CHAPTER_ X,

LAt TN L -

AXATION OF VQREICN COMP&NIF IN _TINDTA

Ls in other underdeveloped countries, in Indis
too the Goverrment had and has to depend for fiaaaées on
native as well as foreign investors. The contribubion of
privzte investors from overseas in helping the gfowﬁh of
Indie's industries is quite substantial. The foreign investment
has flowm into Indiz mostly tbrcugh the big finoncial insti-
tuticns or o*cion companies. These foreign investorg; most
of whom are companies, while deciding to invest their funds
in Ipdia, naturally take into account the tax incidence in
this country, They compare the relative tax burden in their
own couwntry and in other foreign countries with that in Indig,
before deciding about the magnitude and geographical distri-
bution of t heir invesiments abroad,

Not that taxation alone is a gulding factor for foreign
investors who zlso teke into account politicel and o her
sconomic factors. But, taxation serves one important purpose

of encouraging or discourwaging {as the case may be) the flow

Al
L

£ forelgn investments, since taxation directly affects the

o

profits of the ilnvestors. Heunce, a study of the tax problems
confronting the forelgn cmappnles functioning in India becomes
an important ons. It has become mors important sinee the
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beginning of India’s Five Year Planms under which considerable
attention has been given to the problems involved in encoura-

Y

ging foreign investment in Indiaa

Generally, foreign campani es function through Indim
branches or through subsidiary companies incorperated in India,
the whole or the major partiog of whose shares is held by‘the
foreign companies. & "foreign controlled company" is designated
as a "branch® when it has a foreign incorperation. Cempanies
with Indian iegistry i.es rupee companies, may be broadly
cwoupea into "subsidi lies" and other controlled companies,

A company is regarded as a subsidiary when a forsign company

[t

s lmown to exercise majority control over its ordinery shares
or Board of Directors, Other controlled companies zre those'
in which foréign control is presumed to exist on the basis

of certzin prima facie considerations. & minority shareholding
company may come under the third groug.

. A Ufeorsign company" has nowhere been defined in the
Trdian Income Tax Act, Hencé; in common perlance, a foreign
com any wight imply any'cf the following connotation

(1) 4 pon-Indian company.

(2) & noperesident company

(35 A compsny which is not s company within the meaning of the

Indisn companics ict of 1956,
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(4) A company 1ncorporated outsi.de India whose registered
office is not situated in the tazable territory of Indie.
o - However,_ for the purposes of the Income tax Act,
a foreign compeny ca.miot be treated as a company, ~unless,
(a.) it is or vas assessable as a cmpa.ny for the assessment
ﬁ year 1947-48; or )
(b) it is declared by gemeral or special order of the Central
" BOard of Revenue to be a companye
From the point of view of Income taxation, one
may call a "fere:lm conpamr‘!, only that ccmpany, which has not
made the eff‘ective' arraneméntg for declaration and payment of
dividends in Indis; and & "moneforeign® company, only that
company, which has made such effective arrsngements in India,
This distinction is more relisble, since the tax 11ability of
a foreign company depepds on whether it has or has not made
the effective arréngenentg for declarastion and payment of
dividends in India, =
" It would be interesting to remember that before
1958, "income criterion® was Ado;»ted to determine the residence
of the companies, Accordingto the income critericn, a company
was considered resident in India in any year if its income
arising in Indis in tha,t yeér exceeded ﬁs income arising abroed.
The mpueaﬁion of a company being resident is that it is
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lisble to Indian taxes on the whole of its world income,
But, this criterion proved to be a deterrgnt to foreign

investuent. Therefore, the Fimance Act, 1958, deleted thie
condition and retained the Sther criterion according to which

a company is resident if the control and management of its
Aaftairs is .situated wholly in Indis, The Act has also provie
ded tbat all compenies incorporsted in Indla will be treated
as resident companies, even if in any case the control and
management is shifted outside India.

In 80 far as the foreign companies have been
taking active part in the trade and industry of t he country,
it vould be useful to survey briefly their growth ami role.
In chapter II, while describingt he growth and role of |
corporations in India, it has been already pointed out that
the forelgn 1nve§tqra had played an important part in the
development of India's transport, trade, industry and banking.
At the end of 1913, there were 579 foreign compsnies with
a total paid-up capital and debentures amounting to K. 389
crores, After 1921, their mmber increased to 678 with a totel
paid-up capital and debentures to the tume of R,907 crores
which is more than double the figure in 1913, At the time of
the beginning of the Second World Wer i.e. in 1939, the total
nmber of companies reglstered outside Indis but hsving a
Place of business in India was 870 with a total paildeup
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capital (inclwding debentures) of Rs.1138 crores. Since then
the nusber of companies has shown a distinct tendeney tc
decline. Their mmber during 1939 and 1949 varied between 822
and 870 and the variation in their psid-up capital and debene
tures taken together renged between k,]058 crores and K.1138
crores., The mumber of companies stood at 822 with a total
paid-up capital and debentures of i, 1255 crores on 31st March,.
1956 | ‘

n“‘!hongb., caﬁtin;ﬁons datz about foreign companies
for the two Plan period, are not available in all details,
from the data published by the Reserve Bank of India (Reserve
Bapk Bulletin, Jenuary, 1960, page 13) and by the Départment
of Company Law Administration (The Corporate Sector in India,
by Raj and Chaudhari, pages 51-52), it may be mentioned that
the mmber of forelgn companies declined from 882 in 1053-54
to 562 in 195960, This number stcod at 561 in 195758 and
572 in 1958-59, It seems the commonwealtk coumtries represented
about 77 percent of the total mmber of foreign compenies at
work as on 31st March, 1960,

" As regards the industrial pattern of the foreign
compenies, it may be stated that before the World Wer I, by
and large an overwhelming section of t hese companies deveoted
1tself to banking and insurance, tra.ﬁsyort, frade, plantations
and mining, This type of industrial pattern remained unaltered
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upto 1919, But, ‘during the inter-var period,-the foreign
carpanies also took up extraction of petrol. During the.
post-Independence period i.e. after 1947, foreign companies
showed a marked decline in the rallvways vhich were then
nationalised, Whereas, the petrolewn mining witnessed some
incresse both in nwmber and paideup capitale

It has been already pointed o?m in chapter 11
that mwsmeﬂts through foreign companies have played a”
significant part in the initial as well as the higher stages
of India's Qéonomie developments Although the number of such
foreign companies in India has declined, when compared witk:
the total mumber of:companies incorporated in India depexding
exclusively on the domestic investors, the finaneisl resources
available to these foreign compenies and their earning capecity,
are ciuite out of prbportiom to their numerical strengthe

Therefore, the problem of the incidence of
tazetion on the income of the foreign cqmpénies in India 1s
of great interest ‘and Mporténce to a foreign invesf;or', as
it is to a domé'stic, investor, This 1s of particular interest
for all those foreign companies which have alternative oppoer=
tunities in other countries oo, Since they have to make a
cholce between different countries for investment, they gene-
rally calgulate the zconparafive tax advantq;ge likely to accrue
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to their investments. Obviously, a’ simplé and: clear picture
of what a foreign investor should expect to pay and save under
the existing tax system of India would certainly I'help him in
deciding about the volume and type of investment, For this puspass
purpose, a foreign investor would naturally take into account
two things: (1) the tax rate i.e, the rate at which tax will
be calculated with reference to the taxable income, and (2)
the tax base i.e. the computation of the taxable income,

It should be remembered that the above mentioned

two aspeéts-»é iu réte and tax baée -« of a eguany's tax system
are complementarye. But, thé second aspect is very ﬁpoﬂ:ant,‘ ‘
as it really‘ determines fhe_ éffective burden of the tax rates,. ,
This po;!.f;t need be emphasised, Asinee in the minds of the foreign
investors, a great deal of misunderstanding or confusion may |
arise about the impact of tax, 1f their investment policies are
superficially related to the tax rates rather tha.n the basis
of computation of taxable income, Ignoripg this impertant aspect
of assessment of the impact of taxétio_n may lead to misleading
calculations and the consequent_ wrong decisioms about invest~
ment policye |

| As regards the tax 11ab111ty of the foreign
companies, it may be pointed out that an India.n company has to
pay income tax in Irdia on its income, whether the income is
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earned in India or outside, On the other hand, a foreign
company, mot resident in India, will pay income tax only on
the income accruing or arising to it in India or which is
received in India, or by virtue of operations carried on in
India and "deemed to accrue or arise" iu India. In other
{mrds, a f&rez.gn'companw has to pay Indian income tax only
on 1ts Indlan income, while an Indian company has to pay the
tex on its world income, It is with reference to this diﬁ'e-
rence in the exteat of income tax 1iability between a
resident company and a non-resident -company, the incidence
of tax on a foreign company should be calculateds

In the preceding paragraph, the use of the
phrase “income deemed to accrue or arise in India" needs
some explanation. There are a number of previsiﬁné in the
_Income tax Act under wh;c;{ an income which actually accrues
or arises outside India is still deemed to accrue or arise
in India, These provisions are given in the sections 4(1),
4(2), 16(1){(c), 16(38) and 42(1)s For the purpose of under-
standing the phrase "deemed to accrue or arise in India",
section 42(1), 1smvery mportant. Under section 42(1), all
income, profits ‘and gains accruing or ariﬁ.ng to any cmpanv
(or a person) are deemed to accrue or arise in India, if it

accrues or arises to the companw (or the person), dlrect.ly
or :Lndirectly,
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(a) through or from any business connection in India. or

(b) through or from any property im fodia or ‘

(¢) through or from any asset or source of income in India,
or () through or from any money, lent at interest and
brought into India, in cash or in kind or |

(e) through or from the sale, exchange or transfer of a
capital asset in Indiae ”

These provisions apply equally to "resident" and
"nop-resident" companies, but it is of particular significance
to "non~resident® ‘companiés. The pr@visicns are of noi. concern
whgfe incone actﬁally accrues or arises in India, Since the
resident companies are chargeable on their i;otal world income,
it 1is lmmaterlgl in their cases whether the income a.ccrués or
arises or whether it is deemed to accrue or aﬁse. Therefore,
it ic only the non-resident foreign company which has to take
speclial note of these proﬁsiéns on the appliecation of uﬁmh
its tex 11ability considerably depends.

The tax lia;bll:l;ty of the foreign compatg!.es also
depends on the "double'( taxation ag'eementsk ez; treaties® signed
by a countfy, séy India, with otﬁer countries. Under section
494 of the Indien Income tax Act of 1922, India may emter
into an agreément with any other country ei‘éher for the grant
of relief from tax in respect of imcome on which Indian
income-tax has been paid (including super tax) and income
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tax in tbat country or for the avoidance of Double Texation
6£ income under the Indian Income tex Act or under the
correspon&ing laws in othex‘-‘countri,es.. ‘The Government of India
entered into agreements and set o;zt-sepémte rules for .
granting of double ‘texation relief on income which was doubly
taxed in India and in the U.K., Aden, Ceylen and Part B

states of Indiz, The double texation agreement in respect of
Part B States autcmatically died a natural death with the

inte @-aﬁion of these States in the territory of Indisn Unione
The agreement with the Ul.K, lapsed in 1949 and has not yet
been renewed. In 1956, India signed double taxation agreements
with Kenya, Tanganika, Uganda, Zanzibar, Ghana, Nigeria,
Sierra Leone, Gambia and Maéﬁ'itiuSQ &n agreement was also
entered into between Indis and Pakistan in 1947, It should

be noted that the basis of the agreement between India and
Pekistan is not "relief" | agalpst double taxe.tion'but_ Navold-
ance" of double taxaticne )

” Even in the absence of the double taxatlon
agreement between India and any foreign country, there does
exist a provisiocn in the Indian Income tax Act by which
relief from double tazation is always available to every
coppapy Or a person who 1s residemt in the taxable territories

in any year in respect of inconmes accrulng or arising outside
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the taxzable territcries, provided it is proved that in
-resget of that income, income tax 1s paid in a country outsidé
India, , . |
So far as the UsK. is concerned, the Government
of India has rTeserved powers that the tax relief sveilable
under the Indiasn Inccme taLx Acty may alse be given in relation
to incomes a.ccruimg or arising in the UoKo apnd chargeable
under the Indian Income tax Act. But, these povers have not
been exzercised so fare .
Ofcourse, the 1qck of agreements with the U.K,
does not imply that thsre prevails widespread double taxe.tian
of Income of the U,K, investors in India. The UK. and the
U;S;A;, yh:l.ch are the two most ;.mpoi'tant cepital oxport;ing
countries, have provided imiléter#l relief against double
tazation. Botk these couﬁtries héve adopted thé tax credit
method of relief. Under this method, the country of residence
retains peramount taxing power over the income of the residents
but a tax eredit is g:i.véﬁ for taxes pald in other gountrie»s.
The tex payer has to pay the higher of the two tax rates
prevaiiing in the cou#try of residence and the other country
and gets relief :Ln‘ respect of ythe lover of the two taxese
In 1957, the U.,K, adopted another method which is further
helpful in easing the problem of double taxatiom, According
to this provision, frading companies managed in tﬁé U.K, but
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doing business abread are exempted from income tax and
profits tax on their ove_;'saas trading profits, ,

o Despite the above mentioned provisions made
unilaterally or bilaterally by some countries, double taxa=
tion still arises in a mumber of cases. Undeé section 42 of the
Income tax Act, »Inauia taxes income "deemed to accrue.or arise"
in ‘India. The foi-eig,n countries xynay;eons:}.d}er that what India i
is taxing is rgaiiy extraétemitgrial income. In such cases,
double taxat;ion of income may take place. Furté.er, under
the tax credit system, the differemce in definition of L
taxable income in different countries can also give rise to
double taxation because, in such cases, the tax credit may
not be fully avallable. For instance, the UsSels glves tax
credit only when it considers that taxes paid abroad are,
p:oper.ly aésessa.ble. Sup_pose Ind:;a, gives less allowances
towards deductible expenses than the UsS.i., incame according
to the UsSe conception would be obvicusly ‘lover than what
1t would be in Indlae This may result in an inadequate rellef
of tax given by the U,Se. In India, the tax relief is limited
to the amount of tax which is payable on the doubly taxed
income attjhe _lower of the two rates, namely, in Irdia and
in thé other foreign caﬁntry, This may also r_esuli: in double
taxstion of that income whick may not get full amount of
rellef. |
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Due to the above mentioned anomalies, it has been

realised thé.t tax agreements should be flexible and subject
to revision from time to time, XOfcms‘e, most of the under-
developed countries have not played a significant role
in international tax agreements, As far as Indla is concerned,
one of the basic reasons which explains the Rack of an
agreeaent between India and some capital exporting countries
is the conflict; over the question whether lincome ‘sxhould
be taxed at source or at residence, While the poxicensus of
opinion is that the priunciple of taxation at source should
be accepted for this pgrriosé, the creditor countries tend to
favour the principle of taxation at residence, and the debtor
countries tend to favour the principle of taxation at sources
y If India, wh:l.ie signing the double taxation
agroements with the capital expgrting countries, agrees to -
pormit taxation at residence, she may lose conmsiderably inm
tax revemnue. There will be more investments ffom the capital.
exporting countries into Indila than Indian investments in
those countries, Hence, ni&re dividends will go out of Imiia
to those countries and less dividends will flow to India
from those countries, If Indfa and a mp capital expérting
country were to sign é'doiible t axation agreement providing
for reclprocal exemption of dividends in the scurce country,
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India will be a net loser in revenus, and the capital

exnorting country concerned will be a gainer.

Recently, India has entered into double taxation
agreements with Switzerland, Sweden, Hgst Germany, France etp.
India's first double taxation convention with a developed
cap:l.t;l exporting country was signed with Sweden- tn 1958,
The principles governing this comvention are:

(1) that double taxation should be avoided by conferrimg
exclusive taxing rights on one country or the other, and ,
(2) that the exclusive rights belonz to the country in which
the source of imcome is deemed to be.

Thus, the country of residence abondons its taxing rights
over all income arising from sources in the other country,
including dividends, interest, royalties, capital gains

and pensions, Further, the source country gives no reliefs

or abatements from its normal level of taxation in relation
to -the major classes of business incomes ’

"For the determination of the source of indu-
strial and conimercial profits, the Indo-Swedlsh agreement
adopts the “permanent establish:nant"' concept, which 1s ail
immense improvement on India's "business connection® 'princi- '
ple from the poimts of view of both equidy and ¢:feu.'1;a1m::y'g )

(1/Taxation in India (I1), by E.B,Nortcliffe, in British
’.Eax Review, November-l)ecember, 1960, page 422..
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An agreement signed by India with West Germany
in 1959 fully protects India's taxing rights over income
from sources in India. b}egt éermany undertakes to exsmpt
most classes of income f:ém sowrces in India, including
dividends received by a German company from a holding of
more than 25 percent of the voting shares of an Indian
company, India gives relief only by way of tax credit for
German taxes on income from sources in Germanye |

The United States agreement with India follows
a similar péttern to thoge of Sweden and Gerzimmr. The U.Se.
has gone to the extent of giving tax credits not only for
Indian taxes actually suffered but alse in certain cases forA
the Indian tax which would have been payable, if certain
incentive measures had net been applicable, e.g. development
rebate and section 15-C relief, |

_ Indla signed au agreement with Japan early in
1960, Each country retains the major part of its taxing
rights in relation to income from sources within 1ts terri-
tory. In this respect, the agreement 1s similar to that
with West Germany. The agreement also retains full taxiﬁg
rights in the country of :esidenée, each country providing
for relief by tax credit for taxes payable in the other
country om income arising from sources therein. |
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The above megtmmd tax agreements are a clear
guide to India's aims in this field, India has replaced
the concex}t of "business connection" by "permanent establishe
ment® concept. Th:as, India's emer gifxg pattern differs
considerably from the pattern to which the Wgstern countries
have besn accustomed in the past fifteen years or so.

- Having explained the factors affecting the tax
1iability of foreign companies, it would be worthwhile
discussing briefly the past and the piesent tax incldence
on these companies‘. Historically speaking, it was in 1948
- that for the purposeé of rebate on distributed profits, a
distinction was made between the Indian companies ani foreign
companiese An Indian company was éiven a rebate of incche tax
at the rate of ope amna in the rupee on so much of its
profits ss were availlable for distributlion but were actually
not distributed as dividends.

While discussingthe tax rates applicable to forelgn
companies, two things are worth remembering. Firstly, like
an Indian company, a foreign corpany was lisble tc income tax,
suréharge, super tax, penalty tax rates under section 223-i,
capital galns tax, wealth tax and excess divj.dénds taxe The
last two taxes are abolished since 1969, S0y now a foreign
company has to pay the first five taxes. Of these five taxes,
the penalty tax under section 23-4 becames applieable only

...mzm'



220

- XK ~
to subsidiaries. In practice, the branches do not come under
section 23-4, as m already explained in chapter VIII,"
Secondly, all the tax deductions and concessions described
in ckapter VII are equally applicable to foreign companies.
Since the foreign companies were and are subjsesto the
same tax rates as applicable tc Indisn companies, it would
be an unnecessary répetition, if a chronmoleglcal account of
the tax rates 1s attempted here, Such an account has alreazdy
been given in chapter VI, Therefore, instead of discussing
the tax rates structure since its beginning, it would be
more useful to attempt here a study of'the tax incldence on
foreign companies under:the 0ld scheme and the new scheme
of company'taxation;

Under the 0ld scheme 6f company taxatlon, in -
1956=57, a company, Indian or foreign, bad to pay inmcome tax
at the rete of 4 annas in the rupee (i.es 25 percent). Fronm
195758 to 1959-60, when the old scheme came to an end,
companies had to pay imcome tax at the rate of 30 percent.

A surcharge vas added at 1/20th of the income tex, bringing
the total to 315 percent. Dividends paid to shareholders
(whether 1ndividualg:or‘campanies) who were lisble to Indian

income tax, entitled the dividend receivers to a credit of
the corresponding income tax paid by the company in their
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assessments. Income tax oi: the undistributed preofits was not

ereditable o‘r'refundable to the company or its shareholders.
| As regards the super tax, it may be peinted

out that there was a basic rate of 50 percent. But, varicus

rebates depending upoxi the nature of income and the nature

of the company were allowede. The provisions relating teo

the various rebates i.n sdper tex x;ates could reduce t!’:\e

basic rate of from 10 percent to 30 percent on different

types of compardes, Also, thgre were penalty rates of

from 10 percenmt to 30 'percent\ for the excessive distribu=-

tion of dividends, In 1958-59, the rates of super tax in

force were as follo{rs‘:- ‘

(1 perceﬁt for a compsny's income which consisted of '

gréss dividends from a subsidiary Indizn éempanyo

(2) 15 percent for a company's inéome, other fhan dividends

frém a subsidiary. This rétg ;ras for those companies whose

total income did not exceed Re25,000 and which bad made the

presceribed arrangemernts for the declaration ard payment of

dividends in India.

(3) 20 percent for a company's income, other than dividendé

from a subsidiary. The other conditions for the applicability

of this rate were: the company's total income should exceed

%.25,000, and the company should have made the prescribed
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arrangements for the declaration and payment of dividends
in India,. '
{(4) 30 percent for a company's income, other than dividends
from a subsidiary. This rate. was applicable to a foreign
company which did not declare and pay dividends in India.

In regard to the size of the rebate, it should
be remembered that the reﬁaté given to the foreign companies
could not be reduced or withdrawn under any circumstances.
Whereas, in the case of Indlan companies, the rebates could
be reduced, depending on the amount of bonus shaves or the
amount of dividends distributed by it in excess of 6 percent
of paid-up capital in a particular year.

At this stage of discussion, one can ralse one
crucial doubt as to why the effective rate of super tax fer
a forelgn company 1s usually fiyed at a higher figure than
in the cese of an Indien company. The argumext for charging
a forelgn company at a higher rate 1s that unlike income tax, :
no amount of super tax paysble by a company ﬁas and is treated
as having been paid by i;c on behalf of its shareholders. That
means the shareholders will have to pay super tax at their
own personal rates on the divic}endé received by them, But,
~ a foreign company distributes ite dividends outside -In;lia.
Hence, eventhough the dividends are paid out of profits earned
in India, the dividends ax"e' not considered as income taxable
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in India, since the shareholders are not resident in India.
This type of tax exemption is not available for the share=
holders in an Indian comp‘fany, and also for the non-resident
sherebolders of an Ind‘i.an, subsidiary of a foreigp parent
cempanye This is the main reason why the effective rate of
super tax for 2 fqrei,gn company 1s fixed at a higher figure
than in the case of Indian companies,

An equally important issue is about the 10
percent advantage in the super tax rate in favour of an Indian
subsidiary of a foreign parent company over the Indian branch
of a foreign company. Though the 10 percent advantage was ﬂ
given in favour of thé subsidiaries, in actual practice,
this advantage éfaé very largely off-set by two factors.
First, the Indian subsidiary had to pay the borus shares
tax or the excess dividends tax, the aversge incidence of
wbich, according to an estimate (vide A.K.Roy's article on

"Position of Foreign Enterprise in the Indian ia.x Structure",
'in Anmmal Number of Capital, 1957, page 11), stood between
2.5 and 3 percent, Second, since the branch does not pay any
dividend, it does not have t¢ pay tax or inter-corporate

dividendg on behalf of the recipient parent companys; "wherelas,

a subsidiary company has _to pay this additional tax on the
parent companye |
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Then comes the question of the penalty rates - -
under the excess dividends taxzation. In 1958-59, these rates
were as followss= ' |
(1) 10 percent rate for the dividend range of 6 to 10
percent of the pajd-up capital,

(2) 20 percent rate for the dividend range of 10 to 18
peicam of the palde-up capitale

(3) 90 percent rate for the dividends exceeding 18 percent
of the paideup capital; and, on the face valuve of bonus
shares issued, ‘ :

One important factor ﬂin connection with the super
tax rates is that of inter-corporate dividends. It has been
already pointed out that no credit on behalf of the dividend
recipient is permitted in respect of super tax paid by the
company declaring the dividend. Also, super tax is caleu= .
lated on the basis of gosé dividend income and mot the
net cash dividends, Therefore, the dividend receiving
company which gets the income tax credit has to pay only
super tax at the appropriate inter<corporate dividend rate
on the gross dividend, Accerding to the tax rates of 1958-59,
the grose dividend vas 146 (or 238 ) times the net cash

dividend. On the basis cf thd,s data, the super tax rates
on interecorporate dividends in 1958=-59 veret-
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' Formal Rates of ' Effective ra,te‘

! super tax i on net cash
. : dividends
Parent company ‘ : 10%u % 14,6%
Indian company owning ° S Sy -
minority shares 1 20% T 20.2%
Foreign cofmp‘anywowmng v ) '
minority shares - 0% . 43.8%
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Having kmwn the rates of 1n;:ome tax
swcharge, suﬁer tax, excess dividerds tax and intere
corporate dividends tax applicable to the feoreign companies,
it would be now possible to caleculate the actual incidence
of tax on these companies, It bhas been already pointed out
in the earlier part of this‘cnapter that a foreign ccmpany
may be a branch or a subsidiary or a minority shereholding
companye An Indian minority sharebolding company 1s one
which is mméd, by more than i;wo other Indian companies none
of which owns 50 percent, so that no pé.rent subsidiary rela-
tionaship existsc The ‘owning companies are in turn owned by
individual shareholders. A foreign minority shareholding
company 1s one (an India@canpany) which is owned by more .
than two foreign companies, none of which owns 50 percent,
so- that no parent subsidiary relationship exists,

The following table shows the ccmparative tax
incidence on a branch, ’a ~subsidiary and a minority share=
holding compeny, under the old scheme of company taxation.
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) Ini_ the "above table, the comabined company taxes,
namely; income tax, surcharge, super tax, excess dividend
tax and 1z§terhsarpérate dividends tax are given. 4s for
theﬁ expla.nation of the ca;cuiations made to measure the
tax incidence on foreign coméainies, the following account
is glveni= , h

EORELIGN BRARCH . . ~ Bso

Assessable income ‘ 100,00
Income tax @ 0% = .00
éufcharge?@ | 1;51% 151
Super tax @ 0% 7 30400

N i 616
Aséeséahlé income remalning -”;3:;“

éiﬁce ‘a’branch doés not pay dividends but simply transfers

the net income, it has not to pay any excess dividends taxe
. S0, the rate of 61,5 remains unaffected,

4 SUBRIDIARY:- - Rso
ﬁ;seéséﬁi& income | 100.00
Income tax @ 303 T 30600
Surcharge @ 188 1.5
Super tax @ 20% 20,00

0 Tsns

To this basic rate on€ has to add the appropriate rates of
excess dividends tax and inter=-corporate dividends tax. The
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same method of calculations will apply to a minority share-
holding company. Ofcourse, the table reveals that the
earnings by a company from miuority shares in an Indian
company are taxed rather heavily. The taxation of ‘a foreign
minority éhareholding company rangés between 72,7 percent to
7%.0 percent on the last unlt of income,

Some critics have drawn the attention of the
Goveroment in regard to the heavy tax on minority share=-
holding, They have pointed out that this type of tax treat-
ment may prove tc be a serious deterrent'to foreign invest=
msnt in India, o ,
” It has been also pointed out that instead of
fixing differential rates for imter-corporate dividends
| taxation, it would be better if one uniform rate, say of
10 percemt, 1s fixed for all cases of inter-corporate
dividends. This will cerﬁainly simplify the corporate tax
structure of the country, . |

Ofcourse, it should be noted that thé rates
of tax mentioned inm the table are applicable to companies
vhich do not get the benefit of development rebate, sectlon
15~C and section 5@&; :In the case of new industries most
of these benefits will be avallable at least for the first
five years or so, Hence, they will not be asked to pay the
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tax rates mentioned in the tabls. This much about the tax
incidence on foreign companies under the old scheme of - .
company taxatlon which ceased to exist in 135960,

In 1959-60, some sweeplng changes were
introduced in the field of company taxation. These changes
have been already disenssed in chapter VI and hence need .
not be elaborated here. In 1959-60, the excess dividends
tax was abolished, In 1260-61, the Fimance Minlster made
some proposals in comnection with the tax liability of
foreign companies, Before these proposals were made; as .
already polnted out, there was a concessional rate of super
tax on dividends received by a parent company from its
éubsidiary, while inter-corporate investment on a minority
basils was taxed at a higher rate, This situation helped
the formation of subsidiaries. But, it was later onm
realised tha:t because of tpe more favourable treatment glven
to income derived from the"i' subsidiaries, foreign investors
:l.n_ Indisn companies were obviously teompied to ask for a
majority holding, The tax on a wminority shareholding by a
forelgn company was substantially higher than on an Indlan
company with a minority investment. Further, it was iealised
that in view of the géct that in India, foreign capital
is very important, it would not be in the interest of
India to levy a higher tax on inter-corporate investment

from outside than on similar Indian investment. Therefore,

-
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in 1960-61, the rate of super tax on dividends paid on »
inter-corporate investment, whether Indlan or foreign, and
whether on a majority or a minority ﬁasis, was fixed at 20
percent, ;n order t pgt tk,;is change may npt “affect inyestments
already mé.de under different é.ssxmpt;togs, the new rate of
tax was applisd to investment in companies formed after 1st
April, 1961, ,_ \ . | I

. The other important chaz;ge .hum:lve: the new
scheme of company 'taxat,ioxi was in relation to ‘l:he~ taxation
of royaltiss received ;‘rom Indian. enterprises by fér_e:_tgn
companlies, Under the old scheme, the rate of tax, inclusive
of income tax and ,'sup-ég tax stood at 63 ‘peréent which was
bigher than the rate in any other country. The inc::.dence of
this high rate of tax was bo_gne in the 13.31;‘ analysis by
Indian industry, since the fo:ei@ imestoxs *naturally asked
for a rate of vroyalty which wou__ld glve an adequate retura to
1t after deduction c:_f taxes. ‘:I.itﬁ a view to erabling Indian
industry to secure technical and financial collaboration from
the foreign countries on more févourable terms,' the Fimce
Minister z:ed;«xced th@ ta; on royalt:.ies‘ payalgle on angéements |
approved by the Goverment after 3lst March, '61 to 50
percent. )

The incidence of tax on foreign companies

under the new scheme of company taxaéion can be worked out
as follows:=- | : '
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(Rates according to the Finsnce Bill, 1961)
EQ&;M I &Hio ) . 4

Assessable income : Bo 100400
Income- tax @ 20% 20,00
Super tax @ 43% 43,00

’ ﬂ T63.00 , 63,00
Assessable income reméimﬁg “;‘5‘;:55“
4 SUBSIRIARY: - | ' Re
Asse‘sséﬁi:e"ihcoma : 100400
Income tax @ 20§ = 20,00
Super tax @ 25§ 25000

' 45,00 45,00

Assessable income renaining. ' “ ' _ 'f"EE:BB"

Thus, when a foreign company flgé.gs a subsidiary Indian
company after l.4. 1961, the Indian subsidiary would be
regarded as a resident ;compaxiy and hence subject to»zo
) percent income tax and 25 percent super tax, assumling that
the total income of the -éubsidiary exceeds Rse 25,000, After
paying a totel of 45 percert of tax, the balance of 55
will be received by the foreign company as dividend income.
This dividend will attract income tax at 20 percent and
super tax at 20 percent (and not 10 percent as in 1960=61)
in the hands of a forelgn parent company. Therefere, the
total incidence of tax on a fereign company fleating a
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subsidiary in India would be 45 percent plus 40 percent of
856 ise. totall§ 67 percent; '

~ However, if a subsidiery Indian company of a
foréign compény does not dié%ribute any dividend but capita-
lises its entire profits and issues bobus shares, it will be
lisble to further super tax at 12% percent of the proflte as
reduced by income tax and super téx payable thereon in which
case the total incidence will be 45 percent plus 12% of 56
i.ec. nearly 52 percent.

But, if the subsidiary of a forelgn company
comes under section 56=4, the subsidigry would be exempt from
the super tax on its dividend income. Consequently, the total
tax incidence will be 45 ﬁercept plue 20 percent of §5 i.e.¢,

66 percente.

T
- : Bse

Assessable incone 100.00
Income tax @ ad% 20,00

Super tax @ 25% ‘ 25400 ’ ‘

- - TTas.00 45000
Assesséble income remaining ) '"“EEZSE“'

Thus, when a foreign company holds only minority shares in
an Indian company formed and registered on or after 1.,4.1961,
on which the investment yield is, say, K.100 earned through
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the Indian company, the Indian compapy will first pay income
tax émcl super tax on its‘ owvn income at 45 percent; and a
foreign company getting 55 percent of the balance will agaln
pay income tax at 20 percent and super tax at 20 percent on
the balance available, The total $ax ircidence on the forelgn
investment would be 67 percent.

However, if the compapy comes under section 56-A,
the total tax incidence will be 45 percenti plus 20 percent off
55 i.es 56 percent only.

‘ From the abové caleulations of tax incidence on
a foreign branéh, a subsldiary and a mirority shareholding, it
can be sald that under the new scheme of company taxation, the
tax incidence on a branch bhas increased from 61,5 percent to
63 percent, On a subsidia,rs;, it has romained almost the samee
On the minority shareholding company, it has decreased from
7940 to 67:0. But, on the whole, the new scheme of company
taxation cannot be said to have adversely affected the foreign
investment in Indig. |

Some persons compare the Indian tax rates with \
those prevailing in some capital exporting countries such as
the U.K. and the UeSeAe and jump to a conclusion that Indian
tex rates on foreign investors are higher. They forg’eﬁ‘that
International comparisons of tax incidence are bristled with
technical difficulties, since tax rates are mesningful only
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in relation to the’ definition of taxable inccie and 'also the

deductions and concessions,

In India, three major factors operate in influence
ing the profitability of a new company, either Indian or
foreign, in relatlon to the corresponding advanfages in other
countries of the world, These three factors are: development
rebate; the tax holiday under section 15-C and the tax benmefit
under section 56-A, These factors are decisive in determining
whether or not at least in the initial period of a company's
life, an advantage is obtained in loeating it in Indias
Though ofcourse, it may apperently appear that the Ind:[.an
rates of company taxation do not compare fav'ourably‘with 5
those of some cepital exporting countries, say the UK. and
the UeSehe, it should not be ignored that the cumulative
effect of development rebate, section 15-C and section 56~4
certainly temd to reduce the differentials in corporate earne
ingse. Therefore, on the whole, India's exist'ing canpany tax
system does not prove to be a deterrent to foreign investments.

But, if India needs more and move foreign capital
for her economic deveiopment, she will have to keep in view
the tax systems of the capital exporting countries and adjust
her tax provisions accordingly. It is,0fcourse, true that
the flow of foreign investment is influenced by oi;her eccnomic
and political factors too, But, the tax system of a country
has a definite impact on the major decisions sbout investments

abroad,
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Therefore, in future, India will have to see that
her tax incldence should not ohly be relatively equal to
that prevailing in thé countries which are India's compe=
titors in the International capital market (such”as Burma,
Ceylon, Indonesia, Pakistan etcs), but also her tax system
should offex sone special ‘insenﬁivas for forelgn iuvestors.
Further, the tax deductions and concessions made available
to the companies are adequate mostly for t he short term
investuents in Indiae If India noeds more and more of the
long term foreién 1aveétménts, she will have to give &
serious thought to thé problem'bﬁ tax incentives necessary

to attract the long term foreign capital in the counttys
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