such institu t ion ', a ssoc iation  or body, 
dec lare  by genera l or sp e c ia l  order to  be 
a company;

Provided that such in s t i tu t io n ,  a ssoc ia tion  or  
body s h a l l  be deemed to be a company only fo r  such 
assessment year  or assessment years (whethter



commencing be fo re  the 1st day of A p r i l ,  1975, or 
on or a f te r  that date) as may be sp e c i f ie d  in 
the dec la ra t ion ;

i v .  any body corporate  incorporated by or
under the laws o f a country outside India ;

G i f t  Tax Act, 1958 -  Section 2 ( v i i )

"Company" means a company as defined  in Section 3 
of the Companies het ,  1956 (1 o f  1956), and in c l 
udes ;

i .  a fo re ign  company w ith in  the meaning o f  
Section 591 o f  that Act; and

i i .  a company w ith in  the meaning o f any law 
r e la t in g  to  companies fo r  the time being  
in fo rce  in the Union t e r r i t o r y  of Dadra 
and. Nagar H ave li ,  Goa, Daman and Diu, or  
Pondicherry arid any assoc ia tion  in any 
such Union t e r r i t o r y  whether incorporated  
or not which is  declared  by genera l or  
sp ec ia l  order o f  the Board to  be a company 
fo r  the purposes o f th is  Act;

Estate  Duty Act, 195 3 -  Section 2(3)

"Company" includes any body corporate  wheresoever 
incorporated;

Apart from these d e f in i t io n s ,  c e r ta in  other enactments 

deem ce rta in  e n t i t ie s  to  be 'Companies fo r  the purpose 

o f the Income Tax Act1. These independent d e f in it io n s  With 

d if fe ren ces , which seem to  be purpose less , tend to  

create  unnecessary confusion and add to the com plexities  

o f  the law. I t  is  d e s ira b le  to  have the term 'company' 
de fined  in the Income Tax Act only, the other laws 

merely re ly in g  on that d e f in i t io n .  The same- is  true  of  

the d iverse  phraseplogy-used in the d e f in i t io n  o f  ’ p r inc ipa l  
o f f i c e r '  o f a company in the d i f fe r e n t  tax  laws.



c , C la s s i f i c a t io n  o f companies

63. The tax  laws o f  a l l  countries make a d is t in c t io n  

between domestic and fo re ign  corporations . Our law has 

been made unnecessarily  complicated by a t h r e e - t i e r  

c la s s i f i c a t io n ,  namely (a) res ident and non-resident  

companies; (b) domestic and fo re ign  companies and (c)
Indian and non-Indian companies. The reasons f c r  th is  

overlapping c la s s i f i c a t io n  was probably 'h i s t o r i c a l '  -  

the existence o f  p r ince ly  States which were not part o f
* '

the taxab le  t e r r i t o r ie s  and the existence o f  a la rge  

number o f  s t e r l in g  'companies operating in In d ia  at the 

time o f Independence having a la rge  number o f  Indian share  

ho lders , some o f  the companies having th e i r  shares even 

l i s t e d  on Indian stock exchanges. Such domestic companies 

would, however, s t i l l  re ta in  th e i r  non-resident status,  
th e i r  con tro l and management being located e n t ire ly  outside  

In d ia ; and th is  creates an anomalous s itu a t io n  o f a compiany 

being a domestic company and a non-resident company at 

the same tim e.

64. The number of'companies incorporated outside Ind ia  

which came to  be nevertheless considered as domestic 

companies having made the prescribed  arrangements fo r  

payment o f dividends in In d ia  and deduction o f  tax  there 

from has been s t a d i ly  xitoindling end such companies are 

now n e a r -e x t in c t . '  The time seems to  be now r ip e  fo r  

doing away with the m u lt i fo ld  c la s s i f i c a t io n  and h d v e  oui.y 

a tw o -fo ld  c la s s i f i c a t io n  o f companies as Indian and 

fo re ign , the former being considered ..automat ioa ] ly  as 

res ident and the la t t e r  as non-resident fo r  tax  purposes.



The d is t in c t  d e f in it io n s  o f 'In d ian  company' in  Section  

2 (2 6 ),  'domestic company' in Section COB (2) and ' f o r e ig n  

company' in Section 80B(4) and the te s ts  fo r  the residence  

o f  a company in Section 6 ( 3) can a l l  be b u i l t  into a 

s in g le  p ro v is io n . I t  would a lso become unnecessary to  

have the term 'domestic company' defined in every Finance 

Act as is  being done now. /See Section 2 (7) o f  the 

Finance ?.ct, 198_3/.

65. The Wealth Tax Act. and' the G i f t  Tax Act inde
pendently law down the c r i t c r i a f o r  the determination of  

the r e s id e n t ia l  status o f  a company. The t e s t s  are the 

same and there  seems to  be no reason why a company whicn 

i s  'r e s id e n t ' fo r  income tax  purposes cannot automatica
l l y  be t r e a t e d  as resident f o r  a l l  other d irec t  taxes .  
Section 20A o f  the Estate Duty Act r e fe r s  to  a fo re ign  

company which has been t rea ted  as a r e s id e n t . in  two o f  

three  years under the Indian Income Tax Act, 1922. That 

Act contained an 'income t e s t '  fo r  determining the 

residence of a company, and a company incorporated out
s ide  could be considered as a res ident i f  i t s  Indian  

income exceeded the fo re ign  income. Such a t e s t ,  
however, does not appear in the Income tax  Act, 1961.
The continuance o f Section 20A in the Estate  Duty A ct 

in  i t s  o r ig in a l  form even a f t e r  the repea l o f  the Indian  

Income Tax Act, 1922 in an anachronism to  which severa l  
expert bodies have already drawn the attention  o f  the 

G o v e r n m e n t T h e  Section serves no purpose in i t s  

present form and should be omitted.

1/  F ina l Report o f  the D irect  Tax Laws Committee 
Para I I I  .11 .6 .



66. While the t a x  laws.have m ultip le  c r i t e r ia ,  fo r  

dea lin g  with fo re ign ' companies, the other economic laws 

contain independent d e f in it io n s  o f  ' f o r e ig n ' company.
The d e f in i t io n  o f a fo re ign  company in Section 591 o f the 

Companies Act is  d i f fe r e n t  from that in Section .28 of 
the FERA. The DGTD adopts a s t i l l  d i f fe r e n t  c r i t e r io n  

fo r  indentify ing  a fo re ign  company. Such m u lt ip l ic i ty  

can only c reate  confus,ion and c o n f l i c t s ,  As a l l  the 

various  economic and f i s c a l  laws should be oriented  in 

the same d irec t io n  fo r  implementing the Government's 

economic p o l ic ie s  on the in te rn a t ion a l p lan e , i t  is  

time that a uniform d e f in i t io n  o f ' f o r e ig n  company' app
l i c a b le  to  a l l  the economic and f i s c a l  laws is  evolved.

d . D ec la rat ion  as company o f u.nincorpprated 

in s t i tu t io n s  or assoc iations

67. Under Section 2 (5A) o f  the Indian Income Tax 

Act, 1922 only Indian Companies were regarded perse
as companies. Companies incorporated outside In d ia  had 

to  be dec lared  to  be a company by a genera l or spec ia l  
order o f the Centra l Bocrd o f Revenue. Under the 

d e f in i t io n  in Section 2(17) of the Income tax  Act, 1961 

any body corporate incorporated, by Or under the laws 

of a country outside Ind ia  is  autom atically regarded as 

a company fo r  the purposes o f the Income Tax Act. A 

genera l or sp ec ia l  order is  necessary only in the case 

o f unincorporated associations and in s t i tu t io n s .
Getting dec lared  as a company was regarded as a f a c i l i t y  

to  the assessee at a time when the maximum marginal rate  

o f  non-corporate income tax  was as high as. 97 .75 per cent.  
With the lowering of th is  to 60 per cent plus surcharge,



such dec la ra t ion  can ho longer  be. regarded as an unmixed 

b le s s in g  as the rate  of tax  app l icab le  to  a fore ign ,  
company is  73.59 per cent on i t s  en tire  income as against, 
a maximum marginal of o', .5 per cent with a basic

exemption o f Rs.15,000 i f  persona l  income t a x  ra tes  were 

to  apply.

68. Getting declared cs a 'company' , however, assumes
importance fo r  in s t itu t io n s  and associations from the, 
point of view o f wealth tax as wealth tax  is  not le v ia b le  

on companies whereas unincorporated assoc iations may be 

l i a b l e  to wealth tax . The Wealth Tax Act has an indepen
dent d e f in it io n  o f 'company' in Section 2 (h ) .  While any 

body corporate incorporated by or under the laws of. a 

contry outside Ind ia  is autom atically  regarded as a 

company fo r  "the purposes o f  wealth tax, an unincorporated  

assoc ia tion  or in s t itu t io n  has to  be dec lared  to  be a 

company by a genera l or s p e c ia l  order o f the CBDT spec i
f i c a l l y  under the Wealth Tax A c t ."  The separate  d ec la ra 
t io n s ’ requ ired  under the Income Tax Act and Wealth Tax 

Act not only c reate  unnecessary dup lica t ion  but could  

c rea te  anomalies. in s L i tu t io n  might get i t s e l f
dec lared  as a company under the Wealth Tax Act to  escape 

Wealth Tax but i t  could choose net to  have such a 

d ec la ra t ion  issued f o r  income tax  purposes fo r  avoiding  

the high rate  o f  corporate income t  ax on fo re ign  compa
n ies (and po ss ib ly  surtax  and disallowance o f expenses 

on the top o f  i t ) . There seems to be no reason why there  

should not be a s in g le  d ec la ra t ion  as company by the 

Board in the case o f unincorporated in s t itu t io n s  and 

assoc iations serv ing the purpose o f a l l  d irec t  taxes .



A le g i s l a t i v e  reform in th is  regard seems'to be. c a l le d  

f  o r .

e . C lose ly -h e  Id pnd \7-i-dely-held compenies

59. The d is t in c t io n  between c lo s e ly -h e ld  end w ide ly -
he ld  companies is  not now re levant in the case o f fo re ign  

companies. Both Section 115A o f the Income Tax Act end 

the annual Finance Acts make no d is t in c t io n  between 

'c lo se ly -h e ld  and w id e ly -h e ld  fo re ign  companies in the 

matter o f  tax ra tes  . As regards the £eyy o f add it iona l  
income tax  (form erly addition  e l  super tax ) on c lo s e ly -  

h e ld  companies f a i l i n g  to  d is t r ib u te  adequate dividends, 
i t  used to  be regarded as purposeless to  invoke the 

p rov is ions  against fo re ign  companies as dec la ra tion  of 
dividends by them would not r e s u lt  in any b en e f it  to  

the Indian revenue. The matter has# however, been placed  

beyond doubt, by the amendment made by 7*ct 13 o f  196b 

which provides that the p rov is ions  o f  Section 104 of  
the Income Tax Act would not apply .to a company which is  

ne ith er  an Indian company nor a company which has made 

the p resc r ibed  arrangements fo r  the dec la ra t ion  and 

payment o f dividends w ithin  In d ia .  There are two other 

prov is ion s  in the Income Tax Act fo r  which the d is t in c t ion  

i s  re le van t .  Section 179 cast in g  personal l i a b i l i t y  on 

the  d irec to rs  in respect o f  the tax  dues o f  a compeny in 

c e r ta in  circumstances app lies  only to  a company which is  

a p r iva te  company under the Companies Act, 1956, and, as 

such, would not apply to  fo re ign  compenies even i f  they 

are c lo s e ly -h e ld ;  Section 79 p lac ing  r e s t r ic t io n s  on the 

s e t - o f f  o f lo sses  o f a company in which the pub lic  are not 

su b s ta n t ia l ly  in te rested  in case there  has been e large



sc a le  change in the ownership .of the shares could  

th e o re t ic a l ly  be invoked against a fo re ign  company a ls o .  
A fte r  the recent amendment made to  the d e f in i t io n  of a 

•company in which the public  are su b s tan t ia l ly  in terested ' 
in  Section 2(18) o f the Income Tax Act by the  Finance Z^ct, 
198 3 making l i s t in g  »n a recognised stock exchange in 

In d ia  a mandatory cond itions, a l l  fo re ign  companies would 

come to be autom atically  t re a ted  as c lo s e ly -h e ld  fo r  the 

purpose o f Section 79 o f the Income Tax 7*ct . While i t  

would be impossible in p rac t ic e  to  apply the prov is ions  

o f  Section 79 t% a fo re ign  company the  th e o re t ic a l  
p o s s i b i l i t y  could  g ive  r i s e  to  audit ob ject ions  and i t  

would be d e s ira b le  to  r e s t r i c t  the operation  o f Section 79 

o f  the Income Tax Act to  Indian  companies on ly . In fa c t ,  
the .app lication  o f  the p rov is ion  even to Indian  companies 

has been w idely  c r i t i c i z e d  and seems to have led  to  

complications a f t e r  the in se rt io n  o f Section 72A provid ing  

f o r  the set o f f  o f  the lo sses  o f amalgamated s ick  u n it s .

f . Concept o f  Business connection

70. A very co n tro v e rs ia l  area in the f i e l d  o f taxa 
t io n  fo re ign  companies i s  the  concept o f  'bu s iness  

co n n ect io n '. Section 9(1) o f  the Income Tax A c t  deems 

as a r is in g  in In d ia ,  in te r  a l i a , a l l  income accruing  

or  a r is in g ,  whether d ir e c t ly  or in d i r e c t ly , through 

or  from any business connection in In d ia .  The term 

'bu s in ess  connection' is  not defined  in the Act. The 

'E xp lanation ' to Section 9(1)., howecer,, adds a requirement 

f o r  the app lica t ion  o f the deeming c lause  some part of 
the business operations should be c a r r ie d  on in In d ia  

and that only the income reasonably a t t r ib u ta b le  to  the



operations in In d ia  would be deemed to accrue or a rise  

in In d ia .  Courts have been applying r igorous  te s ts  fo r  

e s tab l ish in g  business .c jnnection  and, in a la rge  number 
of cases the Department' s attempts to  rope in the income 

o f  non-residents w ithin  the Indian tax  net under th is  

deeming p rov is ion  have been rendered nugatory -^ . In CIT 

vs R D Aggarwal & Co. (1965) 56 ITR 20 (SC) the Supreme 

Court lim ited  the ambit o f the term 'bu s in ess  connection' 
as fo llow s :

1/ Vide dec is ions i n :

i .  Carborundum Co v CIT (1977) 108 ITR 335 (SC)

i i .  CIT vs G u lf  O i l  (GB) Ltd (1977) 108 ITR 874 (Bom)
i i i .  CIT v  Hindustan Shipyard Ltd (1977) 109 ITR 158

(AP)
i v . CIT v Saurashtra Cement and Chemical In dustrie s  

Ltd (1975) 101 ITR 502 (Guj)
v .  Bikaner T e x t i le  Merchants Syndicate Ltd vs CIT 

(.1965) 58 ITR 169 (Raj)
v i .  Anglo-French T e x t i le  Co Ltd vs CIT (195 3) 23 ITR 

101 (SC)
v i i .  AP Damodara Shenoy vs (1954) 26 ITR 650 (Bom)

v i i i .  CIT vs Blackwood Hodge (Ind ia ) Pvt Ltd (1970) 76 
ITR 107 (Cal)

i x .  Addl CIT vs Bharat F r itz  Warner Pvt Ltd (1979)
119 ITR 1018 (Kar)

x .  Bharat Heavy P la te  & Vesse ls  Ltd vs Addl CIT 
(1979) 119 ITR 986 (AP)

x i .  CIT vs Toshuku Ltd (1980) 125 ITR 525 (SC)
x i i .  VDO Tachometer Worke vs CIT (1979) 117 ITR 804 

(Ker)

x i i i .  CIT vs K ir lo sk er  Bros Ltd ITR IVO I f 8 of ID 4 
decided on 31.8 .198 3 (Bom).



"The expression 'bu s in ess  connection' undoubtedly 
means something more then bu s in ess . i\ business  
connection in Section 42 (Section 9 .of 1961 Act) 
involves a r e la t in g  between a business c a rr ied  on 
by a non-resident which y ie ld s  p r o f i t s  or gains  
and some a c t iv ity  in th e  taxeb le  t e r r i t o r i e s  which 
contributes d ir e c t ly  or in d ire c t ly  to  the earning  
o f  those p r o f i t s  or f a in s .  It  p red icates  an e le 
ment o f  continuity  between the business o f the 
non-resident, and the a c t iv ity  in  the tax a b le  Terr
i t o r i e s ;  a stray  or i s o la te d  .transaction  is  normally 
not to  be regarded as a business connection.
Business connection may take
seve ra l forms; i t  may include ca rry ing  on a pert  
o f the main business or a c t iv ity  inc id en ta l to  the 
main business o f  the non-resident through an agent 
or i t  may merely be a r e la t io n  between the business  
o f  the non-resident and the a c t iv ity  in the taxab le  
t e r r i t o r i e s ,  which f a c i l i t a t e s  or a s s is t s  the 
carry ing  on o f  that b u s in e ss .  In each case, the 
question  whether there  is  a business connection  
from or through which income, p r o f i t s  or gains  
a r ise  or accrue to  a non-resident must be de te r 
mined upon the fa c ts  and circumstances o f the 
case" .

71. Section 9 s p e c i f i c a l ly  deems ce rta in  types of income
to  accrue or a r ise  in In d ie .  These are:

i .  income accruing or a r is in g  through or from 
any property in Ind ia , or through or from 
any asset or  source o f income in In d ia  or 
through or from the t ra n s fe r  o f  a c a p i t a l  
asset s itu a te  in India*

i i . .  income which f a l l s  under the head 's a l a r i e s '  
i f  earned in In d ia .

i i i .  income chargeable  under the head ' s a l a r i e s '  
payable by the Government to= a c it iz e n  of 
In d ia  fo r  se rv ice  outside In d ia ;

i v . income by way o f in te rest  payable by:

(a) the Government; or



(b) a person who is  a res id en t , except 
where the in te rest  is  payable in  
respect of any debt incurred, or 
moneys borrowed and used, f o r  the 
purposes o f  s business or p ro fess ion  
c a rr ied  on by such person outside  
In d ia  or f o r  the purposes: o f  making 
or earning any income from any source 
outside Ind ia ; or

(c) a person who is  a n on -res iden t ,where
the in te re st  is  payable in  respect of
any debt incurred, or moneys borrowed 
and used, fo r  the purposes o f  a b u s i 
ness or  p ro fess ion  c a r r ie d  on by such 
person in Ind ia ;

v i .  income by way o f roya lty  payable .by

(a) the Government; or

(b) a person vho is  a res id en t , except
where the roya lty  is  payable in  
respect o f  any r ig h t ,  property or 
information used or se rv ices  u t i l i s e d  
fo r  the purposes o f a business or  
pro fe ss ion  c a r r ie d  on by such person  
outside In d ia  or fo r  the purposes of 
making or earning any income from 
any source outside In d ia ;o r

(c) a person.who is  a non-resident, 
where the roya lty  is  payable in 
respect o f  any right/ property or 
information used or s e r v ic e 'u t i l i s e d  
f o r  the purposes o f a business or 
pro fess ion  c a r r ie d  on by such person 
in In d ia , or fo r  the purpose o f  
making or earning any income from any 
source in  In d ia .

When the operations o f fo re ign  companies and other non
res iden ts  in In d ia  are s t r i c t l y  regu lated  by law and 

when Section 9 s p e c i f i c a l ly  l i s t s  out the types o f  th e ir  

income which could  be deemed to  accrue or- -arise  in In d ia .



i t  seems unnecessary to  have a genera l p rov is ion  deeming
a l l  income accruing in In d ia  d i r e c t ly  or in d ir e c t ly  through  

. . as a r is in g  in In d ia
or from any business connect ion. in  Indi a ̂ n d  then try  to
Contain i t s  un lim ited p o te n t ia l  . fo r  m ischief by hemming the 

p rov is ion  with conditions la id  down in the law or through 

a process o f  ju d i c i a l  in te rp re ta t io n . When the concept 

was o r ig in a l ly  conceived, In d ia  had a la rge  number of 
p r in ce ly  'States w ith in , whose inhabitants though Indian  

and fre e  to  ca rry  on trade or have investments ;in  any part  

o f  In d ia , were nevertheless 'n on -re s id en ts ' fo r  the purpo
se o f  the Indian Income Tax Apt 1922. Conceived as an 

a n t i - t a x  avoidance measure in those days, the concept* of 
'bu s in ess  connection' seems to have o u t - l iv e d  i t s  u t i l i t y  

and, today, poses a p o te n t ia l  threat to  the economic coo
peration  programmes between In d ia  and other countries ;  
Foreign c o l la b o ra to rs ,  fe e l in g  insecure in the face, o f  

th is  ' Demode1 s sword' o f  'bu s in ess  connection hanging
V

over th e i r  heads, have been re so rt in g  to  s h i f t in g  th e ir  

e n t ire  tax  burden to  t h e i r  Indian counterpart by insert ing  

a c lause  to  that e f fe c t  in the co l la b o ra t io n  agreements. 
Th is , however, led  to  a s itu a t io n  where the revenue would 

impute tax  on tax  and esc la te  the tax  burden on the Indian  

concern to  unbearable le v e ls ,  many o f the su f fe r e r s  being  

pub lic  sector companies and Government departments; and 

the le g is la tu re  had to  step in and amend the law providing  

that the tax  agreed to  be paid  by the  Indian concern would 

not be trea ted  as the taxab le  income of the non-resident  

in  c e rta in  c a s e s ^ .  The c o n tro v e rs ia l  concept o f  'b u s i 
ness connection* merely tends to  r a is e  the cost o f  

fo re ign  c o l la b o ra t io n  fo r  In d ia  and does not seern to  

produce any su b s tan t ia l  revenue. T i l l  now, courts used
to  intervene t.0 thwart unduly wide in te rp re ta t io n  of th<&

J  ■ ■ " .......-  --------------— ------------------ -
1/ Clause 6(A) o f Section 10 inserted  by the Finance

Act, 198 3 with e f fe c t  from 1.4.1984. w /



prov is ion ; but once the burden f a l l s  on the Indian concerns
the non-residents may not bother to  pursue the dispute, 
through co u rts .  Some reth inking on the u t i l i t y  o f  reta in ing  

the business connection c lause  in the deeming provision  in 

Section 9 o f the Income Tax Act seems to  be necessary.

9 • S im p lif  ica t io n  o f computet ion of income

o f  a non-resident company1 s income have come to  be re a l is e d  

and the recent trend has been to  s im p lify  the procedure 

in  such a way as to  e lim inate minute sc ru t in y  o f books of  

account, documents and other evidence. As mentioned 

e a r l i e r ,  the Finance I& t ,  1975 introduced Section 44B in  

the Income Tax /iCt provid ing fo r  determination o f the 

p r o f i t e  and gains o f shipping business in the case o f non

res iden ts  by applying a f ix e d  percentage o f  7 .5 per cent 

to  the earnings by way o f f r e ig h t ,  c a rr ia ge  o f passengers, 
m ail, l iv e stock , e t c . ,  at Indian p o rts .  This was done to  

elim inate  d i f f i c u l t  and complicated issues a r is in g  in the 

assessments o f  non-resident shipping companies, p a r t ic u la r ly  

in  r e la t io n  to  deprec iation , the balancing charge or allowance 

and the apprortionment o f  overhead expenses^/.

73. The Finance I>ct, 1976 c a r r ie d  the process of 
r a t io n a l is a t io n  and s im p l i f ic a t io n  o f assessments of non
res id en ts  fu r th e r  by prov id ing  fo r  the levy o f tax  at, f ix ed  

ra te s  on the gross earnings by way o f d iv idends, roya lty  

and techn ica l fe es , by f ix in g  a c e i l in g  fo r  claims in

o f fo re ign  companies

72 The d i f f i c u l t i e s  in making a f a i r  computation

1 Memorandum Explain ing the Proviai.ojis o f  the Fjjnancfe



respect c f  head o f f i c e  expenses and by enacting a c l e a r -  

cut source ru le  fo r  such r e c e ip t s .  The Finance Act, 1983 

has fu rthe r  extended the scope o f the s im p l i f ie d  proce
dure to  in te re s t  on fo re ign  currency loans advanced to the  

Government or an Indian concern.

74. Another area where the s im p li f ie d  procedure  

cculd  be u s e fu l ly  extended is  the taxation ' o f  the 

p r o f i t s  of a i r  transport  in the case c f  non -res iden ts .
The problems here are mere or le ss  s im ila r  to  those  

involved in the taxation  o f shipping p r o f i t s  and 

there  seems to be no reason why a s im ila r  procedure  

should not be app lied  in t h e i r  cases a lso .  The trend  

in other countries i s  a lso  to  adopt such a standardised  

procedure f o r  computing income a r is in g  from a i r  t ra n s 
p o r t .  By f a l l i n g  in l in e ,  In d ia  would be e lim inating  

se v e ra l  problems that now a r is e  in g iv in g  e f fe c t  to  

double tax  avoidance agreements or to  the p rov is ions  

g iv in g  u n i la t e r a l  r e l i e f .  The b i l a t e r a l  agreements 

gen e ra lly  provide that income derived  from the opera
t io n s  c f  a i r c r a f t  i p. in te rn a t ion a l t r a f f i c  s h a l l  be 

taxed only by the home country. S im p li f ic a t io n  as 

suggested above is  the re fo re  not l ik e ly  to  g ive  r i s e
to  any serious hardship to the a i r  companies or cause 

any serious detriment to  the revenue.

75. The taxat ion  o f d iv idends, c e rta in  kinds of  

in te re s t ,  roya lty  and tech n ica l fees at standard  

ra tes  on the gross rece ip ts  without a llow ing any 

deduction fo r  expenses w ith in  or outside In d ia  is  also  

conceived as a measure c f  s im p l i f ic a t io n .  The 

standard rates  have been set lower so as to  ccmpen-



sate  fo r  the non-deduction o f expenses. I t  has to  

be examined.'whether these ra te s  ore f a i r  and reason
able in the context o f  the intended ro le  that fo re ign  

companies ere expected to  p lay  in the Indian  economic 

scene .

h . Dividends

76. Dividends are taxab le  at the rate  o f  25 per
cent on the gross amount without allow ing any deduc

t io n  fo r  expenses, under Section l'15A(a) o f  the Income 

Tax Act. Before the in se rt ion  of Section 115A by 

the Finance Act, 1976, dividends rece ived  by a fo re ign  

company were e n t it le d  to  a deduction o f 65 per cent 

under Section SOM of the Income Tax Act which a p p li 
ed to  both domestic and fo re ign  companies. For 

domestic companies the deduction was lower be ing  60 

per cent o n ly . This was apart from the deduction fo r  

expenses which could be allowed under Section 57 ( i )  
o f  the. Income Tax A c t . The bas ic  tax  rate  app licab le  

to  a w ide ly -h e ld  domestic company and a fo re ign  

company be ing  55 per cent end 70 per cent, re s p e c t iv e ly , 

th is  would .have meant that a w ise ly -h e ld  Indian  

company was being taxed on i t s  net dividend income 

at 22 per cent and a fo re ign  company at 24.50 per cent, 
surcharge apart in both the cases . Foreign equity  

p a r t ic ip a t io n  in Indian companies is  s t r i c t l y  regu
la ted  by gu ide lin es  issued under the FERA and 'a llowed  

only when i t  is  in the in te re s t ,  o f  the economy. Such 

equity  p a r t ic ip a t io n  is  l ik e ly  to  save the country  

v a lu ab le  fo re ign  exchange. Once that is  so, there  

seems no ground fo r  tax ing  the dividends rece ived  by a 

fo re ig n  company from an Indian company more heav ily  

than dividends received  by th e i r  Indian counterparts .



A ft e r  the in se rt ion  of Section 115& the d isp a r i ty  

in  e f fe c t iv e  tax  rates  has widened as Indian companies 

can continue to  claim add iction  fo r  expenses under 

Section 57 ( i ) , while e fo re ign  company is taxed at 

25 per cent on the ;;rcoS amount .

77. Under the newly inserted  Section 115E o f  the
Income Tax A c t ,  the investment income of a non
res ident Indian (which in te r  a l i a  would include  

dividends) w i l l  be taxed at 22 .5 per cent (includ ing  

surcharge) . This has been done with a view to  improving 

the investment c lim ate in In d ia  fo r  non -res iden ts . Many 

non-resident Indians might f in d  i t  more convenient, to 

invest through companies f lo a t e d  by them outside Ind ia ,  
but then, the r e s u lt  would be that such a company 

wi l l  'have to  pay more by way o f tax  in In d ia
apart from the tax  that the company w i l l  have to  pay 

in  the home country. Besides th is ,  there seems to be 

no reason why fo re ign  companies who have been permitted  

to  p a r t ic ip a te  in the equity o f  Indian companies should 

be taxed at 25 per cent on t h e i r  gross income from 

d iv idends. There appears to  be ample ju s t i f i c a t i o n  fo r  

reducing the ra te  to , say 20 per cent.

i . In te rest  income

78 . In te rest  rece ived  by a fo re ign  company from
the Indian Government or any Indian concern on fo re ign  

currency loans is  a lso  taxed at a f l a t  ra te  o f 25 per 

cent from 1.6.1983. This concession is  apart from 

the t o t a l  exemption granted under Section 1 0 (1 5 ) ( iv )  
in  respect o f in te re s t  on c e r ta in  fo re ign  currency



loans, e t c . ,  Techn ica lly , d iv idend income has always 

rece ived  a m ore-favourable tax  treatment than in t e r e s t .
While there may be no ----- I - r  any change in the rate
o f 25 per cent app licab le  to  c e r ta in  types o f - in terest  

income o f fo re ign  companies, th is  would provide an 

added ju s t i f i c a t i o n  fo r  reducing the tax  ra te  on 

dividend income as .suggested above.

j . Roy a l t ie s

7 9. R ea lis in g  the import ance o f  fo re ign  technology
fo r  the development o f  Indian in d u s tr ie s ,  the tax  

ra te  on the income o f a fo re ig n  company from ro y a lt ie s  

and techn ica l, fe e s  received, from the Indian Government 

or  from an Indian concern under an approved agreement 

was reduced in the f i f t i e s  by granting a super tax  

rebate  on such income.- When super tax. was in teg ra ted  

with  income tax/ the tax. ra te  on such income, was f ix e d  

at 50 per c en t . Under the s im p l i f ie d  procedure in t ro 
duced in  1976 fo r  tax ing  such income on gross rece ip ts  

b a s i s ,  the tax  ra te  was reduced to  40 per cent (20 per  

rent in the case o f  c e rta in  lump-sum payments'which 

would be d iscussed  la t e r )  . . The reduction in 'r a t e  was 

in l i e u  o f  expenses to  the equivalent o f 20 per cent 

o f  . the gross r e c e ip t s . For. s e t t in g  at r e s t  the contro-. 
v e rs ie g  rag ing  at that time on the s itu s  o f  accrual  
o f  ro y a lty  and-technical fees  (and hence t h e i r  t a x 
a b i l i t y  in  In d ia  in the case o f  a non-resident •reci
p ien t) the law was- amended to  provide s p e c i f i c a l ly  

at to  what type o f payments would be deemed to  accrue 

or  a r ise  in In d ia  (see pa ra  71) . Another common point  

o f  dispute used to  be whether a payment was o f income



or c a p i t a l  nature in the hands o f the r e c e ip e n t .
The amendment a lso  sought to provide a more c le a r -c u t  

t e s t  in th is  b e h a lf  by rowing in lump-sum payments 

but excluding amounts which would be chargeable  under 

the head 'c a p i t a l  ga in s ' .

CO. When 'the above reforms were brought in i t  was
a lso  considered d e s irab le  to  have the term 'r o y a l t y 1 
and ' f e e s  fo r  tech n ica l se rv ic e s ' defined the law  

i t s e l f .  Accordingly , exp lanation  2 below C lause (v i )  
o f  Section 9 ( i )  defined ' r o y a l t y 1 in the fo l lo w in g  

terms .

Explanation 2
c lause

For the purposes o f th is / “ ro y a lty 1* means 
consideration  (inc lud ing  any lump-sum 
consideration  but excluding any consideration  
which would be the income o f the rec ip ien t  
chargeable  under the head ^Cap ita l g a in s " )  
fo r :

i .  the t ra n s fe r  o f  a l l  o r  any r ig h ts
(includ ing  the granting  o f  a licehce )  
in respect o f  a patent,- invention , model 
design, secret formula q r  process or 
trade mark o f  s im ila r  property ;

i i .  the imparting o f  any information
concerning the working o f ,  o r  the use 
o f a patent, invention, model, design, 
secret  formula or process or trade  mark 
or s im ila r  property ;

i i i .  the use of any patent, invention , model, 
design , secret  formula or process Or 
trade matk. o r  s im ila r  property ;

i v .  the imparting o f any information concerning  
tech n ica l,  in d u s t r ia l ,  commercial .or 
s c ie n t i f i c  knowledge, expe r ien ce 'o r  s k i l l ;



payments mey be regarded e ith e r  as roya lty  or as fees  

f o r  techn ica l s e rv ic e s .  As the; tax  treatment d i f f e r s  

in  regard to  lump-sum payments, th is  overlapping is  

a p o te n t ia l  source o f disputes and l i t i g a t i o n .  That 

apart, the d e f in i t io n  of ' r o y a l t y 1 seems to  depart  

from the commercial concept o f  ro y a lty .

81. ,The Gujarat High Court had occasion to  examine 

the commercial concept of roya lty  in CIT vs Ahmedabad 

Manufacturing and C a lico  P r in t in g  Co. /(198 3) 139 ITR 

806/. In that case the assessee entered into  an 

agreement on August 28, 1961, with a fo re ign  company. 
Under the terms o f the agreement, the assessee was 

given  the exc lu s ive  r igh t  o f licence  to  manufacture/ 

d is t r ib u te ,  s e l l  and 'exp lo it  the products and impro
vements, m odifications th e reo f  in Ind ia  and use o f  

any Indian patents oymed or to  be owned by the fo r e 
ign company in respect o f  the sa id  products. Where 

the fo re ig n  company was the p ro p r ie to r  o f  a trade  

mark re g is te re d  in  Ind ia  which was used in r e la t io n  

to  the sa id  products, the assessee was to  be granted  

the b e n e f it  o f r e g is t ra t io n  as the exc lu s ive  r e g i s 
te red  user o f  such trade  mark. Under the agreement, 
the assessee was to preserve the secret processes  

and not to part  with the knowledge o f  these secret  

processess to  any one e ls e .  Under the agreement, the  

assessee agreed to pay to  the fo re ign  company, one 

per cent o f  the net s a le  proceeds o f  the products  

mentioned in the agreement which the assessee could  

manufacture. This amount was to be paid as "research  

Contribution" . No other fee  or  remuneration was 

playable to  the fo re ign  company under the agreement. 
The payment1 agre.ed to  be made to  the fo re ign  company 

was t a x - f r e e ,  that i s ,  the tax  chargeable  on the



v .  the t ra n s fe r  o f  e l l  or any r ig h ts
(includ ing  the granting of a licence )  
in respect o f  any copyright, l i t e r a r y ,  
a r t i s t i c  or s c ie n t i f i c  work including  
film s or v ideo  tapes fo r  use in conne
c tion  with t e le v is io n  or tapes fo r  use 
in connection .with rad io  b roadcast ing ,  
but not includ ing considerat ion  fo r  the 
sa le ,  d is t r ib u t io n  or e x h ib it io n  of  
cinematographic f i lm s ; or

v i .  the rendering o f any se rv ices  in connec
t ion  with the a c t iv i t i e s  r e fe r re d  to  in 
sub -c lause  ( i )  to  (v )"  .

S im ila r ly ,  exp lanation  2 below  c lause  ( v i i )  de fines  

' f e e s  fo r  tech n ica l s e rv ic e s ' as below :

HExplanation 2

For the purposes o f th is  c lau se , " fe e s  fo r  
tech n ica l se rv ices"  means any consideration  
(inc lud ing  any lump-sum considerat ion ) f o r  the 
rendering of any m anagerial, tech n ica l or  
consultancy se rv ices  (inc lud ing  the prov is ion  
of se rv ices  o f tech n ica l or other personnel) 
but does not include consideration  fo r  any 
construction , assembly, mining or l ik e  p ro ject  
undertaken by the rec ip ien t  or consideration  
which would be income o f the Recipient chargeable  
under the head ' s a l a r i e s ' ) M.

One th ing that s t r ik e s  even the layman1 s eye is  that  

the two d e f in it io n s  over lap . I t  is  very d i f f i c u l t  

to  regard considerat ion  f o r  "im parting information"
/c lause  ( i i )  or ( iv )  o f Explanation 2 to  Section 9(i)(viJ|_/ 

and fo r  rendering o f se rv ices  /Clause (v i )  o f  the sa id  

explanation/ as 'r o y a l t y '  . I t  would b e t te r  f i t  the  

desc r ip t ion  ' f e e s  fo r  tech n ica l s e r v ic e s ' .  In any 

case , -the d e f in i t io n  o f ' f e e s  fo r  tech n ica l serw ices ' 
/Explanation 2 to  Section 9 (1 ) ( v i i ) y  does not exclude  

such payments. The re su lt  is  that c e rta in  kinds of



payments was to be bo,rne by the assessee. The Income 

Tax O f f ic e r  w orkedout the gross  con tr ibution  at 

Rs.1,62,330 and determined tax  at 70 per cent thereo f  

at Rs. 1,13,632 . The assessee contended that the ra le  

at which tax  was deductib le  on the remittances, made 

in  accordance with the prov is ions  o f Section 195 of  

the 1961 Act, read with the Finance (No .2) Act, 1971, 
was 50 per cent because the payments made were 

" r o y a lt ie s "  . The Income Tax O f f ic e r  held  that the 

payment was research contr ibu tion  and as such, f e l l  

to  be trea ted  as res iduary  income taxab le  at the 

ra te  o f  70 per cent and not as roya lty  taxab le  at 

5§ per cent. The Appelate A ss istant Commissioner 

affirm ed the order o f the ITO. On fu rthe r  appeal,
V

the T ribuna l held  th a t , having regard the agreement, 
the payments were roya lty  payments and as such were

•*>
l i a b l e  to  deduction at source act the lower ra te  o f  

50 per cent. On a re fe rence , the Gujarat High Court 

he ld , that , f i r s t l y ,  the agreement between the  

assessee and the fo re ign  company was fo r  a period  

o f  10 years on ly . Secondly, i t  was in respect o f  

c e r ta in  secret or patent fcrmulet ions owned or con
t r o l l e d  by the fo re ign  company. The payment, though 

c a l le d  "research  contr ibution " in the agreement, was 

nothing but the consideration  co rre la ted  to  the extent  

o f  the ex p lo ita t io n  o f  the secret  formulations and 

patent r ig h ts  and various other r igh ts  be longing to  

the fo re ign  company by the assessee in In d ia  agd that 

i t  was f o r  the exc lusive  r igh t  to  manufacture the 

products that the payment was made and i t  was nothing  

e ls e  but ' 'ro ya lty "  as. known to  law and to  the :in t e r 
n a t ion a l commercial world in the contej£t---of' siich 

agreements. The High Court, th e re fo re ,  he ld  that



the Tribunal was r igh t  in hold ing that  the payment 

made by the assessee to  the fo re ign  company during the 

re levant period  was roya lty  payment and was . l iab le  t o  

deduction of tax  at the low er ra te  o f  50 per  cent as 

presc r ibed  in the Finance (N o .2) Act, 3 971. In coming 

to  the conclusion that the ' research con tr ib u t ion '  in 

the Instant case amounted t o  ' r o y a l t y '  as Known to  law, 

the Court kept in view various commercial d e f in it io n s  

o f the term such as:

i . " In  Corpus Juris Secundum", V o l .  17 at p .542 j

"Defined gen e ra lly ,  the world 'r o y a l t y '  means 
a share o f the product or p r o f i t  reserved  by 
the owner fo r  perm itting another to  use the 
property ; the share o f the production or  
p r o f i t  paid to  the owner; a share o f  the 
product or proceeds therefrom reserved to 
the owner fo r  perm itting another to  use the 
property ; the share o f  the produce reserved  
to the owner fo r  perm itting another to  exp lo it  
and use the property; a share of the p r o f i t ,  
reserved by the owner fo r  perm itting another 
to  use the property; the amount reserved or  
the ren ta l  to  be pa id  the o r ig in a l  owner of  
the whole estate" .

i i . "Words and Phrases Lega lly  Defined11, V o l . 4 

at p . 35 4

"R oya lty1 (except in the expression1 'tonnage  
roya lty ' ) includes a dead rent and any p e r io 
d ic a l  or o th e r ' payment fo r  minerals got under 
a mining lease , and 'tonnage roya lty ' means a 
roya lty  ca lcu la ted  by reference  to  the amount 
wf minerals so got from time to time, or o f  
manufactured a r t ic le s  produced from such mine
r a l s ,  or by any s im ila r  method".

i i i  . "Encyclopaedia B ritann ic  a" , 1972, Edn., V o .19 

p . 676.

"The payment made to  the owners of c e rta in  
types o f r igh ts  by those who are permitted by



the owners tw .exercise' the r ig h ts ;  the r igh ts  
concerned ore l i t e r a r y ,  musical and a r t i s t i c  
copyright, r igh ts  in inventions and designs, and 
r igh ts  in m ineral deposits , includ ing o i l  and 
natu ra l gas . The term o r ig in ated  from the fact  
that in G^eat B r it a in  fo r  centures go ld  and s i lv e r  
mines were the property o f  the Crown; such 1 r o y a l1 
metals Could be mined only i f  a payment 'r o y a l t y 1 
were made to  the C row n ,.. An in d iv id u a l  inventor  
without c a p i t a l  or p lant must licence  others to  
manufacture h is  invention . When owners o f r igh ts  
make arrangements fo r  such ex p lo ita t io n  by others, 
the remuneration they rece ive  in exchange is  often  
in the form o f  a ro y a lty ,  u su a l ly  based on the  
actual extent o f  the exp lo ita t ion "  .

In the l ig h t  o f the above commercial usages i t  is  very 

d i f f i c u l t  to  regard  consideration  fo r  rendering serv ices  

as ‘ r o y a lt y 1 -as has been done in the d e f in i t io n  o f  

' r o y a l t y '  in explanation 2 to  Section 9(1) (v i )  o f  the 

Income Tax Act.

82. The d e f in i t io n  o f 'ro y a lty *  in In d ia 's  double 

tax  avoidance agreements more c lo s e ly  approximate to  

the commercial concept. For example, para  3 o f  

A r t ic le  X I I I  o f  the agreement with UK (1981) defined
1 r o y a lt y 1 as under:

"The term 'r o y a l t i e s '  as used in th is  A r t ic le  
means payment o f  any kind including ren ta ls  
received , as a consideration  fo r  the use o f ,  
or the r igh t  to  use:

i .  any patent, trademark, design  or model, 
plan , secret formula or p rocess ;

i i . in d u s t r ia l ,  commercial or s c i e n t i f i c  
equipment, or information concerning  
in d u s t r ia l ,  commercial or s c i e n t i f i c  
experience;



i i i .  any copyright o f l i t e r a r y ,  a r t i s t i c  
or s c ie n t i f i c  work, cinematographic  
f i lm s , and f i lm s  or tapes f o r  rad io  
or t e le v is io n ,  broadcasting;..

but does nc : include r o y a lt ie s  or other  
amounts paid  in respect o f the operation  o f  
mines or quarr ie s  or  o f  the ex traction  or  
removal o f natu ra l resources" .

The d e f in i t io n  in para  3 o f  A r t ic le  X I I I  o f  the 

agreement with Tanzania (alsw. 1981) is  In  substance  

more or le s s  the same though the phraseology is  

d i f fe r e n t  and reads as:

"The term 'r o y a l t i e s '  as used in th is  A r t ic le  
means payments o f  any kind rece ived  as a con
s id e ra t io n  fo r  the use o f or the r ig h t  to  use, 
any copyright o f  l i t e r a r y ,  a r t i s t i c  o r  sc ien 
t i f i c  work (inc lud ing  cinematography f i lm s ,  
and fi lm s or tapes f o r  rad io  or t e le v is io n  
broadcasting ) , any patent, trade mark design  
or model, p lan , secret formula or process, or 
fo r  the use o f ,  or the r igh t  to  use, indus
t r i a l ,  commercial or s c i e n t i f i c  equipment, or  
fo r  information concerning in d u s t r ia l ,  commer
c i a l  or s c i e n t i f i c  experience" .

The d e f in it io n s  o f 1 roya lty ' in the agreements with
!

sev e ra l  other countries are on s im ila r  l i n e s . ; In te r 
p re ta t io n  o f law 'mainly hinges on the words used.
Even the ..intention o f  the le g i s la t u r e  is  to  be gathered  

from the words used and not from the records Of P a r l i a 
mentary debates . The need to  employ s im ila r  ph rase -  
ology while  dea ling  with s im ila r  s itu a t io n s ,  th e re fo re ,  
assumes great importance. I f  at a l l  i t  is  considered  

necessary to  de fine  the term 'r o y a l t y 1 in the Income 

Tax Act, i t  would be necessary, to  keep in view the  

commercial sense o f  the term and a lso  ensure uniform ity



o f warding in the Act and in various tax  agreements,
\

As o f now, a payment rcicht f i t  in the desc r ip t ion  of  
roya lty  as per the d e f in it io n  in the Act but yet not 

f a l l  w ithin the d e f in it io n  in a t<-.x“ao-secmcint; there  

could then be genuine d i f f i c u l t i e s  in g iv in g  e f fe c t  

to  the double tax  avoidance agreement in -rega rd  to  

the payment.

03. The more important question i s ,  however,
whether there  is  any need to  d ist in gu ish  between 

' r o y a l t y '  and ' f e e s  f o r  tech n ica l s e rv ic e s1 on the 

one hand and lump-sum payments and recu rr ing  payments 

on the other . Foreign c o l la b o ra t io n  agreements usua
l l y  contemplate the fo llow in g  types o f  payments to  the 

fo re ig n  c o l la b o ra to rs :

i .  i n i t i a l  lump-sum fo r  the t r a n s fe r  of  
r igh ts  in any technology or imparting 
o f information;

i i .  roya lty ;

i i i .  fees fo r  tech n ica l se rv ice s ;

i v . dividends* on shares a l lo t t e d  to  the 
fo re ign  pa rt ic ip an ts  e ith e r  in l ieu  
o f techn ica l know-how se rv ices  or other
wise;

v .  payment fo r  supply o f machinery and/or 
other equipment; and

v i .  payment o f in te re s t  on money lent and/or 
outstanding balance fo r  supply o f  machi
nery , "etc .

Of the above, items ( iv )  and (v i )  are e a s i ly  and sepa
r a t e ly  id e n t i f i a b le .  Item (v) a lso  cannot be ord ina
r i l y  confused with the other types o f  payment. Further,



the supply of machinery u su a l ly  takes p lace  at arms 

length and no p rw fit  can be imputed,to the tran sac 

t io n  as a r is in g  tv -th e  non-resident in In d ia .  Because 

o f  th is  there could*be a temptation to in f l a t e  the 

cost o f  machinery and correspondingly  reduce the 

taxab le  payments. S im ila r ly ,  in the case wf export -  
oriented  industr ie s  where the fo re ign  c o l la b o ra to r  

gets a lso  involved in the export operations, he might 

accept a la r g e r  commission on-exports outside Ind ia  

which would be non-tax able, in l ie u  o f  lower ro y a lt ie s  

and tech n ica l fees which are ta x a b le .  These would be 

matters fo r  in vest iga t io n  in in d iv idu a l cases and theI
problem cannot be dea lt  with by purely  l e g i s l a t i v e  

measures. But considerab le  confusion seems to  p re v a i l
*over items ( i )  to  ( i i i )  . The c o lla b o ra t io n  agreements may 

not always segregate  these payments and may s t ip u la te  

only a s in g le  payment as the t o t a l  con s idera t ion . In 

such a s itu a t io n ,  con trovers ies  a r ise  as to  the break 
up o f the consideration  into i t s  component p a r t s . A 

uniform ta»x treatment would e lim inate the need fo r  the 

break-up and thus do away w ith controvers ies  .

84. As mentioned e a r l i e r ,  a lower ra te  o f  tax
app lies  in the case o f  c e rta in  lump-sum payments o f  

roya lty  (and not lump-sum payments o f fees fo r  

tech n ica l se rv ice s ) . The term ' lump-sum' hss 

not been de fined  in the Income T ^  Act as such.
However, while  de fin ing  the term 1 royalty* (explana
t io n  2 to  Section 9 '1 ) (v i )  , i t  has been s p e c i f i c a l l y  

provided that roya lty  includes any lump-sum con s i 
d e ra t ion . Therefore , i t  can be in fe r red  that the 

lump-sum consideration  is  only a form o f ro y a lty , the



only .d iffe rence  being that, whereas roya lty  is  

gen e ra lly  a recurrent feature  based on production  

or  s a le s ,  lump-sum payment is  a predetermined amount 
payable by t.h-j In  ’i?n : ounter-part under a c o l la b o 
ra t io n  ^agreement,. i r re sp ec t iv e  of production or s a le .  
Although an i n i t i a l  lump-sum payment is  in the nature 

o f  roya lty ,  there in a d i f fe ren ce  in rates  o f  tax  fo r  

roya lty  and fo r  lump-sum considerat ion . Section 115A 

o f the Income Tax Act provides t h a t ; in the c ase of a 

fo re ign  company, any lump-sum received by i t  fo r  the 

t r a n s fe r  outride  In d ia  o f ,  or  the imparting o f in fo r 
mation outside In d ia  in respect o f ,  any data , documen
ta t io n ,  drawing or .spec if ica t ion  r e la t in g  to  any 

patent, invention, model, design , secret formula oar 
process or trade  mark or s im ila r  property, the rate  

o f  income-tax w i l l  be 20 per cent o f the gross lump
sum payment. The balance of roya lty  is  taxab le  at 
the ra te  of 40 per cent. I t  should be noted that the 

lower ra te  o f tax  (20 per cent instead o f 40 per cent) 
on a lump-sum consideration  is  app licab le  only when 

the techn ica l know-how, and information r e la t in g  to  

i t ,  is  imparted wutsido 1'ndia. I f  the know-how is  

t ra n s fe r re d  in Ind ia , the ra te  of tax  would be 40 

per  cent. I t  is  not d i f f i c u l t  fo r  the p a r t ie s  to  a 

c o l la b o ra t io n  agreement to  arrange the transaction  

in such a way as to  make i t  appear that the t ra n s fe r  

o f  the know-how or imparting o f  information takes 

p lace  outside In d ia  when that enables them to  get the 

b e n e f i t  o f a lower tax  r a te .  In any event, th is  

cou ld  e a s i ly  become a hot bed o f c on trove rs ie s . Once 

lump-sum payments are made taxab le  and tax  ju r is d ic t io n  

assumed i t  seems qu ite  unnecessary to  make th is  r e f in e 
ment based on the s itu s  o f  the t r a n s fe r .  A uniform



ra te  would obv iate  the need fo r  such a d is t in c t io n .

85 * The lew, however, does not make a l l  lump-sum
payments taxab le  Consideration  which would be taxab le  

as the income o f the recepient chargeable under the 

head 'c a p i t a l  ga ins ' has been s p e c i f i c a l ly  excluded  

from the d e f in i t io n  o f 'r o y a l t y '  in Explanation 2 
belww Section 9(1) (v i )  . From the language in which  

the exception is  couched, the intention  is  not qu ite  

c le a r .  A p la in  reading o f the p rov is ion  would lead  

one to  assume that, i f  a lump-sum payment is  not 

chargeable to  tax  in In d ia  under the head 'c a p i t a l  

ga in ' i t  would be chargeable  as 'r o y a l t y '  . In other  

w*rds, a lump-sum payment is  char able t «  tax  under 

a l l  circumstances, e ith e r  as c a p i t a l  ga in  or as ro y a lty .  
This in te rp re ta t ion  would however be i r r a t io n a l  as a 

rece ip t  cannot be regarded as 'r o y a lty '  un less i t  has 

the c h a ra c te r is t ic s  of income. The d e f in i t io n  only 

deems the p lace  o f accrua l. I t  does not fu r th e r  deem 

a c a p i t a l  rece ip t  to  be a revenue r e c e ip t .  A lump-sum 

payment which i s  in the nature o f a c a p i t a l  rece ip t  

cannot be charged to  tax  in In d ia  unless any part o f  i t  

becomes chargeable  under the head 'c a p i t a l  ga in s ' .
Under the present law as in te rp re ted  in ju d i c i a l  

dec is ions , a c a p i t a l  rece ip t  can become chargeable  

under the head ' cap i t a l  ga in s ' only i f  the fo llow in g  

three  conditions are s a t i s f i e d ,  namely;

i .  i t  must a r ise  from the t r a n s fe r  o f a 
'c a p i t a l  a sse t ' as defined  in Section
2 (.14) o f the Income Tax Act; secondly,

i i .  the asset must be one which has a cost  
o f a cqu is it ion ; in other words, s e l f 



generated assets would net g ive  r is e  
to l i a b i l i t y  to c a p i t a l 'g a in s '  tax  when 
t ran s fe rred ; and th i rd ly ,

i i i .  -.he gain  must accrue or a r ise  in India  
or must be deemed to accrue or a r ise  
in Ind ia , th is  condition would be s a t i s 
f i e d  only when the c a p i t a l  asset is  
situate - in In d ia .

In  must' cases , techn ica l know-how even when regarded  

as a t ra n s fe ra b le  c a p i t a l  asset, would be o f  the s e l f 
generated v a r ie ty .  Further, i f  the t ra n s fe r  takes  

p lace  outside Ind ia  the gain  cannot even otherwise  

be taxed . The law d»es envisage a c a p i t a l  rece ip t  

not being chargeable  e ith e r  as c a p ita l  ga in  or as 

income. Thus, although a f l a t  rate  o f tax  has been 

presc ribed  under Section 115A, fo r  taxing the i n i t i a l  

lump-sum, i t  must be exphasized that such considera 
tion is  taxab le  only i f  i t  is  in the nature o f  'revenue' 
Where i t  could be proved that the rece ip t  in question  

i s  not a reven u e -rece ip t , i t  should be p o ss ib le  t »  

argue that i t  would not constitu te  income under the  

Income Tax Act and no tax  would be chargeable on i t .  

G enera lly , i f  a transaction  is  in the assessee1 s 

o rd in ar ly  l in e  o f  business, the rece ipt  from it  would 

be 'revenue' in nature because i t  would be regarded  

as a trading- r e c e ip t .  But where the transaction  is  

outside the a ssessee 's  l in e  o f  business, ,it is  to  be 

considered upon the fac ts  and circumstances of each' 
case , as tc  whether the rece ip t  is  in the nature of  
‘ revenue1 or ' c a p i t a l 1 . I f  the owner o f  the techn ica l  
know-how gets a lump-sum payment fo r  imparting the 

know-how to others, without su b s tan t ia l ly  reducing  

i t s  value fo r  h im self (although it  may get d i lu ted  

by being communicated to  others) , the rece ip t  would



o rd in a r i ly  be taxab le  as income on the ground that
the e x p lo ita t io n  of the know-how'is in the course fc_
business and imparting i t  is  no more than a business

1/se rv ice  of a sp ec ia l  kind—' . On the other hand, where 

the know-how is  imparted in circumstances which substant
i a l l y  diminish i t s  value to  the owner, e . g . ,  where i t  is  

imparted as one element of a comperhensive arrange
ment by v ir tu e  of which a t rad e r  e f fe c t iv e ly  g ives  

up h is  business in a p a r t ic u la r  area, the money paid  

f o r  the know-how properly  rank as a capiteil rece ip t^/ .  
When a person trades in the know-how, i t  is  a revenue 

r e c e ip t ,  but when the disposes « f  or parts  with i t  p ro -  

tan to , i t  w i l l  be a c a p i t a l  re c e ip t .  Further, the  

q u a l i f i c a t io n  "excluding any consideration  which would 

be the income o f the rece ip ien t  chargeable under the- 
head 'c a p i t a l  g a in s '"  seems to apply only to  lump-sum 

payments and not to  p e r io d ic a l  payments. I t  is  

common knowledge that even the consideration  fo r  t ra n 
s f e r  of a c a p i t a l  asset may not be paid as a 'lump
sum' but may be pa id  in instalments over a period  o f  

tim e. Thus, i t  does not seem to be the intention  of  

the law that consideration  in the nature o f c a p i ta ls  

rece ip t  should be trea ted  as roya lty  merely because

i t  is  not ac tu a lly  l i a b l e  to  c a p ita l  ga ins tax  in

1J  See Hindustan Forests Co Ltd vs CIT (1966) 60
ITR 470 (P un j) ;  Evans Medical Supplies Ltd vs
Moriarty (1959) 35 ITR 707 (HL) Rolls-Royce Ltd 
vs J e f f r re y  40 TC 443 (HL) and CIT vs C i la g e  Ltd 
(1968) 70 ITR 760 (Bom) .

2y  See Evans Medical Supplies L td .,  (1959) 35 ITR
707 (HL) Wolf E lec t r ic  Tools Ltd vs Wilson 45 
TC 326.



In d ia  or because i t  is  not pa id  as a lump-sum. The 

language u s e * ' in  the d e f in i t io n  'o f  ' r o y a l t y 1 does uot 

seem to  bring , out the l e g i s l a t i v e  in ten tion . What 

should r e a l ly  have been excluded from the  d e f in it io n  

o f  'r o y a l ty '  would be 'con s ide ra t ion  fo r  the t ra n s fe r  

of a c a p i t a l  asset ' . I f  the t ra n s fe r  o f the c a p ita l  
asret takes p lace  outside Ind ia , i t  would be t o t a l ly  

exempt frOra tax ; i f  the t r a n s fe r  takes p iece  in, Ind ia  

there would be l i a b i l i t y  to  c a p i t a l  gains tc3x; and 

i f  the consideration  does nofc r e la te  to  the transfer, 
o f  a c a p i t a l  asset i t  would be charged to  tax  as 

ro y a lty  whether the transaction  takes p lace  outside  

In d ia  or in In d ia .  In the la s t  case, there  does not 

seem to  be any ju s t i f i c a t io n  f o r  applying d i f f e r e n 
t i a l  tax  ra tes  depending on whether the transaction  

takes p lace outside Ind ia  or w ith in  In d ia .

86. Except in regard  to  lump-sum payments, ro y a l 
t i e s  and fees  fo r  techn ica l se rv ices  are trea ted  a like  

f o r  tax  purposes. In e ith e r  case, the tax  rat^  is
40 per cent and that is  app lied  to  the gross rece ipt  

without a llow ing any deduction. . Once the tax  d i f f e r e n 
t i a l  in  respect o f lump-sum payments is  e lim inated ,  
i t  would pave the way fo r  a uniform tax treatment of  
r o y a lt ie s  and "technic a l se rv ice  fees which would 

considerab ly  s im p lify  assessments in -foreign c o l lo b o -  

r  at ion cases .

87. That leads us to  the question whether there  

i s  ju s t i f i c a t i o n  fo r  tax ing r o y a lt ie s  and fees fo r  

tech n ica l se rv ice s  on gross b a s is  without a llow ing  

any deduction fo r  expenses. Conceived as a s im p li



f ic a t io n  measure, t h is  procedures was introduced  

by the Finance Act 19?6 in v iew  of the p r a c t ic a l  

d i f f i c u l t i e s  in determining the net xncorne m  such 

c a s e s ' i / .  In regard to  income from dividend or  

in te rest  or, to  some extent even ro y a lty , i t  can be 

argued that the income content o f  the gross rece ip t  

in  p r a c t ic a l ly  100 per cent and the p ro h ib it io n  oh 

the deduction o f expenses should not work any r e a l  

hardship »n the non-resident assessee . This argument 

would not however h » ld  g*od in the case o f ' f e e s  fo r  

tech n ica l s e rv ic e s ' fo r  earning which the n o n -re s i 
dent has to  depute h is  tech n ica l experts to  work 

with h is  Indian  counterpart and he has to  incur  

expenditure on them. The b a r  against deduction o f  

expenses tioes c reate  r e a l  hardship in such c a s e s .
The way the term roya lty  has been de fined , s im ila r  

hardship would a r ise  in the case o f  c e rta in  'r o y a l ty '  
payments a lso .  The non-resident can, however, avoid  

the m ischief o f  the p rov is ion  by s h i f t in g  the en t ire  

burden o f meeting the remuneration and expenses o f  

h is  tech n ica l s t a f f  to  the Indian c o l la b o ra to r  and 

the e f fe c t  of the p rov is ion  is  only to  push up the 

cost o f fo re ign  c o l la b o ra t io n  fo r  the Indian indus
t r i e s .  While i t  is  understandable that there  would be 

d i f f i c u l t i e s  in checking expenditure incurred  outside  

In d ia  and in determining the proportionate share o f head 

o f f i c e  expenses, there should be r e a l ly  .no problem  

in  v e r i fy in g  expenses incurred  w ith in  India.. From 

an equity point o f v iew  a lso , i t  appears to  be un
reasonable to  d isa l lo w  expenses incurred in In d ia  

which would . in many cases a ttrac t  tax  in the hands

1/ Memorandum Explain ing the Provisions o f the 
Finance B i l l ,  1976 -  Para 34.



o f  the re c ip ie n t s .  As a measure of s im p l i f ic a t io n  

and r a t io n a l is a t io n  i t  would be d e s irab le  to  tax  t i e  

e n t ire  consideration  payable to  a non-resident under 

an approved co l la b o ra t io n  agreement with a resident  

(except the consideration  fo r  the t ra n s fe r  u f a c a p i 
t a l  asset) as- income a r is in g  to  the non-resident in 

Ind ia  and charge i t  to  tax  at a uniform ra te  of,, say, 
40-50 per cent a fte r  deducting a l l  expenses incurred  

and d isbursed  in In d ia  wholly end e x c lu s iv e ly  in 

connection with the co l la b o ra t io n  without making any 

attempt tm d issec t  the consideration  as, lump-sum and 

others or as roya lty  and fees  fo r  tech n ica l se rv ic e s .

k . Other Incomes -  need fo r  reduction in tax  rete

88. The controvers ies  r e la t in g  to  the taxation
o f  the income o f non-resident companies from sources 

other than dividend, in t e r e s t , ' roya lty  and techn ica l  
fees  are as problem atic, p a r t ic u la r ly  as the stakes  

are h igh , the tax  rate  being as high as 7 3.5 per cent. 
F i r s t ly ,  the departmental o f f i c e r s  are o ften  inc lined  

to  t re a t  even payments made under approved c o l la b o ra 
t io n  agreements as not being roya lty  or fees  fo r  

tech n ica l se rv ices  and apply the ra te  o f  70 per cent 

p lus  surcharge aswas done in the case o f  the 're sea rch  

co n tr ibu t io n 1 paid  to  the fo re ign  c o l la b o ra to r  in the 

C a lico  case (See para  81 ante) . I t  is  to  meet th is  type 

o f  unpred ictab le  burden that fo re ign  c o l la b o ra to rs  often  

make th e i r  Indian counterpart bear  t h e i r  tax  l i a b i l i t y  

in  In d ia .  The re su lt  is  that the country stands to  
lo se  and not g a in .



89. Another undesirab le  e f fe c t  o f  the s t i f f  ra tes  of 
tax ap p lic ab le  to fo re ig n  companies is  that they are  

often  tempted to sa lvage  th e ir  income by claim ing la rae  

expenses. The p r in c ip le  of taxing g ro ss  rece ip ts  a p p l i 
cable  to dividends, c e rta in  types o f in t e re s t ,  r o y a lt ie s  

and fees  fo r  techn ica l se rv ices  does not apply to other  

income. !>/hile claims f o r  deduction o f  head o f f ic e  expenses 

have been regu lated  by Section 44C inserted  in 1976, the 

expenses in Itidia a re  not in any way lim ited  except to the 

extent o f  the usual l im ita t io n s  on entertainment, s a la r ie s  

and perks, e t c . ,  which apply to a l l  assessees res iden t or  

non-resident. As expenses r e la ta b le  to earnind'rO^ 

div idends, certa in  types of in te re s t ,  r o y a lt ie s  and fe=s  

f o r  tech n ica l se rv ices  a re  t o t a l ly  d isa llow ed , there  could  

be a tendency to s h i f t  the burden o f  those expenses to  

other income and thereby not only make up f o r  the d i s 
allowance but a lso  gain  something mere because o f the  

steep ra te  d i f f e r e n t i a l .  This would in fa c t  be an added 

reason why expenses incurred, in Ind ia  f o r  earning royal-*, 
t ie s  and techn ica l fe e s  are b e tte r  a llowed to be set o f f  

against  such iiiOome which bear  a lower rate  o f  tax .

90. The Tables 1.5 and 1.6 show that fo re ign  companies 

account fo r  a gross demand o f  much le s s  than Rs 100 crore .  
I f  the normal gap between the gross demand and net c o l le c 
t i b l e  demand a r i s in g  from disputed assessments is  taken 

in to  account, fo re ign  companies cannot be regarded as a 

su bstan t ia l  source of revenue. on.Jy a part  o f  thi£ demand 

would re la te  to income to which the 70 per  <^ent plus su r -  

charae ra te  a p p lie s .  A sample study of 100 foreign  tax  

cases assessed a t  Bombay during the f in a n c ia l  year 19bz-o-3 

shows some in te re s t in g  re s u lt s  which are  presented in the 

fo l lo w in g  Tables:



TAB LB V.2
D is tr ibu t ion  o f  Foreign Company Assessments Accord 1 na. to Ac t i v i t y

A c t i v i t y . Number o f  
assessments

Gross income assessed Tota l income asses sed Gross tax Davable Average
tax
r a t e( Rupees) (Per '

cent )
(Rupees) (P e r

cen t )
(Rupees) (Per

cen t )

(1 ) (2 ) (3 ) (4 ) (5 ) (G) (7 ) (8 ) (9 )

Banking 9 349621765 53.16 348567700 53.54 259563223 64.37 74.47

Industry 2 13078280 1. 99 13078280 2.01 914 2358 2. 27 69. 90

Tech-consultancy 25 97276293 14.79 96748729 14.86 52484818 13.02 54. 25

Investment 45 157093228 23.89 i 52049164 23.36 52219642 12.95 34.34

A ir  l in es 4 85 36200 1. 30 8535 200 1.31 6274107 1.55 73.50

Others 13 3 2064488 4.88 3 2054487 4.92 23562064 5.84 73.51

TOTAL 100 657670255 100.00 S51034560 100.00 • 403245212 100.00 61.94

Source: In form ation  c o l le c te d  in the course of the Study.

re



TAB LS V. -3
Ct st r ibu tion  of  Fore ign Company As sessments According

to Gross income, Range

G ro s s - in -  T ota l Gross tax Average
Income range Number assessed  income payable. t a x _

assessed  ra te
(rs) (rs) (Rs) (rs

(1 ) (2 ) (3 )  (4 ) (5 )  (6 )

Up to 1 lakh 20 721736 695358 303885 43.70

l  _ 5 lakh 16 3740952 3721951 1615101 43.39

5 - 10 lakh lx 7887190 7884050 2732397 34.65

10 - 25 lakh 20 32487245 31332181 13355869 42.63

25 - 50 lakh 8 275 97629 27543043 9140241- 33.19

50 ~ 100  lakh lc 75635985 74i>15935 30855771 41.41

Above 100 lakh 14 509599518 505342042 345 24 2948 68.32

"W A L  100 657670255 651034560 403245212 61.94

Source: Same as fo r  Tab le  V .2 .



TABLE V. 4

Di s t r i b u t i on of F o re ig n Compa n ies  by A c t iv i t y  and
Income Range

uPto 1 1“5 5- 10 10-25 25-50 50-100 Above 100Range/Activity ^ kh lakh • lakh lakh lakh lakh lakh ... T o ta l

(1 ) (2 ) (3 ) (4 )  (5 ) (6 ) (7 ) (8 ) (9 )

Banking (number) 1 0 0  O 0 1 7 9
p r  cent ( l l .O O )  (0 .00 ) (0 .0 0 ) (0 .0 0 ) (0 .0 0 ) (11 .11 ) (77 .78 ) (100 .OO)

In d u s t ry  (number) 0 0 O 1 O O 1 2
p e r  cent (0 .00 ) (0 .00 ) (O .00 ) (50 .00 ) (O.00 ) (0 .0 0 ) (50.00) (lOO.OO)

T^ch-consu ltancv (number) 1 6 3 lO 1 3 2 26
p a r  cent “ (3 .85 ) (23 .08 ) (11 .54 ) (38 .46 ) (3 .8 5 ) ( H . 5 4 )  (7 .6 9 ) ( 1 0 0 . 0 0 ), ^

l
Investment (number) 1 1 7  7 8 6 5 2 46
p e r c e n t  (23.91 ) (1 5 .12) (15 .22 ) (17 .39 ) (13 .04 ) (10 .87 ) (4 .35 ) (100.00)

A i r  l in e s  (number) 2 O O 1 O 1 O 4
p e r  cent ( 5 0 . 0 0 ) (0 .0 0 ) (0 .0 0 ) (25 .00 ) (0 .0 0 ) (25 .00 ) (0 .00 ) (100 .00 )

Others (number) 6 3 1 O 1 0  2 13
per  cent (46 .15 ' (2J .08 ) (7 ,6 9 ) (0 .0 0 ) (7 .6 9 ) (0 .0 0 )  (15 .38 ) (100 .00 )

TOTAL (number) 21 1* 11 20 8 10 14 100
p e r  cent (21.00) (16 .00 ) (1 1 .OO) (20 .00 ) (8 .0 0 ) (10 .00 ) (14.00 ) (100 .00 )

Source: Same as f o r  Tab le  V-2i .



^ s t r ibu t ion  o f Foreign Cbmoani-gs bv A c t iv i t y  and Income Range.

i-B n g e /Ac t i  v i  t y

( 1)

Up to 1 
lakh

SL-5
lakh

5-10
lakh

10-25
lakh

25-50
lakh

( 2 ) (3 ) (4 ) (5 ) ( 6 )

50-100
lakh

(7 )

Above 100 
lakh

( 8 )

T ota l

(9 )

sacking (number)
.or cent

Industry  (number)
>ar cent

Tech.-consult.ancy ( number) 
ner cent

T n ve s t me n t ( n umb ~ r ) 
per cent

A ir  l in es  (number) 
oer cent

others (number-) 
r.?r cent «

1
{ A . l b )  

0
(0 .00 )

1
(4 .76 )  

11 •

(5 2.38) 

2
(9% 5-2) 

6
(28. 5 7)

(0 .00 )

O
(0 .00 )

6-
(37.50)

(43.75)

O
(OiOO)

(18.75)

O
(0 .00 )

0
(c .o o )

8
(27.27) 

7
(63.64 )

. .0 
(0 .00 )

1
(9 .09 )

0
(0 .00)

1
(5 .00) 

lO
(50.00 ‘ 

8
(40.00)

■1
(5 .00 )

Or

(0 .0 0 )

0
(o .o o )

o
(0 .00 )

(10.00) (50 .00 )

6
(75.00)

O
(0.00)

(12.50)

O
(0 .00 )

(10.00 )

0
(0 .00 )

(7 .14)

(12.50) (30 .00 ) (14. 29)

(50.00 ) (14.29)

O
(0.00 )

(14. 29)

9
(9 .00 )

2 ,
(2 .00 )

26 
( 26.00)
45

(46.00)

(4 .00 )

13
(13.00)

"’OTAL (number) 
por cent

21 16 11 20 8 10 14 100 
(100.0 0 ) ( 100.00) (100.0 0 ) (100.00 ) (100.0 0 ) ( 100.0 0 ) (100.0 0 ) (100.0 0 )

Source: same as f o r  ^ a b le  V.2.



I t  may be seen that'/ out of tna' lo o  companies, a vast  

m ajority , namely, 72, are companies der iv ing  th e i r  income 

mainly from div idends, r o y a lt ie s  and fees fo r  techn ica l  
se rv ices  which are taxab le  a t  sp e c ia l  lower ra te s .  Of 
the 26 companies wUch ■ = » t ax a t  an average rate  

o f more than 70 per  cent, 9 ere fo re ig n  banks and 4 

fo re ign  a i r  l in e s .  The remaining 13 contributed on ly  

s l i g h t l y  over 5 per cent to the t o ta l  tax  demand against  

a l l  the 100 companies. Even out o f  these 13, some have 

in te re s t  3_ncome which is  probably covered by the reduced 

tax rate  brought in by the Finance Act, 1983. Some others 

might have been co n tro ve rs ia l  cases l ik e  the C a lico  case 

where the 70 per  cent tax rate  may not be sustained in 

appeal. A ir  l in e s  account fo r  less  than 1 per cent of 
the demand. I t  can, the re fo re , be sa fe ly  assumed that  

the en t ire  brunt of the high tax r a te  on the res iduary  

income of fo re ign  companies fa l ls ,  on the handful of 
fo re ign  banks operating  in In d ia .  In  terms of income 

they form the most important segment of the fo re ign  

companies accounting fo r  53 per cent o f  the t o ta l  income 

assessed and 64 per  cent of the tax demand in the sample. 
The problem o f high tax rates on f o r e i g n  companies has 

there fo re  to be viewed p rim arily  from the angle of the 

fo re ign  banks operating  in India

1. Banking industry

91. The fo re ign  companies which had estab lished

in d u s tr ie s  in Ind ia  have by and la rge  indianiged  

themselves by t ra n s fe r r in g  th e ir  business to Indian  

s u b s id ia r ie s  in accordance with the p o licy  of the Indian  

Government in th is  b e h a l f .  The fo re ign  ho ld ings in 

these su b s id ia r ie s  are  a ls o  being p ro g ress iv e ly  d i lu ted  

in accordance with the gu ide lin e s  issued ' Under the FERA



from time to time. Thesa companies are Indian companies 

under the Income Tax Act. As regards fo re ign  companies 

c o l la b o ra t in g  v/ifch Indian indust.vi e s , the bulk of th e i r  

income a r i s e s  from roya lt ies ,. f o r  •’.•.eehnica 1 f e e s ,
d ividends and in t e r s c-4* '-'h'.c.i <.^0 -axed a t  sp ec ia l  lower
ra te s  cr tax,- a d iscussion  on wuich appears e a r l i e r  in  

th is  Report. ihe res idua ry  rate r i  70 per cent p lus  

surcharge does not su b s tan t ia l ly  att'eco them as would be 

seen i:rc»n Tables V„2 to V„5

92. The fo re ign  banks have beea allowed to operate  

in In d ia  under l ic en ce . As mentioned e a r l i e r ,  i t  i s  a 

conscious decision  o f  the Government that the fo re ign  

banks should operate in India through branches ra th e r  

than through s u b s id ia r ie s  so that th e ir  n loba l a sse ts  

would provide a b e t t e r  security  f o r  the deposito rs .

There i s  a ls o  a c e r ta in  amount of r e c ip ro c ity  in perm it
t in g  fo re ig n  banks to operate in Indi^1 as Indian  banks 

are simultaneously l 1 owed tc ooen branches outside  

In d ia .  I t  might be argued f  iat the high res iduary  rate  

of tax app licab le  to  fo re ig n  companies i s  aimed a t  

d iscouraging  them from c%rx-ying on a c t i v i t i e s  which are  

not in  the i n t ^ ° -  \ : --\-.nt r y 1 s -^ouGtu*. This
reasoning can not however apply ;-o fo re ign  banks which 

have been permittee. <-0 operate in  Ind ia  through branches 

as  they have a u se fu l ro le  to  p lay  in our economy and, 
as mentioned e a r l i e r ,  do not hold out any threat to the 

Indian banking industry . They c a r ry  on th e ir  a c t i v i t i e s  

in a form des ired  and approved by the Government o f In d ia  

and one f in d s  i t  d i f f i c u l t  to ju s t i f y  the heavy tax  

burden imposed on them. Some o f the fo re ign  banks which 

operate in In d ia  operate in other countries through 

s u b s id ia r ie s  rather  than through branches because they 

have been allowed to  be so. Having made ic  a p o l ic y  to



a llow  fo re ign  banks to operate in In d ia  through branches 

and not su b s id ia r ie s  i t  seems to be un fa ir  to pena lise  

them by a high rate of tax. The tax burden i s  even 

h igher than that the statutory  rate  suggests on account 

of statu to ry  disa llowance o f  executive remuneration, 
e tc . Security  of se rv ice  in fo re ign  banks i s  h igh ly  

su spec t ib le  to Government p o l ic ie s  and i t  becomes 

necessary f o r  them to o f f e r  be tte r  emoluments and other  

conditions of se rv ice  than the ir  Indian counterparts. 
Unlike other in d u s t r ie s ,  banking does not en^oy any 

su bstan t ia l  tax  concessions under our law. As discussed  

in paragraphs 58 to 60 above, fo re ig n  banks have a use

f u l  ro le  to p lay  in  cur economy and they seem to hold  

out no th reat to the Indian banking industry . As the 

fo re ign  banks operating  in India  are by and la rg e ,  

broad-based corporations in t h e i r  own home countries ,  
i t  seems appropriate  that they should be equated with  

w id e ly -h e ld  Indian companies fo r  the purpose of tax  

ra te . This seems to be a l l  the more necessary when 

branches of Indian banks are  taxed at much lower ra tes  

in o ther  countries  as the fo l lo w in g  Table would show:



TABLE V.6

Rate of. Tax A pp licab le  in Selected  Fnrpinn Omn- 

.tr i e s _ tp. the Foreign Branch Income of I n dian Banks

Name o f  com ply  Rate of tax
(per cent)

Belgium 54.43
Dubai 20
F i j i 40
Guyana 55
Hong Kong 17
Kenya 52.5
Korea Graded rates from 

40
Malaysia 40
M auritius 55
Singapore 40
Seychelles 35
S ri  Lanka 66

Source: Information furn ished by some In d ia n  
Banks having overseas branches.

I t  i s , the re fo re , necessary to b r in g  down the tax rate  

ap p lic ab le  to the bu. ’ n^ss ir.‘coiT,s of fo re ign  banks 

licensed  to operate in Ind ia  to the le v e l  of the rates  

a p p lic a b le  to a w i le iy -h e ld  Indian company.

We may add here that the h igh  tax ra te  now 

a p p lic ab le  to fo re ign  banks does not seems to the r e s u l t  

of a conscious dec is io n  on the part  of Government to keep 

the ra te  on them very  h igh , while reducing the r a t e s  

ap p lic a b le  to fo re ig n  companies d e r iv in g  many other kinds 

o f  income. Rather, the high rate  has survived because 

the matter has simply not rece ived  a tten tion . The 

Government has done r igh t  an a llow ing  the fo re ign  banks 

to continue to function ; hence our recommendation f o r  a 

reasonable ra te  of tax.



93. The fo re ign  a i r  l in es  operating  in Indian a lso  

stand on a s im ila r  fo o t in g . They a re  here because of 
r e c ip ro c a l  arrangements with other coun tr ies . A measure 

of p a r i t y  .s needed ip  the matter o f  tax ra tes  here. a lso .
A suggestion  has been made e a r l i e r  in th is  Report that 

the p r o f i t s  o f  fo re ign  a i r  l in es  should be assessed on
a summary bas is  and the tax should be levied as a percen
tage o f  th e ir  earn ings in Ind ia  as in the case o f shipping. 
Once that i s  done i t  would be hard ly  ju s t i f i a b l e  to have 

a high rate o f  tax . I t  i s  there fo re  suggested that the 

income o f  fo re ign  a i r  transport  companies should a ls o  

be brought down as in the case of banks.. 'Tie revenue 

e f f e c t  o f  th is  would be, as seen from Tables V.2 to V. 5 

very n e g l ig ib le .

94. As brought out by Tables V .2 to V.5 , fo re ign  

companies not engaged.in investment, techn ica l consu l

tancy, a i r  tran spo rt , o r  banking contribute  only a n e g l i 
g ib le  amount to the revenue.- The ra te  o f 70 p » r  cent 

plus surcharge a p p l ic a b le  to  the res iduary  income of  

fo re ig n  companies serves hard ly  any f i s c a l  purpose but 

might in fa c t  be counter-productive  by making evasion  

and avoidance more remunerative or by p ro l i fe ra t in g '  
d isputes  and l i t ig a t io n .  I t  cannot serve any economic o r  

s o c ia l  purpose e ith e r .  There are  other laws through 

which the operations o f  fo re ign  companies a re  regu lated  

to be in tune with the national a sp ira t io n s  f o r  develop
ment and i e I f - s u f f i c i e n c y  and a high tax rate  i s  a poor 

to o l to  serve that purpose* I t  opens up the way fo r  

adverse comparisons and cou ld  be a powerful d is incen t ive  

f o r  in te rn a t ion a l p a r t ic ip a t io n  in  the economic develop
ment of our country- As shown in Chapter IV , th is  type 

of d iscrim ination  against  fo re ign  companies does not 

e x is t  in  most developed countries and not even in  many



developing countries . At worst, where d i f f e r e n t i a l  ta x  

treatment i s  given to c lo s e ly -h e ld  and w ide ly -he ld  

domestic companies, fo re ian  companies a re  equated with  

c lo s e ly -h e ld  domestic companies. T iere  i s ,  th e re fo re ,  
urgent need to b r in g  down the res idua ry  rate  o f tax 

ap p lic a b le  to other fo re ign  companies to the le v e l ,  of 
that applying to c lo s e ly -h e ld  domestic companies ^ n  In d ia ,  
namely, 65 per cent p lu s  surcharge. One ju s t i f i c a t io n  

that i s  often given f o r  a h igher tax  rate  on fo re ign  

companies than ap p lic ab le  to domestic companies i s  that  

the dividends d is t r ib u te d  by the fo re ig n  cotrpany outside  

In d ia  do not s u f fe r  any tax in In d ia .  The f a l l a c y  in  

t h i s  l in e  o f  reasoning i s  that the non-resident share
h o ld e r  of a fo re ign  company is  not taxed on h is  dividend  

income because both he and the source of h is  income a re  

outs ide  the tax ju r is d ic t io n  o f  the country. The p r o f i t s  

earned in In d ia  having been fullytajoed in the hands of 
the company, there would be l i t t l e  ju s t i f i c a t io n  f o r  tax
ing. the dividends d is t r ib u te d  outs ide  Ind ia  in  the hands 

o f  a non-resident shareholder d i r e c t ly  or in d ir e c t ly  by 

charging a h igher tax on the company i t s e l f .  The general  
p r in c ip le  adopted in the double tax agreements in respect  

of taxation  of d iv idend income is  that the tax ju r i s d ic 
tion  should be e x c lu s iv e ly  with the source country where 

the company has i t s  seat o f  management and the dividends  

are  dec lared . I t  would then be d i f f i c u l t  to ju s t i f y  the 

levy of a h igher ra te  of tax  on the Indian income o f a 

fo re ig n  company on the ground that the dividends declared  

by the company outs ide  Ind ia  do not bea r 'an y  tax in  In d ia .  
In  f a c t ,  even in regard  to res iden t corporations, there  

i s  increas ing  r e a l i s a t io n  of the need to provide r e l i e f  

against the double taxation  of both the income o f  the 

company and the d iv idends coming out o f  the taxed p r o f i t s  

in the hands of the shareholders. Shareholders o f  an



Indian company who a re  in d iv idu a ls  o r  HUFs are  exempted, 
from tax in respect of th e i r  income from dividends upto 

an a agree ite o f  Rs '7/000 taken along with the income 

from ce rta in  other f in a n c ia l  assets (Section 80L ) . 
In tercorporate  d iv idends are t o t a l ly  exempted i f  the 

d iv idends a re  derived  from companies engaged in sp ec if ied  

in d u s tr ie s  and p a r t i a l l y  so in other cases (Section 80M).

95. The above conclusions have been reached on the 

assumption that the ra te s  of tax app licab le  to Indian  

companies remain a t  t h e i r  present le v e ls .  There i s  a
„ - , ' . . .  ‘ *' • \J

genera l f e e l in g  that companies in Ind ia  are too h eav i ly  

taxed. In  the present study, the case fo r  a genera l  

lowering of the corporate  tax rates  has not been examined. 
Such a study would not be r e a l i s t i c  unless the inpact of  
the v a r iou s  exemptions and r e l i e f s  which the d irec t  tax  

laws in Indian provide i s  a l s o  examined. A lowering  

of r a t e  o f  tax on companies together with the withdrawal 
of a number o f  r e l i e f s  and concessions may indeed be 

d e s ir a b le .  However, the ra t io n a le  behind the conclusion  

reached in th is  study that f o r  the purpose of tax ra te s  

the business income o f  fo re ign  banks and a i r  transport  

companies should be equated with w ide ly -h e ld  Indian  

companies and the re s id u a ry  income of other fo re ign  

companies should be taxed at  rates  a p p lic ab le  to a 

c lo s e ly -h e ld  Indian company, would s t i l l  remain even i f  

there i s  a lowering o f  the tax ra tes  on Indian companies.

m. Allowance of head o f f i c e  expenses

96. in  the assessment of non-resident companies 

operating  in  India through branches o r  other permanent 
estab lishm ents, the law' imposes a l im ita t ion  on the 

deduction o f head o f f i c e  expenses in Section 44C



in serted  by the Finance Act, 1976. The scope of th is  

l im ita t ion  has been discussed e a r l i e r .  In the Context  

of the d - f f i c u l t i e s  1 >3 v e r i f i c a t io n  of head o f f i c e

expenses and link ing  them with the Indian  business and 

in view of the natura l tendency to s h i f t  a h igher propor
tion of the head o f f i c e  expenses to ju r isd ic t io n s  where 

the tax ra tes  are h igher, the l im ita t ion  cannot be said  

to be unreasonable. As d iscussed in Chapter IV the 

p rac t ice  in th is  b e h a lf  v a r ie s  from country to country  

and no ob ject ion  could po ss ib ly  be taken to  Ind ia  

adopting a procedure best su ited  to i t s  adm in istration .
The data co llec ted  in the course of the present study 

do npt contain any thing to ind icate  that the absolute  

c e i l in g  of 5 pe r  cent o f  the adjusted t o ta l  income imposed 

under Section 44C i s  in any way unreasonable. No change 

in th is  regard is  th e re fo re  suggested.

0• Surtax on companies

97. The surtax on companies has been c r i t ic is e c 1 as a
tax on e f f ic ie n c y  and i t s  inpos it ion  has been adverse
ly  commented upon in various forums. The ju s t i f i c a t io n  

f o r  th is  tax has not been gone in to  in th is  study, but  

no purpose seems to be served by making fo re ign  companies 

th e o re t ic a l ly  l i a b le  to surtax. In p rac t ic e ,  the fo re ig n  

banks seems to be not a f fe c ted  by i t .  In the case of  
other fo re ign  companies co llabo ra t in g  with Indian
in d u s t r ie s ,  in t e re s t ,  r o y a l t ie s ,  and fees  f o r  techn ica l

? f . ■■ . . .

se rv ic e s  received from the Government or a lo ca l  
au thor ity  or  an Indian concern and dividends from Indian  

companies a lready  stand excluded front the chargeable  

p r o f i t s .  The law a l s o  empowers^ the Government to exempt

1/ Section 24AA of the Gompanies (P r o f i t s )  Surtax Act
in serted  with e f f e c t  from 1,4.1981.



from su rtax  fo re ign  companies p a r t ic ip a t in g  in the business  

of prospecting  f o r ,  o r  ex traction , etc . o f ,  mineral o i l s .
The operations of fo re ign  companies are regu lated  by other  

measures and i t  seems unnecessary to re so rt  to the mechanism 

of imposing a tax on theix; " s u p e r -p ro f i t s " .  There are  

p ra c t ic a l  d i f f i c u l t i e s  in determining th e i r  c a p i t a l  base f o r  

determining the sta tu to ry  deduction f o r  a r r iv in g  a t  the 

p r o f i t s  chargeable  to su rtax . I t  would considerab ly  c le a r  

ip. the atmosphere f o r  fo re ign  p a r t ic ip a t io n  in our in d u s t r ia l  
development without the s a c r i f ic e  of any apprec iab le  revenue 

and without impinging on. the bas ic  ra t io n a le  behind the levy  

of surtax  i f  fo re ign  companies as such are placed outside  

the purview of the Cbmpanies (P r o f i t s )  Surtax Act.

o. Surtax on the fo re ig n  income o f domestic companies

98. The recent trend is  f o r  Indian concerns to go, trans
nationa l. They are  encouraged to pertake in jo in t  ventures  

abroad; and to export not. only goods but a lso  p ro je c ts ,  
tech n ica l know-how and s e rv ic e s .  Income tax concession are  

a llowed in respect of such e x p o r t s . ^  When tax r e l i e f  on 

exports used ,to be a llow ed  under the Finance Acts in the 

e a r ly  and mid— s ix t i e s ,  the export p r o f i t s  r e l i e f  was being  

excluded from the chargeable  p r o f i t s  f o r  su rtax . With the 

accent on exports and b u i ld in g  up our fo re ign  exchange 
re se rves , there seems to be no ju s t i f i c a t io n  f o r  inc lud ing  

in  the su rtax  base o f  Indian  companies th e i r  fo re ign  

income which is  duly brought into India,, p r  retained abroad 

f p r  approved purpose#

1/ Section 80HHB- Deduction o f  p r o f i t s  and gains frpm 
p rp je c ts  putside In d ia .

Section 80HHC -  Deduction in respect o f export turnover.
Section SON -  Deduction in respect of dividends  
received from c e rta in  fo re ign  companies.
Section 800 -  Deduction in  respect of r o y a lt ie s ,  e tc . , 
from certain, fo re ig n  en te rp r ise s .



P • Surtax on Ind ian  banks

99. Similarly., there seems to be no ju s t i f i c a t i o n  fo r
levy ing  surtax on Ind ian  banking companies. I t  may be 

that seme o f  th^rr,- ’ th e ir  large  reserves or
p rov is ions  treated  as  reserves , do not a t t ra c t  l i a b i l i t y  

to su rtax . But > have a risen  where surtax has been
le v ie r  on banks. In fa c t ,  some o f  the nation a lised  banks 

subjected  to surtax seem to have challenged the levy on 

the ground that the bank n a t io n a lisa t io n  law deemed them 

to be companies fo r  purposes of income tax only and not 

f o r  surtax . The in te re s t  ra tes  on moneys lent by the 

banks as a lso  the in te re s t  a llowed by them to the deposi
to rs  are both regu la ted  by the Government through the FBI. 
Their investments are a ls o  s im i la r ly  regu la ted . There 

seems to be no ra t io n a le  behind sub jec t ing  them to  

surtax when th e ir  p r o f i t  making apparatus i s  regu lated
in t h i s  manner. When companies were l i a b le  to the wealth
tax during the years 1957-58, 19^8-59 and 1959-60,
banking companies were s p e c i f i c a l l y  exempted from ,that
t a x . ^  Banking companies, i f  any of them are  c lo s e ly -

h e ld , w i l l  now be exempt from the rev ived  levy of wealth
2/tax on c lo se ly -h e ld  companies-^ under th is  p rov is ion .

I t  i s  d e s irab le  that banking companies should, in a 

s im i la r  fash ion , be sp e ic it ica l ly  exempted from the levy  

of surtax as w e l l .

q. Some adm in istrative  issues

100. By and la rg e ,  the Income Tax Act in  In d ia  provides  

a common code of adm in istrative  procedures a p p lic a b le  to 

both res iden ts  and non-residents and to  domestic as w e l l

\J Section 4 5 (a ) o f  the Wealth Tax A ct , 1957. 
2/ Section 40 o f  the Finance Act, 1983.



as fo re ig n  incomes. ..While no attempt has been made in 

th is  study to a s s e s se e - the e f fe c t iv en e ss  of these procedures 

and id e n tr fy  source of i r r i t a t i o n  a few. problems areas d id  

come to be noticed in tine course of the study. As some 

hardship a r is e s  to the taxpayers having transnationa l  

income on account o f  these , a mention i s  made of them in  

th is  report .

i • Exercise of,powers to enforce fu rn ish ing  of 
information

101. The Income Tax Act contains a wide v a r ie ty  of  
p rov is ion s  empowering the tax a u th o r it ie s  to enforce  

attendance and production of o r ig in a l  documents, accounts 

and other evidence. Foreign companies havey understandably, 
d i f f i c u l t i e s  in complying with these req u is it io n s  where' 
they r e la t e  to  th e ir  head o f f i c e  expenses. Some assessing  

o f f i c e r s  seem to be taking an unduly narrow view of the 

le g a l  requirements f o r  the v e r i f i c a t io n  o f  the income 

rece ived  by the taxpayers and v e r i f i c a t io n  of the ir  claims  

f o r  deduction of expenses, r e l i e f s ,  e tc .  Of course, no hard 

and f a s t  ru le s  can be la id  down in th is  behalf  arid a large  

measure o f d isc ret ion  has necessa r i ly  to  re s t  with the 

assess in g  authority  in dec id ing  whether he would be content 

with in te rn a l  documentation only or he should req u is it io n  

externa l documentation and audit c e r t i f i c a t io n  or he should 

launch on a f u l l - f l e d g e d  in vest iga t io n  and c a l l  f o r  a l l  

types o f  o r ig in a l  documents, books of account and other  

evidence. Having regard  to the economic and p o l i t i c a l  

angles  invo lved  and keeping in view the fa c t  that w h ile  

dea ling  with transnationa l income these must get precedence 

over p u re ly  revenue and le g a l  considerat ions , great circums

pection and re s t ra in t  seems to be c a l le d  fo r  in handling  

such cases. In  the m etropolitan c i t i e s  where most of such



cases are  concentrated, sp ec ia l  fo re ig n  tax c i r c l e s  have 

been created  and sen ior and experienced o f f i c e r s  posted to 

man them. This would by i t s e l f  in a la rge  me<: sure provide  

a safeguard aga.ui_rc o r  i r r e sp o n s ib le  exerc ise
of the adm in istrative  powers S t i l l ,  a word of caution  

from the Central Board of D irect Taxes to th e i r  o f f i c e r s  

aga in st  unreasonable demands f o r  information and supporting  

documents seems to  be necessary. O rd in a r i ly ,  the assess ing  

authority  should r e ly  on in te rn a l documentation only.
Asking fo r  ex te rna l documents and c e r t i f i c a t io n  should be 

the exception rather than the ru le .  F u l l - f le d g e d  in v e s t i 
gation c a l l in g  fo r  o r ig in a l  papers should be reserved to 

c le a r  a reas  o f  evasion o r  v io la t io n  of the law and that too 

with the explicit-, approval o f  the h ighest adm in istrative  

au th or ity . Even here , to the extent p o s s ib le ,  ass istance  

from the counterparts in the other country should be sought. 
With the recent trend of incorporating  in the b i l a t e r a l  tax  

t re a t ie s  c lauses  f a c i l i t a t i n g  exchange of information and 

ass istance  in in v e s t iga t io n  and tax recovery , th is  might 

be a more f r u i t f u l  approach. Some o f  the nationa lised  

banks covered by th is  study a ls o  expressed concern over the 

tendency on the part  of some o f f i c e r s  to c a l l  fo r  minute 

d e t a i l s  o f  expenses incurred  abroad as  w e l l  as lo c a l ly  and 

to d isa l lo w  them when such d e ta i l s  are  not furn ished w ith in  

the short time a 1 lower’ them. Banks have thousands of
branches spread over the nocks and concerns of th is  vast  

country and a number of them have overseas branches as w e l l .  
As mentioned by the o f one bank o f f i c i a l s ,  the to ta l  
expenses on an innocuous item lik e  "broom st icks  and c lean ing  

m ate r ia ls "  could to ta l  upto seve ra l lakhs of rupees f o r  a l l  

the branches taken together. Considerable expenditure has 

to be incurred by sending t e le x ,  te lephonic  and te leg raph ic  

messages to the branches fo r  c o l le c t in g  the information  

sought by the assess ing  au thority . Here again , some 

in struc t io n s  to the f i e l d  s t a f f  from the highest adminis
t r a t iv e  authority  seems to be necessary.



i i -  Grant o f doub le  tax r e l i e f

102. Indian companies having fo re ign  incor.,e seejm tp be 

having d i f f i c u l t i e s  in  securing double tax  r e l i e f  a«- the 

hands o f  the tax a u th o r it ie s  whether on the bas is  of 
b i l a t e r a l  conventions f o r  avoidance o f  double tax o r  on 

the b a s is  o f; the u n i la t e ra l  r e l i e f  p rov is io n s  in our Income 

Tax Act. Even some o f  the nation a lised  banks have pointed  

out that there is  considerab le  delay  in ge tt in g  the appro 

p r ia te  r e l i e f  from the Indian tax a u th o r it ie s .  U n i la te ra l  

r e l i e f  under Section 91 is  a llow ab le  when tax has been 

pa id  in the o ther  country by deduction o r  otherwise on the 

double taxed income. Y e t ,  some assess ing  o f f i c e r s  seem
to be in s is t in g  on production of assessment orders# tax  

paid  cn a llan s  and f i n a l i t y  c e r t i f i c a t e s  from th e ir  counter
parts  in the other country before  a llow in g  the r e l i e f ,  i t  

has been pointed out that the assessment procedures d i f f e r  

from country to country and some do not issue formal 
assessment orders o r  f i n a l i t y  c e r t i f i c a t e s .  In many 

countries  the In land Revenue A u th o r it ie s  accept tax compu
tation  statements f i l e d  by the aud itors  and evidence o f  

payment o f  tax  by deduction o r  otherw ise , while  re ta in in g  

a r ig h t  to check the accuracy of the claim s a t  any time.
Some in s truc t io n s  to the f  ie ld  o f f i c e r s  to a llow  double  

tax r e l i e f  a t  least p ro v is io n a l ly  reserv ing  a r igh t  to  

rec t ify/  without in s is t in g  on f i n a l  assessment orders o r  

other f i n a l i t y  c e r t i f i c a t e d  seem to be necessary.

103. Even with regard to  the countries with whom double  

tax avoidance agreements are  in  fo r c e ,  some assessing  

o f f i c e r s  seem to be tax ing  the fo re ign  incomes a lso  notwith
standing the agreements and a llow ing  r e l i e f  only in  the 

same way as in the case o f  u n i la te ra l ,  r e l i e f  . This  

procedure makes the double tax avoidance agreement



meaningless. Here aga in , the f i e l d  o f f i c e r s  need to be 

in structed  to a llow  the r e l i e f  in accordance with the 

terms ^ f  the agreements at the time of making the a s se ss 
ment i n i t i a l l y .  I t  i s  h ard ly  necessary to point out that  

the d e lay  in granting double tax r e l i e f ,  r e s u lt s  in lock
ing up of the a s s e s s e s ‘ funds w ith  consequent loss of 

in te re s t .  The law does not provide f o r  payment of in te re s t  
on the delayed refund, except with refunds have been 

determined but not a c tu a l ly  issued f o r  a period exceedina  

three months. I t  i s  strong ly  argued that o f f i c e r s  

assigned to dea l with large undertakings with transnationa l  
incomes be given sp ec ia l  t ra in in g  and be made p roper ly  

conscious of he lp ing  the coun try 's  e f f o r t s  to earn fo re ign  

exchange.

i i i . In te re s t  on delayed refund of tax dednci-eri 
a t  source

104. That takes us to another problem which seems par 
t i c u la r l y  acute in the case o f  banks. The banks have a 

la rge  volume o f income from in te re s t  on se c u r it ie s  from 

which tax is  deducted a t  source. Many o f the n a tion a lised  

banks pay excess tax by deduction at source and have to 

w ait  f o r  more than 2 years fo r  g e tt in g  i t  refunded a f t e r  

f i n a l  assessment, which adversely, a f f e c t s  th e i r  l iq u id ity *  

Whereas there i s  a p rov is ion  in the law (Section 214) f o r  

grant o f  in te rest  on excess advance tax pa id , there i s  no 

sim ilalr p rov is ion  f o r  grant o f in te re s t  on excess tax 

deducted at source except in the lim ited  case of a person  

having income from in te re s t  on s e c u r i t ie s  and dividends  

only /“ Section 243( i ) ( a )_/ .  The law seems to d iscrim inate  

between two types of pre-assessrtient tax-payments which 

i t  i s  hard to ju s t i f y .  It. would be d e s irab le  to  

amend the law to s e r  r igh t  th is  anomaly. In the



-  I l l  -

meanwhile, adm in istrative  instructions seems to be 

necessary foy  exped it ing  grant fo r  refund on p rov is ion a l  
bas is  under 'the* e x is t in g  law (section  14.1A).

iv .  In-stPln.ant s o f  advance tax

105. According to sta tu to ry  requirements, banks have 

to Close th e i r  accounts on 31 December each year. ; 'Tiey 

have no choice in the matter as other ccTpanies. have. 
Under the e x is t in g  law, they.have to pay the th ird  and 

f i n a l  instalment of advance tax on 15 December. With a 

large  number of f a r f lu n g  branches and branches in fo re ign  

coun tr ies , banks seems to be having genuine d i f f i c u l t i e s  

in making proper estim ates of advance,tax by the la s t  

date s t ip u la ted . The law empowers the Boardr^having  

regard  to the nature o f  dea lings  in the business c a rr ied  

on by the assessees the method of accounting fo llow ed  by 

them and other re levan t  fa c to r s ,  to authorise  by n o t i f i 
cation  in the O f f i c i a l  Gazette and sub ject  to such condi
t ions as  may be s p e c i f ie d  there in , the payment o f the 

la s t  instalment o f advance tax on the 15 March instead  of 
15 December. I t  appears that such a n o t i f ic a t io n  has 

been issued in the cabe ui insurance business. I t  seems 

d e s i r a b le  that a s im ila r  n o t i f ic a t io n  should be issued in 

the case of Indian banking business as w e l l .

v. Al lo c a t in g  in te re s t  paid  aga inst dividend  

income

106. Another p rac t ic e  which seems to  be h i t t in g  the 

banks hard and generating l i t i g a t io n  i s  the tendency on 

the p a r t  o f  some o f  the assessing  o f f i c e r s  to a l lo c a t e  a

1/ P rov iso  to Section 211(1.) o f the Income Tax Act, 1961.



p a r t  o f  the in te rest  pa id  out by them against, d ividend  

income, which tends to reduce o r  even Wipe of f  ..an item of 
income which i s  taxab le  a t .a  concessional r a t e . ^  . Banks 

do' not borrow f  unds f o r  acqu ir ing  sha,res: o::: companies.
I t  seems to. be u n rp ^ I ir t ic  to a l lo c a te  any portion  of tjie 

in te re s t  paid out aga in st  dividend income unless there is  

something to  show that the shares, we ie,^ acquired s p e c i f i c a l l y  

out of borrowed funds. Here again,, some adm in istrative  

instructions are c a l le d  fo r .

v i . Adm in istrative  delay  in arant-ina approval

107. Another d i f f i c u l t y  faced by b&hks having overseas  

branches r e s u lt s  from the de lay  in granting  approval  
under Section 36 (1 ) ( v i  i i a )  o f the I  ncome Tax Act. This* 

p ro v is io n , which was introduced by the Finance Act, 1982 

enables an Indian scheduled, bank rhaving banking operations  

outside. Ind ia  to deduct, in computing i t s  taxable  income, 

any amount (not exceeding 40 per cent o f  the gross t o ta l  
income) c a r r ie d  to a sp ec ia l  r e s e r v e p r o v id e d  the bank 

i s  f o r  the time be ing  approved by the C en tra l government 

f o r  the purpose. I t  has been mentioned that, though more 

than a year has packed the p rov is ion  was in se rted
r - 1

in the law, no approvals have so f a r  been granted. In  

the meanwhile, to be on the s a fe r  s i d e , the banks have 

created  the necessary reserve but are not in a po s it ion  

to take advantage of the deduction f o r  payment o f advance 

tax , se lf -assessm ent tax , e t c . ,  in the absence of the 

necessary approval from the Centra l governments Most o f  

these, banks are  in the State sector and. there i s  l i t t l e  

ju s t i f i c a t io n  fo r  keeping them in a State of suspense.
Some e a r ly  action  in  th is  behalf seems to be necessary.

,_________________*

1/ Section 80M a l lo w s  a 60 pe r  cent deduction from
div ided  in the case of a domestic company. In  the 
case of a fo re ig n  company, d iv idends are taxed a t  
the rate  of 25 per  cent.



v i i .  Creat Ion o f  sp ec ia l  reserve

108. The p rov is ion  r e la t in g  to the c rea t ion  o f  sp ec ia l  
reserve has given r is e  to some p r a c t ic a l  d i f f i c u l t i e s  in 

working out the c e i l in g  of 40 per cent w ith reference to 

the t o t a l  income be fo re  making any deduction under 

Chapter VIA of the Income Tax Act ( i . e . ,  the gross t o ta l  
income). The gross t o t a l  income i t s e l f  i s  to be worked 

out a f t e r  deducting the amount t ran s fe rred  to  the reserve  

under Section 36(1 X v i i i a ) .  This means that a mathemati
c a l  formula w i l l  have to be evolved f o r  determining the 

c e i l in g .  In  Section 23(2) of the Income Tax Act where the 

annual va lue o f  a s e lf -o c c u p ie d  house has to be r e s t r ic te d  

to 10 per cent of the gross t o ta l  income/ the need fo r  a 

mathematical formula has been avoided by providing that,  

in computing the gross t o t a l  income, the income from the 

se lf -o c c u p ie d  house should be excluded. In  Section
3-6 ( l )  ( v i i i a )  a lso  the working of the c e i l i n g  could have 

been made simple by p rov id ing  that the gross to ta l income 

f o r  the purpose should be worked out be fo re  making the 

deduction under the p rov is ion . An amendment in  th is  

beha lf  seems to be c a l le d  f o r .

v i i i .  P rov is ion  f o r  bad debts

109. By an amendment made by the Finance Act/ 1 97 9 ^  

a deduction i s  a llowed in the case o f  a l l  scheduled  

commercial banks in respect o f p rov is ion  made f o r  bad and 

doubtfu l debts r e la t in g  to advances made by th e ir  ru ra l  
branches subject to a c e i l in g  of 1.5 per cent of the 

aggregate of such advances. The Finance Act/ 1982 has 

extended the b en e f it  to non-scheduled commercial bamks as

3L,/ Clause ( v i i a )  in se rted  in Section 36(1) of the 
Income Tax Act/ 1961.



w ell*  There seems to  be,need to extend a s im ila r  b en e f it  

to advances made by overseas branches a lso  p a r t ic u la r ly  

when the assessing  o f f ic e r ?  in s is t ' oh s t r ic t  proof of the 

debt having become bad which i t  is  d i f f i c u l t  to provide  

in the case of overseas  transactions . The sp ec ia l  reserve  

re fe r re d  to in an e a r l i e x  paragraph is  meant f o r  f in anc ing  

expansion and not meant to serve as a cushion aga in st  

doubtfu l debts.

110. In the matter o f normal p rov is ions  f o r  bad and- 
doubtfu l debts of banks, a l i b e r a l  p o l ic y  used to be 

fo l low ed  in the past . The present p rac t ic e  i s ,  however/ 

to requ ire  the bank to e s ta b l is h  that the debt had become 

‘ bad1 during the accounting year and that the debt i s  

w ritten  o f f  in  the bankls books. Many assessing  o f f i c e r s  

seem to take the narrow view that w r ite  o f f  means c re d it 
ing the d eb to rs ' account and c lo s in g  i t .  This the banks 

are  not always in a p o s it io n  to do. Secondly, a ssess ing  

o f f i c e r s  seem- to be demanding s t r i c t  proof even in  

regard  to petty  amounts. When the major banks are  in the 

State sector/ such an approach seems to be wholly  

unproductive and w a s te fu l  and p r o l i f e r a t e s  l i t i g a t i o n .  
A ft e r  a l l ,  there are p rov is ions  in the law f o r  b r in g in g  

to tax  bad debts subsequently r e a l is e d  when they have 

been allowed to be deducted in an e a r l i e r  year. Some 

executive in struct ions  to the f i e l d  s t a f f  in th is  beha lf  

seems to be necessary. A la rge  part  of the bad debts  

of the n a tion a lised  banks i s  a legacy o f the p re -n a t ion a -  
l i s e d  period  and a pragmatic approach in th is  regard  is  

necessary.



VIr. SOME WIDER ISSUES

111. In the fo rego ing  .Chapters, various issues concern
ing taxation  of transnationa l income o f companies in Ind ia  

have been examined. This has been done p r im arily  keeping  

the fo l lo w in g  in view:

i .  changed a t t itu d e s  in Ind ia  in the 8 0 's ,  along  
with avowed Government in ten tions o f encourag
ing and promoting fo re ign  investments, to 
update technology, as w e l l  as modernise, so as 
to render com petitive, the Indian in d u s t r ia l  
secto r, and the need to supplement th is  l i b e r a l  
att itu de  to 'fo r e ig n e r s '  by s im p lify ing  and 
r a t io n a l is in g  the e x is t in g  tax p rov is ions/rates  
which r e l a t e  to -n on -re s id en ts ,  and to  a l ig n  
them more to, in te rn a t io n a l p ractices*

i i .  the r a d ic a l ly  changed economic s itu a t io n  due to 
continuing la rge  d e f i c i t s  in the balance of 
payments, p ro jec ted  in the medium term,, r eq u ir 
ing urgent a tten tion  on ^11 fron ts  r-onnocted 
with the management of the ex te rn a l s e c to r  o£ 
the economy; and

i i i .  the increas ing  interdependence of the g lo b a l  
economies which requ ire  standard isation  o f  
accounting, taxation  and trade p rac t ices  to 
f a c i l i t a t e  cross border movements o f goods and 
serv  ices.

The conclusions reached and the suggestions made in th is  

Report have to be viewed in th is  context.

112. Th is  i s ,  however, not to say that  there are no 

other is su e s  having a bea ring  on the problem. The f i r s t  

of these i s  that the a c t i v i t i e s  of a few giant m ulti
national corporations a l l  over the globe have created  

ce rta in  p re ju d ices  and suspicions in the minds, p a r t ic u 
la r ly ,  o f  the th ird  world countries. Our Prime M in ister  

in her address to the Non-aligned Nations Conference at



A lg ie r s  on 6.9.1973 r e fe r re d  to the a c t i v i t i e s  o f the 

fa c e le s s  m u ltinational corporations ag very vehement, 
unscrupulous atpd sometirhes rruite s u b t l e . ^  M u lt inationa l  

corporations have sometimes’ been described  as a ' State  

within a S ta t e ' .  The United Nations considered i t  

necessary to e s ta b l is h  a 'Group of Eminent Persons' to 

study the irrpact of m u ltinationa l corporations on the 

development process and on in te rn a t io n a l r e l a t i o n s . ^  The 

report o f  the Group focussed  pointed attention  to the 

e f fe c t s  of the a c t i v i t i e s  o f  the m u lt inationa l corporations  

in the vairious nationa l j u r i s d i c t i o n s . ^  Dr. V. Gauri 
S h an k a r , 'a fte r  exhaustive ly  analysing th 6 :various issues  

posed by the operations o f  tran sn ation a l corporations, has 

suggested the se t t in g  up o f ! an In te rn a t io n a l Control Agency 

f o r  TNGs under the a e g is  of the U.JNF. f o r  implementina a 
" 4 /

code o f  conduct fo r  them. The point that emerges from 

h is  an a ly s is  i s  that the issues are f a r  too complex and 

the p o s s ib le  remedies f a r  too in t r ic a te  to make the income 

tax law a su itab le  weapon f o r  'taming the g i a n t s ' . Whether 

an a l ie n  corporation  should be a llowed to operate on i t s  

s o i l  .or not and, i f  so a llow ed , w ith in  what :per in e te rs , i s  

a c o n s c io u s ,p o l it ic a l  dec is ion  to be taken "by a country.

1/ Government of In d ia ,  Pub lica t ion s  D iv is ion  (1973).
2/ Unesco reso lu tion  1721 (L  111) o f  28 Ju ly , 1972.
3/ U.N. Decembe r  - 2/5 500/Re v i  ST/3SA. 6 "The Impact of 

M ult inat iona l Corporations on Development and 
In te rn a t io n a l Relations, New X ork ,1974, p. 25.

4/ Dr. V. Gauri Shankar, Taming thfe-Giants -  Transnational 
Cbrporations in "World Arena, p. 211.



But once fo re ign  companies are p.?rmitted to  operate  

in Indian,-svithin ewe 11 demarcated boundries by a cons
cious decision  based on an app ra isa l  of. the develop
mental needs o f  the country and the ne^d fo r  rec ip roc ity/  

i t  looks u n fa ir  that they should be subjected to a 

discrim inatory  rate o f  tax or subjected to other harsh  

procedures. I f  they don' t behave, there a re  othv?r ways 

o f d is c ip l in in g  them.

113 There have a l s o  been severe c r it ic ism s, o f  the
,of

manner o f  functioning^and a l le g a t io n s  of tax evasion  

aga in st  some of the fb re ig n  companies operating  in  

In d ia . A few of them have a lso  f igu red  in the Reports 

of the P u b lic  Accounts Committee o f Parliament. Howewer/ 

a harsh tax treatment to fo re ign  companies operating  

in  In d ia  cannot be ju s t i f i e d  on the ground that some of 
them evade tax. In  fact/ the high r a te s  of tax on 

th e i r  incomes in In d ia  themselves constitu te  a con tr ibu 
tory  fa c to r  to  tax evasion by making tax evasion mere 

p r o f i t a b le .  A reduction  in the ra te s  w i l l  reduce the 

incentive  f o r  tax evasion. In h is  budget speech f o r  

1980-81/ the Finance M in is te r  observed:

"The reduction in rates and other concessions  
in respect of d ire c t  taxes should o rd in a r i ly  
invo lve  lo s s  o f  revenue. However, I am o f the 
view that reduction in ra te s  w i l l  lead to 
s ig n i f ic a n t ly  improved compliance with tax  
laws. The le g i s la t iv e  amendments made f o r  
countering tax avoidance dev ices and the 
changes in the p rov is ions in regard to  
advance tax  should r e su lt  in  la rge  accretion  
of revenue".



The Finance M in is te r  was obv iously  d e r iv in g  strength  

f r  m the past experience when the revenue r e a l is a t io n s  

increased a f t e r  the maximum marginal rate  fo r  non
corporate  income tax had been slashed down from 97.75 

per cent to 77 p=>r cent and then to 66 per cent.
There are ample procedures under the tax laws to deal  
with tax evasion. In add it ion , there are spec ia l  
prov is ion s  in the Income Tax Act f o r  d ea lin g  with tax  

avoidance by res idents  ac t ing  ,in concert with non- 
res iden ts  (Sections 92 and 93). I f  necessary, these 

p ro v is io n s  can be fu r th e r  strengthened. In  any event,  
tax evasion  i s  a much w ider issue and should not be 

allowed to cloud dec is ions  on the lim ited  problems 

r e la t in g  to the taxation  of non -residents d ea lt  with  

in th is  Report.



114. A summary of the important observations ,and/ sugaes-  
tions made in the fro re-go i  no Chapters i s  given below:

1 • Introduction

1. Foreign companies have an important ro le  to  play  

i n :our economy. H owever,.ne ither  in terms o f number 
nor in terms of revenue can they be regarded as a 

major constituent of the taxpayers in In d ia . T he ir  

operations are a ls o  s t r i c t l y  regu la ted  by law. The 

taxation, p o lic y  in  regard  to fo re ig n  companies has, 
th e re fo re , to  be shaped not by pure ly  revenue cons i
derations but i-n the broader perspective  of the 

country* s economic p o l ic ie s  and development 

programmes.
(paras 1 -9 )

I I .  Evolution of the Corporate Tax Law In India

2. The corporate tax ra te s  in In d ia  have g en e ra lly  

tended to r is e  s t e a d i ly  in the post-i'ndependence e r a .  

There has a lso  been considerab le  experimentation in 

the f  i e l d  o f corporate taxation  and taxation of 
div idends.

(Paras 10-16)

nr. Taxation of Foreign Cbmoanies a nd Foreign Incone 

of Indian  Cbrnoanies

3. Before  independence, Indian companies a n i . f o r e imi 

companies were p r a c t ic a l ly  trea ted  a l ik e  except th a t , 
whil^'ires±aent'f)6&mpanies were required  to pay  tax  on



th e i r  world -w ide income, the non-resident companies 

were taxed only on th e ir  income from sources in 

B r it i s h  Ind ia .

(Para 17)

4. In the pre-independence days, the ru le s  rega rd 
ing accrua l o f  income were considerab ly  influenced  

by the existence o f a large  number o f  p r in ce ly  

States which were not pa rt  o f B r i t i s h  Ind ia  o r  

la t e r  the 'ta x a b le  t e r r i t o r i e s '  but were nevertheless  

an in te g ra l  p a r t  o f Ind ia  in regard to  commerce and 

trade . The concepts of 'domestic company' and 

'In d ian  company' came to be incorporated in the law 

on ly  a f t e r  independence. This led to the development 

of three d i f f e r e n t ,  though o ften  overlapp ing ,  
concepts namely (a )  res ident and non-resident -compa
n ies , (b )  Indian  and non-Indian companies, and
(c )  domestic and fo re ign  companies.

(Paras 18 and 19)

5. I t  was on ly a f t e r  independence that fo re ign  

companies came to be subjected to a h igher r a te  o f  

income tax than domestic companies. In the e a r ly  

stages , a rate  d i f f e r e n t i a l  e x is ted  between c lo s e ly -  

h e ld  and w ide ly -h e Id  fo re ign  companies. This  

d is t in c t io n  was given up la t e r .  Lcwer ra tes  o f  tax  

came to be adopted in regard to the income o f  a 

fo re ign  company from div idend , roya lty  and fe e s  fo r  

techn ica l se rv ice s  ( l a t e r  extended to in te re s t  on 

c e rta in  fo re ign  currency loans) in the context of  
the need fo r  encouraging fo re ig n  investment and 

techn ica l c o l la b o ra t io n  s e le c t iv e ly .  The ra te  of 
tax on the res iduary  income of fo re ig n  companies 

has, however, almost s te ad ily  r isen  and stands at  

73.5 per cent today.



6. In -an  attempt to s im p lify  the assessment o f  

non-residents and in view of the d i f f i c u l t i e s  in 

v e r i fy in g  th e ir  claims f o r  expenses, the law has 

been amended from time to time. Thus, non-resident  

shipping companies are taxed on the ba s is  of a f ixed  

percentage of t h e i r  turnover. Income from dividends, 
r o y a lt ie s ,  fees  fo r  technical se rv ices  and in te re s t  

on ce rta in  fo re ign  currency loans have been made 

taxable  on , gross rece ip ts  bas is  without deduction of
expenses. In other cases a c e i l in g  on the deduction

/

f o r  head o f f ic e  charges has come to be imposed. 
Certain c le a r -c u t  source ru le s  have a ls o  been 

ihcorporated in the law i t s e l f .

(paras 23-28)

7. The p rov is ions  r e la t in g  to  b i l a t e r a l  agreements 

with other countries  have been made more broad based 

and agreements have been entered into with a number 
o f  countries f o r  avoidance of double t a x , fo r  exchange 

of information and f o r  ass istance  in invest iga t ion  

and tax recovery.

(Paras 31-33)

Treatment of Non-Resident Corporations in Other 

Cbuntries

8. The corporate tax rates  in In d ia ,  p a r t ic u la r ly ,  
those ap p lic a b le  to noh-resident companies, are  

vety  much h igher than what obtain  in most other  

coun tr ies . The adm in istrative  procedures in other  

countries  are a l s o ,  by and. l a r g e m o r e  pragmatic  

and le ss  burdensome.



v * Some Problems and P o ss ib le  Remedies

9. A newly independent country l ik e  India  has 

n ecessa r i ly  to pass through variou s  phases in i t s  

a tt itu de  to fo re ig n  investment. Ind ia  has moved 

from th^ 'dependence' phase to the 'independence 

phase' and is  moving into the 'inter-dependence  

phase '.  The a t t i tu d e s  towards fo re ign  investment 

and technology have in recent times undergone a 

v i s i b l e  change.' The tax laws, however, do not seem 

to  have kept pace with th is  change.

(Paras 56-57)

10. The l i b e r a l  approach i s  a ls o  evident in the 

p o licy  towards fo re ign  banking. At the time o f  

n a t io n a lis a t io n ,  they were consc ious ly  kept out as 

i t  was recognised that they had an important ro le  to 

p la y  in the economy. There is  increas ing  r e a l i s a 
t ion  that fo re ign  banks have a contribution  to make 

in areas o f in te rn a t io n a l loans, syndications and 

investments. They ala© help the Indian banking 
system in i t s  process of t ra n sn a t io n a lisa t io n ,  

innovation and modernisation. Foreign banks, 

however, do not constitu te  any th reat to  the Indian  

banking industry  and there seems to' be no need f o r
a p ro tec t io n is t  p o licy  in  the matter o f  taxation .

(Paras 58 to 61)

11. The independent d e f in i t io n s  o f 'company' under 

the d i f fe re n t  d i r e c t  tax laws need to be replaced  

by a common d e f in it io n .



12. The m u lt i - fo ld  c la s s i f i c a t io n  o f companies as 

(a )  res iden t  and non-resident/ (b )  Indian and non- 
Ind ian , and (c )  domestic and fo re ig n ,  should be 

done away with the rep laced  by a s ing le  c a tego r isa 
t ion , say, domestic and fo re ign  as in most other  

countr ies . The c la s s i f i c a t io n  should be uniform 

fo r  a l l  economic laws.

(paras 63-66)

13. The independent p rov is ions in the Income Tax 

Act and Wealth Tax Act fo r  the dec la ra t ion  of a 

non-resident a ssoc ia t ion  as a 'company' could lead 

to anomalies and d i f f i c u l t i e s  and should be replaced  

by a common p rov is ion .

(para 67)

14. The c la s s i f i c a t io n  of companies as c lo s e ly -h e ld  

and w ide ly -h e ld , though no longer re levant in the 

case o f  fo re ign  companies f o r  the purpose o f  tax  

ra tes  and the levy of an a d d it io n a l  income tax  fo r  

non^distribution  o r  inadequate d is t r ib u t io n  of 
div idends, continues to be re levan t  in r e la t io n  to 

s e t - o f f  o f  e a r l i e r  years ' lo sse s .  Section 79 o f  the 

Income Tax Act denying the r ig h t  o f  s e t -o f f  when 

there has been a su b stan t ia l  change in the sharehold
ing has been c r i t i s i z e d  even in i t s  app lica t io n  to 

Indian companies. The th e o re t ic a l  p o s s i b i l i t y  o f  the 

p rov is ion s  be ing  invoked aga inst fo re ig n  companies 

should be removed by r e s t r ic t in g  the prov is ion  to 

Indian companies only.

(Para 69)



15. The source ru le  based on the vague concept o f  

'business connection' i s  a hana-cver from the past  

and should be done awav with.

(Paras 70-71)

16. In recent years , there has be ar: attempt to 

.simplify the assessment of non -residents . Non
resident shipping companies are new to be taxed by 

t re a t in g  a f ix e d  percentage o f  t h e i r  gross earnings  

in Ind ia  as t h e i r  income. This procedure could be 

u se fu l ly  extended to a i r  transport  companies as seem 

to have been done in- ce rta in  other countr ies .

(para 74)

17. The tax r a te  on the gross dividend income o f  a 

fo re ign  company from Indian companies may be lowered 

to , say, 20 per  cent.

(Paras 76-77)

18. While the tax rate  on Certa in  types of in te re s t  

income may remain at 25 per cent as l a id  down from 

1.6.1982, th is  would provide added ju s t i f i c a t io n  f o r  

lowering the tax  rate  on dividends.

(Para 78)

19. The d e f in it io n  o f ' r o y a l t y 1 and 'fe e s  fo r  tech
n ica l s e rv ic e s ' over lap . The d e f in i t io n  o f 'r o y a lty '  
i s  a lso  not in- tune with the commercial concept of 
roya lty  and the: d e f in it io n s  o f the term in various  

tax t r e a t i e s .  The d i f f e r e n t i a l  tax rate in respect  

o f  'lump-sum' payments o f  ro y a lty  based bn the s itu s  

of the t ran s fe r  of know-how c rea tes  d i f f i c u l t i e s  and



i s  open to manipulations. In p rac t ic e ,  i t  i s  a lso  

d i f f i c u l t  to analyse the composite consideration  

s t ip u la te d  in a c o l la b o ra t io n  agreement as ro y a lty ,  
fe e s  f o r  techn ica l se rv ice s ,  lump-sum payments and 

so on. The en t ire  consideration  payable on the 

b a s is  o f  an approved a c o l la b o ra t io n  agreement 

(exc lud ing  c le a r -c u t  items lik e  d iv idends, in te re s t ,  
payment fo r  supply of equipment/ e t c . ) ,  should be 

taxed at a uniform tate .

(paras 79-74-86)

20. The exclusion  from l i a b i l i t y  to be t rea ted  as 

roya lty  o f  payments 'chargeable  under the head 

c a p i t a l  ga ins ' c reates  controversies and d i f f i c u l 
t ie s  in in te rp re ta t ion . The exclusion  should be of  
amounts representing  the consideration  fo r  t ra n s fe r  

o f a c a p i t a l  a sse t .  I f  the' c a p i t a l  asset is  s itu a te  

in  In d ia , the surp lus would be taxab le  as c a p ita l  

gain . I f  ou ts ide , no tax would be le v ia b le .

(Para 85)

21. For rendering techn ica l se rv ic e s ,  the non
resident has to deploy h is  experts in In d ia .  Such 

expenses .are how d isa llow ed . The non-resident can 

f in d  an easy way out by making the res iden t c o l la b o 
r a to r  bear these charges. While there may be 

d i f f i c u l t i e s  in v e r i f y in g  claims f o r  expenses 

incurred outside In d ia ,  there seems to be no reason  

why expenses incurred in India  should not be allowed.  
Payments under an approved techn ica l c o lla b o ra t io n  

agreement should, the re fo re , be taxed on the net 

amount a f t e r  a llow in g  deduction fo r  expanses incurred  

within In d ia ,  at a rate o f ,  say, 40 to 50 per cent.

(para 87)



22. Taxing the res iduary  income of fo re ig n  companies 

at  the high ra te  of 73.5 per cent seems to be wholly  

u n ju s t i f ia b le  when the operations of fo re ign  companies 

in Ir.dia are s t r i c t l y  regu lated  by other laws. There 

i s  no ra t ion a le  in having th is  type of pun itive  tax  

rate  which is  made more so by sta tu to ry  disallowance  
o f  expenses a c tu a l ly  incurred ( e . g . ,  remuneration
a nd perks to executives  entertainment expenses, e t c . ) .

(paras 88-90)

23. The res iduary  ra te  f a l l s  h eav i ly  on fo re ign  

banks having branches in In d ia .  Foreign banks have 

a d is t in c t  ro le  in  our economy and they supplement 

and not compete with the Indian  banking industry .
They operate through branches and not through lo ca l  
s u b s id ia r ie s  (as  they do in other Countries) not by 

choice but in view of the Gov■-'>rnment•s po licy . The 

fo re ign  banks operating  in Ind ia  are broad-based  

companies in t h e i r  own home coun tr ies . Foreign  

branches o f Ind ian  banks are taxed at  much lower  

ra te s  in other coun tr ies . The tax rate ap p lic ab le  

to the business income of a fo re ign  bank should, 
th e re fo re , be the same as the ra te  app licab le  to a 

w ide ly -h e ld  domestic company.

(Paras 91-92)

24. S im ila r ly ,  the tax rate  ap p licab le  to fo re ign  

a i r  transport companies fo r  which a s im p li f ie d  

assessment procedure has been suggested elsewhere, 
should a l s o  be brought down as  in the case of 

fo re ign  banks,



25. The tax rate  app licab le  to the residuary income 

o f fo re ign  companies other than banks and a i r  

transport companies should be the same as applying  

to a c lo s e ly -h e ld  domestic company.

( .-’ara 94)

26. The corporate tax rates  in Ind ia  have b aen 

frequen tly  c r i t ic i z e d  as excessive  in comparison with  

the rates in other countries. The above formula of 
equating? the ra te  of tax on fo re ign  banks and a i r  

l in e s  to the ra te  ap p lic ab le  to w ide ly -h e ld  domestic 

companies and the ra te  o f  tax on the res iduary  income 

of other- fo re ign  companies w ith the ra te  ap p lic ab le  

to c lo s e ly -h e ld  domestic companies would remain 

v a l i d  even i f  there is  a general reduction in the 

corporate  tax rates on domestic companies.

(Para 95)

27. In the context o f  the d i f f i c u l t i e s  in the 

v e r i f ic a t io n  of head o f f ic e  expenses and link ing  

them with the Indian business , i t  is  not unreasona
b le  to 'l im it  th e i r  deduction by a statutory  c e i l in a .

(Para 96)

28. Surtax ori companies has been c r i t i c i z e d  as a tax 

on e f f ic ie n c y .  In  the case o f fo re ign  companies i t s  

operation  g ives r is e  to various  p r a c t ic a l  d i f f i c u l 
t i e s .  As the a c t i v i t i e s  of fo re ign  companies in 

In d ia  arm regu lated  by other measures, i t  seems unne

cessary  to have a tax o n 't h e i r  super p r o f i t s .



29. In  the m id -s ix t ie s ,  the export p r o f i t  r e l i e f  

a llowed used to be excluded from the surtax base.
In the context o f  the need to encourage export o f  

not only goods but a lso  of p ro je c t s ,  techn ica l know
how and se rv ice s ,  i t  . is  ..'desirable to exclude the 

fo re ign  income of domestic companies from the su rtax  

base,

(Para 98)

30. The p r o f i t  making apparatus o f  banking companies 

i s  regu lated  by law. The major Indian banks a re  in 

th e  State  secto r. iVhen wealth ,tax was le v ia b le  on 

companies (now i t  has been rev ived in the case of 
ce rta in  assets o f c lose  11>—he Id companies), banking  

companies were s p e c i f i c a l ly  exempted. S im ila r ly ,  
banking companies should be s p e c i f i c a l l y  exempted 

from surtax  as w e l l .

(para 99)

31. Gertain adm in istrative  procedures a lso  need to 

be stream lined  f o r  r e l ie v in g  hardship to taxpayers  

having transnationa l income.

(Para 100)

32. C a l l in g  f o r  ex te rn a l documentation and minute 

d e t a i l s  in respect  of fo re ign  income and expenses 

should be the exception and not the ru le .  By and 

la r g e ,  the o f f i c e r s  should r e ly  only on in te rn a l  

documentation and not in s is t  on production of 
o r ig in a l s .  S im i la r ly ,  in the assessment o f banks 

having a la rge  number o f  branches a l l  over Ind ia  and 

ou ts id e , the a s se ss in g  o f f i c e r s  should re f ra in  from 

c a l l in g  fo r  d e ta i led  break-up o f expenses, e tc .



33. There appears to.-be considerab le  delay in the 

grant of double tax r e l i e f  r e s u lt in g  in the hold-up
'ft-^iinds due to the taxpayers fo r  long periods  

without the,,benefit of .ae tt iho  in te re s t ,  j Some 

!i ' f t S t o  t-.tUo'- f  ieId-;of f  ic e r s 4 to,.-, ^ llpw the 

vrali'i&fsat T^asfe “ p ro v is io n a l ly ' without/, in s is t  ina on 

:f  ifiai i  ty "berti' Ei cate s seem td ;be -ngc2S$4rY.

tp a ira “ i6 '2 )

34. Even in regard to countries  with which double 

t a x  avoidance agreements are in fo rc e ,  the assessing  

o f  f i c e t s  seem, to b f  taxing the ^foreign income in the 

f i r s t  instance ana in s is t in g  o n ‘f i n a l i t y  c e r t i f i c a t e  

bef o re  a 11 owj.pg the. r e l ie f - i  This -makes the double  

tax avoidance agreements.meaningless. H^reagain, 
some in s tru c t io n s  to the <fie/ld s t a f f  sedrft to be 

necessary.

(Para 103)

35. Banks pay excess tax by deduction a t  source and

are o ften  made to wait fo r  more than 2 years to get  

the refund*Lane^.that - too^withauft^int^te a t ; ': The law 

needs .p:r€fvide 'fg'E/ payrnetlt o f

in te re s t  oh. delayed refund of tax deducted at source 

•in t-he same way as in the case, o f  advance t a x . ihe 

p re v is io n s  o f Section 243 a£ . - t h e i ^ o ^ ’:T.aX‘ Act are 

not^ a ^ e ^ a t e  a s ; they do not apply to assessees  

having business income. In the meanwhile, in s truc 
t ions may b& issued to .?Jtl)e f  ie  Id o f f i c e r s  to grant  

the refunds p ro v is io n a l ly .



36. Like insurance companies, banks may a ls o  be 

a llowed to pay the la s t  instalment o f advance tax 

on 15 March, and not on 15 December. They have to  

cloSe th e i r  accounts on 31 Dpcember not by choice  

but by statutory  compulsion. With fa r f lu n g  branches  

and branches in fo re ign  co u n tr ie s ,  they find  i t  

d i f f i c u l t  to estim ate th e i r  incomes co r re c t ly  by
15 December.

(Para 105)

37. The p ractice  o f  a l lo c a t in g  a pa rt  of the 

in te re s t  paid by banks aga inst  t h e i r  dividend income 

causes hardship and generates l i t i g a t i o n .  Adminis
t ra t iv e  in struc t io n s  seem to  be necessary to 

r e s t r i c t  the p rac t ice  on ly  to cases where the shares 

have been c le a r ly  acqu ired  out o f  borrowed funds.

(Para 106)

38. No ajpprovals seem to .h aye .so  f a r  be?n granted; 
under Section .36(1) ( v i i i a )  o f the Income Tax Act 

authoris ing  Indian .banks to c rea te  tax deductib le  

s e rv ic e s  out o f  th e ir  foreiori branch income even 

thouah the p rov is ion  was inserted  in the law by the 

Finance Act# 1982. This puts the banks in a State  

of uncertainty. Some e a r ly  action  in th is  beh a lf  

seems to be necessary.

(Para 108)

39. The ben e fit  of deducting bad debt reserve  up to 

a sta tu to ry  maximum which is  now re s tr ic ted  to the 

advances made by ru ra l branches of banks may be 

extended to advances made by th e i r  foreign  

branches as  w e l l .
(para 109)



40. In the matter o£\ allowance o f other bad debts, 

p a r t ic u la r ly ,  in the case of the nationa lised  banks, 
a more l i b ^ r * 1 ~'r<* pragmatic approach seems to  be 

necessary.
(para l l o )

VI. Some wider is su es

41. There are no doubt ce rta in  wider issues r e la t in g  

to the ro le  of m u lt i-n a t ibn a ls  and the need 'to  keep 

th e i r  a c t iv i t i e s  s t r i c t l y  w ith in  bounds, There have 

a lso  been a l le g a t io n s  o f  tax evasion against some 

fo re ign  companies. These are Independent issues to 

be dea lt  with as such. They should not be a llowed
to cloud a dec is ion  on the suggestions made in this  

Report r e la t in g  to the tax treatment of the income 

of fo re ign  companies a r is in g  from leg itim ate  a c t i v i 

t i e s  within the spheres marked out f o r  them, having  

due. regard to our developmental needs.

(Paras 111-113)



Tax Rates on Companies 

( In c lu d in g  Surcharge where A p p l ic a b le )

Domestic 

s e s s -  Widely "h e ld  companies  

Sma-11 O thers______ren t
year Indus- Non

t r i a l  indus-  
t r i a  1

Domestic
C lo se ly -h e ld  companies

In d u s t r i a l  Non-
indus
t r i a l

Non-dpmestic

( 1) ( 2 ) (3 ) (4 )

1957-58 46.50 51.50
to 

195 9-60
1960-61 40.00 45.00

and
1961-62

1967-63 45.00 50.00
and

1963-64

(5 )

51.50 51.50

45.00 45.00

50.00 50.00

1964-65 42.50 45.00 50.00 54.00

(6 )

51.50

45.00

50.00

60.00

(7)

40.00

bO.OO
30.00) 

to )
53.00)
45.00

63.00
30.00) 
to )

45.00)
50.00

63.00
50.00

on dividend from su bs id ia ry

on res iduary  income 

on d i f f e r e n t  types of d iv idends

on r o y a lt ie s  from Ind ian  concerns 
under approved agreement
on res iduary  income
on d i f f e r e n t  types o f  dividends

on r o y a l t ie s  from Ind ian  concerns 
under approved agreements
on res idua*y  income

on r o y a lt ie s  and tech n ica l fe e s  from  
Indian  concerns under approved  
agreements

65.00 on re s id u a ry  income



1965-66 42.50 45.00

1966-67 45.00 55.00
to

1968-69

1969-70 45.00 55.00
to

1971-72

1972-73 46.125 56.375

1973-74 47.25 57.75

1974-75 47.25 57.75

50.00 Upto
10 lakhs 45.00 
Above
10 lakhs 54.00

55.00 Upto
10 lakhs 5 5.00 
Above
10 lakhs 60.00

55.00 Upto
10 lakhs 55.00  
Above
10 lakhs 6 0 .0 0

5 6.375 Upto
10 lakhs 56.375 
Above
10 lakhs 61.50

57.7 5 Uo to
10 lakhs 57.75 
Above
10 lakhs 63.00

57.75 Upto
2 lakhs 57.75 
Above
2 lakhs 63.00



*

( 6 ) (7 )

60.00 As f o r  1964-65 ,:" '

50.00 on r o y a l t i e s  and tec h n ic a l  fe e s  from  
Ind ian  concerns under approved

65.00 agreements
70.00 on re s id u a ry  income

65.00 As f o r  1966-67

51.25 on r o y a l t i e s  and tech n ica l  fe es
from Indian  concerns undQr  approved  

66.625 agreements
71.75 on res idua ry  income
52.50 on r o y a l t ie s  and te c h n ic a l  fe e s

from Ind ian  concerns under approved
68.25 agreements

. * 73.50 on re s id u a ry  income --
: As f o r  1973-74

25 Prom 1977-78 s p e c i a l  p ro v is io n s  f o r
d iv idends  and f o r  r o y a l t i e s  and 
tec h n ic a l  fe e s  from Ind ian  concerns  
under approved agreements to the  
taxed on gross r e c e ip t s  b a s i s  a t  the 
fo l lo w in g  rates

25.00 d iv idends

Lump-sum ro y a lty  f o r  t r a n s f e r  o f
2 0 .0 0  know-how ou ts id e  In d ia
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1930-81 48.375 59.125 59.125 Upto
and 2 lakhs 59.125

1931-82 Above 69.50.
2 lakhs 64.50

1982-83 46.125 56. 375 56.. 375 Upto
and ,1*0 :^khs 5 6.375

1983-84 Above 66.625
10 lakhs 61.50

1984-35 57.75 57.75 57.75 63.00 68. 25

Y



(7 )

40.00 o th e r  . roya lt ies  and techn ica l  f e e s ,
25.00 dividends

lump-sum roya lty  f o r  t r a n s f e r  of
20.00 know-how outs ide  In d ia  from Ind ian  

concerns under approved agreements
other r o y a l t i e s  and techn ica l  f e e s

40.00 from Indian concerns under approved  
agreements

75.25 res iduary  income

25.00 div idends
lump-sum r o y a l t y  t r r  t r a n s f e r  of

20.00 icnow-how outs ide  In d ia  from Ind ian
:onc*rns under approved agreements
other  r o y a l t i e s  and techn ica l  fees

40.00 from Indian concerns under approved  
a a re erne n t s
res idua ry  income
dividends
in t e r e s t  on f o r e i g n  currency loans
lum. -sum ro y a l t y  f o r  t r a n s f e r  of

20.00 know-how outs ide  In d ia  rece ived  from
Government o r  from Indian  concerns  
under approved agreements
oth e r  r o y a l t i e s  and tech n ica l  f e e s

40.00 from Government o r  from Indian  
concerns under approved agreements

73.50 res idua ry  income-



Notes: Wealth tax was le v ia b le  on the net wealth  o f  companies f o r  the assessment 
years 1957-58 to 1959-60. The levy  o f  wealth tax on c e r t a in 'a s s e t s  of 
c lo s e ly -h e ld  companies has been rev ived  from assessment year 1984-8%.
S u p e r -p ro f it  tax on companies was lev ied  f o r  the assessment year 1963-64 
and rep laced by Surtax from 1964-65.

V For some years during  the la te  f i f t i e s  and s i x t i e s  an a d d it io n a l  tax  (by 
way of withdrawal of reba te ) was lev iab le , on excess dividends and: issue  
of bonus shares.
A f t e r  the a b o l i t io n  o f  surcharge in 1960-61 a 2^ surcharge was re 
introduced in 1972-73 which was ra ised , to 5 p e r  cent in 1973-74 and 
to per cent in  1980-81. I t  was reduced to 2% p e r  cent in 1982-83 
only to be ra ised  again  to 5 p e r  cent in  1984-85 with a p ro v is io n  f o r  
a 2̂2 per cent r e l i e f  when the r e q u is i t e  deposit  i s  made with the IDBI.



L ist  o f  Countries with which Ind ia  has Sgi'a'Ceral 
Agreements f o r  Avoidance/Relief of ' Double Tax

Comprehensive agreements R estricted  aareements

A ustria
Belgium
Ceylcn
Denmark
Finland

France
Federa l Republic of, 
Germany
Gre -ce
Japan
Malaysia
Norway

S ingapore
Libya
Swede n
Tanzania

U.A.R .
U.K.

Afghanistan ( a i r c r a f t )
B u lgaria  (sh ipp ing )
Czechoslovakia (sh ipp in g )
Eth iop ia  ( a i r c r a f t )
German Democratic (sh ipp ing )  
Republic
Iran  ( a i r c r a f t )

I t a l y  ( a i r c r a f t )

Lebanon ( a i r c r a f t )
Romania ( a i r c r a f t  & sh ipping) 
Switzerland (a i r c r a f t )
U. S .S .R . (sh ipp ing )
U .S .A . (a irc ra ft . )


