
www.calcpa.org MAY 2009 C A L I F O R N I A  C P A 13

B Y  P E T ER  T R I E U , E s q . a n d  B R I A N  R O W B OT H A M , C PA

bal

Forms of Investments in India

Tax Regime

Foreign investors will find immense opportunities in India given
that the country is rapidly industrializing and government policy welcomes
foreign participation in almost all sectors.
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companies are taxed  
at 37.5 percent, while 
foreign companies  
and their branches  
are taxed at 42.5 per- 
cent. No capital gains tax applies to certain qualified investments sold 
on the Indian stock exchange that are held for more than 12 months. A 
securities transaction tax of  .125 percent must be paid on the transaction 
value. While shareholders pay no tax on dividends received, the 
corporation must pay a dividend distribution tax of  about 17 percent 
upon distributing the dividend. Interest income is taxed at ordinary rates.

Since the corporation pays the dividend distribution tax, there 
is some question whether the tax paid on remittance of  dividends 
may be offset with a foreign tax credit. General analysis of  creditable 
taxes indicates that the foreign tax credit is available, but the IRS has 
yet to rule on the matter. This argument is bolstered under the U.S.-
India Income Tax Treaty, which provides that tax paid on dividends 
received by a U.S. corporation owning at least 10 percent of  the Indian 
corporation may receive a foreign tax credit for those taxes.

The treaty does not exempt capital gains tax on sale of  shares 
in an Indian corporation. India and Mauritius, however, have a tax 
treaty with the primary benefit being that capital gains are not taxed 
in either country. For this reason, investments through a Mauritius 
holding company in India are frequently made. The structure 
normally involves a U.S. parent company with a Mauritius subsidiary 
owning the Indian subsidiary. Care must be exercised to insure that 
effective management of  the Mauritius company is outside of  India to 
ensure benefit from the treaty.

U.S. Implications of Foreign Investments
U.S. reporting requirements of  foreign transactions are rather complex. 
Automatic penalties may be assessed for failing to file or late filing of  
various IRS forms. Such penalties and forms range from information 
disclosures regarding a particular transaction with a foreign entity to 
disclosures of  foreign holdings or simply a foreign bank account.

U.S. investors in foreign corporations must also contend  
with the Subpart F provisions (IRC secs. 951-960). These rules often 

trigger a deemed dividend from a 
foreign subsidiary to the U.S. parent 
company even if  not remitted. 
While inter-company balances, such 
as receivables and payables, are a 
common practice with a domestic 
consolidated group of  companies, the 
Subpart F rules may create significant 
U.S. taxes due to the deemed 
dividends represented by such loans 
and inter-company balances. 

Moreover, transfer pricing 
between affiliates may generate a 
potential 40 percent penalty on tax 
assessments if  the U.S. companies fail 
to maintain contemporaneous docu-
mentation to support such transac-
tions. These complexities should not 
restrain anyone from pursuing foreign 
business opportunities, as they can 
be handled by the right professionals 
to avoid the punishing penalties and 

allow the enterprise to benefit from markets like India’s. However,  
additional complexity should be factored in to one’s budget since the 
costs of  initially setting up business in India can be significant, as  
multiple entities may be involved in creating a tax efficient structure.

For U.S. tax reporting purposes, regulations were adopted in the 
United States in 1997 regarding entity classification. The default rules 
for foreign entities provide for corporate treatment of  a foreign entity 
(i.e., no pass-through reporting like a partnership) if  all the owners have 
limited liability. An election can be made by “checking the box” on 
IRS Form 8832 to override or change the status of  the entity to avoid 
uncertainty regarding tax status in the United States. The election is 
unavailable for per se entities listed in the regulations. Indian private 
limited companies are not per se corporations.

Conclusion
India is a formidable marketplace for investments in the high-tech 
sector and others, and the demographics of  the nation and the highly 
skilled population facilitate the ability to foster such investments. The 
relative ease of  entering India, coupled with an ability to structure a tax 
efficient investment, make India even more attractive.

Tax advisers in India should always be consulted when a U.S. 
enterprise forms a new business there, since effective tax planning can 
only be implemented when the tax rules in both countries and the U.S.-
India Income Tax Treaty are integrated. Coordinated planning with the 
necessary professionals is necessary to insure a good result.  

Peter Trieu, Esq. is a tax manager at Rowbotham & Company LLP.  
You can reach him at ptrieu@rowbotham.com. Brian Rowbotham, CPA 
is managing partner at Rowbotham & Company LLP. You can reach  
him at br@rowbotham.com. S.R. Mehta of S.R. Mehta & Company  
in Mumbai, India, contributed to this report. You can reach him at 
srmehta@srmehtacom.
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