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PREFACE

The Natlonal Institate of Publlc Finance and
Policy is an autbnomouS, non—proflt orqanlsaflon, whose
ma,or functlons are to carry out rQSearch "Go - conéultancy
work and undertaKe tralnlna, in the area of public finance
and- pollcy.

This study on the taxation of transnational
income has been undertaken by the"Institute at the instance
of tha Associated Chambers of Cofimerce and Isdustry of
India. The study aims to covervthe'prcblems relating to
the taxation of forelan companles in India as also the

taxation cf the forelan income of Indian companlos.

The Institute decided to undertake this study
because of the intrln51c 1mportance of the subject.
Government have recently ‘odified pCllCleS relating to
foreign investment 1n Indla because of the desire to
encourage the flow of 1nveStnent from-abroad-to increase
the supply of savings and also because the Indlanyeconomy
has become strong enouch to be able to interact with the
international economy. chever, foreign investmant and
the transfer of for=ian technology are allowed only on
the condition$ lald down by Government so that the
drive to self- rellance would not in any way be affected
adversely by the nature of foreignh enterprises.

wWhile many aspects of economic policies relating
to foreign investment in India and Indian investment
abroad have been modified to achleve the above mentioned

objective, taxation of transnational income doss not



(ii)

Seem to have rocelved adequate attention, although
cesrtain types ‘of "income accru1na to for=1gn companl)s
have been gilven conce551onal treatmont. Tax problems
faced by the Indien companlas operating abroad also
require attention. The present study analyses the tax
ituation in relation to transnational income and puts
forward a set Ofrrecdmméhdations,foruchanges in the law
'which'may'be;under;aken as part of‘the rationali§§£ion
of direct tax laws which we understand is under the
active consideration of the Governmant.

The study was carried only by Shri K.N. Bala-
subramanian, Consultant at the Instituta. The Govarning
Body of the InStltute does fot take reSpon51b111ty for
any of the v1ews eXpressed by the authors in the Studles
brought out by the Institute. The reSpon81blllty for
thz views expressed relates td the Director and the
staff and more partlcularly to the outhor of the
Report.

New Delhi R.J. Chelliah
20.12,1983, Director
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I. INTRODUCTION

In Incdia, as in most developlno and newly
jacependent cotntrles,vtaXotlon pOllcy is closely
inter-linked with the economic pOllCl s of the Gove rn-
:ment Before Independence, the tax laws in India were
)rlmcrlly geared to raising revenues for running the
Government. After Indepenoence the accent has b=en ou
ralsluc resources for development in a wider sense
rathe- than on the nariow objective of raising, tax
revenue. The tax laws of the country have come to be
‘oriented towards providinj the needed incentives to
plomote savings and 1nvestments, to encourage generation
of 1nternal resources, to accelerate economic deve lopment
ano to regulate foreign trade in the best interests of
the country so as to encourage the build up of the
country's foreign exchange resources ar th2 same time
providing impetus to internal development, The
country's policy of taxing foreign nationals and non-
residents including foreiagn companies alspo reflects
this approach.

2. The first -announcement of industrial policy

(6 April, 1948) made soon - aFter ‘Independence envisaced
a mixed economy in which publlc and private enterprises
would coexist, the former hav1no a monopoly only -in
certain flelds of natlondl 1mportance like arms, atomic
power, rallways, etc.. This was followed by the
Industries (Develcpment and Reoulatlon) Act, 1951 which
introduced a pollcy of. llcen31ng inteénded to promote
indlUstrial ‘development along ' socially desirable lines.



In 1956, a new industrial policy was announced in the
ctontext of the country's d4=2cision to strive towdrds the
ostablishmehp 236 a'éocialistic pattern of socisty. The
new policy sought to accelerate ecohomic'grOW£h, deve Lop
basic industries, inCrPase”émployment oppbftunitiés and
improve the working condit ions and standard of living

of the macses. The policy also laid accent on the
reduction of the existing disparitiess in the diStribution
of income and wealth a-d on preventing'the concentration
of economic power in the hands of & few to the common
detriment. The revision of economic policy in 1970 and
again in 1973 sought to assion definite roles and areas
of operation to different categories of entrepreneurs
and to set restrictions on the monopoly business.  This
industrial policy continued till 1S77. In 1680 fresh
industrial policy broadly based on thé incustrial policy
resolution of 1956 come to be enunciated émphasising,
inter-alia,-thé'following macro-ecsnomic ob jectives:

i. optimum utilisation of the installed capacity;

ii. maximising production and achievement of
higher productivity:;

iii. hicher:employment generation;

iv. correction of regional imbalances through
a preferential development of industrially
- backward areas;

v. strenothening of the agricultural base by
according a preferential treatment to -
agro-based industries and promoting optimum
inter-sectoral relationships;

vi. faster promotion of export-oriented @nd
import-substitution industries;

vii. promoting economic federalism with an
equitable spread of investment and the
dispersal of returns amongst widely spread
over, small but growing units in rural as
well as urban areas; and



viii. consumer protection against hich prices and
‘bad ‘quaiity.

3. The Government's rolicy on foreian private invest-
ment in-India isfaimed:dt'welcoming such investment on a
selective basis in areas where that would be of advantace
to the Indian economy. Fof@ign'entﬁrprises were also
required to ccnform to the general requiraments of the
Government's Industrial bolicy} and the policy aimed at
progressive Indianisation of all foreign concerns.
Foreigners were to be encouraged to trade with India and
not trade in Incdia. Purely trading concerns were required
to change over proaressively to manufdcturlna. _Foreion
concerns were also requlr@d to operatm throuch Indlan
subridiaries and not foreign branch@s. The forelgn
holdings in such Subsidiaries were-also to be reduced to
the levels stipulated from time to time. The Foreign
Exchange Regulation Act, 1973 (FERA) and the guidelines
’1ssued under the Act from time to time were meant to
ensure thls proore581ve Shlft in the nature-and extent

of the operatlon of foreign concerns in India. An
exceptlon to the rule of procressive Indianisation has
besn made only in the case.of air and sea tranépoft and

v banking and this has been done on a reciprocal basié;
Indian concerns beinc allowed similar facilities in other
éountries. In thé case of ‘banking, an added reason for
aliowing foreign concerns to operate foraign branches
father than foreign subsidiaries is péﬁsiply”that the.
giobal assets of a foreign pénksnwouhigmovide a better
security to the Indian depositors than only the Indian
assets of a subsidiary.



-4 -

4. Indian subsidiaries of foreign companies are recgarded
as Indian companies anq not as foreign companies for the
purpose of our direct t:x luw:. In the matter of taxation
and tax concessions, they stand on a par with purely Indian
companies as the tax laws do not discriminate between one
Indian company and another‘on the basis of the country of
origin of the major shareholders. On 31.3.1982 there were
101 subsidiaries of foreign companies operating in India with
assets aggrecating to nearly Rs 2,500 crore. . Table I.l
presents the distributica of such subsidiaries according to

the country of origin of the foreign holding company.

TABLE I.1

Indian Subsidiaries of Foreian Companies:

Distribution By Quntry of Origin of
Foreign_ _Holding_ _Compapny as on 31.3.1982

(Amounts in Rs crore)

Country of Number of Paid-up raid-up, Assets
Sl. origin of Indian ‘capital of capital held of
No. foreign supsi- Indian by foreian Indian
holding diaries Subsi~- holding subsi-
company diaries company diaries
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 14.3¢° 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 lel 394.03 227.97 2479. 61
Note: Of the 101 Indian subsidiari=ss Source: Government of
of foreign companies, finan- India, Mlplstry of
cial data on 95 companies Law, Justice and
relate to the year 1981-32 Company Aff?lFS,.
while those for the remain- Indian §ub51d1ar1es
inog 6 companies relate to an of Foreian_ Compa-

earlier year. nies as on 31.3.82.



Of these 101, wholly ownged. qulan suboldlaries were only 18, 14
of them with assets of Rs 24.50 crore being sub51d1arlps -of
U‘K- companles and 4 w1th acsets of Rs- 4. crore, of UsA

ccnpanies.w The LﬂOuStry—WLb@ olstributzon of ‘the 101 sub81—
diaries of foreion companiec w2s s follows:

TABLE I.2

Ipdian Subsidiaries of Foreian_Companies;

Distribution by Indus-ry as on 31.3.1982

— (fmounts_in Rs crore)
Number  Paid-up Assets of
Sl. of capital subsidia-
No. Tndustry Subsi- of subsi- .ries
diaries diaries
(1) (2 (3) 4)
1. Agriculture and allied
activities (0) 19 31.95 179.84
Of which
a. Tea (0.30) 19 31.95 179.84
2. Mining and gquarrying (1) 1 0.14 0.36

3. Processing and manufac-
turing foodstuffs, tex- _
tiles, leather. metals 61 359.22 2269.09

and chemicals (2,3 & 4)
Of which manufacture of
a. Motor vehicle and

- .6 ( 6.

parts 3.22 3 31.67 306.99
b. Electrical machinery 3.39 LO 68.04 359.18
c. Machinery other than . g~ P

‘transport & electrical 3“49_ ? 10'72 107.42
d. Aluminium ware 3L.51 2 31.60 169.44
e. Medical & pharmaceu-

'tiCal preparations 3.80 L4 65.92 291,22
f. Washing soap and 3.82 1 29.16 239. 95

detergents

g. Rubber and rubber : :
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TABLE I.2 (Contd.)

———

(1) (2) (3) (4)
h. lron and steel (basic) 3.00 &
and non-ferrous metals 3.10 3 17.53 141.02
4. Construction and utilities (5) 1 0.01 0.04
5. Commerce (trade & finance) (6) 12 1.60 17.78
6. Transport ancd communica- (7)
tions . - - =
7. Community:and business :
service (8) 4 1.10 9.78
8. Personal and other services(9) 3 0.02 2.72
TOTAL 101 394.04  2479.61
Notes: 1. Figures in brackets in Column 2 Soﬁrce: Same as
- ‘denote Industrial Classification for
code (The Industrial Classifica- Table
tions codes allotted to the subsi- 1.1,

diary companies are on the basis of
the Revised Industrial Classification
of Joint Stock Companies appended at
the end).

2. See dlso footnote on Table I.1l.

5. As against the above, as on 31.3.1982, there were 311
foreign companiaes operating throuch branches in India. For
purposes of the direct tax laws these are regarded as foreign
companies or non-resident assessees. The present stuﬁy
concerns itself prlmarlly with the tax problems of these
comﬁgdieiiw thﬁgy Eehg%eC%@% c%es in Indla but nevertheless
become liable to income tax in India in respect of their
income which the law regards as accruing or afising'ih»india
(a discussion on this appears later in this Report). Table
I.3 presents an-'analysis of the branches of foreign companies
operatlna in Indla as oh 31.3.1982 according to the country

of 1ncorporatlon of the parent company.



U, B
TABLE I.3

Branches of Foreian Comganies in India As On

31.3.1982 Cistribution by Countrv of Incor-

poration of Parent Company

B

51, §ountry of_ Numb~r of Assets of Indian
No. ihcorporation of branch-=s branches
parent company
(1) (2) (3) (4)
(Rs
crora)
1. U.K. 129 1685.00 (112)
2. U.S.A. 62 871.64 (47)
3. Japan 19 81.98 (18)
4. France 10 76.65 (7)
5. We st Germany 7 ¢.08 (4)
6. Italy 7 1.45 (3)
7.  Canada 6 0.54 (3)
8. Bangla Desh 5 0.35 (5)
9. Pakistan 5 2.45 (3)
10.  Switzerland 5 1.96 (2)
11. Hong Kong 5 0.13 (3)
12. Swaden 5 0.05 (3)
13.  Netherland 4 74.04 (3)
14, Australia 4 0.01 (3)
15, Belgium 3 1.26 (1)
16, Yugoslavia 3 3.61 (3)
117. 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, Lzbanon 2 - -
23. U.A.E. 2 0.03 (1)
24. Panama 1 4,77 (1)
25. Kuwait 1 - -
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TAZLE I.3 (Contd.)

1y | (2) (4)
26. Liberia N -
a7 Luxumnk: > urg 1 0.10 {1)
28. Tanzania 1 -
29. iran 1 -
30. Adenl 1 -
31. Greace 1 -
32. Maiayasia g _
33. Mauritius 1 -
34. Austria 1 0.11 (1)
35. Denmark 1 (1)
36. Srilanka 1 -
37. Ethopia 1 -
38. South Korea 1 -
TOTAL 311 2815.63  (229)
Notes: 1. Figures in brackets under Source: Government of

columr. 4 Aznote ithe
nunb~r of branches tc
which th= assets ralata.

2. Out of the 229 branches
whose assecs have b=en
given, th~ assets of 119
brancues aie Ior the year
1981-82 vhereas those of
the remaininr 110 branches
rzlate vo an earlier yesar
(data for the year 1981-87Z
in respect of these branches
are not evailable).

3. Asssts of 119 branches
referred to above, armuncad
to Rs 2,690.72 crore and
those of 110 branches
amounted +o Rs 124.91 crore.

India, Ministry
of Law, Justice
and Company
Affairs
Branches of
Foreian Com-
canies in India
as _on_31.3.1982.




6.

The industrv/activity-wise classification of the above
‘branches is given in Table I.A4.

TABLE 1.8

Branches of Foreian Companiss in India as on

31,3.1982 Distribution by Indusrry/Activity

(Amounts in_ RS crore)

Sl.

Number of Agsets of

. .
No. Industry/Activity branches branches
(1) \2) (3)
1, Agriculture and allied _ »
activities (0) 42 44.11 (39)
Of which
a. Tea plantations (0.30) 41 44,11 (39)
2. Mining and gquarrying (1) 5 35.24 (4)
Of which
a. Copper mining (1.13) 1 27.01 (1)
b. Coal mining & manganese (1.00) &
ore (1.12) 3 8.23 (3)
3. Processing and manufacture (2,3 & 4) 34 .19.08 (31)
Of which
a, Aerated and mineral . -
waters & other beverages (2.42) 1 1.96 (1)
b. Jute.spinning & weaving  (12.64) 5 34.03 (5)
c.- Iron and steed (3.00) 3 2.18 (3)
d. Ship building (3.20) 1 Nil (1)
e. Motor vehicles parts (3.22) 1 Neg. (1)
£. Electrical appliances a _
other than 1amps & f£ans (3.39) 1 0.12 (1)
g. Machinery other than e ,
transport & electrical (3.40) S 17.94 (8)
h. Medicadl & pharmaceutical (3.80) 4 16.55 (4)
i. Perfume, cosmetic & other
toilet preparations (3.81) 2 1.05  (2)
j. Petroleum refineries (4.00) 2 34.33 (2)



- 10 =
TABLE I.4 (Contd.)

classifications)

(1) (2) (3)
k. Coke-ovens including (4.01) &
operatisr of coke-ovens (" Jcy 3 10.97 (3)
other than gas works -
4. Construction and utilities (5) 11 6.38 (10)
5. Commerce (trade & finance) (6) 57 2572.05 (49)
Of which
a, Wholesale trade in -
foodstuf £5 (6.00) 3 0,12 (2)
b. Wholesale trage in
commodities otner than (6.01) 29 4.24 (24)
foodstuffs
c. Retail trade in foodstuffs(6.11) 1 0.04 (1)
d. Real estate land and
estate 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, trust and (6.52) &
chit-fund (6.59) 4 0.85 (3)
6. Transport, communication
and storage (7) 36 4.56 (6)
7. Community and pusiness . ‘
cervices (8) 45 18.68 (36)
8. Personal & other services (¢) 7 2.22 (5)
S¢. Liaison/representative 74 13.31 (49)
TOTAL (of main industrial 311 2815.63(229)

Notes: 1. Industrial Classification codes are
cgiven within brackets under column
2.

2. Figures in brackets under column 4
denote the number of brackets to
which the assets relate.

3. See also footnote under Table I.1.

Source: Same as
for
Table
I.3.
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7. - Whetheras the above data based on: the compilation
made by tho Departmant of Cbmpany Affalrs show. that therew
were only 211 branches of foreign companinss in India as
on 31.3. 1982 the income tax statlstlcs show @ much hicher
flgure of assessments made on foreign companis=s as would
be seen from the followinag:

TABLE I.5
Data on Assessment of Foreicn Comp2nies
ip India
L Number of Tax demand
Financial year assessments made (Rs crore)
1978-~79 1189 64
1979-80 1201 85.5
1980-81 1241 74.3

Source: Directorate of Inspection (Research,
statistics & Public Relations), All
India Income Tax Statistics,
1978-79, 1979-80 and 19230=-81,

8. The statistics presented in the Report of
Comptroller and Auditor General project a slightly

different picture. The data reported in the Report for
1981-82 are as given in Table I.6,

9. The reasons for the variations between the different
sets of figures could be several. Firstly, while the
figures of the Despartment of Company Affairs show the
position as on 31.3.1982, the incoms tax: assessment figures
relaté to earlier years. The. -process of Indianisation
could have tended to reduce: tha‘numbﬂr of foreign companies
oPerctlno through branches. bccondly, thp lncomAft§zm
statistics are based on the>humber of assessmmnts-médefin a
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TABLE I.6

Data on Foreion Companies as Seen in _the Report
of the Comptroller and Auditor General

~Amount
(in rupe=s

N =)
umbe r crore)

I. Cases where returns had been f£il=d
for the assessment year 1981-82
and assessments completad, as on
31 March, 1982:.

1. Numbear of foreign companies 209

2. Income returned 25
3. Income assessed 28
4. Gross demand 9

5. Demand outstanding out of (:4)
as on 31 March, 1682

6. Tax paid upto 31 March, 1982
(4 - 5)

IX. Cases where returns had been filed
for the assessment year 1981-82
but assessments were pending as on
31 March, 1982.

1. Number-of foreign companies 426
2. Income returned 122

3. Gross demand, being tax due on 45
income returned

4. Demand outstanding out of (3) 1
as on 31 March, 1¢82

5. Tax paid upto 31 March, 1932 44
(3 - 4).

ITI. Cases where no returns had been
filed for the assessment year
1981-82 as on 31 March, 1982.

1. Numbar of foreign companies 401

Source: Union Government (Civil) Revenue
Receipts, Volume II - Direct Taxes
Report of the C .rolier and
Auditor General of India for the
Year 19381-82, p. 11.
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financial year and not on the numbsr of assesseess in a
given year. Thirdly, and fors importantly;“income tax
assessments are ~Ztcn nads on foréign companies which have
no branches in India, either directly or throuch an agent
in India, on their income which the law deems. to accrue in
India on account of what theglaw redards as bu31ness

- connection in India. Some of these assessments micht not
have survived an appeal Sometlmes, such . assessmenfs come
to be made in respect of some Solltary transactions. The
variation notw1thstand1ng, the figures set out above do
demonstrate, however, roughly( the dimensions of the
problem of taxation of foreian companies.; Neither in terms
of number nor in terms of revenue can they be’fegardedtas a
ma jor constltutent of the taxpayers in: Indla The complexi-
ties 1nvolved in their taxatlon, however, seem to be
dlSprOportlonitely large. From the p01nt of view of the
nation's economy, they constitute an 1mportant and sensi-
tlve‘sector and the impediments that could be created by
the tax'laws,and the attendant procedures could co counter
to the economic policies in pursuance of which they have
been allowed to function in India. It is therefore clear
thaththe taxation policy in regard to foreian companies has
to be Shaped not by purely revenue considerations but in
the broader prospective of the country s economic p¢11c1es
and development programmes. Similarly, the taxation pOlle
in regard to the foreign income of Indian companies has to
be guided more by economic considerations than by fiscal
considerations alone. The taxation of transnational income
thus assumes gredt importdnce. The'present studv is aimed
at identifying the problem4aress in the field of taxation
of transnational income and finding ways and means of mak-
ing the law and procedures more rational and less burden-
some. so as to ensure ~that the. long term ObJeCtlveS of our
economic policies are not’ defeated by the over emphasis on

the short term obJectlve of revenue COllectlon.



II. EVOLUTION OF THE C®RPORATE TAX LAW IN INDIA

a. Definition ef company

10. The corperate tax law in India ha undergone
evolutionary changes in the context of the political
chaﬁgés in India and the changes in the economic philo-
sophy of the government inipower.‘ The Indian Income- Tax
Act, 1915 defined a company in the following terms
/Section 2(717

"Company" means a company as defined in the
Indian Companies Act, 1913, or formed in pursu-
ance of am Act of Parliament or of Royal Charter
or Letters Patent, or of an Act of the legisla-~
ture of a British Possession, and includes any
foreign association carrying on business in
British India whether incorpcrated or not, which
the Governor General in Council may by general -
or special order, declare to ke a company for
the purposes of this. act;

The definition was slightly modified when the Indian
Income Tax Act, 1922 was passed ZSectlon 2(6)/ in .the
context of the seftlng up of the Central Board of Revenue.

The deflnltlon read as fcllows:

"Company" means a company as defined in the
Indian Companies Act, 1913, or formed in
pursuance of an Act of Parliament or of Royal
Charter or Letters Patent, or an Act of the
Legislature of British Possession, and includes
any foreign association carrying on business
in British India whether incorporated or not,
and whether its prlnc1pal place of business is
situated in British India or not, which the
Central Board of Revenue may, by general or
special order, declare to be a company for the
purposes of this act;
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The definition remained intact till India became indepen-
dent and & definitien of the twerm YIndian Company' was
introduced in a new clauseA(7A) in Section 2_of the Indian
Income Tax Act, 1922 by the-Iﬁdian Finence Act, 1948,
Indian Company waé defined as meanihg"a company as defined
in -the Indian Companies Act, 1913, the registered office
of which is situate in British India". Correspendingly,
the definition of the term 'company' in clause (6) was

substituted as follows:

'Company 'means:
i. any Indian company.

ii. any association, whether incorporated or
not and whether Indian or non Indian,
which is or was assessable, or was asse-
ssed as a company for the assessment for
the year endlng.on 31st day of March 1948,
or which is declared by general or special
order of the Central Boagd of Reyenue to
be a company for the purposes of this
Act;

The definition has been amended from time to time and, .as
of date, the definition of a company in Section 2(17) of
the Income Tax Act, 1961 reads as follows:

"Company" means:
‘i. any Indian company, ‘or

ii. any bo¥ corporate incorporated by or
under the laws of a country outside ’
India, or

iii. any institution, association or body
which is or was assessable or was
assessed as a company for any assessment
year under the Indian Income-tax Act,
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1922 (11 of 1922), or which is or -was
assessable or was assessed under this
Act as a company for any assessment year
commencing on or before theJlst day of

-any institution,. aSSOClatlon Ort body,
whether lncorporeted or-mnot and whether
Indian or non-Indian, which is declared
by general or special ordér of the Roard
to. be. a gompanys;  preyvideduthati such ins-
tltutlon, .associgfion or:bhody-shall be
deemed to.be- & compapy.onky for such ass-
essmentqyear or+ agsessment years (whether
‘commenc ing before the-lst” day of Aapril,
1971, or on or after that date) as may be
spec1fied in theé declaration);

‘b. Corperate-tax rates

11, Companies were subjected to a flat rate of tax on
their'entire income from the inception”of the Indian Income
TéXiAbté'léZZ. fThe income tax rate on companies remained
steble-at'lé‘pies in a rupee (9.375 per'cent) from 1922-23
to 1929-3¢. In 1930-31 the rate was stepped up to 19 pies
in a rupee (9.89 per cent). . From 1931-32 till the outbreak
of World wWAr TII (1938+39) the rate was 26 pies in & rupee

(13.54 per cent). Apart from income tax there was also a
supert ax on' companies ‘as’ in'thé cas€ of other taxable

entities. During the entire pre-war period from 1922-23
to 1938-39 the super tax rate for. companies remained
constant at 12 pies in a rupee on income exceeding
Rs.50,000 (.25 per cent) . .Thus, the total tax burden
on a dbmpaﬁy dn'the eve of the. Wworld War II was 13.54
per. Cent on 1ncome not. exceedlng Rs.50, OOO ‘and 19.79 per
Gent.on the excess. These rates were the same for all

Companles 1rrespect1ve of thelr residence or nationality.
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12, Puring the war years (1939-40 to 1945-4e) the
igcome tax ana»supér tax rates on companies were stepped
up. From 1940--41 a surcharge also came to be';éviéd. A
rebate of super tax ot th- vate of one annal/ in the rupee
on-the undlstrlbuted proflts was introduced for the first
time in 1%44- 45, the reba*e being aliowed to a company on
the total income as reduced by the amount of any dividend
.declared in the taxable territoriesg, not being a inidend
payable at-a fixed rate, in certain cases. At the ~lose
of the war, (1945-44), the total burden of income tax and
super tax on tnese two categories &f companies was 41.99
per cent in cases_where'the~rebate was admissiblé and

48 .24 per cent in other cases.

13. During the assessment years 1946-47 to 1948-49
there were changes in the rates of income tax and super

tax and in the scheme of allowance of rebates.

The Indiaaninahce Act, 1949 raised the basic
 super’tax-rate,tb-4 ahnasrin a rupee ‘and modified the
schedule of rebates. As a result, the total tax burden
for 1949-5¢

Small domcsoic 6 annas in (37 .5%)
public companies a rupee ’ '
Other domestic 7 annas in (43.75%)
companies public & a rupee

private

Public non-domestic 8 annas in (560 .00%)
companies and their a rupee °
subsidiaries’

1/ 1/16th of a rupee.
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Other non-domestic 9 annas in (56 .25%)
companies a rupee

Thus, the gap between domestic and non-domestic companies
in the matter of tax rates widened and, ' with the dawn of
'independencq, domestic corperctions came to be given a more
‘favoured treatment in the matter of rate of tax. The gap
has ever since been maintained though. its extent has varied
from time to time (Annexure A.) Table II.1 summarises the

rate differential for some selected years:
TABLE II. 1

Tax Rates on Companies in Percentages (Excluding Special

Levies Like Excess Dividend Tax and Bonus Tax, and Ignoring

Concessional Rate for Industrial Income, Dividends, Royal-

ties, Capital Gains, ‘etc.

Domestic Companies Non-domestic
' companies
Assess- Small Other Closely Widely- Closely-
ment widely- widely- held held held
Year held held
1950-51 34.375 40 ,625 40 .625 46 .875 53.125
195556 37.1875 43.4375 43,4375 52.8125 55.9375
1 [ ]

1960-61 40 45 45 63
1965-66 42.5 50 60 65
1970-71 45 55 65 70
1075-76 47 .25 57.75 68 .25 73.5

(including
surcharge 5%)

1960-31 48 .375 59.125 69.875 75 .25
(including

surcharge 7%)

198455 57.75 57 .75 68 .25 73.5
(including

surcharge 5%)

Source: Annual Finance Acts.
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A noteworty feature is that the tax rates on
companies which were substantially reduced in 196(-6l kept
rising thereafter reaching a peak in 1980-81 and 1981-82
when the rates including surcharge touched the levels of
48 .375 per cent for small widely-held companies, 59.125
per cent for-ophéﬁ widely-held compenies, and 69.875 per
cent for cloéeiy—held companies. If surtax and the sta-
tutory diséllowance of certain kinds of expenses are

taken into account the burden would be much higher.

c¢. Other teatures of corporate taxation

14. With the insertion of a provision in the Indian
Income Tax Act, 1922 in 1930 (Section 23Aa) for bringing

to tax the undistributed income of closely-held companies
in the hands of the shareholders as if the income had been
distributed, a distinction came to be made between compa-
nies in which the public were substantially interested
(commonly referred to as widely-held companies) and others
(closély—held companies). In later years, this distinction
recame material for determining the rates of tax and a few
other purposes. The <.l 'nition of a campany in which the
public are éubstantially interested which was in Section 23a
of the old Act, was also accordingly included in the
common definitions Section 2 as Clause (18) in the new Act
instead of in Séctions 104 to 109 which incorporated the
provisigns of Section 23A of the old 2ct.

15. The date fifties and early sixties witnessed
further important changes in the corporate tax structure.

The Finance aAct, 1956 omitted the provisions relating .to
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deemed distribution of dividends by a closely-held company
which had failed to distribute the statutory minimum per—
centage of ils distriputelic income 3s dividends and,
instead, introduced & pfovision for levying additional
supertax on the company itself on the undistributed kalance
thus delinking the assessment of the company from the
assessments of its shareholders. The delinking process was
carried further by the Finznce Act, 1959, which &bolished
¢rossing up of dividends thus bringing about a change over
from the imputation system to the clessical system of
taxing corpwrate inccme. The Wealth Tax was levied on
companies from the assessment yeer 1957-58 but remained
iﬂforce‘only for 3 years upto assessment year 1959-60 after
which it was &abolished. The law also experimented with
levying a higher rate of corporation tax when the company
Gistributed excess dividends cor when it issued bonus
sheres. In 1963, a super profits tax was levied on "the
excessive" profits of compenies. This was replaced by

the surtax on companies in the very next year and this

levy has continued till this day with changes in the rate
structure. From 1965-66 income tax and supertax, charged
separately till then, were merged into a single levy of
income tax. From 1.4.1975 a ceiling of 70 per cent

of the total income has keen put on the comkbined burden

of income tax and surtax on a widely-hled domestic company
whose paid-up share capital subscribed and paid for in
cash is not liess than 25 per cent of the capital computed
for surtax purposes. The Wealth Tax on Cbmpanies heas
been revived by the Finance act, 1983 with effect from
1.4.1984 but will be restricted in its application only

to certain assets of closely-held compenies.
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Treatment of inter-corporste dividends

16. The pattern orf texation of inter-corporate divi-
dends also witnessed some importent changes over the yeers.
The Finance act., 1953 insertsd a new section 56A in the
Indian Income Tax aAct, 1922 pro§iding super tax exemnption
in respect of dividends received by'a company from én
Indian Company formed after 31.3.1952 and engaged in one

of the specified priority industries listed in tbhe section

- itself. The provision was incorporated in Section 99(i) (iv)
of the Income tax Act, 1961 when that Act replaced the 1922
Act with effect from 1.4.1962. The list of industries was
transposed to the Fifth Schedule to the new aAct. In the
meanwhile, the Finmce Acts had introduced a concession

in the super tax rate in respect of‘the dividend income

of a foreign company from an Indian subsidiary regardless
of the nature of its business. Under the Finance act, 1957
the benefit was allowed to all companies,domestic or
foreign, receiving dividends from an Incdian subsidiary. The
Finance Act, 1960 extended the benefit further to divie
dends from other Indian companies (not being subsidiaries)
though at & somewhat Ilower rate. With effect from 1.4.1964
the system of super tax rate rebate in the Finance act was
given up and super tax exemption of inter—corporate
dividends was uniformly provided for all companies in
Section 99(1) (iv) of the main act itself which wes till
then restricted in its application to dividends from
companies engaged :in priority industries only. This
section was omitted when income tax and super tax were

merged from 1.4.1965 and, instead, partial relief in

ey

respect of the aggregated income tax was provided in &

- NEw pELH- Lz



new Section 854 for inter-corperate dividends restricting
the tax incidence to 25 per cent. With cffect from 1.4.1%«8
the pattern of relief was changed providing & porcentage
deduction of‘the inter-corporate dividend income of a
company in computing its total income, under Section 80M
of the Income Tex aAct. Under the provision as originally
enacted, a domestic company got a 60 per cent deduction in
respect of dividends from enother domestic comp~sny while a
foreign company was allowed an 80 per cent deduction from
dividends received from a domestic company if the company
was a closely-held company engaged .in a priority industry
end a 65 per cent reduction in other cases. From 1.4.1972
the higher rate of deduction (80 per cent) in respect of
dividends from a Jdomestic company engaged in a priority
industry received by a foreign company was abolished.

From 1.4.1976 the application of Section 80M ceme to be
restricted to domestic companies only, fo;eign companies
Feing instead subjected to a flat rate ta% on 25 per cent
on their dividend income (Section 115a), With effect from
1.4.1977 the deduction available to. domestic companies

in respect of inter-corporate dividends was raised to

100 per cent in cases where the dividends were from newly
formed Indian companies engaged in certain priority

industries listed in the Ninth Schedule.



III. TAXATION OF FOREIGN COMPANIES AND FOREIGN
INCOME OF INDIAN COMPANIES'

a. Resident and non-resident companies

17. Before Independence, the income tax law in India
made hardly any distinction between Indian companies and
foreign companies except that resident companies were
liable to tax on their world income whereas non-rvesident
companies were so liaple Only'on'their income from sources
in’ British India. A company was consideres as resident in
British India (a) if the coﬂtrol and management of its
affairs were whélly in British India in that year or (b)
if its income ar.-ing in British India in the relevant
accounting year exceeded the income arising outside British
India in that year. In the context of the then existing
Indian princely States which were outside British India,
this classification did not really amount to a classifi-
cation based on the company being Indian or non-Indian.
Further, under the 'inéome test! even a foreign company
could come tc be considered as ;resident' in cne or more
years. It was only with effect from 1.4.1958 that the
income test was given up. Till Independence, 'residence!
was determined with reference to British India only.
After Independence and the progressive integration of the
princely States and the French and Portuguese possessions,
' residence’ came to be determined first, with reference
to the 'taxable territories' and, finally, with reference
to the whole of India.
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b. Indian and non-Indian companies

18. As mentioned earlier, the term 'Indian compeny!
came to ke defined in thz Indian Income-tax &ct, 1922 for
the first time only after Independence when Section 2(73)
was inserted therein by the Indian Finance &cz, 1948. The
definition has undergone several changes and. to.-day, the
definition of ‘Indian compafty' in Section 2(26) of the

Income Tax Act, 1961 is in the following terms:

"Indian Company" means a company formed and regis-
tered under the Companies aAct, 1956 (1 of 1956)
and includes:

i. a company formed and registered under any
law relsting to companies formerly in force
in any part of Indian other than the State
of Jammu and Kashmir gnd the Union terri-
tories specified in sub-Clause (iii) of
this clause;

ia. a corporation established by or under a
Central, State or Provincial Act;

ib. any institution, association or body which
is declared by the Board to be a company
under Clause (17);

ii. in the case of the State of Jammu and
Kashmir, a company formed and registered
under any law for the tlme belng in force
in that state;

iii, in the case of any of the Union territories
of Dadra and Nagar Haveli, Goa, Damman and
Diu, and Pondicherry, a company formed and
registered under any law for the time
being in force in that Union territory.
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An Indién company was automatically regarded as '‘resident’
toe, but, a non-Indian company could also fall te e
treéted as 'resident' under certain circumstances. This
brought into the law two overlapping concepts, namely

(a) fesident and’nén-resident and (b) Indian and non-Indian.

c. Domestic and foreign companies

19. It may be noted that, the concept of what in

later years came. to be referred tc as a 'domestic dompany'
(being one which had made the prescribed arrangements for
the declaration of dividends in the.provinces in India and
for the deduction of super tax therefrdm ) was first intro-
duced by the Indian Finance Act, 1948. The term 'domestic
company' however, came to be formally defined only in the
Finance aAct, 1966, as a company which had made the presQ
cribed arrangements for the declaration and payment Within
India of dividends in accordance with the prdvisions or
Section 194 of the Income Tax Act, 1961. The definition
was incorporated in SéCtion 80B(2) of the Inéohe Tax Act
itself with effect from 1.4.1968. Simultaneously, the
term 'fcreign company’' was also defined in Section 80B (3)
as a company which is not a domest ic company as defined
in Clause(2) . This added a third category td the existing
two categories. Thus, three distinct concepts came to
exist in the Income Tax Act in relation to companies,
viz., (&) resident énd non-resident (b) Indian and non-
Indian, (c) domestic and fdreign. The categories overlap
to a large extent but are not quite indentical. Thué, a
non-Indian company can nevertheless become a domestic
company by making the prescribed arrangementé for payment
of dividend in India. 1In fadt, there have bren several
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sterling companies which hed become demostic compani%s.
Howeveri\, theif number hes been dwindling with the‘ pPro-
gressive Indienisation of f%ﬁi&ﬁ?}i&ﬂ%&?ﬁiﬁﬁkuﬁﬁgf%iﬁé&hy
a non-Indian association declared to be a compeny Af its
principel office .. in India. A foreign company can
become a resicdent if in a particuler year the control and
management of ‘ts affairs is wholly in India. Though the
tax base (whether world income or only Indian income) still
continues to be determined by the residential status of
the eompany, the appliceability of several other provisions
of the lcw depends on whether the company is Indian or

{ .
non-Indian or whether it is domestic or foreign.

d. Tax rates and procedures

20. While trecing the evoluation of the corporate tax
structure in India, it has been mentioned that it was ony
after Iﬁdependence that foreign companies came to be
subjected to a highter rate of tax than domestic corpora-
tions. Till the mid-fifties, widely-held foreign companies
were allowed the benefit of a somewhat lower rate as
against closely-held ones. This distinction has since
‘been given up but a rate differential has been introduced
with reference to the nature of the income. Thus, lower
rates of tax have been fixed for income from dividends,
royalty and technical fees, This has been done in the
context of encouraging foreign investment in India and
foreign technicél collaboration.with Indian concerns

and in recognistion of ‘the fact that if we did wish to
obtain foreign investment and participation, the rate of
tax should be kept moderate, kéeping in view the tax

situetion in competing countries. The rates were initially
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te be applied to the net income as computed under the

law after allowing various® &xpenses incurred in Indie or
outside subject to the provisions of the Zct which made
no distinction betweén res}dents and non-residents in

this regard.

21, With thé increase‘in the area ‘and extent of

foreign investment and collaboration, problemé naturally
arose in making proper income tax assessments of foreign
companies iﬁ respect of their Indien income. In the context
of the high tax rates in some developing countries including
India,multi-nafionals found it profitable to allocate a
much larger share of the head office expenses to their
branches in such countries than what commercial considera-
tions alogerould have warranted. another technigque of

tax minimisation was to be claim expenses which had no
“direct hékus with the income earned in India. Yet another
technique was to arrange the trensactions with Indian
concerns in such a way that the income was shown as accruing
or arising outéide India. In the absence of account bocks
of the foreign taxpayer, which are kept oufside India, the
Departmehtal Officers were considerakly handicapped in
verifying the claims for deductions and deéiding on

their admissibility or otherwise in computing the taxable
income of the non-<resident. With a view to beating thess

- techniques and rationalising and simplifying the assess-
ments of non-residents certain important amendments to the
'1aw‘were made during the years 1975 and 1976. Section 44C
was introduced by the Finance ict, 1976 for reguleting
claims for deduction in respect of head office expenses.

The provision has restricted the allowance to the least
of the following:



i. 5 per cent cof the adjusted total income
i.e., total income without taking into
sccrmmt unarscerkbed depreciaticn- and losses
of earlier years set off in the year and
certain incentive =llcwances like invest-
ment alowance end development rebete, If
there . is a loss in the year the avereage
adjusted totel income of the years of
profit out of the three preceeding years
has to be taken;

ii. the average head office expenditure actually
allowed in the assessment years 1974-75,
1975-7e and 1976-77; or

iii. the expenditure attributable to the Indian
business.

The section has also defined 'head office expenses'.

Section 44D, introduced by the same Finance ict, has totally
barred all deductions towards expenses (and not merely head
office expenses) in computing income from royalty or techni-
cal service fees prospec-ively. and has alsc restricted the
deduction to 20 per cent in respect of existing agreements.
Under Section 115A inserted simultaneously, the income of

a foreign company from royalty or technical service fees

has been made taxable at a flat rate of 4@ per cent., &
lower rate of 20 per cent hes been allowed only in respect
of lump-sum royalty payments for transfer of know-how out-
‘side India. The section has also laid down a flat rate

of 25 per cent for taxing dividend income. The amendments
made to sections 44D and 1154 by the Finance Act, 1983 has
extended the procedure to income from interest on foreign
currency loans which has been made taxable at the rate

of 25 per cent on the gross amount without any deductions.
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22. With the above changes in the law, the incidence
of income tax on the Indian ihcome of a foreign company

for the assessment year 1984-85 would be as fc

Dividend income 25%

Interest on foreign

currency loans 25%

Lump-sum royalty for tex to be levied on

transfer of know-how ' . gross income without

outside India 20% . any deductions - no
. surcharge '

Other royalties. 40%

Technical service :
fees 40% N

! including surcharge tax
“to be levied on the net
. , income after allowance
All-other incomes 73.5% ' of expenses but restri-
+ cting head office expen-
ses in the manner discu-
* ssed above.

e. Non-resident shipping companies

23. In regard to the assessment of the profits of
non-resident shipping cbmpénié, thé‘process‘of‘Simplifica-
tion has been carried much further by reverting to the
summary assessment proéedﬁré which was in vogue under
the 1922 Act for tramp ships. &s long back as 1923,

a provision was inserted in the Indian Tax ict, 1922
(Sections 444, 44B and 44C) to facilitate the making

of a tentative assessment on thé profits of non-resident
shipping, business deeming the income to be 1/20th
(enhanced to 1/6th in 1950) of thé'gross'amount booked
by”Way'of fare, freight, étc., at the Indién ports.



The assessment was also required to be made and tax cclle-
cted before the ship was cleared for sailing from out of
the port. This was an exception to the normal rule of
assessing the profits of a year only in the following
financial year (called the assessment year) and not in

the same year. The assessee had, however, the right to
seek a normal assessment in theassessment year in the usual
way claiming all admissible expenses, when the amounts
paid on the tentative assessments would be treated s
advance tax paid towards the regular assessment. Wher the
Income Tax Act, 1961 was enacted, a cdrresponding provi-
sion was included in Section 172. as it was found that
difficult and complicated issues arose in apbortioning the
global profits between the Indian and non-Indiar. operations
in relation to depreciation, terminal charge and various
others matfers, it was considered desirable to provide a
statutory rule for the computation of shipping profits of
non-residents. accordingly the Finance sct, 1975 inserted
a new Section 44B with effect from 1.4.1976 providing for
a summary assessment of non-resident shipping profits at
7% per cent of the earnings in India by way of freight,
carrage of passengers, mall, ¢tc., Section 172 has been
allowed to remain on the statute with corresponding modi-
fication as to the profit rate to be applied. The result
would be that the tentative assessment made under Section
172 in the income year would practically get eguated with

the normal assessment to be mede in the assessment year.

f. 0il prospecting, etc;

24, Another provision which reflects the Government's
anxiety to simplify the income tax assessments of foreign

companies participating in the economic developmént of
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India is Section 293A insértee by the Finance ict, 1951
"which enables the{Cenfral‘Goﬁernment to make an exemption,
teduction in rate or otner mOdlflC ation in respect of
income tax in favour of persons w1th whom the Centrel
Government enters into agreements for association or
' perticipation.in anyibuéiness of prospecting for or
extraction or production of mlner =1 0ils or neatural ges.
The prov151on,assumes 1mportance in the context of the
extension of the 'Exclusive Economic zone of India' to
200 nautical miles from the base line by the Territorial
Waters, Coﬁtinéntél Shelf, Exclusive Economic Zbébne and
Other Maritime’ Zones aAct, 1976, which would make the
income of the foreign companies participating in off-

share drilling liable to Indian income tax.

g. Situs of accrual of income

25. One of the moct controversial aspects of the
assessment of non-residents in Indla is the determination
of the 51tus of the accrual of 1ncome as, unlike in the
case of residents, the 1ncome whlch accrues or arises out-—
side India is not taxable 1n thelr case. Wlth the high
rates of tax prevailing in India, there is every tempta-
tion to shlft the situs ofvaccrual of income outside
India. This has been sought to be countered ty deeming
'Certein‘kinds_of income arising to non-residents to -accrue
in India. Thﬁs, Sect.ion 42 of the Indian Income Tax ict,
1922 prov1ded for the deeming as accruing in British India
of all 1ncome,_proflts, or gains accruing cr arlslng to

a non-re31dent whether directly or indirectly or from any
bus1ness connectlon 1n British India or through or from

any property Ain British India or through or from ‘any



mOney.lent-at interest ané& brought into British Indie in
cash or in kind. The provision was primarily enacted in
the context 07F couilcdifiing vua cvordance by Indian business-
man seeking to shift tne situs of -accrual of their income
to the then existing native Stetes tou which the Indian
Income Tax Act did not extend.: The substance of this
provision was incorporated in Saction 9 of the Income Tax
Cct, 1961 when that Act was enacted. in importent feature
of the provision wes that, though all income raccruing or
arising whether directly or indirectly through or from any
business connection in India was deemed to accrue in India,
the law also provided thet, in.the case of a business of
which all the operations are not carried out in India,ithe
income to be deemed to accrue in Ind.a shall be only such
part of the income as would be reasonably attributakle to
the operations carried out in India. The law also provided
an excepfion that in the case oi a non-resident no income
shall be deemed to accrue or arise to him through or from
operations which are confined to the purchase of goods in

India for the purpose of export.

26. In the context of the several amendments made with
effect from 1.4.1976 for rationalising and simplifying the
assessment of non-recil..ts, GSection 9 of the Income Tax
Act was also amended to provide a more certain and clear—cut
source rule for certain kinds of incocme arising to non-
~residents. It was felt that the absence ‘0of a clear-cut rule
sometimes created uncertainly &about the charceability of
certain types of incomes in the cese of‘non—résidents.

The amendment has accordingly provided the nécessé&ry source
rules for income by way of interest, royalty and fees for

technical services. The terms royalty aﬁd-mfeesefor
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technical services" have also been appropriately defined.
Under the provision, interest payable by the Government is
‘deemed to accrue or arise in India. Interest pesd Ly a
person resident in Indiz i5 olso deemed to eccrue or arise
in India, except in c ases where the intérest is psyalle

in respect of any debt incurred, cr mcneys korrowed and
used, for the purposes of a bu81ncss or FrOfﬁsblﬁn carried
on by such person outside India or for the purposes of
making or earnlng any income from any source out31\e lnd
Interest payable by a non-re51dent 1s, however, deemed to
‘accrue or arise in India only 1n céses where the interest
is peayable in respect of any debt 1ncurred or moneys borr-
owed and used for the purposes of bu51ness or profession
carried on by the non-resident in India or for the purposes
of making or earning any income from a source in India.
Income by way of royalty payable by the Government is
deemed to accrue or arise in India. Royalty payable by

a perscn who is resident in India is also deemed to accrue
or arise in India, except in‘cases where the royalty is
payéable for the transfer of'Eny'right or the use of any
property or information or for utilising the services of
the recipient for the rurposces ¢f a business or profession
carried on outside India or for the purposes of meaking

or earning any income from a source outside India.
Royalty_payablenby a non-resident is deemed to accrue

or arise in India only in'ceses where the royalty is
payable in respect of any right, property or 1nformctlon
used or services utlllsed for the purposes of a business
or profession carried on by the non~re51dent in India or
for the purposes of making or earning eny income from sny
source in India. S8imilerly, income by way of fees for

technical services is deemed to accrue or arise in India
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if they are paid by the Government. Such fees paxﬁble by

a person who 1is resident in India are also deemed to accrue
or arise in India, except in cases where the fees are
payable in respect of technicel services utilised in a
rusiness or profession carried cn by the person cutside
India or for the purposes of making or earning any income
from a source outside India. Fees for technicel services
payable by;a ncn~resident are, however, deemed to accrue

or arise in India only in ceses where the fees are payable
in respé&ct of services utilised in a business or prcfession
carried on kty the non- resident in Indie or where such
services are utilised for the purposes of making or eearning

income frcm a socurce in India.

27 . The Finance &ct, 1983 has mede a further amendment
to Section 9 of the Income Tax /ict prceviding that, in the
case of a non-resident, being a person engaged in the
business of running & news agency or of publishing news-
papers, magazines, or jcurnals, no income shall be deemed
to accrue or arise in India to him through cr from acti-
vities which are confined tc the ccllecticn of news and

views in India for transmissicn cut cf India.

h.  Tex incentives and exempticns

28. To complete the picture regarding the taxation.

of transnational income'of ccmpanies in India, a reference
will have to be made to the reliefs end exempticns availa-
ble .in respect of such income. Generally spéaking; the
income tax law in India dces not make any distinctiocn
between domestic end fcreign taxpayers in the matter cf

the rules for computaticn of taxable income‘except in
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regard to special categories of business, like shipping,

cil prospecting, etc.-

Many <f the tax ccncessicns are

alsc available uniformly to all but scme cf them have beer

restricted to resident v:rscns and demestic ccrpcraticns

only in the ccntext of the pclicy cf progressive Indieni-

sation c¢f industries and the accent con self-relianc:s:. The

following ere the mcre important deducticons (exempticns)

which are allcwable cnly in the case cf Indian ur Zdomestic

ccmpanies cr resident non-ccrpcrate assessees.

. Section

Secticn

Secticn

Secticn

Secticn

Secticn

Section

Secticn

35B

35D

35E

COHHB

80HHC

80UMM

800

Export market development allowance
(since with drawn)

imortisation of certain preli-
mirmry expenses

Deducticn fcr expenditure ¢n

‘prospecting, etc., for certain

minerals.

Deducticn in respect cf prcfits
and gains from projects cutside
India

Deduction in respect of export
turnover

Deauction in the¢ case cf an Indian
company in respect cf royalties,
etc., received from any ccncern in
India (with drawn frcom *.4.1984)

Deducticon in respect of dividends
received frcm certain fcreign
companies

Leduction in respect ©f royalties
etc., from certain foreign enter-
prises.
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Most cf the abcve incentives intended exclusively fcr
domestic ccmpanies cr resident taxpayers, relate tc their

foreign incocme eernea by tiie export ot gecds, tethnclegy

cr services.

29. Tax liability scme times arises when assets are
transferred, eifhe: by way ¢f a tex on capital geins or hy
way ¢f withdrawal cf a relief already granted° There are
prcvisicns which grant exempticn from such tax buc, usually,
the benefit is available cnly in cases when the transferee
company is an Indian company. This restricticn is cbvicusly
meant to ensure thét scarce capital goods are nct experted

cut of India.

30. There are nct many tax conCessicns which arz exclu-
sively meant fcr féreign ccmpanies earning inccome in India.,
Section 115A of the Inccme Tax Act prescribes lcwer tax
rates fcr the inccme earned by a fcreign ccmpany frcm
dividends, interest, rcyalty, and technical fees and the
provisicn is intended tc provide relief from the high rate
cf 70 per cent plus surcharge and to bring’abcut procedural
simplification. Secticn 10(6a4) exempting foureign companies
from tax cn tax in respect of tax-free royalties'br fees
for technical services payebie by the Gcvernment or an
Indian ccncern is mainly'intended to relieve the burden

cn the Indian parties tc the agreement whé undertake to
reimburse the fcreign company the Indian taxes payable by
them cn their inccme by way cf rcyalty or fees fcr techni-
cal services. The exempticns in respect cf interest cn
foreign currency loans provided under Section 10(15) (iv)
has to be read in the context cf fhe prcvisicns in Section 9
(1) (v) which deem such income as arising in India. The

exemption provides some mitigationAto the deeming rule,
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i. Tax treaties

31, The o/érail -.c.JelLic _o tav con the transraticnal
income of a company in ite homz coantry and the hest country
is to some extent modulated Ly a L:v Sy aty between the

hcme country and the host‘ibuntry cr, in the absence cf such
a treaty, by provisions for ¢rant o unilateral relief by
the home country. Section 90 of the Inccme Tax ACt 1951
empowers the Govermment of India te¢ enter intc an agreement
with the Government of eny ccunt:rv cuvteide India fcr the

following purposes:

i, for granting relie” in respect c¢f the
income on which tar is paid both in India
and in that foreign ccuntry; or

ii., for avcidente cf dcubble taxation of inccme
under the Indian tax Jlaw and the correspon-
ding law in that country; or

iii, fcr the exchance cf infcrmation for the
prevention of evasicn and avcidance cf
ingcme tax. chargeable under the Indian
Income-tax J/ct or under the ccrresponding
law in force in that country, or investi--
geticn of cases of such evasion cr avcecidance

e

iv. for the recrvery of income-tax under the
Ind.an Inccme Tax 4ct and under the ccrres-—
ponding law in fcrce in that country.

The Companies (Profits) Surtax 2Act, Wealth Tax ZAct and
Gift Tax act alsc contain similar prcvicions enabling the
Central Gevernment to enter intc agreements with fcreign
countries for the avoidance cf double taxaticn with respect
to taxes levied under thése acts, . In pursuance cf the

pcwer ccnferred by these provisions, the Governmeht of



India nhave entered intce tax treatics with as many as 29
ccuntries.i/ Mcst ¢f these are comprehensive while scme
are limited tc incume from shipping end/cr cperaticn cf
air crafts cnly. & list ©Z countries with which agreements
exist 1is given in annexure BE. The egrecment with Pakistan

was cperative uvto assessment year 1571-72 only.

32, In general, the tax treatics aim at conferring tex
jurisdicticn tc¢ the scurce ccuntry as against the hcme
ccuntry. In the case ¢f businesses, the situs of the
cperations thr@ugp a permanent estaklishment is determina-
tive cf the situs ¢f the scurce. The prcfits attributeble
tc the permanent estakblishment are usuelly those which might
be expected tc be made if it were a distinct arnd separate
‘enterprise engaged in the same c¢r similar activities under
- the same cr similar cenditicns and dealing whclly indepen-
dently cf the enterprise cf which it is a perméenent esta-
blishment. No profits are usually tc be attributed tc mere
purchase cperaticns, especially those meant for expoert.

In regard fc inccme from the tperaticn ¢f air craft ¢r ships,
tﬁe general practice is tc confer enclusive jurisdicticn
tc the h&me ccuntry to tax the profits of internaticnel
traffic. Special prcvisicns are usually made in regard

tc inccme from dividends, interest, rcyalties, technical
fees, etc., and inccme of students, prcfesscrs, artists,
athletes and the like. Certain general provisicons relating
to the eliminetion ¢f dcuble texaticn are alsc usually
included. In regard to rcyalties and technical fees,

scme cf the agreements confer enclusive tax jurisdicticn

cn the scurce coun%ry while others permit bcth the ccuntries

1/ Government c¢f India Central Bcard cf Direct Taxes,
Ministry of Finance, India's Tex Joreements (1983),
New Delhi.
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t¢ tax the income but a ceiling is prescribed in certeain

cases on the tax leviable by the scurce ccuntry.

33. In the case ¢f ccuntries with which India has

not as~yet"entéred int6 any tax ireaty, Sectign‘9l cf the
Ipccme;Tax;ﬁbt;'iQGi“ﬁrbvides uhilat&ralurgliéf to resi-
denﬁs.inglndia égaiﬁst{dguble”taxaticn at the lcwer of the
rates applicable tc the double taxed inccme in India end

in the foreign country.



IV. TAX TREATMENT OF NON-RESIDENT
CORPORATIONS IN OTHER
CDUNTRIESL/

34.. Fiscal planr~: s I India often draw inspiration
from the tax laws of oth2r cnuntries, both developad and
deéeloping, in an att=mpt to tackle various economic ard
developmental problems for which parallels micht have
existed elsewhere. In deciding on tﬁe_policy of taxing
foreign companies, it is not merely useful but very
necessary to keep in mind the position in gther countries
as, bothftacticﬁﬁly and from the point of view of equity,
Some sort of reciprocity and parity are required in this
regard. A brief survey‘of the pattern of taxation of
non-resident companies in different countrie: would also
be helpful in ideritifying some of the anomaliess and
inconsistencies in our law and in bringing our fiécal
policies in proper alignm=nt with our economic policies.
Some salient features of the tax treatment of domestic
and foreign corporations in some selected countries in
Asia, Africa, Europe and the North American continents
ara given in the following paragraphs.

1/ Sources of information

a. Guides to European Taxation - The Taxation of
Companies in Burope - Supplements upto October,
1982.

b. Income Taxes outside the U.K. - HMSO,

c. Income Taxes Worldwide - Commerce Clearing
House Income.

d. Tax News Services - International Bureau of
Fiscal Documentation.

2. Taxation and multinational enterprise - John
F Chown - Longman.

f. Introduction to U3 International Taxation by
Paul -R. Me Daniel and Hugh J. Ault.

g. Information supplied by individual companies
covered by the Study.



Tax Treatments of Foreian Companies in Selecgtegd
Countries

Australia

35. A resident company-is defined as one incorporated
in Australia or one which carries on business in Australia
and has its Central management and control there or its
voting power is controlled by residents. Residen- aad
non-resident public companies are taxed on their entire
income at 47.5 per cent and private companies, whether
resident or non-resident, -are taxed at 45 per cent.

It is usual for the head office charges to b2 pui
through the branch's books and Australianfcxdhange cdntrol
regulations'require the clearing of current accounts on 2
regular basis. Indirect expenses are usually allocated in
the ratio of branch income to world income or to bverseas
income. The evidence furnished by the taxpayer is usually
accepted in the first instance. The Australian leQisla_
tion contains provisions which‘émpower‘the‘tax autbo:itiés
to adjust the taxable income of a foreign-controlled"
Australian business where the business produces either no
taxable income or less taxable income than expected.
Belgi um
36. Belgian companies are subject to tax at a basic
rate of 45 per cent levied on their worldlwidé income
subject to lower rates on small income corporations and
capital gains.- The imputation syStem iS'followed.
wWhere a Belgian company pays dividends to amnOn;feSident
shareholder, the 20 per cent withholding tax is a final
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tax but may be allowed as a credit in the country of
residence of the recipient. Where a Belgian company
receives a dividend from another Belgian company, there

is no refund of the withholding tax and 90 p»r cent of

the receipt is exempt ~-zm tax. Non-resident corpora-
tions are taxed on their Belgium source income at 50 per
cent which is higher than the rate for resident companies,
There is a lower rate of 22.5 per cent on capital gains

and a hicher rate of 67.5 per cent on disguised commission.
The tax rate may be altered by treaty regulations.

Companies which do not have their registered
office, main establishment or plaée of management in
Belgium are subject to non-resident income tax. Payment
of the head office charge is not required but it should
be put through branch books. Indirect expenses are
allocated in the ratio of branch income to world income
or branch expenses to total expenses, or branch staff to
total staff or branch fqotings to total footings. Support-
ing evidence of indirect expenses is not generally required

and a head office certificate is usually regarded as

suf ficient.
Canada
37. All resident corporations pay federal tax on

world-wide income at a general rate of 46 per cent.
Branches of foreign corporations pay tax at the same
rate on their Canadian income. A surtax of 2} per cent
of the federal tax is also payable. A branch of a
foreignh company suf fers in addition a 25 per cent tax
oh its after-tax profits minus an investment allowance.
The effective rate on a branch may rance between 60.85
per cent and 65.35 per cent depending on the province.



In Canagds, the law does not p~ mit- foreign banks to
operate throuah branchAS Only»locaLly 1ncorp0ratoo
subsidiariss are allow ad,

Denmark
38. Companies are classifizd as rasidents, decided

by place of incorporation, and non-residents. While
resident companiss are taxed at 40.7 p=r cent on their
world income, non-resident companies are also taxad at
the same rate on their Danish source income. In the

case of the former, dom=stic dividends are exeméted under
certain circumstances while in the case of the latter,
dividends from Danish sourcss are taxed at a lower rate
of 30 per cent.

It is usual but not =ssential for head office
charges to be put through the branch's bodks and for a
remittance to be made. Indirec¢t expenses are aliocath
on a 'reasonable' basiskbut-consistency“is expected.
Auditors' opinions are usually not re~uired. The tax
authority usuallyaccepts the information furnished except
in unusual circumstances when independen£JVerificatioh
would be sought. It is a ceneral principle of the Danish
law that branches controlled from overseas will be de=zmed
to earn such proflts as might-:reasonably have been
expected to be made had it dealt with the parent office
at arm's length. Charges designed to reduce the profits
artificially would be disallowad.

France

39. ranchAS of forelgn companies are taxed .in the
same way and at the same rate as resident companies. The
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rate of corporation: tax on legal entities is 50 per cent.
Dividends are entitled to a tax credit. Forsign corpora-
tions are subject to corporate income tax if they conduct
business in France on the French source profits earned by
them. A French recistered subsidiary is always conside-

red to be a r=sident. |

Payment of h2ad office expens2s is not nzcessary.
Book entriss are usually expected to be made but ar» not
recarded as a legal requirement. - Indirect expanses are
uswlly allocatad in the ratio of balance shest foofings
or in the ratio of branch incom= to overseas income. As
evidence of expenses, office invoices are usually regarded
as adequate.’ Supporting vouchers are not nusually
requested from the head office.

CSermany

40. German companises ar~ subj=ct to the split rate
system of corporation tax. Rmasident companies (i.e.,
those which have sither seat or place of managament in
Germany) are taxed on their world-wide income at 56 per
cent on their undistributed profits and 36 per cent on
their distributed profits. R=sident sharehoiders get
imputed credit. DNun-resident companies are taxed on their
German source income at 50 per cent on business. profits

and lower rates on dividends from resident companies.

Actual payment of head office charges is not
insisted on for getting a deduction from branch profits.
Indirect expenses are allocated in the proportion of
branch footings to total footings, branch salaries to
total salaries, etc. Audited head office accounts are
not insisted on. For direct expenses, internal

documentation is acceptable.
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Hong Kong

41, Profits tax is charoed oh the assessable profits
at a standard rate, which in the case of companies was

17 per'cent'for ths year 1976-717. No distinction is made
petween domestic and foreioh compahiés.‘ Thé term
'Corporation’ 1is defihod:és a company incorporated or
'reglstered under any enactmont or charter in force in
Hong Konga or. plsewhcre but excluﬂlno a co-op=rative
Soc1ety or a trade union.

wWhere the true assessable profits of @ non-resident
from a trade, bu81ness or prof9551on carried on in Hong
Kona cannot be readlly ascertained, they may be computed
on a fair percentace of the turnovar in Hona Kona. This
is also done where the ‘accounts of a non-rasisent do not
disclose the trhe‘profits of a Hong Kong permanent
establishment.

ndonesia

42, Branches of foreign companies are subject to the
normal corporation tax rages on their Indonesian income.
Their after-tax prOflt is reoarded as dividend and

sub jected to a withholding tax. Trading proflts are
generally taxed at 45 per cent above RP SOM " There is
an excess prOflt tax upto 60 per cent of prOfltS in
excess of 15 per cenit rate of.raturn. \Oll 1ndustry and
mihing companies enjoy a rate concession.

43, A company whose head office or principal place of
business outside Japan is a foreign company. A Japanese
branch of a foreign company is taxed on its Japanese
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1ncome in th% .8ame mann=sr and at the same rate as a,
domestlc corporation but the reduced rate for distributed
prof it does not apply. A domestic corporation is liable
to corporation tax at 42 per cent, -enterprise tax at 13.2
per cent andglnhabltants tax ranclnc from 6 to 14 per cent
of the corporatlon tax. Dlstrlbuted prOfltS are taxed at
a lower rate. anterprlse and inhabitants tax are lower
for small undertaklngs and also vary according to location.
Dividends from domestic corporations are excluded from.
taxable ifhcome but 25 per cent of the excess of dividends
received over dividends paid is included.

As regards head office charees, it is not necessary
either to make payment or make entries in the branch books.
Indirect expenses are usually allocated in the proportion
ofhgrcss income or gross expensesS. The tax authority:
usually accepts the information supplied by the head
office and no attempt is made to refuse a deduction merely
on the grourkd of low profitability if the expenses are
otherwise.reasonable.

Kenya

44, A body of persons is treatead as resident. in Kenya
if (a) the managament and control of its business are
exercised there, or (b) it has b=2n de=med to be a resident
in Kenya by a notlce in the Gazette or (c) it is a -company
1ncorporated under the law of Kenya The rules of compu-
tation of taxab le 1ncome_are the same for branches of
foreign companies and domestic corporations except that no
deduction is allowed to a branch of a foreign companymin
respect of interest, management fees, etc., paid to the
parent company. Foralgn income is not taxable. There
are spec1al prov151ons for ship owners, charterers and
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air transport operations. Branch~s of foreign companies
suffer tax at 52.5 per cent as aeainst 45 per cent for
domestic corporations (2715“p9r‘ceh£‘for mininc op~rations
for tha first 4 years of profit). |

Korea:

45. Corporation tax is charged upon the incom= from
all sources of & company having its head or main office
in Korea (domestic company) and upon income accruing £rom
Korean sources only where the company has its head or
main office ourside Korea (foreign company). Public
(listed) companies and non-profit companies are charged
to corporation"tax at 20 pe=r cent on the first W.
50,00,000 of taxable income and at 27 per cent on the
excess. Other companies (including'fbreign compani=s)
are chargec at progressive rates ranging from 20 per cent
upto income of W. 30,00,000, increasihg to 40 per cent in
respect of income over W. 50,00,000.

Malaysia

46. A company is treated as a resident in Malaysia
for the basis year for a y@af of assessment if, at any
time .in that basis year, the management and control are
exercised there or, whare a business is not carried on,
if the management and control of its affairs are exsrcised
in Malaysia. Companies, whether rasident or non-resident,

are charged to income tax at 40 per cent.

No payment of the head office charge n=ed be
made. It is sufficient if th2y are pass=d through branch
books. Indirect expenses are usually allocated in ‘the

ratio of branch incom= to world income or to overseas
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income. The tax &uthority does not seak to relat> the
quantum of th: charae to branch profitability whare an
aucit certificate is available., Queries are raised only

when the charge is disproportionate to the branch income.
pakistan

47. A company is r=agardad as r-sident .in Pakistan in
any y=ar if, in that year, the contrsl and managcem=nt of
its affairs are wholly situat~d there or if it has its
registared office there and is either registered under
the Companies Act, 1913 or formed under a Central Act.
Resident companies and non-resident branchzs pay tax at
the same rate, viz., income tax at the rate of 30 per
cent and supartax rebates arz allow~d to companias formed
and reagistered in pPakistan. DlVldPndS from a registerad
company are taxed at the rat@45 per cent if receivesd by
a public company at the rate of 15 par c=nt if received
by a non-resident company and at the rafe of 20 par cent
in the cases of othear companies.

Head office expense claims are restricted.

Interest paid to head ofrice is not allowed.

Singapore

48. A company is treated as a residasnt in Singapore
if the control and management of its business are
exercised there. All companies, whether rasident or
non-resident are charged to tax at a uniform rate of

40 per cent.
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Lt is not mecessary tn make an actual payment of
head office charges but the charges should be recorded
in the brahch'books. Indirzct éXpenseseare allocated on
a reasonable basis.

sci_lapka

49, A company is deemed to be r=sident in Sri Lanka
if its reglsterpd or pr1nc1pal office is in Sri Lanka or
if the control and managemant of its busSiness 1s exercised
in Stri Lanka. Non-resident companies pay tax at the rate
of -55. per cent on th=ir taxable income. Domestic
companies are taxed-at lower rates - small companies at
slice‘:ates rising to a maximum of 50 per cent, companies
qpotéd;by'Colombo~broke:sf association at the rates of

40 per cent and other resident cthanies‘at the rate of
50 per cent. For the year 1981-82 a 5 to lO"per;ceqt )
Surcharge has also been imposad.. Dividénds are subj2ct
to Zoqper cent‘taxfdéduction.at source, and are not -
-taxable in . the hahds,of corporate tax holders.

Switzerland
50. Branches of foreign companies are, in effect,

not treated differenfly,from‘legal entities establishad
in Switserland.

A payment of the head office charge is not
necessary, a book entry must however, be . made. Indirect
expenses are usually allocated on income basis or in the
proportlon of exPenses or in the ratio;of branch footings
to total: fontlngs., Generally, the branch must establish
that certain managemant functlons ‘are assumed by the
head office for the benefit of the branch.
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UAE Countries
51. In Abu Dhabi and Dubai,” locally incorporated

‘companies are not subject to income tax whnrQaS foraign
controlleo branches pay.a 20 per cont tax.r In Oman,
foreign branch@s and foreign companles thhout lacal
participation suffer tax at the rate of 50 per cent.
The rate of tax: is reducad to 20 per céﬁt where Oman
nNationals own at least 35 per c=2nt but less that 51 per
cent of the capital and tn 15 per cent whe re’ thay own
51 per cent-or more of the share capfral The pOSition
in catar in similar but where a locally inpcorporatad
company is owned at least. to the extent of 51 per cCent
by locals no tax is payable. - Foreign banks pay tax at
various slab rates risinéhupto a maximhm of 50 per cent.

United Kingdom

52. As from 1.4.1973 companies”pay tax at the rate of
50 per cent on'théif profits wheth=r distributed or not.
Where prbfitékare distributed, they are treated as if
they had borne persnonal tax at the basic rate of 30 per
cent. A U.K. Branch of an overseas corporation is
subject to corporation tax at 52 per cent on inCome from
or earned in the U. Ke. A proportion (at present 15/26)
of Capltal gains 1s also chargeable ‘to corporation tax.

Apart from the statutory authority contained in
the double tax treéties,:there is no specific legislation
covering;the deductibility of head office expenses. There
is no requlrament to make a phySlCal book entry Supporting
the charges, nor is there any requlroment that tha2 amount
should be paid to the head office. Indir=ct expensas are
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allocated on a reasonable basis adopting the criteria of
branch income, ratio of exp:=nsSes, ratio of -staff strength,
etc.

U.S.A.

53. United States companiss ars formally subjsct to

& tax of'22 p=r cent on their incom& plus a surtax of
26“p°rﬁcant on incom~ excess of $ 25,700 (working out to
practlcally 48 per cant in the case of big companies).

In some years, there have be=n surcharo@s ~n the tax
liablllty at ratms upto 10 per cent making an effective
‘tax rate of 52.8_per cent. There is no withholding or
prepayment ofntak on diVidends.paid to residents. There
is'a withholding tax of 30 per cent (reduced under certain
double tax agréements) on dividends paid to non-residents.
On general principles, United States companies ars sub ject
to tax on their world wide income. Crecit is given to
foreign tax paid on. the same income subject to @ maximum
equal to the U.S. tax payable on the same income. Foreign
corporatiohé are generaily_taxed at regular corporate tax
rare. If a foreion corporation is not engaged in a U.S.

per cent is imposgd on 1ts gross income.

As” reoards head Office charges; HS'in‘U K. it 15
not npcessary to Hpblt the charges in. thp accounts of the
U+S. branch nor is it hecessary to make a physical
rembursement. There are no hard and fast rules or formula
for calculating the allocation of hz2ad office chargés; the
IRS appears to adopt a 'reasonable' approach based on
comparisons of unit activity, gross sales or receipts,

costs, profit contribution, etc.
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ZLambia

54. A person other thaen an individual is resident

in Zambia for any charce y=ar if the control and manage-
ment of the persons' business or affairs are exercis~d
in Zambia for that year. A branch of a foroiqn corpora-
tion is subj2ctad to corporation tax in the same manner
and at the samé rate as residant corporations. Forzign
dividends and interest are normally excluded from assess-
ment. A Zamkian compdny is taxed on forelon source
income as well. Dividends from other Zam.. 1an companlos
are exempt. For the year 1981-82, the chporatlon tax
rate was 45 per cent (25 per cent on farm income). There
is a tax on undistributed profits of domestic corporations
af ter alloWing for reasonable retentions. A 35 per cent
tax is levied on profits retained for more than 9 months
after the close of the accounting year.

55. The position that emerges is that most of the
countriss treat domestic and forsian corporations alike
in the matter of rate of tax. India, levylno a much
higher tax on foreign companies is aMono the £ ow
exceptions. Even amonga the exceptions the rates ‘of tax
applicable to foreign companies in other countries,
seems to be appreciably lower than the:tax rates
applicable in India.



V. SOME PROBLEMS AND POSSIBLE REMEDIES

a. Need fcr reform

56. .s menticned at the cutset, purely revenue
consideraticns need nct be given much weight while deciding
on the taxaticn pclicy in releticn tc fcreign ccmpanies
cperating in India. Their cperaticn in India is strictly
regulated by the Government. If the Gevernment se Wants,
their operations can be further restricted cr regulated

- ¢r they can be allcwed tc fcld up and leavel/. It is
unnecesséry tc use income tax as an instrument for achieving
ccntrcl over their activities in India. In fact, trying

tc achieve indirectly through the tex laws what can be
dcne directly may turn cut to be ccunter-prcductive and
defeat thcse very eccncmic cbjectives for helping tc
achieve whic¢ch the foreign companies have been allcwed to
cperate in selected areas. In contemplating any reform

tc the scheme c¢f taxaticn cf foreign ccmpanies, it is
therefcre necessary tc steer clear of any exaggerated
noticns of revenue loss.

57. A newly independent country like India aiming at
fast eccncmic develcpment and self-reliance has necessari-
ly to pass thrcugh varicus phases in its attitude fc
foreign EBVestment. Prakash Tandong/ refers to these as

phases of dependence, ipdependence and interdependence,

1/ The Hcn'ble Finance Minister stated in the Lok Sabha
©on 2.12.1983 that 14 foreign ccmpanies which were
required to dilute their non-regident interest tc
40 per cent under the FERA have cpted to wind up
their operaticns in the ccuntry fcr their cwn cor-
porate reasons.

2/ Tandon P. (1982) Transnaticnalisaticn cf the Banking
Activities and Financial Markets in Develcping Ccunt-—

ries - India - Supplementary memcrandum to Main
Repcrt OECD.




-54 -

In the first phase, the develcping country 1is whclly cr
largely dependent for its inputs cf manufactures, science
and technclcgy, banking, insurance and cinsultancy servi-
ces, upon the metrcprlltan pewer that doeminated it in the
19th century, dlrectly er 1nd1rectly. It has a weak cr
nc ;ndustrlal structure and its fcreign exchenge needs
are limited and mét by expcrts cf raw materials. In the
second phase, as its cwn technclogy end services develcp
follcwing upcn its post-war independence, it is commenly
the experieﬁCe that in crder tc add value tc its raw
materials and tc prctect its nascent industries, it asserts
its independence and creates certain barriers, and exer-
cises a degree cf selectivity in its chcices cf inputs
frcm abroad. In this it is also impelled by the coummon
experience cf a shcecrtage cf fcreign exchange, when the
impcrt needs are higher than the expcrt capability, and
the country is forced intc a pclicy cf impcrt centrols
and substitution and a contrel cver its directicns of
trade. In the third phase, it has gained perhaps enéugh
strength tc begin tc appreciate the benefits cf mutuality
and interdependence, and the earlier insistence cn self-
sufficiency gives place tc self;reliance, in buying such
advice, sefvices and technclcgy ebrcad as- is ahead cf

its own, while developing>its cwn capacity tc build upen
the impcrted technclcgy. This is a state cof interdependence,
where it bcth receives and gives. éy ncw it has also
develcped an expcrt capability, which in itself creates
the cumpulsion tc attract investment and technplogy mcre
liberally. India has passed the seccund phase and lS
moving intc the third phase. This is evident frcm the

changed attitudes to foreign investment and-fcreign
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technoclcgy. In recent times, the FERA rules regulating
foreign investment in India hcve been substantially liber-
alised. The same liberal attitude is visible in the pcllcY
relating to 1mpcrt ¢f technclcgy and scphisticated plant

and machinery. There is increasing realisaticn that, for
imprcving internal'e%ficiencY and external ccmpetitiveness
India must update itg technclcgy and attract foreign invest-
ment and know-how wherever it wculd help its eccncemy. Indiats
pclicies in regard tc foreign investment and technclcgy is

no lcnger merely defensive. A&As cbserved by Prakash Tandon:

"This new phase ¢f interdependence alsc ccincided
with the beginning cf e process cof transnaticnali-
sation cf India's cwn firms and banks, whc, alcng
with skilled labour and prcfessicnal talent, began
activity spreading abrcad, thus making transnaticn-
alisation of trade, investment and banking part of

a two-way process. Foreign investment and banks are
made tc feel increasingly acceptable in India as
Indian firms and banks were being accepted abrcad -
a true state of interdependence.

India now invites technclcgy mcre adveanced than
its cwn; and Indie exports technclcgy, scmetimes
less develcped but mocre appropriate tc some deve-
lcping countries' needs. In scme cases India neas
a unique experience tc offer, as an example, 1in
develcpment banking for small enterprises end
farmers, an experience that banks cf developed
countries woeculd nct possess.

India's grcwing integraticon with foreign indus-
try, investment and banking is thus part cf txis
new prccess cf integraticn 'with bcoth the developed
and the develcping wcrld, related in the cutward
flows to its cwn capabllltles, and in the inwerd
flcws by what it perceives as its needs. The
process cfccurse alsc crestes a growing compulsicr
¢f granting reciprccity to cother ccuntries, where
Indian firms and banks have settled"l/

!'/ Ibid'lr p.53.
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s5e. The same attitude of self-reliant likeralism is
also visible in the Tndian Government's policy towards
foreigﬁ banks. Even as far back as 199, it.was realised
that foreign banks had a distinct role to play in the
Indian economy and they were left untouched by the netion-
alisation of the banking industry. Today, even though
India has its own well developed network of bank and
financial institutions which can very well cater to the
domestic needs, there is increasing realisation that
foreign banks, alonside the larger Indian banks have a
contribution to make in areas of international loans,
syndications and investment. They also help the Indian
banking business in its process of transnationalisation
and innovations and modernisation by acting as pace-
setters. The need for international reciprocity has also
accelerated the policy of liberalisation.., Thus, simul-
taneously with Indian banks going transnational,foreign
countries have been allowed to open branches or represen-—
tative offices in India. According to recent statistics,
12 Indién commercial banks have 133 offices abroad, incl-
uding 6 off-shore units in 21 countries - USA, UK, France,
West Germany, Belgium, South Korea, Japan, Thialand,

Hong Kong, Singapore, Bangladesh, Maldive, Seychelles,
Panama, Nassau, Cyman Islands, Shri Lanka, Kenya, Fiji
Mauritius, and UAE  (Dubai, Abu Dhabi, Raa-Al-Quwaim,
Sharjah, Oman). At the same time, 22 foreign banks have
135 effices in India in 16 towns.

59. After World war II, foreign banks have been
steadily losing their share of the banking business in

India and the process has accelerated after Independeuce
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and more so after the nationalissticn of the major Indian
Banks, as would be seen from the data in Table V. 1.

TACLE V.i

‘Share of Foreign Bank - Percentages of Total

‘1940 1950 1960 1969 1973 1977 1979

Branches 2.8 1.7 1.4 1.4 0.8
Deposits 27.4 17.4 11.9° 9.2 7.2 . .
7.8

Advances 27.7 24.6 16.9 10.6

Source: Tandon P.(1981) Transnationa-
lisation of the Banking acti-
vities and Financial Market -
OECD - p.47

Branches of foreign banks constituted 2.8 per cent of the
branches of all banks in 1940 &and 1.4 per cent in 1469,
Since bank nationalisation in 1969 this ratic has been
steadily decreasing and currently 0.4 per cent is the
reasons for the decline are:

- A phenomenal branch expans1on of 1nd1an banks since
1969; Natlonallsed Bankt's branches grew from 6,596
in June 1969 to 25,774 in June® 1980 resulting in a
quadrupllng of tctzl mimker of kank branches in
India from 8,262 to 32,419; whilg

~ Foreign banks have remained static, with only two
new branches opened between 1969 and 1979. New

branches can be opened only with the permission of
the Reserve Bank of Tndia.

Foreign banks - thus seem to pose no threet to the Indian
banking industry which has come of age and has developed
its own 1nnate strenath It seems to be unnecessary
therefore, even from a protectlonls_ angle, to subject
foreign banks to a discriminastorv tax rate.
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60 . There has been further licensing of foreign banks
during the latter half of 1980. Four branches of foreign
banks have been openad -- Bank of Oman, Emirates Commercial
Bank Ltd., Buropean Asian Bank and Indo Suez Bank. The
policy of the Reserve Bank has been to give more encourage-
ment to the internstional banking community in India rather
than enlerge the presence of the foreign banks which are

already represented in India.

61. The liberalised policy towards foreign investment
and know-how does not, however, seem to be adequately
reflected in our tax system. The reforms that have been
introduced in recent years are more procedural than sub-
stantive in nature. The taxation policy seems to continue
to remain weighted against foréign companies operating in
India even within the restricted fields allowed to them.
Inrtune with the liberalisation of the ecoriomic policy,

a basic change in the taxation policy seems to be called
for. Some of the areas in which urgent reforms appeer

to be necessary are discussed in the following sections.

b. Definition of company under the direct tax

laws, need for uniformity

62, The different direct tax laws contain different
definitions of the term 'company'. These definitions are
reproduced below:

Income Tax Act, 1961 - Section 2(17)

i. any Indian company, Or

ii. any body corporate incorporated by or
under the laws of a country outside
India, or
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iii, any institution, association or kody which
is or was assessable or was assessed as a
company £fcr any assessment year under the
Indian Income Tax Act, 1922 (11 of 1922),
or which 1s or was assessable or was asse-
ssed under this Act as a company for any
assessment year commencing on or before

the 1st day of april, 1970, or

iv, any institution, association or body,
whether irmcorporeted or not and whether
Indian or non-Indian, which is declared
by general or special order of the Board
to be a company:

Provided that such institution, association or
body shall be deemed to be a company only for
such assessment year or assessment yeéars (whether
commenc ing before the 1lst day of April 1971, or
on or after that date) as may be specified in
the declaration);

Wealth Tax Act, 1957 = Section 2 (h)

"Company" means a compan? formed and registered
under the Companies aAct, 1956 (1 of 1956), and
includes;

i, a company formed and registered under any
. law relating to companies formerly in force
in any part of India; '

ii. a corporation established by or under a
- Central State or Provincial Act;

iii, any institution, association or body,
.whether incorporated or not and whether
Indian or non-Indian, which the Board
may, having regard to the nature and object
of such institution, ‘&ssociation or body,
declare by general or special order to be
a comparny;

Provided that such institution, association or
body shall be deemed to be a eompany only for such
‘assessment year or assessment years (whether
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commencing kefore the 1st day of april, 1975, or
on or after that date) as may be specified in
the declarction;
" iv. any body corporate incorporated by or
under the laws of a country outside Indie;

Gift Tax Act, 1958 - Section 2(vii)

"Company" means a company as defined in Section 3
of the Companies act, 1956 (1 of 1956), and incl-
udes;

i. a foreign company within the meaning of
Section 591 of theat Act; and

ii., a company within the meaning of any low
relating to companies for the time keing
'in force in the Union territory of Dadra
and Nagar Haveli, Goa, Daman and Diu, or
Pondicherry and any association in any
such Union territory whether incorporated
or not which is declared by general or
special order of the Board to be a company
for the purposes of this act;

Estate Duty Act, 1953 - Section 2(3)

"Company" includes any body corporate wheresoever
incorporated;

Apart from these definitions, certain other enactments

deem certain entities to be 'Companies for the purpose

of the Income Tax &act'. These independent definitions With
differences, - which seem to be purposeless, tend to

create unnecessary confusion ahd add to the complexities

of the léw. It is desirable to have the term 'company'
defined in the Income Tax Act only, the other laws

merely relying on that dgfinitioh. The séme;is true of

the diverse phraééplégy:ﬁsed in the définitiod of 'principal

officer' of a company in the different tax laws.



- 61 -

¢, Classification of companies

63. The tax laws of all countries make a distinction
Letween domestic and foreign corporations. Our law has
teen made unnecessarily complicated by a three-~tier
classification, namely (a) resident and non-resident
companies; (b) domestic and foreign companies and (c)
Indian and non-Indian companies. The reasons for this
overlapping classification was prokékly ‘'historical' -

the ex1stence of prlncely St ates which were not part of

the taxable terrltorles and the ex1stence of a large
number of sterling companles operating in India at the
time cf Independenéé having a large number of Indian share
holders, some of the cohpanies having their shares even
listed on Indian estock exchanges. SuChqdomestic companies
would, however, still retain their non-resident status,
their control and management being located entirely outside
india; end this creates an anomalous situatioh of a company
being a domestic company and a non-resident company ét

the same time.

64. The number of companies incorporated outside India
which came to be nevertheless considered as domestic
companies having made thé prescribed arrangements for
payment of dividends iq'India and deduction of téx.thereﬁ
from has been“stadily:dwindling_and éuch_compaﬁies are

now near-extinct. The time seems to e nbw“riée for

doing .away with the ﬁultifdld'classificatioﬁ.anﬁ.have ouly
a two-fold classification of‘éompanies as Indian ahd
foreign, the former being con31dered automatlcally as

resident and the latter as non-resident for tax purposes.
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The distinct definitions of 'Indian company' in Section
2(26), 'domestic company' in Section 20B(2) and 'foreign
compeny'! in Section 80B(4) and the tests for the resiéence‘
of a company in Sectilon < (3, can all be built into a
single provieion. It would zlso become unnecessary to
have the term 'domectic company' defined in every Finance
Act as is being done now. dee Section 2(7) of the
Finance Act, 1983/.

65 . The Wealth Tax 2Act. and the Gift Tax Act inde-~
pendently law down the critcriafor the determination of
the residential status of a company. The tests are the
same and there secems to be no reason why a COmpany whiem
is 'resident! for income tax purposes cannot automat ica-
1lly bevtreatecias resident for all other direct taxes.
Section 20A of the Estate Duty Act refers to a foreign
company which has been trested as a resident.in two of
three years under the Indian Income Tax act, 1922. That
act contained an 'income test' for determining the
residence of a company, and a company incorporated out-
side could be considered as & resident if . its Indian
income exceeded the foreigr. income. sSuch a test,
however, does not appear in the Income tax &ct, 1961.
The continuance of Section 204 in the‘Estate Duty act

in its orlglnal form even after the repeal of the Indian
Income Tax Act, 1922 in an anachronlsm to which several
expeft bodies have already drawn the attention of the
Governmentl/. The Section serves no purpose in .its
present form and should be omitted.

1/ Final Report of the Direct Tax Laws Committee
Para IIT.11.6.
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66. While the tax laws have multiple criteria for
dealing with foreign' companies, the other economic laws
contain independent definitions of 'foreign' company.
The definitioﬁ of =& fcreign company in Section 591 of the
Companies Act is aifferenﬁ from thet in Section 28 of
the FER4. The DGTD adopts a still different criterion
for indentifying a foreign compeny. Such multiplicity
¢an only cfeafe cenfusion and conflicts. Ls‘all,the
various economic and fiscai lzws should be oriented in
the same direction for implementing the Government's
economic policies on the international plene, it is
time that a uniform deflnltlon of forelgn compeany' 'app-

licable to all the economic and fiscal laws is evolved.

-d. Declaretion as company of unincorporated

institutions or associations

67, Under Section 2(5&)'of the Indian Income Tax

act, 1922 only Indien Comp;nles were regarded perse

as companies. Companles incorporated outside India had
to be declared to. ke a company by a general or spec1al
order of the Ceritral Bozrd of Revenue. Under the
deflnltlon 1h,§ectlon 2(17) of the Income tax Act, 1961
‘any body ¢orpofate incorporated by or under the laws

of ~a country Outs1de Indla 1s automatlcally reqarded as

a company for the purposes of the Income Tex &Ct. &
general or spec1al order is necessary only in the case

of unincorpdrated associations and institutions.

Getting declared as a company was regarded as a facility
to the assessee at a ﬁime when the maximum marginal rate
of non-corporate income tax was as high asv97.55'per cent.
With the lowering of this to 60 per'Cent plue surcharge,
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such declaration can no longor be regarded as an unmixed
klessing as the rate bf teox applicable to @ foreign;
company is 73.58 per cent on its entire income as egainst
2 maximum marginai et E 67 W5 per cent with a besic
exemption of Rs.15,000 if personail inéome'tax‘ratQS'were

to aﬁply.

68 . Getting declared ¢s a 'compeny', however, assumes
importance for institutions and associations from the
point of view of wealth tax as wealth tax is not leviable
onicompanies whereas unincorporated associations may be
liable to wealth tax. The Wealth Tax Act has an indepen-
dent definitibn of"company' in Section 2(h). While any
body Corporéte incorporeted by or under the lews of. a
contry outside India is automaticelly regarded as a
company for the purposes of wealth tax,an unincorporated
association or institution hes to be declared to be a
company by a general or special order of the CBDT speci-
fically under the Wealth Tax Act. The separafe“declarm—
tibns'required under the Income Tax /¢t and Wealth Tax
/ct not only create unnecessary duplicetion but could
create anomalies. «n ins_itution might get itself
declared as a company. under the Wealth Tax Act to escape
Weélth_Tax but it could choose net to have such a
declaration issued for income tax purposes for avoiding
tﬁeuhigh rate of corporate income t ax on foreign compa-
nies (and possibly surtax and disallowance of expenses

on the top of it). There seems to be no reason why there
should not be a single declaration as company by the
Board in the case of unincorporated institutions and

associations serving the purpose of all direct taxes.



4 legislative reform in this regard s=ems’'to be called

for.

e. Closely-held s v.dely-held compenies

59, The distinction between ¢losely-held and widely-
held compenies is not now relevant in the case of foreign
companies. Both Section 1152 of the Income Tax «ct and
the annual Finance Jcts make no distinction between
Cldéeiy~held and widely;hel&:foreign companies in the
matter Qf,taxfates;4 ss regards the Yevy of additional
incomewtax (formerly additioﬁal super tax) on closely-
held companies failing to dist:ibute adequate dividends,
it used to be regarded as_purposeless,to invoke the
provisions against foreign”Companies'as declaration of
dividends by them would not resdifﬂin>anY'benefit to

the Indian revenue. The meatter haS,_hoWeVer, been placed
beyond doubt, by the amendment made by Act 13 Of 1966
which provides that.the provisions of Section 104 of

the Income Tax Act would not-apply .to a company which is
neither an Indian company.nor a company which ﬁas made
the prescribed'arrangemunts for the declaration and
payment of dividends within India. There are two other
provisions in the Income Tax 4ct for which the distinction
is relevant .- Sectidﬁ 179 casting personal liskility on
the directors in respect of the tax dues of & company in
certain;circumstances apblies.on;y to a company which is
a private company under-the Companiés ict, 1956, and, as
such, would not appiy.to foreignvcompanies even 1if they
are closely-held; Section 79 placing restrictions on the
set-off of losses of a company in which the public are not

substantially interested in case there has been & large



scale change in the ownership of the shares could
theoretically be invoked egeinst & foreign company also.
s#fter the recent amendment made to the definition of a
‘company in which the public ere substantially interested!
in Section 2(18) of the Income Tax &t by the Finance Xct,
1983 making listing en a recdgnised stock exchenée!in
India a mandatory conditions, all foreion compenies would
come to be autometically treated as closely-held for the:
purpose of Section 79 of the Income Tax ict. While it
would ke impossible in practice to apply the provisions

of Section 79 te a foreign company the theoretical
possibility could give rise to audit objections and it
would be desirable to restrict the operation of Section 79
of the Income Tax #&ct to Indian companies only. In fact,
the ppplication of the brovision even to Indian companies
has been widely criticized and seems to have led to
complications after the insertion of Section 724 providing

for the set off of the losses of amalgamated sick units.

f. Concept of Business connection

70. A very controversial area in the field of taxa-
tion foreign companies is the concept of 'business
connection'. Section 9(1) of the Income Tax Act deems

as arising in India, inter alia, all income accruing

or arising, whether directly or indirectly, through

or from any business connection in India. The term
'busineés cohnection' is not defined in the act. The
'Explanafion' to Section 9(1), howecer, adds a requirement
for ﬁhe application of the deeming clause some part of
the business operations should be carried on in India

and that only the income réasonably attributable to the
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operations in India would be deemed to accrue Or arise
in India. Courts have been applying rigorous tests for
establishing business .cuanzction and, in a large number
of cases the Department's attempts to rope in the income
of non-residents within the Indian tax net under this
deeminé provision have been rendered'nugatdryl/" In CIT
vs R D iggarwal & Co. (1965) 56 ITR 20 (SC) the Supreme
Court limited the ambit of the term 'business cohnection'
as follows:

1/ Vvide decisioﬁs iﬁ:

ie Carbarandum Co v CiT'(1977) 108 ITR 335 (SC)
ii. CIT vs Gulf 0il (GB) Ltd (1977) 108 ITR 874 (Bom)

iii, CIT v Hindustan Shlpyard Ltd (1977) 109 ITR 158
(aP)

iv. CIT v Saurashtra Cement and Chemical Industries
Ttd (1975) 101 ITR 502 (Guj)

v. Bikaner Textile Merchants Syndicate Ltd vs CIT
(1965) 58 ITR 169 (Raj)

vi. Anglo-French Textile Co Ltd vs CIT (1953) 23 ITR
101 (sC)

vii. &P Damodara shenoy vs (1954) 26 ITR 650 (Bom)

viii. CIT vs Blackwood Hodge (India) Pvt Itd (1970) 76
ITR 107 (Cal)

ix. addl CIT vs Bharat Fritz Warner Pvt Ltd (1979)
118 ITR 1018 . (Kar)

x. Bharat Heavy Plate & Vessels Itd vs 4ddl CIT
(1979) 119 ITR 986 (&P)

xi. CIT vs Toshuku Ltd (1980) 125 ITR 525 (sC)

xii. VDO Tachometer Worke vs CIT (1979) 117 ITR 804
(Ker)

xiii. CIT vs Kirlosker Bros Ltd ITR IVO 18 of ID 4
decided on 31.8.1983 (Bom).
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"The expression 'business connection' undoubtedly
means something more then business. 4 business:
connection in 3:ction 42 (Section 9.of 1961 ict)
involves a relating between a kbusiness carried on
by a non-resident which yields profits or gains

and some activity in the taxable territories which
contributes directly or indirectly to the earning
of those profits or fains. It predicates an ele-
ment of continuity between the business of the
non-resident. and. the activity in the taxable cerr-
itories; a stray or isolated.transaction is normally
not to be regarded as a bus: ness connectlon.
Business connection may take "

several forms; it may include carrying on a part

of the main business or activity incidental to the
main husiness of the non-resident through an agent
~or it may merely be a relation between the business-
of the non-resident and the activity in the taxable
territories, which facilitates or assists the
carrying on of that business. In each case, the
question whether there is a business connection
from or through which income, profits or gains
arise or accrue to a non-resident must be deter-
mined upon the facts and circumstances of the
case".

71. Section 9 specifically deems certain types of income

to accrue or arise in India. These are:

i. income eccruing or arising through or from
any property iIn India, or through or from
any asset or source of income in India or
through or from the transfer of a capital
asset situate in India;

ii. income which falls under the head ‘'saleries!'
if earned in Indla.

iii. income chargeable under the hcad 'saleries'
payable by the Government to:.a citizen of
India for service:outside India;

iv. income by way of interest payable by:

(a) the Government; or
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(p) a person who is a resident, except
where the interest is payeble in
respect of any debt incurred, or
moneys borrowed and used, for the
purposes of & business or profession
carried on by such person outside
India or for the purpcses: of making
or earning any income from any source
outside India; or

(c) a person who 1is a non-resident,where
the interest is payable “in respect of
any debt incurred, or moneys borrowed
and used, for the purposes of a busi-
-ness or profession carried on by such
person in India;

vi. income by way of royalty payable. by
(a) the Government; or

(b) a person wvho is a resident, except
where the royalty is payable in
respect of any right, property or
information used or services utilised
for the purposes of a business or
profession carried on by such person
outside India or for the purposes of
making or earning any income from
any source outside India;or

(c) a person .who is a non-resident,
where the royalty is payeble in
‘respect of any right, propérty or
information used or service'utilised
for the purposes of a business or
profession carried on by such person
in India, or for the purpose of

making or earning any income from any
source in India.

When the operations of foreign companies and other non-
residents in India are strictly regulated by law and
when Section 9specifically lists out the types of their

income which could be deemed to accrue-er -arise in India.
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it seems unnecessary to have a ‘general provision deeming
2ll income accruing in India directly or indirectly through
or from any bu51ness connectlonainafnéig%?ng ggénatry to
COnt in 1ts unllmlted potential.for mischief by hemming the
prov151on w1th ‘conditions lald down in the law or through
a process of judicial 1nterpretatlon. When the concept
was originally conceived, India had a large number of
princely ‘States within, whose inhabitants thouch Indian
and free to carry on trade or have investments in any part
of India, were neverthelees"non—fesidents‘ for the purpo-
se of the Indian'IncomefTax'Act 1922. vConceiQed as -an
anti-tax av01danCe measure in those days., the concept of

' business connectlon'_seems to heve out- lived its utlllty
and, today, poses a potential threat to the economic cco-
peration programmes'between India and other countries;
\Foreign collaboratore} feéling:insecure in the face of
this 'Democle's éword' of 'business connection | hanging
over’ thelrlheads, have been resortlng to shifting their
entlre tax burden to'their Indian counterpart by insertiug
a clause to that effect in the colldboration agreements.
This,ahowever, led to a situation where the revenue wou 1d
impute tax on tax and esclate the tax burden on the Indian
concern ‘to unbearable levels, many of the sufferers being
public sector coﬁpanies and Government departments; and
the legislature had to step in and amend the law providing-
that the tax agreed to be paid by the Indian concern would
not be treated as the taXable income of the non-resident
in certain casesl/.‘ The controversial concept of 'busi-
ness connection' merely tends to raise the cost of

foreign collaboration for Indie and does not seem to
produCe any substantial revenue.  Till now, courts. used

to 1ntervene o thwart unduly w1de 1nterpretatlon of the
j N
e NS

1/ Clause 6(&) of Section 10 1nserted by the Finance
Zct, 1983 with effect from 1.4.1984.
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provision; but ohce»the;burden falls on the Indian_concerns,
the non-residents may not bother to_pursue the dispute
through courts., Some rethinking on the utility of.retéining
the business Coﬁnection clause in the deeming provision in

Section 9 of the Income Tax ict seems to be necessary.

g. Simplification of computation of income

of foreign companies

72, The difficulties in making a fair computation

of a non-resident company's income have come to be realised
and the recent trend has been to simplify the procedure

in such a way as to eliminate minute scrutiny of books of
account,‘dOCUments and otﬁer evidence. As mentioned
earlier, the Finance 2ct, 1975 introduced Section 44B in
the Income Tax &ct providing for determination of the
profite oand gains of . shipping business in the case of none
residents by applying a fixed percentage of 7.5 per cent

to the earnings by way of freight;'carriage'of passeﬁgérs,
mail, liwvestock, étc., at Indian ports. This was done to
eliminate difficult and complicated issues arising in the
assessments of non-resident shipping companies, particularly
in relation to depreciétion, the balancing charge or allowence

and the apprortionment of overhead expensesl/.

73. The Finance Act, 1976 carried the process of
‘rationalisation and simplification of assessments of non-
residents further by providing for the levy of téx at,fixed
rates on the gross earnings;bvaey of dividends, royalty
and technical fees, by fixing a ceiling for claims in

.1 .4~ Memorandum Explaining the Provisiops of the F;gan’
» 3111, 1975, Para.ls. i
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respect cf head cffice expenses and by enacting a clear-
cut scurce rule for such receipts. The Finance .ct, 1983
has further extencded the sccpe ¢f the simplified proce-~
dure to interest on foreii¢n currency lcans advanced tc the

Government ur an Indian cincern.

74. incther area where the simplified'prccedure
cculd be usefully extended is the taxeticn of the
profits cf air transport in the case cf noun-residents.
The problems here are more or less similar tc thcse
invelved in the taxaticn ¢f shipping profits and
there seems tc.be nc reason why a similar prccedure
should notwbé applied in their cases also. The trend
in other countries is alsc to adcpt such a standardised
prccedure for computing income arising frem air trans—
port. By falling in'line,-India would be eliminating
several problems that ncw arisé in giving effect to

. double tax avcicance agreements or tc.the prcvisions
giving unilateral relief. The bilateral agreements
generally provide that income derived from the cpera-
tions cf gircraft in internetional traffic shall be
taxed cnly by the home country. Simpiificationvas
suggested above is thereforeunot likely tc give rise
to any sericus hardship tc the air companies cr cause

any serious detriment to the reveme.

75. The taxation of dividends, certain kinds of
interest,yroyalty and technical fees at standard

rates con the gruss receipts without allcwing any
deduction for expenseé within or cutside India is also
conceived as a measure cf simplificaticn. The

standard rates have been set lcwer so as tc ccmpen-—



- 73 -

sate for the non-deduction of expenses. It has to

be examinedjwhether‘these rétes are feir and reason-
abie in the context of the intended role that foreign
dbmpénies are expected to pley in the indien econcmic

scene.
h. Dividends

76. Dividends are taxable at the rate of 25 per
cent on the gross amount without allowing any deduc-
tion for expenses, under Section 1152(a) of the Income
Tax Aqt; Before the insertion of Section 1154 by

thé Finance Act,; 1976, divideﬁds'recéivedvby a foreign
Company were entitled to a deduction of 65 per cent
uhder.Sthion 83M of the Income Tax Jct whichbappii-
ed to both domestic and foreign compenies. For .
domestic companies the deduction was lower being 60
per cent only. This was apart from the deduction for
expenses which could be allowed under Section 57(i)

of the Income Tax /ct. The basic tax rate applicabkle
to a widely-held domestic compeny end a foreign
company being 55 per cent ¢nd 70 per cent, respectively,
this woyld.have meant that a wisely-held Indiaﬁ
COﬁpany was being taxed on its net dividend income

at 22 per cent and a foreign company at 24 .50 per cent,
surcharge apart in>both the cases. fForeidn‘equity
participation in Indian companies is strlctly regu-
lated by guidelines issued under the FERA and: allowed
only when it is in the interest, of the economy . Such
equity participation is likely to save the country
valuable forelgn exchange., Once that is so, theré
seems no ground for taxing the dividends received by a
forelgn company from an Indian company more heav1ly

than dividends received by their Indian counterparts.



After the insertion of Section 115& the digparity

in effective tax rates has widened as Indian COmpanies
can continue to clﬂlm ubvxctlﬁn for expenseg under
Section 57 (i), wnJle e forelgn company is texed at

25 per cent on the Jrcss amoﬁnt,

77. Under the newly inserted Section 115E of the
Income Tax aAct, the investment income of a non-
resident Indian (which inter alia would include

dividends) will be taxed at 22 .5 per cent (including

surcharge) . This has been done with a view to improving
the investment climeate in Indla for non—re31dents. Many
non-resident Indians might flnd ‘it more convenient Lo
invest through compenies floated by Ehem_out31de India,
but then, the result would be that such a company

will 'have to pay more by way of tax in India

apart from the tax that the company will have to bay

in the home country. Besides this, there seems to be
no reason why foreign companies who have been permitted
to participate in the equity of Indian compahieé should
be taxed at 25 per cent on their gross income from
dividends. There appears to be ample justification for
réducing the rate to, say 20 per cent.

i. Interest income

78. Interest received by a foreign company from
the Indian Government or any Indian concern on foreign
currency loans 1s also taxed at a flet rate of 25 per
cent from 1.6.1983. This concession is apart from
the total exemption granted under Section 10(15)(1v)

in respect of interest on certain foreign currency
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loans, etc., Technically;‘dividend'inCOme has -always
received a more- favour&ble tax treatment .than interest,.
While there may be no sc.. Lol any - chanoe in the rate
of 25 per. cent appllcable to certaln types of 1nterest
income of foreign companies, this would prOVlOC an
added Justlflcat;on for‘reduc1ng the tax rate on

dividend -income  as'.suggested above.

j. Royalties

79. Realising the importance of foreign technology
‘for the devéiopmeﬁt of Indian induétries, the tax

rate on the income of a forelgn company from royalties
and technbcal fees recelved from the Indian Government
or from an Indian concern under -an approved agreement
vwaS“reduced in the fifties by granting a super tax
rebate on such 1ncome., When»super tax was integrated
w1th lncome tax,~the tax.rate on such income was Fixed
at 50 per cent.;_Under the slmpllfled procedure intro-
duced in 1976.for*téxing‘suchpincome on gross receipts
basis, the tax'faté was reduced to 40 per cent (20 per
Eentwip,the,case of certain lump=-sum payments” which
would be discussed. later). . Thepréduction»in‘rate'Was'
Ain lieu of expenSes to the eQﬁivalent-ofwzofpeerent
Qf.thevdiosé-receipts,'.ForfsétfipgvatJrést.the contro-.
vérsiesﬁraging at that time‘dnfthe'situS‘of accrual
offfoyélty anditechhical fees. (and hence their tax-
ability in,india in the case or a ron-resident reci-
pient) the law was. amended to provide specifically

at to what type-of.payments would be -deemed to ancrue
or arise in India (see para 71). Aanother common. point

of dispute used to be whether a payment was of income
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or capitel nature in the hands of the receipent.

The amendment also sought to provide a more clear-cut
test in this behalf by ropiiig in lﬁmpwsum payments
but excluding amounts which would be chargeablé under
the head 'capital gains',

¢o. Wwhen the above reforms were brought in it was
2lso considered desirable to have the term ‘royalty!
and !'fees for technical services' defined the iaw
itself. Aaccordingly, éxplanation 2 below Clause (vi)
of Section 9(i) defined ‘royalty' in the following

terms.

Explanation 2

clause
For the purposes of this/"“royalty" means
consideration (including any  lump-sum
consideration but excluding any consideretion
which would be the income of the recipient
chargeable under the head "Capital gains")
for:

i. the transfer of all or any rights
(1nclud1ng the grenting of a licence)
in respect of a patent,- invention, model
design, secret formula Qr process or
trade mark of similar property;

ii, the imparting of any informeatim
.concerning the working of, or the use
of a patent, invention, model, design,
sgcret formula or process or trade mark
or similar property;

iii. the use of any patent, invention, model,
design, secret formula or process or
trade mark or:similar property;

iv. the imparting of any information concerning
technical, industrial, commercial .or
scientific knowledge, experience or skill;



payments may be regarded eilther es royolty or as fees
for technical services. &s the tax treatment differs
in regard to lump-sum paynients, thls overlapping is
a potential source of disvutes and litigation. That
apart, the definitior of 'royalty' seems to depart

from the cemmercial concept of royalty.

81. - [The Gﬁjarat High Court hed cccasion to examiune
the commerc1al concept of royealty in CIT vs Ahmedabad
Manufacturlng and Calico Printing Co. 4(19e3) 139 ITR
806/. 1In that' case the sssessee entered into an
agreement on JZugust 28, 1961, with a foreign company.
Under the terms of the agreement the assessee was
given the exclu31ve right of licence to manufacture,
distrivute, sell and exploit the products and impro-
vements,,modificaticns thereof in India and use of
any Indian‘patents owned or to be owned by the fore-
ign company in respect of the said products. Where
the¥fcreign»company was the proprietor of a trade
mark reglstered in India which was used in relation
to the said ‘products, the assessee was to be granted
the benefit of registration as the exclusive regis-
tered user of such trade mark. Under the agreement,
the assessee was to prcserve the secret prccesses

and not to part withvthe“kdowledge of these secret
processess to any one else, Under the agreement, the
assessee agreed to pay to the’ forelcn company, one
per cent of the net sale prcceeds of the products
mentloned 1n the agreement whlch the assessee could
manufacture. This “amount was to be paid as "“"research
dontribution"A No other fee Or remineration was
payable to the foreign company under the agreement
The payment agreed to be made to the forelgn company
was t ax-free, that is, the tax chargeable on the
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v. the -transfer of all or any rights
(including the granting of a licence)
in respect of any copyright, literary,
artistic or scientific work including
films or video tapes for use in conne-
ction with television or tapes for use
in ccnnection with radio broadcasting,
but not including consiceration for the
sale, distributioh or exhibition of
cinematographic films; cr

vi. the rendering of any services in connec-

tion with the activities referred to in
sub-clause (i) to (v)".

Similarly, explanation 2 below clause (vii) defines

'fees for technical services! as below:

“Explanation 2

For the purposes of this clause, "fees for
technical services" means any consideration
(including any lump-sum consideration) for the
rendering of any managerial, technical or
consultancy services (in¢luding the provision
of services of technical or other -personnel)
but does not ‘include consideration for any
construction, assembly, mining or like project
undertaken by the recipient or consideration
which would be income of the recipient chergeable
under the head 'salaries')*.

One thing that strikes even the layman's eye is that

the two definitions overlap. It is very difficult

to regard consideration for “imgarting iﬁformationﬁ
éElause“(ii) or (iv) of Exp]anation_z.tonSeétion 9(i)(vil7
and for rendering of services’Z§iadée (vi) of the said
explanation/ as ’royalfy'. It would better fit the
description 'fees for technical services'. In any

case, the definition of ‘feesvfer technical serwices!
/Explanation 2 to section 9(1) (vii)/ does not exclude

such payments. The reSuit is that certain kinds of
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payments was to be borne by the assessee. - The Income
TaX"Officerbworked'out the gross contriktution at
Rs.1, 62 330 and determined tax gt 70 per cent chereof
at Rs. 1 13 632 : The assessee contended that the rate
at which tax was deduc tible on the remittances, made
in-a&ccordance with the nrOVisions of Section 195 of
the 1961 2Act, read with the Finance (No.2) act, 1971,
was 50 per centvbecause the paYments made were
“royalties".v The Income Tax Officer held that the
payment was research contribution and as such, fell
to be treated as residuary 1ncome taxable at the
rate of 70 per cent ‘and not as r0yalty taxable at
50 per cent. The Appelate Assistant Commissioner
affirmed the order of the ITO. On further appeal,
the Trlbunal held that, having regarcd the agreement,
the payments were royalty payments and as such were
liabie to deduction at source at the lower rate of
50 per cent. On a reference, the Gujarat High Court
held,athat, firstly, the agreement between the
assessee and the foreign company was for a period
of 10 years only. Secondly, it was in respect of
certain secret or patent fermulations owned or con#
trolled by the foreign company. The payment, though
called "research contribution" in the"agreement, was
nothing but the consideration correlated to the extent
of 'the exploitationbof the secret formulations and
patent rights and various other rights belonging to
the foreign company by the assessee in India agd that
it was for the exclusive right to manufacture the
 products that the"payment was made and it was nothing
else but royalty“ as known to law and to the dinter-
national commercial world in the conte;t’of'such
agreements. The High Court, therefore, held that
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the Tribunal was right in holdin¢ that the payment
made by the assessee to the foreign company durirg the
relevant period was reyalty payment end was liakle to
deduction of tax a- the lower rate of 50 per cent as
prescribed in the Finance (No.2)} aAct, 1971. <In coming
to the conclusion that the 'research ccntrikucion' in
the instant case amounted to 'royalty' as xnown to law,
the Court kept in view various commercial definitions

of the term such as:

i. "In Corpns Juris Secundum", Vol.17 at p.542 «

“"Defined generally, the world 'royalty' means
a share of the product or profit reserved by
the owner for permitting another to use the
property; the share of the production or
profit paid to the owner; a share of the
product or proceeds therefrom reserved te -
the owner for permitting another to use the
property; the share of the produce reserved
to the owner for permitting another to exploit
and use the property; a share of the profit,
reserved by the owner for permitting another
to use the property; the amount reserved or
the rental to be paid the original owner of
the whole estate".

ii. "words and Phrases lLegally Defined", Vol.4
at p. 354

"Royalty' (except in the expression' !'tonnage
royalty') includes a dead rent and any perio-
dical or other payment for minerals got under
a mining lease, and 'tonnage royalty' means a
royalty calculated by reference to the amount
vf minerals so got from time to time, or of
manufactured articles produced from such mine-
rals, or by any similar method".

iii. "Encyclopaedia Britannica", 1972, Edn., V0.1l9

E. 676.

"The payment made to the owners of certain
types of rights by those who are permitted by
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the owners twe-.exercise’the rights; the rights
concerned wre literary, musical and artistic
copyrlght, rights in inventions and designs, and
rights in mineral deposits, including oil and
natural gas. The term originated from the fact
that in Ggeat Britain for centures gold and silver
mines were the property of the Crown; such 'royal!
metals ¢ould be mined only if a payment 'royalty!
were made to the Crown,.. &n individual inventor
without capital or plant must licence others to
manufacture his invention. When owners of rights
make arrangements for such exploitation by others,
the remuneration they receive in exchange is often
in the form of a royalty, usually based on the
actual extent of the exploitation".

In the light-of the above commercial usages it 1is very
difficult to regard consideration for rendering services
as 'royalty' .as has been done in the deflnltlon of
froyalty' in explanation 2 to Section 9(1)(v1) of the

' Income Tax Act.

82. The definition of 'royalty! in India's double
tax avoidance agreements more closely approximate to
the commercial concept. For example, para 3 of
aArticle XIII of the agreement with UK (1981) defined
'rdyalty' as under: ‘

“"The term 'royalties' as used in this Article
means payment of any kind including rentals
received. as a consideration for the use of,
or the rlght to use:

i. any patent, trademark, design or model,
plan, secret formula or process;

ii. industrial, commercial or scientific
equipment, or information concerning
industrial, commercial or scientific
experience; ‘ '
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iii, any cupyright af literary, artiatic
cr scientific work, cjinematographic
films, and films or tapes for radio
or telev1s1on, brocdcastlng,,

but does nc: include royaltles or other
amounts paid in respect of the operation of
mines or quarries or of the extraction or
removal of natural resources".

The definition in para 3 of Article XIII of the
agreement with Tanzania (alse 1981) is ‘in substénce
more or less the same though the phraseolegy is
different and reads as:

"The term 'royalties' as used in this Article
means payments of any kind received as a con-
sideration for the use of or the right to use,
any copyright of literary, artistic or scien-
tific work (including cinemetography films,
and films or tapes for radio or television
broadcasting), any patent, trade mark design
or model, plan, secret formula or process, oOr
for the use 'of, or the right to use, indus-
trial, commercial or scientific equipment, or
for information concerning industrial, commer-
c¢ial or scientific experience".

The definitions of 'royalty' in the agreements with
several other countries are on 51mllar llnes. “Inter-
pretatlon of law'mainly hinges on the words used.

Even the. 1ntentlon of ‘the leglslature is to be gathered
from the words used and not from thée records of Parlia-
mentary debates. The need to employ similar phrase-
ology while dealing w1th Slmllar situations, therefore,
assumes great importance. If at all it is considered
necessary to define the term froyalty' in the Income
Tax Act, it would be necessary. to keep in view the
commercial sense of the term and also ensure uniformity
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of werding in the act and in various tax agreements.
As of now, a payment mfaht fit in the descriptionjqf
royalty as per the definition in the act but yet not
fall within the def lniticn in a tax*agweement; there-
could then be genuine difficulties in giving effect
to the double tax avoidance agreement in- regard to

the payment.

83, The more important question is, however,
whether there is any need to distinguish between
‘rcyalty' and !fees for technical services' on the

one hand and lump-sum payments and recurring payments
on the other. Fireign collaboration agreements usua-=
lly contemplate the following types of payments to the
foreign collaborators:

i, initial lump-sum for the transfer of
rights in any technology or 1mpart1ng
of 1nformatlon,

ii. royalty;
iii. fees for technical services;

iv. dividends. on shares allotted to the
foreign participants either in lieu
of technical know-~how serv1ces or other-
wise;

v. payment for supply of machinery and/or
other equipment; and

vi. payment of interest on money lent and/or
outstanding balance for supply of machi-
nery, etc.

Of the &bove, items (iv) and (vi) are easily and sepa-
rately identifiable. Item (v) also cannot be ordina-

rily confused with the other types of payment. Further,
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the supply of machinery usually takes place at arms
length end no pretfit can be imputed.to the transac-
tion &s arising te- the non-resident in India. Because
of this there could*be a temptation to inflate the
cost of machinery and correspondingly reduce the
taxable pesyments. Similarly, in the case wf export-
oriented industries where the foreiogn collaborator
gets also involved in the export operations,‘he might
accept a larger commission on .exports outside India
which would be non-taxable, in lieu of lower royalties
and technical fees which are taxable. These would be
matters for investigation in indiviqual cases and the
problem cannot be dealt with by purely legislative
measures. But considerable confusion seems to preveil
over items (i) to (iii). %he collaboration agreements may
not always segregate these payments and may stipulate
oniy a single paymentvas the total consideration. 1In
such a situation, controversies arise as to the break-
up of the consideration into its component parts. A
uniform tax treatment would eliminate the need for the

break-up and thus do away with controversies.

84. As mentioned earlier, a lower rate of tax
applies in the case of certain lump-sum payments of
royalty (and not lump-sum'payments of fees for
technical services). The term 'lump=Bum’ hss

not been defined in the Income Tcx;Act aéﬁéuch.
However, while defining the term 'royalty' (explana-
tion 2 to Section 9'1)(vi), it has been specifically
provided that royalty includes any lump-sum consi-
deration. Therefore, it can be inferred that the

lump-sum consideration is only a form of royalty, the
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gnlyfdiffgrence being that, whereas royaity is
generally a rszcurrent feature based on production
.or_sales, lump-sum payment is a predetermined amount
payakle by the Inlien ©2uunter-part under a collabo-
ration agreement, ircespective of production or sale.
Although an initial lump-sum payment is in the nature
of rovalty, there is a difference in rates of tax for
royalty and for lump-sum consideration. Sectiom 1154
of the Income Tax ACt provides thet.in the case of a
foreign company, any lump-sum received by it for the
transfer outside India of, or the imparting of infor-
mation outside India in respect of, any data, documen-
tation, drawing Qr:specification relating to any .
patent; ipvention, model, design, secret formula Qr
process or trade mark or similar property, the rate
of income-tax will be 20 per cent of the gross lump-
‘sum payment. The balance of royalty is taxeble a£
the raﬁe of 40 pecr cent, It should be noted that the
lower rate of tax (20 per cent instead of 40 per cent)
on 2 lump-sum consideration is applicable only when
the technical know-how, and information relating to
it; is imparted cutside Lndia. If the know-how is
transferred in India, the rate of tax would be 4C
pef'cent. It is not difficult for the parties to a
collaboration agreement to arrange the transaction

in such a way as to make it appear that the transfer
of the know-how or imparting of information takes
place outside India;When that enables them to get the
benefit of a lower tax rate. In any event, this
could easily become a hot bed of controversies. Once
lump—sum_paymenfs are made taxable and tax jurisdiction
dssumed it seems quite unnecessary to make this refine-

ment Based on the situs of the transfer. A uniform
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rate would obviate the need for such a distinction.

85. The law, however, does not make all lump-sum
péyments taxable Considerstion which would be taxable
~as the income of the recepient chargeable under the
head 'capitel gsins' has been specifically excluded
from the definition-of 'royalty' in Explanation 2
brelew Section 9(1) (vi). From the language in which
the exception is couched, the intention is not quite
clear. A plain reading of the proviéion would lead
one to assume that, if a lﬁmp-sum payment is not
chargeeble to tex in Indie under the head 'cepital
gain' it would be chargeable as 'royalty'. In other
werds, a lump-sum payment is char &ble te tax under
all circumstances, either as capital gain or as royalty.
This interpretation would however be irrational as a
receipt cannot be régarded as 'royalty' unless it has
the characteristics of income. The definition only
deems the place of accrual. It does not further deem

a capital receipt to be a revenue receipf. A lump-sum
payment which is in the nature of a capital receipt
cannot be charced to tax in India unless any part of it
becomes Lhargeable‘under‘the head 'capital gains'.
Under the present law as interpreted in judicial
decisions, a capital receipt can become chargeable
under the head 'cagpital gains' only if the following

three conditions are satisfied, namely;

i. it must arise from the transfer of a
‘capital asset' as defined in Section
2(14) of the Income Tax Act; secondly,

ii. the &asset must be one which has a cost
of acquisition; in other words; self-
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generated assets would not ClVL rise
to liakility to capitel’ CPlnS "tax when
trg.nofux.r\,\x, and thlrdly,

iii. ‘he gain must eccrue or arise in India
or must ke deemed to accrue or arise
in India, this condition would be satis-
fied only when the cepitel asset is
situate. in Indie.

In must caées, technical know-how even when regarded
as a transferable capital asset, would ke of the self-
generated Variety, Further, if the transfer takes
place outside India the gain cannot even otherwise

ke taxed. The law dees envisege a capitel receipt

not being chérgeable either es capital gein or as
income. Thus,‘although a flat raté of tax has been
prescribed under Section 1154, for texing the initial
1ump-sum,‘it must be exphasized thet such considera-
tion is taxable only if it is in the neture of !'revenue!
Where it could be proved theat the receipt in question
ié not a revenﬁe-receipt, it should ke possible ﬁo
argue that it would not constitute income under ‘the
Income Tax AGt and no tax would be chargeable on' it.
Generally, if é trénsaction is in the assessee's
ordimarly line of business, the receipt from it would
be !'revenue! 1n nature because it would be regarded

as a trading receipt. But where the transaction is
outside the assessee's line of business,ggt is to be
considered upon the facts and circumstances of each'
case, as tc whether the receipt is in the neture of
‘revenue' or 'capital'. If the owner of the technical
know-how gets a lump-sum payment for imparting.the
know-how to others, without substantially reducing

its value for himself (although it may get diluted

by being communicated to others), the receipt would
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ordinarily be taxekle as income on the ground thet

the exploitation of the know-how- is in the course e_
kusiness and imparting it is no more than a business
service of a specieal kiddl/. On the other hand, where
the know-how is imparted in circumstances which substant-
ially diminish its value to the owner, e.g., where it is
imparted es one element of & comperhensive arrange-
ment by virtue of which & ‘treader effectively gives

up his business in a particular area, the money paid
for the know-how properly rank as a capital receiptg/.
Whén a person trades in the know-how, it 1s a revenue
receipt, but when the disposes ®f or parts with it pro-
tanto, it will be a capital receipt. PFurther, the
Qualificetion "excluding any consideration which would
be the income of the receipient chargeable uﬁder the
héad"capital gains'" seems to apply only to lump-sum
payments and not to periodical payments. It is

dgmmon knowledge that even the consideration for tran-
sfer of a capital asset may not be paid as a 'lump-
sum' but may be paid in instalments over a period of
time. Thus, it does not seem to be the intention of
the law that consideration in the nature;of Capitals
receipt should ke treated as royalty merely beceuse

it is not aCtually liable to capitel cains tax in

1/ See Hindustan Forests Co ILtd vs CIT (1966) 60

. ITR 470 (Punj); Evens Medical Supplies Ltd vs
Moriarty (1959) 35 ITR 707 (HL) Rolls-Royce Ltd
vs Jeffrrey 40 TC 443 (HL) and CIT vs Cilage  Ltd
(1968) 70 ITR 760 (Bom).

2/ See Evans Medical Supplies Ltd., (1959) 35 ITR
707 (HL) Wolf Electric Tools Ltd vs Wilson 45
TC 326.
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India or because it is not paid as a lump-sum. The
language usea in the definition-of 'royalty' does .0t
seem to bring out the legislative intentien. Wwhat
should really heve keen excluded from the definition
of ‘royalty' would be 'consideration for the transfer
of a capital asset'. If the trensfer of the capital
asyet takes place outside India, it would be totally
exempt from taex; 1f the transfer tzkes place inqindia
there would be liakility to capital gains tax; and

if the consideration does nqm retate to the transfer
of a capital asset ‘it would be charged to tax as
royalty whether the transaction takes place outside
India or in India. In the last casé, there does not
seem to be any justification for epplying differen-
tial tax rates depending on whether the transaction

takes place outside India or within India.

86. Except in regard to lump-sum payments, royal-
ties and fees for technical services are treated alike
for tax purposes. In either case, the tax raté is.

40 per cent and that is applied to the gross receipt
without allowing any deduction. . Once the tax differen-
tial in respect of lump-sum payments is eliminated,

it would pave the way for a uniform tax treatment of
royalties and technical service fees which would

considerably sinplify assessments in foreign collobo-
ration cases.

87. That leads us to the question whether there
is justification for taxing royalties and fees for
technical services on gross basis without allowing

any deduction for expenses. Conceived as a simpli-
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ficetion measure, this procedures was introduced

by the Finance Ac£l1976 in view of the practical
difficulties iggdetermining the net income in such
cases'¥/, In regard o income from dividend or
interest or, to SOme extent ‘even royalﬁy, it can ke
argued that the income content of the gross receipt
in practically 100 per cent and the prohibitien on
the deduction of expenses should not work any'real
hardship vn the non-resident assessee, This argument
would not hewever held geod in the case of !'fees for
technical services' for earning which the non-resi-
dent has to.depute his technical experts to work
with his Indian counterpart and he has to incur
expenditure on them. The bar ageinst deduction of
expenses does create real hardship in such céses.

The way the term royalty has been defined, similar
herdship would arise in the case of certain 'royalty!
payments also. The non-resident can, however, avoid
the mischief of the provision by shifting the entire
burden of meeting the remuneration and expenses of
his technical steff to the Indian collaborator and
the effect of the provisicii is only to push up the
cost of foreign collaboration for the Indiénvindus-
tries. wWhile it is understandable that there would be
difficulties in checking expenditure incurred outside
India and in determining the proportionate share of head
office expenses, there should be really,ﬁo problem

in verifying expenses incurred within India. From

an equity point of view also, it appears to be un-
reasonable to disallow expenses incurred in India

which would in many cases attract tax in the hands

1/ Memorandum Explaining the Provisions of the
Finance Bill, 1976 - Pare 34.
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of the recipients. As a measure of simplificetion
and rationalisation it would be desiréble to tax t.ue
entire consideration‘paYable to a non-fésident under
an approved col.aboration egreement with a resident
(except the consideration for the transfer uvf a capi-
tal assetlxasfincome]arising'tb the non-resident in
India and charge it to tax at & uniform rate of, seay,
40-50 per cent after deducting all expenses Iincurred
and disbursed in Indiaﬂwholly and exclusively in
connection with the collaboration without making any
attempt te disSect the consideration as, lump-sum and

others or as royalty and fees for technicel services.

k. Other incomes - need for reduction in tax rete

88. The controversies relating to the taxation

of the income of non-résident companies from sources
other than dividenad, interest, royalty and technical
fees are as problematic, perticularly. as the stakes

are high, the tax rate being as high as'73.5 per cent.
Firstly, the departmental officers are often incline&
to treat eQen payments made under approved'collabéra-
tion agreements as not being. royalty or fees for
technical services and apély‘the rate of 70 per cent
plus surcharge aswas done in the case of the ':esearch
contribution’ paid 1o the foreign‘collaborator.in the
Calico{case (See para 81vante). It is to meef this type
of unpredictable burden that foreign colleborators often
make their Indian counterpart bear their tax liabiiity
in India. The result is that thé countrv stands to

lose and not gain.
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89, Another undesirable effect of the stiff rates of
tax applicable to foreign companies is that they are

often tempted to salvac~ their income by claiminag larcge
expenses. The principle of taxing gross receipts appli-
cable to dividends, certain types of interest, royalties
and fees for technical services does not apply to other
income. "hile claims for deduction of head officebeXpenses
have beenh regulated by Section 44C inserted in 1976, the
expenses in India are not in any way limited except to the
extent of the usual limitations on ent=rtainment, salaries
and perks, etc., which apply to all assessees resident or
non-resident. As expenses relatable to earnihg*o%
dividends, certain types of interest, royalties and fe=s
for technical. services are totally disallowed, there could
be a tendendy to Shift the burden of those expenses to
other income and thereby not only make up for the dis-
allowance but also gain semething mérg because of the
steep fate differential. This would'ih fact be an added
reason why eXpenSQS incurred in India for earning royala
ties and technical fees arz better allow=d to be set off

against such iucome which bear a lower rate of tax.

90. The Tables I.5 and I.6 show that foreign companies
account for a gross demand of much less than Rs 100 crore.
If the normal gap between the oross demand and net collec—
tible demand arising from disputad assessments is taken

into account, foreign companies cannot b2 rpqarded as a

substantial source of revenue. ©Ounly a part of thig demand
would relate to income to which the 70 per ~ent p.us sur-
charge rate applies. Arsample study of 100 foreinn tax

cases assessed at Bombay during the financial year 19vz aa
shows some interesting results which are presented’ in the

followina Tables:
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TABLE V,2

Forelgn Company Assesgments Accordina to  Activity

Average

Gross_jincome assessed Total income assessed _Gross tax payable
. Number of ( Rupees) (per (Rup=es) (Per (Rup~=s) (P2 tax
A . P 9 P ar
ctivity assessments _ cent) - ' : cent) ceny) Tote
(1) (2) (3) ) (5) (6) (7) (8) (9)
Bankina ) 349621765 53.16 348567700 53.54 259563223 64,37 74.47
Industry 2 13078280 1.99 13078280 2.01 9142358 2.27 65.90
,Techmconsulténcy 25 97276293 14,79 96748729 » 14.86 52484818 13,02 54,25
Investment 45 157093228 23.89 152049164 23.36 52219642 12,95 34,34
Alr lines: 4 8536200 1.30 8535200 1.31 6274107 1.55 73.50
Others 13 32064488 4.88 32054487 4,92 23562064 5.84 73.51
100 657670255 100.00 551034560 100.00 . 403245212 100.00 61.94

TOTAL

Source:

Information collected

in the course of the Study.
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TABLS V, -3

i stribution of Foreian Company AsSsessments Accordina

to Gross Income Range

Gross-in-  Total Gross tax  Avarage
Income range Numbar assassed incoma payable. tax
assessed rate
(Rs) (rs) (rs) ,(gs
TR (2) (3) (4) (s) (&)
Upto 1 lakh 20 721736 695358 303885 43.70
1 - 5 lakh 16 13740952 3721951 1615101 43.39
5 - 10 lakh 1, 7887190 7884050 2732397 34.65
10 - 25 lakh 20 32487245 31332181 13355869 42.63
25 - 50 lakh 8 27597629 27543043 £ 9140241 33.19
50 ~ 100 lakh 1C 75635985 74515935 30855771 a1.41
Above 100 1akh 14 509599518 505342042 345242948  68.32
orAL 100 657670255 651034560 40324521gw 61.94
Source: Same as for Table V.2,

- -76 -
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TAB L=

V.2

Distribution of Forzian Companies by activity and

Income Rengs

Upto 1

1-5

5-10

10-25

25=50

50-100

e e et e et e b

e Above 100
Range/activity 1akh lakh  lakh lakh lakh lakh lakh - Total
(1) (2) - (3) (4) (5) (6) (7) (8) (9)
Banking (numb=r) 1 o} ¢ o) o) 1 7 9
pr cent (11.00) (0.00) (0.00) (0.00) (0.00) (11.11) (77.78) (100.00)
Industry (numbor) 0 0 0 1 o) e} 1 2
pLr cent (0.00) (0.00) (0.00) (50.00) (0.00) (0.00) ({50.00) (100.00)
Tzch~-consultancyv (numbar) 1 6 ‘ 3 10 1 3 2 26
par cent (3.85) (23.08) (11.54) (38.46) (3.85) (1l1.54) (7.69) (100.00) .
Investmant (n:mbor) 11 7 7 8 6 5 2 46
ner-csnt ' (23.91) (15.22) (15.22) (17.39) (13.04) (10.87) (4.35) (100.00)
Air lines (number) 2 0 0 1 0 1 0 4
per cent (50.00) (n.00) (0.00) (25.00) (0.00) (25.00) (0.00) (100.00)
Others (numbar) 6 3 1. o 1 0 2 13
par cent (46.15) (23.08) (7.69) (0.00) (7.69) (0.00) (15.38) (100.00)
TOTAL (numbar) 21 14 11 20 8 10 14 100
per cent (21.00) (16.00) (11.00) (20.00) (8.00) (10.00) (14.00) (100.00)
Source: Same as for Table V.2,
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TABLE V.5

westribution of Foreian Companies by Activitv and Income Range.

Upto 1

10-25

25-50

r . 1-5 5-10 50-100  Above 100 ., . .
fange/Activity lakh lakh lakh lakh - lakh lakh lakh ot
(1) (2) (3) (4) (5) (6) (7) (8) (9)
“apking (numbar) 1 ® o) ¢ 0 1 7 9
ser cent (4.76) (0.00) (0.00) (0.00) (0.00)  (10.00)  (50.00) (9.00)
Industry (number) o o 0 1 o o} 1 2,
2r cent (0.00) (0. 00) (C.20) (5.00) (0.00) (0.00) (7.124) (2.00)
Tech.-consultancy (nunbzr) 1 6 8 10 1 3 2 26
nar cent (4.76)  (37.50)  (27.27)  (50.00" (12,50) (30.00)  (14.29)  (26.00)
Tavestment (numb-r) 11, C 7 8 6 5 2 ‘ 45
per cent (52.38) (43.75) (63.64) (40.00) (75.00) (50.00) (14.29) (46.00)
sir lines (number) 2 0 e} 1 0 1 0 A
Jer cent (9+52) (0.00) €0.00) (5.00) (0.00)  (10.00) (0.00) (4.00)
Uthers (numbenﬁ .6 ‘ 3 1 O : 1 e) 2 13
p2r cent o (28.57 (18.75) (9.09) (0.00) - (12.50) (0.00) (14.29) (13.00)
~OTAL (number) 21 16 11 20 - 10 14 100
rar cent (100.00)  (100.00). ..(100.00) -€100.00) (100.00) (100.00) (100.00) (100.00)
Source: Same as for Table V.2.
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It may be s=2en that, ocut of th¥ 100 compénies, a vast

ma jority, nameliy, 72, are companies derivinc their income
mainly from dividends, royalties and fees for technical

- services which are taxable at spegial lower rates. Of
the 26 éompanies whiéb s read tex at.an average rate
of more than 70 per cent, 9 &re foreicgr banks and 4
foreign air lines, The'remainihé 13}contributed only
slightly over 5 per cent to tne totel tax demand against
ail the'lookgompanies. Even égt of these 13, some have
interest income which is p;obabiy covered by the reduced
tax rate brought in by the Financz Act, 1983. Some others
mightjhave been controVeréial_cases'like”the Calico case
Where the 70 per cent tax rate may not be sustained in
appeal. Air lines account for less than 1 per cent of
the demand. It can, therefore, be safely assumed that
the entire brunt of the high tax fate‘on the residuary
income of foreign cbmpanies falils on th= handful of
foreign banks operating iin India. In terms of income
they form the most important segment of the foreian
companies accounting fcr 53 per cent of the total income
assessed and 64 per cent of the tax demand in the sample.
The problem of hich tax rates on Zoreiah companies has
theréfore to be viewed primarily from the angle of the

foreign banks operating in India
1. anking industry

ol. The foreign companies which had established
industries in India have by and larce indianiged
themselﬁeé’by transferring their business to Indian
Subsidiériés.in accéordance with the policy of the Indian
GoVernment'in’this'béhalf. The foreign holdings in
these.subSidiaties’are~6130'being procgressively diluted

in dccordance with the guidelines ‘issued under the FERA
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frem time to time. Thec> companies are fndian companies
uinder the Income Tax Act. As regards foreigh comp~iies
collaborating with Indian industriez, zhe bulk of their
inCome arises i rom roydlties. fu28 for Lechnical fees,
dividends and interes+ hlz.. .o :axed at special lower
rates ¢f tax, & dgiccussion on wuich appéars earlier in
this Report. 7he residuary rate c: 70 per cent plus
Surcndrgae does not substantially af+fes: them as would be

“sean Jrowm Tables V.2 o V.5

9z, The foreign banks have been allowed to operate
in India undsr licence. As menticned earlier, it is a
conscious decision of the Government “rat the foreign
banks should operate in India throudh branches rather
than through subsidiaries so that thair nlobal assets
would provide a better security ror the dzpousitors.,
There is also a certain amount of reciprocity in permit-
ting foreign banks to operate in India as Indian banks
are simultaneonslv 2llowsd tc ow2n prapches outside
India. It micht be argued tliat the nigh residuary rate
of tax applicable to foreigh companses is aimed at
discouraging thom from carrying on activities which are
not in the intere~+e = 7~ ~eomEry!S BConUN; . This
reasoning can not however apply o foreian banks which
have been permit+ci wo operate in India throuch branches
as they have a useful role to play in our economy and,
as mentioned earlier, do not hold out any threat to the
Indian banking industry. They carry on their activities
in a form desired and approved by the Government of India
and one finds it difficult to justify the heavy tax
'burden,imposed on them. Some of the foreign banks which
operate in India operate in other countries through
subsidiaries rather than through branches because they

have be=n alilowed to be so. Having made it a policy to
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allow foreign banks-to op@rate in India through branches
and not sub51d1arips it seems to be unfair-to penallse
hom by a thh rate of tax. -The tax burden is even
higher than that the statutory rate suggests on account
of statutory dlsallOw91C° of executive remuneration,
etc. Securlty of service in foreign banks is highly
suspectible to Government policies and it becomes
necessary for them to offer better emoluments and other
conditions of service than their Indian counterparts.
Unlike other industries, banking does not enjoy any
'substantial tax concessions under our law. As discussed
in paragraphs 58 to 60 above, foreian banks have a use-
£ul role to play in cur economy and they seem to hold
out no thre~t to the Indian banking industry. As the
foreign banks operating in India are by and large,.
broad-based corporations in their own hom= countries,
it seems appropriate that they should be equated with
widely-held Indian companies for the pUrpose"of tax
rate, This seems to be all the more. nacessary when
branchés of Indian banks are taxéd at much lower rates
in other countries as the following Table would show:
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TABL:E V.6

Ratg of Tax Applicable in Selected Forsian Coun—

-tries to the Foreiaon Branch Ihcome of Indian Banks

Name of couuciy | | Rate of tax
(per cent)

Belgium 54.49
Dubai 20
Fiji 40
Guyana 55
Hong Kong 17
Kenya 52.5
Korea Graded rates from 10 to
40
Malaysia 40
Mauritius 55
Singapofe 40
Seychelles 35
Sri lanka 66

v o ey e e e e A e S,

Source: Information furnished by some Indlan
Banks having overseas branches.

It is, therefor=s, necessary to bring down the tax rate
'applicable»to tha buaﬁﬁ;as ircoae of foreign banks
licensed to operate in India ‘to the levei of the rates
applicable to aHWijeiy-held Indian company; |

We may add here that the high tax rate now
app licable to foréign banks does not seems to the result
of a conscious decision on the part of Government to keep
the rate on them very high, while reducing the rates
applicable to foreign companies deriving many other kinds
of income. Rather, the high rate has survived because
the matter has simply hot received attention. The
Government has done right an allowine tha foreign banks
to continue to function; hence our recommendation for a

reasonable rate of tax.
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93. The foreign air lines operating in Indian also
stand on a similar-footing.vahey are here beééuse of
reciprocal arrangements with other countries. A measure
of paritY'.s needed in the matter of tax rates Herewalsd.
A suggestion has bezn made earlier in this Report that
the profits>of,foreign air lines should be-asséSSed on

a summary basis and the tax should be levied as a perecen-
'tage'of their earnings in India as in the case of shipping.
Once that is done it would be hardly justifiable to have:
a high rate of tax., It is therefore suggested that the
income of foreign air transport companies shouldlélso
bétbﬁodght down as.in_the‘caSe of banks. The revenue.
effect of this.wodld be, as seen from Tabies V.2 to V.5
very nealigible.

94. As broucht out by Tables V.2 té,V§5: foreign
companies not encdged.in investmpnt,'teéhnicai consul-
tancy, air transport, or banking contribute only a negli-
gible amount to the revenue. The rate of 70 per cent
plus surcharae applicable to th= r981duary income of
forelcn companies gerves hardly any fiscal purpos e but
mlcht in fact be- counter-productlve by making evaslon
and avoldance mors remunerative or by prollferatlna _
diSputes and lltlgatlon. It cannot sorve any economic or
social purpOSe either. Thére are other laws throuqh
which the operatlons of foreign companles are regulated.
to be in tune with the national aspiratlons for deve lop-
ment and Self-suff1c1ency and a high tax rate is a poor
tool to serve that purpose. It opens up the way for
adverse comparlsons and could be a powerful disincentive
for ;nternatlonal participation in the economic deveIOp—
ment of our country. As shown"ih‘Chaptér IV, this type
of dis¢rimination against foreign companies does not
exist in most .developed countries and not even in many
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developing countries. At worst, where differential tax
treatment is given to closely-held and wideiy;heldt
domestic companies, foreion-companies are eqddted'with
closely~he 1d domestic companieah Where is; therefore,
urgent ne=d to bring dowr the r951duary rate of tax
applicable to other forelgn companiss to thejlevel_of
that applying to closeiy-held domestic companies,in India,
namely, 65 per cent plus surcharge. One justification ”
that is often given for-a hichear tax rate on foreign
companies than applicable toé domestic‘companies is that
the dividends distributed by thepforeign company outside
India do not Suffer any tax in Iadia. The fallacy in
this line of reasouing is .that the non;resideht share-
holder of a foreign company is rot taxed on hlS dividend
income because both he and the saurce of his. 1ncome are
outside the tax Jurlsdlctlon of. the country. The profits
earned in India having been fullytaned in the hands of
'the company, - there would be llttle justification for tax-
ing the d1v1dends dlstrmbuted out51de India in the hands
of a non-resldent shareholder dlrectly or indirectly by

harglno & hloher tax on the company itself. The general
principle adopted in’ ‘the double tax agreements in respect
of taxation of leldeno 1ncome is that the tax jurisdic-
t ion should he exclu51vely with the source country where
the company has. its seat of. manaoement and the dividends
are declared. It would then be dlfflCult to JUStlfy the
levy of a hloher rate of tax on the Indlan 1ncome of a
forelgn company on the ground’ that fhe dlvidends declared
by the company outside India do not ‘bear ‘any tax in India.
In fact, even in regard to resxdent-corporatlons there
is 1ncrea81nc realisation of the need to prov1de relief
acalnst ‘the double taxation of both the income of the
company and the dividends coming out of the taxed profits
in the hands of the sharcholders. Shareholders of an
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Indian company who are 1ndlv1duals Or HUFS are exempted
from tax ln r€Spect of thelr 1ncome from d1v1dends upto
an agdrecite  of Rs 7 oao taken along with the income
from certain other flnanc1a1 assets (Section 80L).
Intercorporate leldendc are totally exempted if the
dividends are derlved £ rom - companles enoaoed in Specified.
industries and partlally S0 in other cases (Section 80M).

g5. The above conclu81ons have been reached on the
assumptlon that the rates of tax appllcable to Indian
companies rémain at thelr present levels. There is a
general feellno that companles in India are too heavily
taxed "In the present study, the case for a oeneral
lowerlng of the corporate tax rates ‘has not been examined.
Such a study would not be reallstlc unless the impact of
the various exemptlons and rellefs whlch the ‘direct tax
laws in Indian provide is also examined. A lowering
of rate of tax on companies together with the w1thdrawa1
of a number of reliefs and concassions may indeed be
de81rable. However, the ratlonale behind the conclusion
'reached in this study that for the purpose of tax rates
the buS1ness income of foreign banks and air tranSport
companies should be equated with w1dely—held Indian
, companles ang the res1duary income of other foreign
companles should be taxed at-rates applicable to a
closely-held Indian company, would still’ remain evenvif
there is a loWeringvof the tax rates on Inaian companies,

m. Allowance of head office expenses

‘96, In the assessment of noh-resident companies
operating in India through branches or other perﬁanent
~ establishments, the law 1mposes a llmltatlon on:the
deduction of head office éxpenses: in Sectlon 44C
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inserted by the Finance Act, 1976. The scope of this
limitation has been discussad earlier. In the Context

of the c_fficultizs i+ "¥= verificéfion of head office
expenses and linking them with the Indian business and

in view of the natural tendency to shift a higher propor-
tion of the head office éXpense§ to jurisdictions where
the tax rates are higher, the limitation cannot be said
to be unreasonable. As discussed in Chaptar IV the
practice in this behalf varies £ rom country to country
and no,objeétion:could possibly be taken to India
adopting a procedure best suited to its administration.
The_data éollected in the course of the present study

do not contain.any thing to indicate that the absolute
ceilihg Qf 5 per cent of the adjusted total income imposed
phdé? Section 44C is in any way unreasonable. No change
in this regard-is therefore suggested.

n. Surtax on companies

97. The surtax.on companies has been criticisec as a
tax on efficiency and its imposition has been adverse-
ly.comﬁented upon in various forums. The justification
for tﬁis tax has not been gone into in this study, but

no purpoSe seems to be Served by making foreign companies
theoretically liable to surtax. In practice, the foreign
banks Seems -to be not affected by it. In the case of
other foreign companies collaboratiné with Indian
iﬁdﬁstries, interest, royalties, and fees for technical
seé;ices received from the Govemmment or a local”
”éuéhofity or an Indian concern and 3dividends from Indian
companies already stand excludei/from the chargeable
profits:’ The law also empowers= the Government to-exempt

1/ 'SecéiOn'§4AA of the Companies (Profits) Surtax Act
inserted with effect from 1,4.1981.
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from surtax forelgn companies part1c1pat1ng in the business
of prOSpectlng for, or extractlon,'etc. of , mlneral 01ls

The OperatJons of foreion companles are regulated by other.
measures and it seems ‘unnecessary to resort to the mechanism
of imposing a tax on their "super-profits'. There are .
practical dif ficulties in determining their capital base for
determinino;the statutory deduction for arriving at the
profits chargeable to surtax. It would'considerably-clear
up. the atmOSphere for foreign participation in our industrial
development»witﬁout the sacrifice of anyiappreciable'revenue
and without 1mp1nglno on_the ba51c rationale behind the levy
of surtax if foreign companies as such are placed outside
the purview of the Cbmpanios (Profits) Surtax Act.

o. ‘Surtax on the foreign income of domestic companies

98. The recsnt trend 1is for Indian concerns to: do trans-
‘natlonal They are encouraged to pertake in-joint ventures
abroad~ and to export not. only goods but‘aiSo pro jects,
[technlcal know—how and serv1ces. _Income tax concession are
‘allowed in reSpect of such eXports.L/_-When tax relief on
eXports used to be allowed under the Finance Acts in the
early and mid—-31xtles, the eXport proflts rellef was belng
excluded from the chargeable profits for Surtax.- With the
accent on eXports and building up our. forelcn exchange
reserves, there seems to be no Justlflcatlon for. 1nclud1ng
in the surtax base of Indian companies the%r foreian
income which is duly brouoght into India, or‘retained abroad
for approved purposes

1/ Section BCHHB. = Deduction of profits and gains from
pro jects outside Irdia,

Sectlon 80HHC - Deductlon in reSpect of export turnover.

Section 8ON - Deduction in reSpect of dividends
recelved from certain foreign companies.

Sectlon 800 - Deductlon in- reSpect of rovalties, etc.,
from certain foreign enterprisés.
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p. Surtax on Indian banks

99. Similarly, there seems to be no.justification for
levying surtax on Indian banking compahiéS. It may be
that scine of them, ! :lnugce oF their iarge,reServes or
provisions treatecd as reserves, do not attract liability
to surtax. But ¢7:tsl nave arisen where surtax has been
leviec on banks. In fact, some of the nationalised banks
Sub jected to surtax seem to have challengéd the levy on
the ground that the bank nationalisation law deemed them
to be companies for purposes of inccme'£ax oﬁly and not
for surtax. The interest rates on moneys lent by the
banks as also the interest allowed by them to the deposi-
tors are both regulated by the Government throuch t+he RBI,
Their investments are also similarly regulated. There
seems to be no rationéle'behind,sﬁbjecting them to

surtax when their profit making apparatus is regulated

in this manner. When companies were liable tb.the wealth
tax during the years 1957-58, 1958-59 and 1959-60,
banking companies were specifically exampted from, that
tax. Y/ Banking companies, if any of them ars closely-
held, will now be exempt‘from the revived levy of wealth
tax on closelY-held companiesg/‘under this provision.

It is desirable that banking companies shoulq) in a
similar fashion, be specitically exempted froﬁ the. levy
of surtax as well.

q- Some administrative issues

100. By and large, the Income Tax Act in India provides
a common code of administrative procedures applicable to
both fesidehts and non-residents and to domestic as well

;/' Section 45(a) of the wealth Tax Act, 1957.
2/ Section 40 of the Finance Act, 1983.
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as foreign 1incomes. While no attempt has been made in

this study to assessee*the ef fectiveness of these procedures
-and identify source of”irritation a few proble.is areas did
come to be hoticed in.tne course of the‘study; As some
hardship arises to the_taxpayers having transnational
income on account of these, @ mention is made of them in
this report.

i. BExercise of powers to enforce furnishing of
infogmation

1o01. The Income Tax Adt contains a wide variety of
»prov181ons empowerlng the tax authorities to enforce
attendance and prcductlon of original documents, accounts
and other evidence. Foreign companies have, understandahly,
dlfficultles in complylng with these requlsltions where .
they relate to thelr head office expenses. Some assessina
officers seem to be’ taklng an unduly narrow view of the
legal requirements for the verif ication of the income
recelved by the taXpayers and verlficatlon of their claims
for deduction of expenses, reliefs, etc. Of course, no hard
and fast rules can be laid down in this behalf and a large
measure of discreticn_haé»necessarily to rest with the
assess ing authority:in deciding whether he would be content
with internal documentation only or he should requisit ion
external documentatlon and audit certlflcatlon or he should
launch on a full-fledoed investioatlon and call for all
types of orlglnal documents, books of account and other
ev1dence. Hav1ng regard to the economlc and pOlltiCal
angles 1nv01vec and keeping in view the fact that while
’deallng w1th transnatlonal income these must get precedence
over purely revenue and legal considerations, great circums-
pection and restraint sepms to be called for in handling
'such cases. In the metropolltan cities where most of such
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cases are concentrated, special foreign tax circles have
been created and senior and eXperienced officers posted to
man them. This would by itself in a large me:< sure provide
a safeguard aga.iisv exeesv.ove 0Or lrrassponsible exercise

of the administrative powers. Still, a word of caution
from th=s Central Bcard of Direct Taxss to their officers
against unreasonable demancs for information and supporting
documents sezems to be necessary. ‘Ordinarily, the assessing
authority should raely on internal documentation only.
Asking for external documents and certification should be
the exception rather than the rule. Full-fledged investi-
gation calling for original papers should be reserved to‘
clear areas of evasion or violation of the law and that too
with the eXpliei: approval of ths highest administrative
authority. Even here, to tha extent possible, assistance

f rom the counterparts in the other country should be sought.
With the recent trend of incorporating in the bilateral tax
treaties crauses facilitating exchange of information and
a551stance 1n investication and tax recovery, this might

be a more fruitful approach Some of the nationalised
banks covered by this study also expressed concern over the
tendency on the part of some offlcers to call for minute
details of expenses incurr~d abroad as well as locally and
to disallow them when such details are not furnished within
the short. time allowed -, them. Banks have thousands of
branches spread over the nocks and concerns of this vast
country and a number of them have overseas branches as well.
As mentioned by the of one bank officials, the total
expenses on an innocuous item like'"broom sticks and cleaning
materials” could total upto several lakhs of rupees for all
the branches taken together. Considerable expenditure has
to be incurred by sending telex, telephonic and telegraphic
messages to the branches for collecting the information
sought by the assessing authority. Here again, some
instructions to the field staff from the highest adminis-
trative authority seems to be necessary.
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ii. Grant of double tax relief

- 102. Indian companies having foreign incone Seem to be
having difficulties in securing: double tax rellef atr the

- hands of the tax authorities whether on the basis. of
biléteral'conVentionS‘for'avoidance of .double tax or on
the basis of the unilateral relief prov1sdons in our Iancome
‘Tax Act. Even some of the- natlonallsed banks have pointed
out that there is considerable delay in getting the appro.
priate relief from the Indian tax authorities. qulateral
relief under Section 91 is allowable when tax has been.
peid in the other country by deduction or otherwise on the
double taxed income. ' Yet, some assessing of ficers seem
'to be insisting on production of assessment. orders,. tax
paid challans and finality certificates from their counter-
parts in the other country before allowing the relief. It
has been pointed out that the assessment procedures differ
from country to country and some dqhnotvisege formal
assessment orders or finality certificates. In many
cduhtries the Inland Revenue -Authorities accept tax compu-
tatlon atatements filed by the auditors and evidence of
payment of tax by deduction or otherwisse, while retaining
a rlght to check the acCuracy‘of.the claims at any time.
Sqme inétfuctidns to the field of ficers to. allow double
tax reiief at least provisionally reserving a right to
rectify,_without insisting on final assessment orders or
other finality certificatet seem to be necessary.

103. = Even with reaard to: the countries with whom: double
tax av01dance agreempnts are in force, Some assessing.
offlcers seem to be" taxing the foreign incomes alsa notwith-
Standlng the agreements and alloving relief. only in the

same way as in the case of unilateral.relief..-. ThlS
procedure makes ‘the double tax avoidance agreement
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"meaningless. Hefe again, the field officers nead to be
instructed to allow the relief in accordance with the

terms of the agreements at thevtime of making/the.assess-
ment initiallv. T+ is hacdly necessary to point out that
the delay in granting double tax relief, results in lock-
ing up of the assecsces’ funds with consequent_loss of
‘interest. The law deoes not provide fbr payment of interest
on the delayed refund, except with'refunds have been
determined but not actually issued for a period exceedlna
three months. It is stronaly araued that of ficers

assigned to deal with large undertaklnas w1th transnatlonal
incomes be given Spec1al tralnlna and be made properly
conscious of helping the copntry}s»efforts to earn foreign
exchange.

‘iii. Interest on delayed refu nd_of tax deducted
at_source

lo4. That takes us to another problem which seems par-
ticularly acute in the case of bankS.u.The banks haée a
large volume of income from interast on sécuritias £ rom
which tax is deducted at source. Many of the‘nationalised
banks pay excess tax by deduction at source and have to
wait for more than‘2 yeafs for getting it refunded after
final assessment, which adversely affects their llquldlty.
Whereas there is a provision in the law (Section 214) for
grant of intetrest on excess advance tax pald, there is no
similay provision for grant of interest on excess tax
deducted at source except in the limited case of a person
having income from interest on securltles and dividends
only / Section 243(1)(a)_/ The law Seems to discriminate
between two types of pre-assessment tax-payments which

it is hard to justify. It WOuld be de51rable to

amend the law to ser right this anomaly. In the
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meanwhile, administrative instructions seems to be
necessary for expediting orant for refund on provisional
basis under the: existinc law.{Section 141A).

ive IpstAlments of advance tax

105. According to statutory requirements, banks have
to close thelr accounts on 31 December each year. : They
have no choize in the matter as other ccmpanies have.
Under the existing law, théy_have to pay'the third and
final instalment of advance tax on 15 December. With a
large'nunber of farflung branches and branches in foreign
countries, banks seems to be haVino genuine difficulties
in maklng proper estimates of advance tax by the last
date stipulated. The law empowers the Boardv/haVLnu
regard to the nature of dealings in the business carried
on by the assessees the method of acoounting lelbwed by
‘them and other relevant factors, to authorise by notifi-
"cation in the Official Gazette and subject to such condi-
tions as maY'be specif ie@ therein, the payment of the
last instalment of advance tax onh the 15 March instead of
15 December. It appears that suwch a notification has
been issued in the case oi insurance business. It seems
 desirabls that a similar notiflcatlon should be issued in
‘thé case of Indian banking business as well.

v. Allocating interest paid_against div1dend
income

106, Another practice which seems to be hitting the
banks hard ahd generating litigation is the tendency on.
the part of some of the assessing officers to allocate a

1/ Proviso to Section 211(1) of the Income Tax Act, 1961.
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part of the interest paid out by them against. dividend.
income, which tends to.'reduce_or even wipe off. eé item of
income which is taxab1° At @ concessional rate.—/: Banks
do“not ‘borrow funds " ‘for ac~u1r1na>shares o comﬁaﬁlps

It seems- to. be unrea*'ftlc to aitotate qny portion of the
interest paid out against leldend 1ncome unless. there is
something" ‘to-show that the sﬁareszwexe_vau1redvSpeclf;cally
out of borrowed funds. Here again, some edhinistratite
instructions are called for.

vi. Admipnistrative delay in granting approval

107.° Another difficulty faced by baiks having overseas
branchés results from the delay im granting epproval
under Section 36(1 )(v1118) of the Income Tax Act. This;
prov151on, “Which was introduced by the Finance Act, 1982
‘enables an Indlan sch:duled bank having banking operations
out51de India to deduct, in computlno its taxable income,
any amount (not exceedlnq 40 per cent. of the gross total
bincome) carrled to a special reserve, provided the_bank;
is fo:,the time being approved by the Central government
for the purpose. It has been mentioned that, though more
than a year has pacoel =L co the provisicn was 1nserted
in the law, o approvals have so far been granted. In
the meanwhale, to be on the safer 51de, the banks have
created the necessary reserve but are not’ 1n a position
to take advantage of the deduction for payment of advance
tax, - self-assessment tax, Vtc., in. the absence of the
necessary. approval f rom: the Central governmentn Most of
these. banks.are in- the State sector and there ;e 11tt1e
justification for keeplng.them_;nJ§¢§L§Q§;9§”§USPen§§;
Some early action in this behalf seems.to be nacessary.

1/ Section 80M allows @ 60 per cent deduction from
divided in the case of a domestic company. In the
case of a foreiagn company, dividends are taxed at
the rate of 25 per cent.
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vii. Creation of special rsserve

108. The provision relating to the creation of special
. reserve has olven rlse to some practlcal difficulti~s in
workina out the celllno of. 40 per cant with reference to
_the total income before makino any deduction under
Chapter VIA of the ‘Income Tax" Act_(r.e., the gross total
..income). The‘gross total income itself is to ba worked'
~out after deducting the amount transferred to the reserve
under Section 36(1)(viiia). This means that a mathemati-
cal formula will have to be evolved for derermining the
ceili'ng. In Section 23(2) of the Ircome Tax Act where the
annual value of acself—occupied house has to- be restricted
to 10 per cent of the‘oross'total income, the need for a
mathematical formula has been avpided by providing that,
in computing the oross total income, the income from the.
self-occupied house}should be excluded. " In Section

36 (1) (viiia) also the‘working of the ceiling could have
been made simple by providing that the gross total income
for the purpose should be worked out before naklnq the
deduction under the: proviS1on. An amendnent in this
behalf seems toibe‘cailedrfor.

viii. Provision for bad debts

109. - By an amendment made by the Finance Act, 1979L/

a deduction is allowed in the case‘ofiall scheduled
commercial'banks‘in‘reSpect of provision made for bad and
doubtful debts: relatlng to advances made by their rural
branches subject to’a Cellan of 1.5 per. ' cent of the
aggregate of such advances. The Finance Act, 1982 -has
extended the benefit to non-scheduled commercial banks as

1/ Clause (viia) inserted in Section 36(1) of the
‘Income Tax Act, 1961.
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well, There seems to be,need to extend a similar benefit
‘to advances made by overseas brandhes‘alsp particularly
when the-assessing officere insist on stfict proof of the
debt»havihg'beéome'bad which it is dif ficult to provide

in the case of oveirseas transactions. The special reserve
referred to in an earlier paragraph is meant for finanéing
expansion and not meant to serve as a cushion against
doubtful debts.

1i0. In the matter of normal provisions for bad and
doubtful debts of banks, a liberal policy used to be
followed in the past. The present practice is, however,
to require the bank to establish that the debt had become
'bad' during the'accounting year and that the debt 1is
wfittenvoff in the bankIs books. Many assessing of ficers
seam to take the narrow view that write off means credit-
ing the debtors' account and closing it. This the banks
are not always in a position to do. S=condly, assessing
officers seem; to be demanding strict proof even in
regard to petty amounts. When the m@ jor banks are in the
State sector, sSuch an approach seems to be ﬁholly
unproductive and wasteful and proliferates litigation.

Af ter all, there are provisions in the 1aw for bringing
to tax bad debts subsequently realised when they have
been allowad to be deducted in an earlier year. Some
executive instructions to the field staff in this behalf
seems to be necessary. A large part of the bad debts
ofbthe nationalised banks is a legacy of the pre-natioha-
lised period and a pragmatic approach in this regard is

necessary.



VI.. SOME WIDER ISSUES

111. In the forecoino Chapters, various issues concern-
ing taxation of trdnsnational income of companies in India

have 'been examined. This has been done primarily keeping
the following in view:

'i. changed attitudes in India in the 80's, along
with avowed Government intentions of encourag-
ing and promoting foreign investments, to
ypdate technology, as well as modernise, so as
‘to render competitive, the Indian industrial
-sector, and the need to supplement this -liberal.
‘attitude to 'foreigners' by simplifying and
rationalising the existinag tax provisions/rates.
which relate to. non-residents, and to align
“them more to. international practices;

ii. the radically changed economic situation due to-

" continuing large deficits in the balance of

payments,“projected“invthe medium term,. requir-.

ing vurgent attention on all fronts connocted

w1th the management of the external sector ot
the economy,'and

i1ii., the increasing interdependence of the global
economies which require standardisation of
accounting, taxation and trade practices to .
facilitate cross border movements of goods and
serv ices.

The conclusions reached-and the suggestions made in this
Report have to be viewed in this context.

112. This is, however, not to say that there are no
other issues having a kearing on the problem. The-first
of these is that the act1V1t1es of a few glant multi-
national corporations all over the globe have created
certaiq\prejudices ‘and suspicions in the minds, particu-
larly,‘eg.the third world countries. Our Prime Minister
in her address to the Non-aligned Nations Conference at
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Algiers on 6,9.1973 referred to the activities of the
faceless multinational corporatlons as very vehement,
un8cxupulous apd, sometimes qu1te subtle.L/v Multinational
orporatlons have .sometimes’ been described as a 'State
within a State . The United Nations considered it
vnecessary to establish a '‘Group of Eminent Persons' to
Study the impact of multinational corporations on the
develqpment process and on international relations. 2/ The
report of the Group focussed polnted attentlon to the
effects of the activities of the multlnatlonal corporations
An the various national” JurlSdlCtlonS VAR Dr. V. Gauri
shankar, ‘after exhaustlvely analy51na the* various issues
pqsed by ‘the operations of transnatlonal.corporatlons, has
sugdestea the setting up of' an International Control Agency
for TNGs under the aegis of - the U.N. for 1mplewent1n0 a
codée of conduct for them.é/ The p01nt that emerges from
his analy51s is that the issu=s are. far too complex and
the possible remedies far too intricate to make the income
tax law a suitable weapon for 'taming the-giants’'. Whether
an alien corporation shehld be allowed to oparate on its
soilsor not and, if so allowed, within whatfperineters, is

a conscipus,political decision to be taken by a country.

1/ Government of India, Publications. Division’ (1973).
2/ AUnesco resolution 1721 (L 111) of 28 July, 1972.

;/"U N, December- E/SSOO/Rev1 Sm/“SA 6 "The Impact of
Multinational Corporations on Deve lopment-and
International Relations, New York,1974, p. 25,

4/ Dr. Vi-Gduri shankar, Taming: the Glants‘; Transnational
Corporations inWorld Arena, p. 211.
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But once foreign companies are pdrmltted to opearate

in Indlan wWithiniwell’ demaerted boundriss by @ ‘cons-
c1ous decision basad on 2n appralsalrof the develop-
mental needs of the country and the ne~d for reciprocity,
it looks unfair that they should be subjected to a >
discrimlnatory rate of tdx or subjected to other harsh’
procecures. If they don"t behavo, there are other ways
of disciplining them.

113 There have also b=2en severe criticisms, of the
manner of func+ioningg§nd allegations of tax evasion
against some of the foreign Companias operating in
‘India. A few of them have also ficured in the Reports
of the Public Accountstommittee of Parliament. Howewer,
a harsh tax treatment to foreion companies operating

in India cannot be justified on the ground that some of
them evade tax. In fact, the high rataes of tax on

their incom=s in India themselves constitute a contribu-
tory factor to tax evasion by m@king tax evasion mere
profitable. A reduction in the rates will reduce the
incentive for tax evasion. In his budget spsach for
1980-81, the Finance Minister observed:

"The reduction in rates and other concessions
in respect of direct taxes should ordinarily
involve loss of revenue. However, I am of the
visw that reduction in rates will lead to
signhificantly improves compliance with tax
laws. The legislative amendments made for
countering tax avoidance devices and the
changes in the provisions in r=gard to

advance tax should result in large accretion
of revenue'.
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The Finance Minister was obviously deriving strength
fr m the past experience when the revanue realisations
increaSed after the maximum marginal rate for non-
corporate income tax had be=n slashed down frbm 97.75
per cent to 77 p=r cent and then to 66 per cent.

There are ample proceduras under the tax laws to déal
with tak.evasion. In addition, thare are special
provisions in the Income Tax Act for dealing with tax
avoidance by residents acting in concert with non-
residents (Sections 92 and 93). 1If neceésary,these
provisions can be further strengthened. In any event,
tax evasion is a much wider issue and should not be
allowed to cloud decisions on the limited problems
relating to the taxation of non-residents dealt with
in this Report.
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VII. GSUMMARY OF OBSERVATIONS AND SUCGESTIONS

A summary of the important observations .and sugces-

tions made in the foregoing Chapters is given below:

I.

II.

ITT,

Introduction

— mnt—

1. Foreign companies have an important. role to play
in‘our economy. However, neithéer in terms of number

"hor in terms of reverue can they be recarded as a

ma jor constituent of the taxpayers in India.. Their
operations. are also:striétiy*re@ulated by law. The

taxdation policy in regard to foreign companies has,

’theréfore, to be shaped not by purely revenue consi-

derations but in the broader perspective of the
'éountry’é economic policies and development.
programmes.

(paras 1-9)

Evolution of the Corporate Tax_Law In India

2. = The corporate tax rates in India have generally
tended~t6 rise steadily in the post;ihdepéhdende era.
There has also been cdnsiderable QXperimentation in
the field of corporate taxation and taiation of
dividends.

(Paras 10-16)

xation of Foreign Gompahies. and Foreign Income

£ Indian Compadnies

i

]

!

3. Before indépendence, Indian companies and foreieu
compani=s weré practically treatad-alike except that,-

wHiTe "resident’édmpanies were required to pay tax orn
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their world-wide income, the non-resident companies
were taxed only on their income from sources in
British India.

(Para 17)

4. In the pre-independence days, the rules regard-
ing accrual of income were considerably influenced

by the existence of a large numb®r of princeiy

states which wers not part of British India or

later the 'taxable territories' but were nevertheless
an integral part of India in regard to commerce and
trade. ‘The concepts of 'domestic company' and
‘Indian company' came to be incorporated in the law
only after independence. This led to the development
of three different, though often. overlapping,
concepts namely (a) resident and non—resident-compa_
nies, (b) Indian and non;Indian companies, and

(c) domestic and foreign companies.

(Paras 18 and 19)

5. It was only after independence that foreign
companies came to be subjected to a higher rate of
income tax than domestic companies. 1In the early
stages, a rate differential existed bestween closely-
held and widely-held foreign companies. This
distinction was given up later. Lower rates of tax
came to be adopted in rzgard to the income of a
foreign company from dividend, royalty and fees for
technical services (later extended tO interest on
certain foreign currency loans) in the context :of
the need for encouraging foreign investment and
technical collaboration selectively. The rate of
tax oh the residuary income of foreign companies
has, however, almost steadily risen and stands at

73.5 per cent today.
(Paras 20 and 22)
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6. In-an attempt to simplify the assessment of
non-residents and in visw of the di“ficulties in
verifying their claims for expenses, the law has
been amended from time to time. Thus, non-r=sident
shipping companies are taxed on the basis of a fixed
*p@rcéntage of their turnover. Income from dividends,
royalties;_fees for téchnica1 services and interest
on certain foreign currency loans have been made
taxable on gross réceipts basis without deduction of
eXpenges, In other cases a ceiling on the deduction
for head office charfges has come to be imposed.
Certain clear-cut source rules have also been
incorporated in the law its=lf.

(paras 23-28)

7. The provisions relatinc to bilateral agfeements
with other countries have been made more broad based
and agreements have been entered into with @ number
of countries for avoidance of double tax,for exchange
of information and for assistance in investigation

and tax recovery.

(Paras 31-33)

3

réatmént of Non-Resident Corporations in Other
untries

&

8. The corporate tax rates in India, particularly,
those applicable to noh-rasident éompanies, are
‘Véfy much hicher than what obtain in most other
réountries. The administrative procedures in other
countries are also, by‘andglarge,.wbre pragmétic
and less burdensome.

(Paras 34-55)
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e Problems and Possible Remedies

o S—

9. A newly independent country like Indi& has
necessarily to pass throuch various phases in its
attitude to foreign investment. India has movad

from th= 'dependence’ phase to. the 'independence

phase' and is moving into the 'intcr-dependence

phase'. The attitudes towards foreign investment
and technology'have in recent times undercone a
visible change. The tax laws, however, do not seem

to have kept paée with this chance.

(Paras 56-57)

10. The liberal approach is also evident in th=
policy towards foreign banking. At the time of
nationalisation, they were consciously kept out as
it was recognised that they -had an important role to
play in the economy. 'The:eiis increasing realisa-
tion that foreign banks have a contribution to make
in areas of ihternational loans, syndications and
ihvestmenté.'yThey also help the Indian kanking
SyStem in its process of transnationalisation,
innovation and mod=rnisation. For~ign banks,
however, do not constitute any.threat to the Indian
banking industry and there seems to be no need for
a protectionist policy in the matter of taxation.

(Praras 58 to 61)

11. The independent definitions of 'company' under
the different direct tax laws need to be replaced

by a common definition.

(Para 62)
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12. The multi-fold classification of companies as
(a) resident and non-resident, (B) Indian and non-
Indian, and (c) domestic and foreign, should be
done away with the réplaced by a single categorisa-
tion, say, domestic and foreign as ih most other
countries. The classification should be uniform
for all economic laws.

(Paras 63-66)

13. The independent provisions in the Income Tax
_Aét and wsalth Tax.Agt‘for the declaration of a
non-resident association as a 'company' could lead
to anomalies and difficulties and 'should be replaced
by a common provision.

(para 67)

14. The classif ication of companies as closely-held
and widely-held, though no longer relevant in the
case of‘foreign companies for the purpose of tax
rates and the levy of an additional income tax for
non-distribution or inadequate distribution of
dividends, continuss to be relevant in relation to
set-off of earlier years' ldsses. Section 79 of the
Income Tax Act denying the richt of Set-off when
there has been a substantial'Chénge in the. sharehold-
ing has been critisized even in its application to
Indian companies. The theoretical possibility of the
provisiods being’invoked against:fbreigp companies
should be removed by reStricting'the provision to
Indian companieé only.

(para 69)
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15. The source ‘rule based oh the vague concept of
'business connection' is a hana-cver from the past

and should be don=2 awav with,

{(Paras 70-71)

16. 1In recent years, ther= has be:n ar attempt to
Simplify the assessment of rnon-r=sideats. Non-
resident shipping companies - are ncw to be taxed by
treating a fixed percentage Of their gross earnings
in India as their income. This procedure could be
usefully extended to air transport companies as seem
to have been done in certain other countries.

(Para 174)

17. The tax rate on the gross dividend income of a
foreign company from Indian companies may be lowered

to, say, 20 psr cent.

(Paras 76-77)

18. While the tax rate on certain types of interest
income may remain at 25 per cent as laid down from
1.6.1982, this would provide added justification for

lowering the tax rate on dividends.
(para 78)

19. . The definition of 'royalty' and 'fees for tech-
nical services' overlap. The definition of 'royalty'
is also not in - tune with the commercial concept of
royalty and the definitions of the term in various
tax treaties. Thes differential tax rate in respect
of 'lump-sum' payments of royalty based on the situs
of the transfer of know-how creates difficulties and
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is open to manipulations. In_practice,"it'is also
difficult to analyse the composite consideration
stipulated in a collabhoratior agreement as royalty,
fees for technical services, lump-sum payments and
'so on. The entirz consideration payable on the
ba'sis of an approvad a collaboration agreement
(excluding clear-cut items like dividends, interest,
payment for supply of equipnené, etc.); should be
taxed at a uniform rate. ‘

(Paras 79-74-86)

20. The exclusion’from_liability to be treated as
royalty 6f payments 'chargeable under the head
capital gains' creates cont roversies and difficul-
ties in interpretation. The exclusion should be of
amounts represent ing the consideration for transfer
of a capital asset. If the*capifal asset is situate
in India, thevéurplus‘would be taxable as capital

gain. ‘vaoutSide, no tax would be le&iable.

(Para 85)

21.° For rendering technical services, the hon—
residént hésvto dep loy his experts in India. Such
expenses are how disallowed. The non-resident can
find an easy way out by making the resident collabo-
rater bear these chargss. While there may be

dif ficulties in verifying claims for =xpenses
incurred outside India, there seasms to be no reason
why expenses incurred in India should not be~allgw;a.
Payments under an approved technical collabbratidn
agreemenf should, therefore, be taxed on the net
amount éffervallOWing deduction for expanses incurred

within Ihdia,:at a rate of, say, 40 to 50 per cent.

(Para 87)
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22. Taxing the residuary income of foreigh companies
‘@t the hich rate of 73.5 per cent s=ems to be whdlly
unjustifiable when the operations of foreign companies
in Irndia are strictly reaulated by other laws. There
is no .rationale in having this type of punitive tak
rate which is made more so by statutory disallowance
of expenses actually incurred (e.g., remuneration

and perks to executives entertainment expenses, etc.).

(paras 88-90)

23. The residuary rate falls heavily on foreign
banks having branches in India. Foreign banks have
a distinct role in our economy and they Supplement
and not compete with the Indian banking industry.
They operate throucgh branches and not throuch local
subsidiaries (as they do in other countries) not by
‘choice but in view of the Gov-rament's policy. The
foreian banks operating in India are broad-based
companies in their own home countries. Foreign
branches of Indian banks are taxed at much lower
rates in other countries. The tax rate applicable
to the business incoms of a foreian bank should,
tﬁerefore,.be the same as the rate applicablp to a

widely-held domestic company.

(Paras 91-92)

24, Similarly, the tax rate applicable to foreign
air transport companies for which a simplified
asSeésment'procedure'has been suggested elsewhere,
should also be broucht down @s in the case of

foreign banks.
(para 93)
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25. The tax rate applicable to the residuary income
of foreign com>anies other than banks ang air
'tranéporftcompanies should be the same as applying
Eo‘a”cloéeiy:héid domestic company.

(rara 94)

26.. The corporate tax rates in India have b=en
frequehtiy’criticized as excessive in comparison with
the rates in other countries. The above formula of
equating’ the rate of tax on foreiagn banks and air
lines to the rate applicable to widely-held domestic
‘companies and the rate of tax on the residﬁary income
of othér*foreign’companrés with the rate applicable
to closely-held domestic companiés would ramain
valid even if there is a general reduction in the

corporate tax rétes on domestic companies.
(Para 95)

27."In the context of the difficulties in the
verification of head office exégnses and  linking
them with‘the Indiap“buSihess, it is not unreasdnaf
ble to limit their deduction by @ statutory ceilina.

(Para 96)

28. . Surtax on companies has been criticized as a tax
on efficiency. In the case of foréignfcompanies its
operation gives rise to various practical difficul-
ties. As the activities of forsicn companies in
Indiadra ragulated by other measures, it seems unne-
Cesséry‘td have a tax on.their super prof its.

(Para 97)
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29. In thevmid-sixties, the;export*profit relisf
allowed uséd to bé'excluded'from.thé“surtax base,
In the context of the nead to e@cou}age export of
not only goodé but also of projacts, technical>know;
how and services, it is_ d=sirable to exclude the
foraign income of doﬁestic compénies frbm the surtax

base.

(Para 98)

30. The profit mékingﬂappératUSrof‘banking companies
is reqgulated by law. The major Indian banks are in
the State sector. When wealth tax was leviable on
companies (now it has been resvived in the case of -
certain assets of closelle—held companies), banking
gbmpahies were Spécifically exempted. Similafly,
banking companies should b2 specifically exemptad

from surtax as wall.

(para 99)

31. Certain administrative procedures also n=ed to
be stream lined for relieving hardship to'taxpayers
having transnational income.

(para 100)

§2.~ Callinag for =xternal documentation and minut2
details in respect of foreign income and expenses
should be the exception and not the rule. By and
large, the officers‘sh;uld rely only on internal
documentation and not insist on production of
originals. Similarly, in the assessment of banks
having a large number of branches all over India and
outside, the‘éésessingfofficers should refrain. from
calling for detailed break-up of expenses, etc.

(para 101}
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33. Thers appears Eqﬁbeecgnsiderabléﬂdeiay in the
agrant of doubke tax relief resulting-in the hold-up
"B P unds due to the,tQXpayers for long periods
without the. benafit:of cetting’ intexest.:; Soms
aiﬂstYﬁﬁtiﬁﬁs Ed*tﬁeffieldtcffidersi£cwallqw the

if}naliﬁyiEe;tgﬁrceteSAsesmgtg;befneceﬁaary.
{Para "102)

34. Even in regard to countries with which double
tax’ avoidance agreements are. 1n force, the assessing
\offlcers seem to be tax1nc the¢fore1cn income in the
first instance ana 1nslst1nc on flnallty certificate
before.allow;nc the re11e£, This makes the double
tax avoidance’agreements meanlnaless. Hereacaln,
some instructions to the £ield 'staff seam to be
necessary.

(¢ara 103)

35, Banks pay excess tax by deductlon ‘at sSource and
are often made to Wdlt for more than .2 years to gat’

the refund, and that too w1thcuﬁ interest.f The law

ineeds to be amended to prcvide-rqn<payment of

inte s@ qn delayed refund of tax deducted ‘at source

\.(4

,in the same way as in he case oﬁﬂadvance ‘tax. The
provisions of Section 243 Qf«the Tnﬂamé’max‘ﬁct are

not, aquuate as’ they do not apply to assessees
,havinc\business income. 1In the meanwhlle, instrnc-
tions may bé iseiad to. -the field officers to grant
the.refund§,prqvisionally.

(Para 104)
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36. Like inSurance companies,'banks may also be
allowed to pay the last 1nsta1ment of advance tax
on 15 March, and not" on . 15 December. They have to
cloSe thelr accounts on 31 December not by choice

" but by statutory compulsion. with farflung branches
and branches in forelon countries, they find it
difficult to 2stimate their incomes correctly by

15 Jecember.

(Para 105)

37. The practice of allipating‘a part of the
interest paid by banks against their dividend income
causes hardship and oenerates lltioation.' Adminis-
trative 1nstructions seem to be necessary to
restrict the pract;ce only to cases where the shares
have: been .clearly acquired out of borrowed funds.

(Para 106)

38.7.Noﬂapprovalsiseem to have so far been granted;
Undériéectionx35(1)_(Viii§) of the Income Tax Act
authorising indian. banks to create tax. deductible
seerces out:ofrtheir‘foreiaﬁ'branCh.income even .
thouah the provision was . inserted in the law by the
Finance Act, 1982. This puts the banks in a State
of uncertainty. Some early action in this behalf
seems to be necessary.

(Para 108)

35.. The beneflt of deducting ‘bad debt reserve upto_
1a statutory maximum which is now restrlcted to the
advances made by rural branches of banks may be
extended to advances made by the ir foreian

branches as well,
(Para 109)
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40. 1In the matter of\ allowance of other bad debts,
particularly, in the ¢a5e of the nationalised banks,
a more liberal -nr~ pr&qmatic aéproach seems to be
necessary.

(para 110)

Some Wider Issues

41. There are no doubt certain wider issues relating
to the role of multi-nati@nals and the need-to keep
their activities Stricély'within bounds. There have
also been allegations of téxlevasion against some
foreign companies. These‘qré independent issues to
be dealt with as such. They should not be allowed
to cloud a decision on the suggestions made in this
Report relating to the tax treatment of the income
of foreign companies arising from legitimate activi-
ties within the spheres marked out for thenm, havihg
due. regard to our developmentélfneeds.

(Paras 111-113)



Annexure A

Tax Rates_on_ Companies

(Including Surcharg= where Applicable)

Domastic

Domastic

i.ssess- Widely-hzld companies _Closely-held compapiss
rent ' : : A
Small Others Industrial Non- .
year ™ Indus- Nonh- indus- Non-domestic
trial indus-~ trial
trial B
(1) (2) (3) (4) (5) (6) (7)
1957-58 456,50 51,50 51.50 51.50 51.50 40.00 on dividend from subsidiary
1959-60 _ ©0.00 on r=siduary income
1960-61 40.00 45.00 45.00  45.00 45.00 30.00) on differ=nt types of dividends
and : to )
1961-62 53.00)
45.00 on royalties from Indian concems
und2r approved agreement
63.00 on residuary income
1962-63 45,00 50.00 50.00 50.00 50.00 30.00) on different typas of dividends
apd to ) ‘ ‘
1963-64 45.00)
S0.00 on rOyalties from Indian concarns
under approvad agreements
. 63.00 on residuary income .
-1964-65 42,50 45.00 50.00 54.00 60.00 50.00 on royalties and technical fe=s from
Indian concerns under approved
agreements ;

65.00 on residuary income



(1)

— ——— Pt 2

1965656

1966-67
to
1968-6¢

196$-.70
to
197172

1975-74

1974-75

i (o -

(2) (3) (4) ()
42,50 45.00 50.00 Upto
10 lakhs 45.00
Above
10 lakhs 54,00
45.00 55.00 55.00 Upto
10 lakhs 55,00
Above
10 lakhs 60.00
45.00 55.00 55.00 Ugto
10 lakhs 55.00
Above
10 lakhs 60.00
46,125 5,37 56,375 Upto ‘
10 lakhs 56.375
Above '
10 lakhs 61.50
47.25 5B57.75 57.75 Uoto
10 lakhs 57.75
Above
10 lakhs 63.00
47.25 57.75 57.75 Upto
¢ 2 lakhs  57.75
Above
2 lakhs 63.00'
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(6)

(7)

60.00

65.00

65.00

66.625

68.25

68.25

L+ o - s e —

AS for 1964-65

50.00

70.00

As “for

51.25

71.75
52.50

73.50

25.00

20,00

on royalties and technical fees from
Indian concerns under approwved
agreements

on residuary income

1966-67

on royalties and technical fe=s
from Indian concerns under aos: roved
agreements : : :
onh residuary income

on royalties and technical fees
from Indian concerns under approvad
agreemants '

on residuarv income

CAS »for 1973-74

From 1977-78 special provisions for
dividends and for royalties and
technical fees from Indian concerns
und=sr approved agreements to the
taxed on gross receipts basis at the
follewing rates

dividends

Lump-sum royalty for transfer of
know~-how outside India

- €€T -
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(1) (2) (3) (4) (%) (6) *

— — e

1880-81 4,375 59.125 59.125 Upto -
and . 2 laxhs 59.125
1931”82 Above 69.:50
2 lakhs 64.50

1982-83 46.125 56,375 £4.275 Uoto
and ‘ 10 Iakhs 56.375
1983-84 : Above . 66.625
10 lakhs 61.50
1984-85 57.75 57.75  §7.75  63.00 63.25

e e — R,
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(7)

40.00
25.00

20.00

40.00

75.25

25.00

20.00

40,00

71.75

25.00

20.00

40.00

73.50

o torn Tt —

other royalties and tachnical fees,

dividends

lump-sum royvalty for traasfer of
know~how outside India from Ir-dian
concerns under approved acreements
oth2r rovalties and techanical fees
from Indian concerns und-=r a:roved
Agreements

residuary income
dividends

Lum;~sum royalty trr transfer of
<now=how outside India from Indian
oncernsS uncer aosproved agreemants

A

>ther royaltiss and technical fee=s
from Iadian concerns under apsrovad
agreements

residuary income
dividends
interest on foreiagn currzancyv loans

lum -sum rovalty for traansfer of
know-how outside India r=2ceived from
Gov~rnmant or from Indian concerns
undar ap,roved agreamants

other royalties and technical fees
from Governm=nt or from Indian
concerns undar aporoved agreamants

residuary incoms.

| %




Notes:

Annexyre’ A (anﬁd.)_

Wealth tax was leviable on the net wealth of companies for the assessment
years 1957-58 to 1959-60. The levy of wealth tax on certain'assets of
Closely-held companies has been revived from assessment year 1984-85.

Super-profit tax on comaanles was levied for the assessment year 1963-64
and replaczd by Surtax from 1964-65.

For some years during the late flftlos and sixties an additional tax .(by
way of withdrawal of rebate) was lev1able,on excess dlv1dends and: issue

‘of bonus shares.

After the abolition of Surcharoe in 1960-61 a 2 surcharge was re--
introduced in 1972-73 which was raised. to"5 per cent in 1973-74 and -
to 7% per cent in 1980-8l. It was reduced to 2% per cent in 198233
only to be rais»d again to 5 per cent in 1984—85 with a provision for
a 25 per cent relief when the requisite deposit is made with the IDBI.

- GET -~



Ann=2Xure B

List of Countries with which Ipdia hig Bilateral
Agresments__for__Avoidance/Rali=f of Dolble Tax

Comprehansive egreements. ééstricted agreemeqts

Austria Afghanistan: (aircraft)

Belgium Bhlgaria (Shippihd)

Ceylcn Czechoslovakia Kéh,ppinQ)

Denma rk Ethiopia (aircraft)

Finland German Democratic (shipping)
Republic k

France lran (aircraft)

gsdn;;i}l, Republic of, Italy (aircraft;

Gre:ca Lebanon (aircraft)

Japan Romania (aircraft-& shipping)

Malaysia Switzerland (aircraft)

Norway U.S.5.R. (shipping)

Singapore ﬁ-SoA- (aircraft)

Libya

Swaden

Tanzania

U.A.R.

U.K.




