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FOREIGN COLLABORATIONS, FOREIGN DIRECT INVESTMENT AND TAXATION OF
FOREIGN COMPANIES IN INDIA: SOME POLICY ISSUES.:®

1. Introduction:

In the sphere of international economics, one of the most
significant developments of this century has been the growth of
the so called multinational or transnational corporations (TNCs).
A TNC is usually so called because while it has production or
distribution affilliates located all over the globe, management
control of its operations is usually centralised. Though these
THCa existed BvAN in the 19th century, the present century has
witnessed their phenomensal growth. In a pionesring work, Barnett
and Muller(1974) have attempted to document the growth of theée
TNCs. Though there are differences over the precise definition of
these corporations, there is little doubt that today these TNCs
control about 72 pergent of world production and probably an even
larger percentage of world trade. To a large extent, this growth
has been a natural outcome of the increasing internationalisation
of all economies consequent to the spread of instant global
communications. What has been of particular interest to analysts
has been a study of the nature of investment flows of these TNCs

often referred to as foreign direct investment(FDI]}.

Growth of Foreign Direct Investment (FDIl} in the developing
countries has been most rapid in the second half of this century.
The basic pattern has been a flow from the developed countries
(DCs) to the less developed countries (LDCs) although there has
been some reverse flow from the LDCs in recent years (see, Lall,
19861. In Table 1, we can see that while developing economies
accounted for 22.4 per cent of world FDI flows in the period

1. 1 am grateful to Ms. Mamta Shankar for research assistance and
for painstakingly collecting the data.



1971-75, by the first half of the ‘eighties this share had gone
up to 24.8 per cent. A second feature of the geographical.pattern
of FDI flows shown in Table 1 is the concentration of FDI' flows
idr Latin Amefican countries and a few countries of South Asia.
Thus, we see that about 1¢ to 12 per cent of the FDI went to the
Latin  American countries and 7 to 1€ per cent to Asia. However,
following the debt crisis of the early eighties there was a
movement of FDI away from the Latin American countries. In Table
1, while the share of Latin American countries has declined from
13.5 percent to about 10.5 per cent, that of Asia has increased
from 7.7 percent to 1 per cent. A consequence of the redirection
of these FDI flows in the ‘eighties has been the emergence of
China as the largest recipient. This is seen in Table 2 where
China which gnt negligible FDI flows in the mid-seventies was the
largest recipient by 1885. From all reports, China today gets

about 2 billion dollars a year in FDI flows.

Another feature of FDI flows has been the change in the
sectoral composition. In the first half of this century FDI flows
were concentrated in the extractive industries of LDCs
particularly in Latin America. This, of course, was a
continuation of the colonial pattern of trade where the LDCs
supplied raw materials for use in the manufacturing sector of the
DCs. However, in the ‘fifties, most of the recipient countries
were unwilling to allow foreign control over their natural
resources of metals, o0il etc. It is well known that since thé

fifties most TNCs have been divesting themselves of investment
in extractive industries. Consegquently, the ‘sixties and
‘seventies in particular, have seen concentration of FDI in the
manufacturing sectors. In the ‘eighties one sees a further change
in the sectoral pattern of FDI flows. Thus, in Table 3 we note
the emergence of the service sector as an important recipient of
FD1 flows by 1885 and a corresponding decline in the importance

of the manufacturing sector. In the early ‘fifties less than 20



per cent of world stock of FDIl was in services. BY the late
‘eighties, this share had risen to 40 per cent (UNCTC, 1988). In
the case of Japan, in the period 1985-9¢, about 75 per cent of
FDl in the developing countries has gone to the services sector
(UNIDO, 1999). This development, of course, has been a natural
consequence of the changing nature of the structure of the DCs
where the services sector is generally the largest in relation to

the agricultural and manufacturing sectors.

- What have been the sources of these FDI flows? UWe have
already noted that the main source has been the DCs, namely, USA,
UK, West Germany and France. However, some significant changes
have been observed in the second half of this decade. Thus,
although the USA and UK were the principal sources of FDI in the
‘fifties and ‘sixties, a remarkable feature of the ‘eighties has
been the emergence of West Germany and Japan as significant
foreign investors particularly from the point of view of the
LDCs. Both these countries are now second only to the USA as
sources of FDI. This development has been mainly a consequence of
the very large balance of payments surpluses built up by these
countries due to the increasing strength of thcir currencies 1in
the last decade or so. This increasing pluralism of FDI flows is
continuing with countries |like Hong Kong and Taiwan emerging as
the principal source of FDIl flows to countries like China and
Malaysia. From the point of view of developing countries the most
disquieting feature has been that, since about 1881, the LDCs
have been losing their share of FDIl in favour of DCs. This has
been a consequence of the large foreign debts which many LDCs
have accumulated and the integration of Europe which has led to
TNCs attempting to get a foot-hold in the new European market
through FDI.



From the ‘seventies 1In particular LDCs have been wooing
foreign capital for a variety of reasons. On the one hand, it is
clear that official Development Assistance and other forms of
bilateral and multilateral aid have been drying up since the
mid- ‘seventies. In addition, FDI has come to be viewed as the
medium through which LDCs <can get access to the advanced
technologies of the DCs and also to their markets via the
marketing networks of the Transnational Corporation (TNCs).
Consegquently, competition among FDI receivers is now possibly
even greater than among the FDIl givers. It thus becomes necessary

to look at the incentives given by LDCs on a comparative basis.

In this paper we will look first at the form of foreign
participation in the Indian industrial sector and see how it has
changed over time. In Section 3, we see how tax policies have
been instrumental in promoting or discouraging foreign investment
when compared to the.tax policies of some other LDCs. Finally, in
Section 4, we will suggest some policy prescriptions designed to

increase the flow of FDI to India.

2. The Indian Case

2.1 Definition of FDI.

At the very outset it is necessary to define the forms which
foreign participation can take. TNCs <can interact with host
countries via FDIl, portfolio investment, exports, or licensing of
technology and patents (see, for a discussion, Frank, 188@). FDI
has a very special meaning in that it refers to flows of equity
capital into a subsidiary where the foreign investor (or TNC) has
a controlling interest. Traditionally, this is defined as the
TNCs share of total equity capital exceeding 1€ percent to 25 per
cent. However, the basic issue is to attempt to distinguish FDI

flows from portfolio investment. While the former is considered



long term investment the latter is typically guided by short term

considerations of speculative gains. On the other hand, a TNC
exports to a host country and then switches to domestic
production when entry barriers (like tariffs) wmake exports

uncompetitive (see, Horst, 1871) or when such a move is necessary
to internalise certain owner specific advantages (see, Dunning,
1972, 1878). However, it is clear that the essential <criteria
should be ‘controlling interest' and ‘long term interest*. Thus
licensing or sale of a technology without any financial flows can
also give the foreign investor control of the recipient firm's
decision process. In this light it would seem wise to include in
the concept of FDI the growth of foreign collaborations in India

particularly after 1985.
2.2 Foreign Collaborations and FDI.

At the outset we would like to note that for this section we
have relied entirely on information regarding approvals given to
foreign collaborations as listed by the Department of Science and
Technology. In the absence of any official monitoring agency we
have no way of finding out how many of these collaborations were

implemented and in what form.

In India, a collaboration was expected mainly to serve the
function of bringing 1in foreign technology not available
domestically. This was outlined in the Technology Policy

statement of 1983. Essentially a collaboration can take the form
of either a financial collaboration, a technical collaboration or
both. A financial collaboration can take the form of equity
inflows or loans. Finally, a technical collaboration is one where
the foreign collaborator undertakes to sell technical designs and
drawings on the basis of a lump sum fee (or royalty) which is
specified in the agreement. In actual practice collaborations

tend to have elements of both financial and technical agreements.



The collaboration agreements are also subject to some
restrictions. First, after 1868, the limit of the collabotrations
agreement is ‘5 years, as opposed to 1€ years earlier, and
extensions are rarely given. Second, fresh agreements with the
same foreign partner are frowned upon. Third, the foreign partner
is not allowed to place any export restrictions on the domestic
partner (except to a country where the foreign collaborator
already has an affiliate) or tie the agreement to purchase of
inputs from a pre-specified source. Fourth, in continuation of
the general policy-on patents the domestic collaborator cannot be
constrained in passing on the technology to other domestic
producers. Finally, while royalty payments are restricted to 5§
per cent of the value c¢f production, royvalties and lump sum

payments must together not exceed 8 per cent of the value.

Table 4 shows the Jump 1in the number of collaborations
particularly after 1985. Tables 5 and 6 indicate the sectoral and
geographical composition of collaborations. Inspection of Table 6

reveals that the USA, Federal Republic of Germany and the United

Kingdom account for the largest number of collaborations.
However, the share of UK has been declining while France, Italy
and Japan have been emerging as important partners. Second, the
sectoral distribution of <collaborations (Table 5) shows the

concentration of collaborations in three sectors, that is,
Electricals and Electronics (24.8%), Industrial Machinery (18.7%)
and Chemicals and Mechanical Engineering (24%) over the period
1981-88.

A look at the Equity component of the collaborations (Tables
7 and B) and the lump sum payments (Tables 9 and 1) yields some
interesting facts. While the geographical distribution shows the
same picture as in the case of the total number of collaborations

the sectoral distribution reveals that the largest eguity {is in



the chemicals sector. Further, the chemicals gsector ig also the
one where the contracted lump sum payments are the .hlghest.
Another Interesting point 18 revealed by cowmparing tﬁe total
f lows of lump-sum fees and FDI. It is clear that the contracted
outflows in the form of lump sum payments are more than twice the
inflows in the form of FDI. Unfortunately, no information was
available on the loan component of the agreements. Howéver, a
look at the aggregate actual outflows over the ‘eighties (Table
11) clearly indicates the changing nature of foreign investment
in India. Inspection of Table 11 shows that while remittances of
profits and dividends accounted for about 72 per cent of total
outflows in the early ‘seventies, the figure was down to about 11
per cent by 1886/87. By 1986/87 payments for technical know how
(lump sum payments) and royalties accounted for over 50 per cent
of total remittances. Further, at the same time the second
largest outflow was interest payments by the private sector

accounting for 39 per cent of total outflows.

Looking at the pattern of foreign collaborations and
payments over time, some broad conclusions can be drawn. For one,
foreign partners have been opting for short term rather than long
term commitments. This is reflected in the increasing importance
of foreign collaborations and the greater emphasis on lump sum
payments in the agreements. While FDl via equity flows implies a
long term investment (since returns to the foreign investor from
remitted profits and dividends will only accrue after a time)
lump sum payments constitute a short term, assured and risk free
return to technology transfers. This attitude on the part of the
foreign partner is largely a consegquence of government policy. As
we noted earlier, a collaboration agreement is limited to 5 years
(as against 1f years in the ‘sixties) with no extensions given.
Conseguently, both the Indian collaborator and the foreign

partner are expected to complete the process of technology



transfer and adaptation in 5 years. Sone tentative surveys (see,
Ashok Desai, 18988) indicate that in fact the technology

transferred has been rather outdated.

Another disturbing feature of the pattern of outflows is the
importance of interest payments on foreign loans taken by the
private sector. This is probably explained by the fact that, like
lump sum payments, interest payments also constitute a fairly

guick and riskless return on invested money.

We therefore conclude that quick, short term gains have been
the guiding motive behind foreign investment and have been helped
to a large extent by the emphasis 1laid by the government on
foreign collaborations as the mechanism for technology transfer.
We will return to this issue a little later in the discussion on

taxation.
3. Taxation

Taxation of 1income of foreign companies 1is complicated
because of the problem of determining whether the home of the
parent company or the country where the subsidiary is located has
the final right of taxation. Since no country would be willing to
give up 1its right to tax any entity located within its
boundaries, it is an accepted convention that the country of
residence of the company levies its own taxes at source. However,
to alleviate the burden of double taxation of foreign source
income in the home country of the parent company, the home
country usually gives a credit for foreign taxes paid with the
credit limited to the lower of the two taxes paid. It haszs been
shown that the method of double tax relief can have important
consequences for FDl (see, for example, Horst, 1877; Pant 1888)
However, it is not ocur intention here to go into the theoretical

issues of international taxation. Further, the problems of double



taxation of international wmobile capital 1s to some extent
reduced by signing of a tax treaty between home &nd host
countries. Most developing countries have signed tax treaties

with the major investor countries on a bilateral basis.

Ve have seen in Table 2 that the FDI flows in Asia have been
going wmainly to countries 1like Thailand, Malaysia and China.
India in particular has been recelving less than 200 wmillion
dollars annually in the form of long term equity flows. While one
of the reasons for this has been discussed in the earlier section
another important influence on the flows of FDl can be a

country's tax policy.

To look at the relative taxation of foreign companies in
India, we have tried to compare the tax policy with that of other
major recipients of EDI among the LDCs, namely, China, Malaysia,
Thailand and Brazil. We have looked at the policies towards
foreign investment of these countries in a format which makes
comparability with India easier. We have looked at the tax rates
as laid out 1in the Direct Tax treaties of these countries with
the major sources of FDl, namely, USA, Canada, France, Sweden,
ltaly, United Kingdom and Japan. The withholding tax rates on
dividends, interest, technical fees and royalties for these four

countries and India are given in Appendix A.

A perusal of Appendix A indicates that there are no major
differences in the nominal rates of withholding tax applied Iin
the five countries. Some differences however do exist. Thus,
Malaysia does not have a separate withholding rate on dividends
which are taxed at the 35 per cent rate applied to profit income.
However, the tax paid is allowed as a credit against income and

profits tax to prevent double taxation. Second, China applies a



relatively low 7 per cent withholding tax rate on patent royalty

payments to West Germany, Iltaly, UK and USA and a 6 per cent rate

in the case of France.

However, exemptions, local laws etc. are in force in each
country so that the effective tax rate may have little or no
relation to the nominal tax rates. What we have tried to do in
this section is to look at the basis on which each country tries

to encourage FDI through a number of tax and regulatory

concessions.

The most striking difference in the tax treatment between
India and the other countries is that all the four countries
insist on a certain minimum level of FDI. Thus Thailand does not
permit FDI below 5 million baht and has no ceiling on foreign
ownership of equity. Similarly, China by and large encourages
foreign investment only in equity joint ventures but insists that
the foreign participant holds at least 25 per cent of the equity
capital. China also imposes a ceiling of 79 per cent on the ratio
of registered capital to the total amount of investment but
relaxes this to 33 per cent, if foreign equity exceeds 3¢ million
dollars. Indian policy on the other hand tries to limit the
gquantum of foreign equity and, as argued earlier, may in fact

seek to discourage it all together.

A second common thread in the policies of these countries is
to give tax concessions linked to the ¢time period of foreign
investment. Again, China insists that new joint ventures be for a
period of at least 1¢ years with no income tax in the first two
profit making years and a 50 per cent reduction in income tax in
the next three years. We have already argued how the Indian
policy militates against long term investment by promoting short

term foreign collaborations rather than FDI.
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A third concession given in most of the other countries is
in the context of local content, in particular, employment.
Thailand generally insists on wmajority Thai ownership of
companies but is willing to relax this if the foreign company |is
creating local employment or locating in a backward area or
providing some social and economic benefits. Malaysia allows 10¢
per cent foreign ownership if the company exports more than 8¢
per cent of its production but this export obligation can be
reduced {f the foreign company gives employment to at least 358
Malaysians and its product does not compete with any local
product. In fact, in Malaysia a foreign owned company can get
upto 199 per cent of its capital expenditure as an investment
al lowance, if in addition ¢to exporting 586 per cent of its
production it satisfies certain other conditions relating to
value added, local employment and location. Similarly, China also
provides concessions for foreign companies located in notified

areas.

A careful perusal of the Indian policy shows that the only
factor on the basis of which foreign companies get concessions is
export obligations. Thus, for example, the 40 per cent limit on
equity for non-FERA companies can be relaxed up to 1€¢ per cent
if the company undertakes to export 188 per cent of its
production. In general, the lndian policy on FDI discourageé long
term investment unless a very large export commitment exists.
While other countries also 1impose restrictions on foreign
ownership the relaxation or tax concessions are not linked only
to export performance but alse to important domestic policy

issues like employment, local content and location.

11



Conclusion

Our main objective in this paper has been to look at the
changes in ‘the form of foreign participation in India. We find
that there has been a shift from long term FDI in the form of
foreign equity to short term lnvplvement via collaborations which
ensure gquick and riskless returns in the form of lump sum
payments, royalties and interest. Our objection to this is two
fold. First, the foreign collaborator has no long term interest
since he has no sunk costs in the form of a share of capital etc.
Second, the foreign investor is assured of a8 return irrespective

of the long term viability of the imported technology.

We also looked at the ftax teestmant of showsilan iknaesitiment iin
India and compared it to the tax treatment in China, Maiayaia,
Thailand and Brazil. The most remarkable finding is that all
these countries place a lower 1limit on the amount of foreign
equity. Further, tag concessions are based on either the duration

of the foreign investment or the size of equity participation.

Finally, it 1is rather illuminating that while Indian
concessions to foreign investment (for example in percentage of
foreign equity allowedl! are based only on export performance,
other countries have also linked concessions to important
domestic policy objectives like local employment, location and
other social objectives. That employment oriented concessions in
particular are nowhere to be found in the Indian tax and non-tax
policies towards foreign investment, must remain the greatest

lacunae in Indian policy planning.

To summarise, the policy towards foreign investment must
attempt to encourage long term investment in the form of FDI via
equity investment by the foreign partner. Tax policy needs to be

re~oriented in this light. Some specific changes can be made. For

12



one, any tax concession must be linked to the period for which
foreign equity is committed, that is, the longer the period the
greater the tax concessions. Second, the tax concessions can be
graded with larger concessions, the greater the equity committed
by the foreign investor. Third, it is necessary to impose some
ceiling on the foreign debt to equity ratio to prevent the

country getting into debt traps.

In concluding, we may note that it is not our contention
that tax factors or policy towards FDI by themselves attract FDI.
It is likely that the general environment (Labour Laws, Attitudes
of bureaucracy to foreign investment etc.) is the more important
influence on the inflow of FDI, however what we have tried to
argue is that even in a positive environment the nature of
Foreign <collaboration in India and the inadequate tax laws are

sufficient to scare away FDI.
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ANNEXTURES Ag =5

WITHHOLDING RATES UNDER THE DOOUBLE TAX
TREATIES IN BRAZIL, CHINA, INDIA, MALAYSIA,
THAILAND.



BRAZIL

¥ithholding tax Rates (in %) on Brazilian Source Dividends,
Interest, Royalties paid to non-residents under Double Tax
Treaties.
1 2 3 4
v Country Date of Dividends Interest Royaities Technical
Treaty Fees
France 1.1.73 15 1% 16,15 or 28 -
Federal 1.1.76 15 16 or 18 25 or 18 -
Republic of
Germany
ltaly 1.1.82 15 15 25 or 18 -
Japan 1.1.68 12.5 12.8 1% or 12.5% -
Sweden 11.1.76 g or 15 25 or 18 25 or 15 -
U.K. - - - - -
U.S.A. - - - - -
National 25, 15,8 25 25 -
Laws of 12,19
Brazil

14



Notes:i.

(iid

In case of’dividends. the rate is 15% generally, but in some
cases it ié 25%. In Japan's case the rate is lesser (12.5%). Under
the National Laws of Brazil, dividends paid to individuals and to
legal entities domiciled or resident outside Brazil are normally
subject to a 25% withholding tax. If the dividend had already béen
subject to withholding tax at a lower rate, only the difference is
due. The 8% ‘withholding tax' is specifically creditable against
the liability of the non-resident (this 1is additional to the

corporate income tax).

In certain cases this withholding tax is paid at a 15% rate,

namely:

dividends and other similar profits distributed in cash and paid

by an exempted investment company;

gains reaiized from the sale of shares 1issued by investment

companies, as calcuiated in the original foreign currency;

In cases (i} & (ii}) the benefits are paid on investments that
entered into Brazil prior to 28.12.19€2 and if maintained in
Brazil for more than 6 years. the withhoiding tax is ltevied at the

rates given below:

Investment maintained in Rate of withholding
Erazii for periogs tax

£ tc 7 years 12%

7 to 8 years 1%

over B years B

In the case of interest, the tax rate is 15% in French and ltalian
treaties with Brazil, for Japan it is lesser i.e. 12.5%. In the
case of Germany., taxation in the source country is limited to 10%
for interest paid to a bank under certain conditions and to 15% in

other cases. In Sweden's case interest income is taxable in both

15



states but the taxation in the source country is limited to 25%
for interest paid to individuals or partnerships and to 15% for

other cases. Under the National Laws, the rate prescribed is 2B%.

The tax rates for Royalties is 25% for trade marks (applicable to
all the treaties considered here) and 15% in other cases (under
the Japanese treaty it 1is 12.5%). The tax rate 1is i#% for
copyrights, films and tapes under the Brazil-France treaty

provisions.

Provisions for Technical fee taxation are not made under the

treaty arrangements.

16



A-2

PEOPLE'S REPUBLIC OF CHINA

Vithholding Tax Rates (in %) on Chinese Source Dividends, Interest, Royaltles

and Technical Fees paid to Non-Residents (Including Non-Residents of Tax

Treaty Countries) Where the Income is not Connected with a Permanent

Establishaent#® in China.

1 2 , 3 4
Country Date of Dividaends Interest Rovalties Royaltiss
treaty (vse of egquipment) General

France ¢1.2.¢€86 e ¢ or i€ 1@ 1¢
F.R.G 11.87.85 19 2 or 10 1€ 7
Japan gL.e1.8% 18 # or 19 10 1¢
ltaly 14.11.88 1€ ¢ or i€ 1@ 7
Sweder g1.81.87 1€ ¢ or i? ) 7

U.k zZ.1Z2.84 1 ¢ or 1€ e K
U.S.A 2:.11.86 e @ or 12 1€ 7
Naticnal Laws i@ z@¢ ot . 14 et

of China 2¢b

17



Notes:

Dividends: Under treaty arrangsmsnts with all the countriss considered
here, the rate of taxation on dividends froa Chinese source is 16
percent applicable on Foreign enterprise-other than those which provide

advance technology and equity joint venture.
Interestis: Under all the treatiss considersd hers public bodies are
exempted from tax on interest from Chinese source, otherwise the rate is

10%.

Royalties (Generall: The tax is 1#% in the case of Japan and France but

the royalties paid for the use of or the right to wuse industrial,
commercial or scientific equipment are subject to tax on 78% of 16% of

the gross amount of such royalties in the case of U.S., U.K. and F.R.G.

For copyright, television royalties the rate of taxation for the

countries under consideration is 1€%.

Royalities {(use of sguipmentl: Under all the treaties amentioned hears the

rate of taxation is 1€¥%.

Nationa!l Laws of China:

(a} The Joint venture income tax applies only to one type of business
operation: the equity joint venture between foreign and Chinese
partners, where a foreign participant in an Equity joint venture remits
abroad part of the share of the profits, the joint venture income tax is

withheld at the rate of 1# per cent.

18



(b} The foreign énterprise income tax applies to business operations

other than eguity joint venture between foreign and Chinese partners.
The foreign enterprises Income tax is withheld at the rate of 28% from

gross amount paid to a foreign enterprise or (€% on advanced technology

after approval by the tax authority.

15



A-3

INDIA
Withholding tax rates (in percent) on_ Indian-source dividends, interest,
royalties and technical services fees paid to NRI! generally and under tax

treaties where the Income s not connected with

a permanent establishments® {in

India.
1 2 3 4

Country Date of Dividends Interest Royalties Tezhnical

treaties payments Service Fees
France 26.82.68 - - - -
FRG 18.83.58 1% ¢,18 or 15 - 28
[taly 12.21.81 - #, or i3 - -
Jagpan £5.81.5¢ - - - -
Swaden g.87.58 1% or 2% g¢,.1¢,nr 1% z3 28
U.K ig.84.81 ig #.o18,2r 1B g 32
U.S.Ax 12.8%. 82 iE or 2B ¢,1i¢,nr 1E i@, 15,01 22 12,18,2
Naticrnal 25 or 3% i85, 25, 3¢ 2,528,510 6 3¢,28,6%
l.aws of India 44 cr 6%

regarding tax

rates

20



{al

(b}

b Not yet in force. {(However, recently it was concluded that Indo-US
convention on the avoidance of double taxation and the prevention of
fiscal evasion with regard to taxes on incomes will come into effect in
India on April t, 1881, 1in respect of income arising in any previous

year).

1<

ividends - In the case of Japan, [taly and France national laws apply
(i.e.25%). For the rest of the countries the double tax convention
specifies 15% of the gross amount of the dividends, if the beneficial
owner is a coampany which owns at least 1£% of the voting stock of the
company paying the dividends and 25% of the gross awmount of the dividend

in all other cacses.

[

nterest, - In the case of Japsn

"o

n2 France naticnal laws appiv. For

E)
rest of the cases the taxes charged shall not exceed,

Lo
=3
-
-
.
or
1]
"
3
rr
Il
-
D
(0]
o+
.
~—
—

14% of the gross amnunt such interest is paid on 3
lcan granted by 3 btank carrying on a bonafide banking business or by a

similar financial institution lincluding an insurance company! and

1% of the gross amount of the interest in ali other cases,.

Exemptions are previded in the case of interest berneficizily cwned by
the government, a poiitical suidivision or iocal authority or the
Central EBarnk as the case may be.

Royaitiezs - in most of the csses 1.2, (F.R.G., Japan ‘Tiaiy, Francel
nationa!l iaws agply. in csze cf the U.5, withholding rates will vary

between 18-28 zer cent (Aa.cording to the new conventionl.lastly wunder
the treaty arrangements with Sweden and U.K. it is 2€ and 3¢ percent

respectively.

Technica] services Fees - Same provisions as in the case of Royalties

apply. Only exception is FRG, here the tax rate for technical services

must not exceed 20%.
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Under the national laws - If no rate is given and the treaty does not

specify any limitation, the national rates apply. As regards technical
service fees, in the absence of any specific provision in the treaty the

provisions rélating to business profits will generally apply.

Some of the treaty withholding rates apply only to payments in respect

of obtigations created after the enforcement of the treaty.

[f two treaty withhciding ra®e2s are given for dividerds, ths iowesr rate
y sppiies to dividends paid to corporate sharehoider whizh  have

¢ sharehoiding in the paying cozgany.

[f, there arz itws treaty rates of withhoiding, the lower rate gererally

appiies to interast paid to a bank or financial institution.

The rate of incoms taw agpiicabie to foreign ccmpanies on asssssoeat for
the year 1339739 is generally 65%. A lower rate of 58% agpiies to
royaities and technical service fees received from the governmsnt of

[ndia for agrezmznts madie between 34.3.61 - 1.4.76 for royaities and

agreen=snts made betweon 29.2.64 - 1.4.76 for technica! services fees.

! T

3
“r
L]
-3
g
W
o

fnceome: laterest payahle on money borrowed or debt incurred in

|

i

-
o
ey
v}
=

curceacy  is 25%:and  44¥ on interest payanle on a tax free

oa

(3]

ecurity. 15% interest is payable on a tax free security by non-resident

individual.

@D

|

oyalties: 38% on income by way of royalties payable by the government

0

~

an Indian concern in pursuance of an agresment made with the
govarnmant or the [ndian concecrn after 31.3., 13876, where such royalty is
in consideration for transfer of all or any rights in any book, on a
sdbject which may be imported under an open generalllicence accarding o

the import trade control policy for the period 1.4.77 - 31.3.78.

For agresmeats between 31.3.61 - 1.4.76 - 50% (including the granting of

a licence) In respect of a copyright.
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Malaysia Withholding Tax Rates (in %) on Malaysian Source Dividends, Interest,

Royalties and Technical Fees Paid to Non-residents {including Non-Resideants of

Tax Treaty Countries) where the Incoms is not Connected with a Permanent

Establishaant*x in Malaysia.
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Dividends: Malaysia does not at present levy a separats withhoiding tax
on dividends in addition to the tax levied at a rate of 35% on profits
on income of a company. Upon paying a dividend a company resident in
Malaysia is required to deduct tax at the company rate of 35 per cent,
where no deduction of ftax is made the tax is deemed to be withheid on
the distributed dividend as an advance tax by the distribution company.
The tax 30 deducted or deemed to be deducted is creditable against the

company income tax due by the paying company on the profits or income.

At the end of 2ach assessment year two total amounts must be determined
for each resident company in Malaysia., one tofai represents the tax paid
or payable by the company on i%ts oprofits or income and the gther
represents the tax deducted cr deemed to be deducted from dividends paid
to its sharshoiders. Where the rformer tohtal exceeds the latter, the

difference 1is carried forward for franking future dividends, where ths
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former the excess becomes debt due to the treasury.
Trhe deduction of tax on dividends paid during the assessment year i3 an
underlying tax of the company resident in Malaysia levied on the profits
or income ogut of which the dividends are paid and not a separate tax on
dividends. In addition, companies resident in Malaysia pay a development

tax on development source income.

Lean  interest: The tax rate under the freaties is generaily 15%, lUndar

the national laws the withholding tax on lgan interest from Malaysia
paid to non-residents is levied at the rate of 28% of %the gross amount.
Interest arising from an approved loan for financing development
projects or for the purchase of capital eguipment for development
projects and logans from a non-resident bank to a bank in Malaysia and
interest paid by banks licensed under the Banking Act 1573 are exempt

from Malaysian withholding tax.

Certain other exemptions are also provided in the case of specific

treaties. They are as follows:
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in the <c3s2 of France 3o
financing development proiects or for the purchase of capitai equipment

for development projects in Malaysia is exempt from tax in Malavsia.

in the case of italy, inferest from 3n 3pprovad losn or long faram ioan

shall be exempt from tax in Maiaysia.

In the case of Sweden & U,K., if the lIsan or indebtness has ba2an
approved by the government of Malaysia, such interest shall be exempt

from tax in Malaysia.

in the cas2 of Japan. interest arising from the Malayvsian z2aoverament,
its local authorities and financial institutions' derived by the
government of the other contracting State, (including its subsdivisiocons

and financial institutions! is exempt from tax in Maiaysia.

In the case of Japan. if the lcan or indebtness in respect of which the
interest is paid is made to or incurred by an enterprise engaged 1in an

industriai undertaking the rate is maximum 18%.

Royalties: When the payer in Malaysia is liable to pay royalties derived
from Malaysia to any other person including ; company not known to him
to be resident or to have a place of business in Malaysia at the time of
payqent. he shall upon paying or crediting the royalty., deduct therefrom

income tax at the rate of 15%.

The following exemptions are given in the case of France, FRG and

Sweden:

If the agreement under which such royalties are payable has been
approved by the government of Malaysia they shall be exempt from tax in
Malaysia, In the case of U.K. the beneficial owner is exempt from tax
on "approved industrial royalties" engaged in one of the following

activities:-

(i) Manufacturing, assembling or processing
(ii} construction, civil engineering or ship building
(iii? glectricity, hydraulic power, g3s or water supply.
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* 3% %

In some cases (France, FRG and Japan) the treaty rate is 18%, if not

ex2mptad,

Technical Fees:- Tax is withheld at 13% for all «countriss except FRG.

where specific treaty provision grants relief from tax with respact to

special classes of iacome.

{n the updated version (supplement 8#) w.e.f. April. 1891, the rafes

pertaining to France for Royalties are 4,16, i5.

For UK fthe rate is 1% w.e.f. April 1831,
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A-5

Thaitand

Vithholding tax rates (in percentages) on Thal-source DRividends,

Interest, Royalties and Technical Fees paid to non-resident {(including

non-residents of tax treaty countrles) where the income is not connected

Wwith a permanent establishment#* in Thailand.

1 2 3 LEEE]
Country Data of Dividends interasst Pataent Taechnical
treaty Rovaltias
a a a a
France 27.12.74 15 or 28 #,3 or 189 19 or 18 % ar 15
a b
FRG 16.87.67 15 or 26 2,18,25 15 i5
b b
ltaly 22.12.77 1% or 20 2,1i8,25 i85 15
| c c
Japan 31.93.83 15,28,25 g orl@ 15 i5
d
Sweden 26.19.81 28 #.18,25 15 15
d b
U.K. 18.82.81 i5 or 20 #,18,25 i5 15
U.S. A - - - - -
Hational Law 20 g,18,25 25 25
in Thailand 1-554% 7-55% 7-55% 7-55#
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Notes:

(b}

{c)

{(d}

Individual iacome tax rates, tevied progressively from 7 to 55%
will be withheld from payments in respect aof these items if paid
to non-resident individuals of Thailand. In the updated version as

of April 1991 (supplement 88), these provisions no longer apply.

Dividends: (a} In the case of France and F.R.G., if the
beneficiary of the dividends is a company (partnership excluded)
owning at least 25% of the capital of the Thai company paying the
dividends and is engaged in an industrial wundertaking the tax
shall not exceed 15% of the gross amount of the dividends, in all

other cases the rate is 20%.

The Thai tax shall not exceed 28% of the

[S1-3

ross  amount of the
dividends if the company paying the dividends is engaged in an
industrial undertaking or if the recipient of the dividends is a
company resident in ltaly owning at least 25% of the voting shares

of the Thai company or 15%, if both conditions are fulfilled.

The tax shall not exceed 2Z5% on dividends paid by a corporation of
Thaitand to 1its parent corporation (which owns 25% of the shares

with voting powers) in Japan.

The Thai tax on dividends shall not exceed 28% of the grass amount
of the dividends if the Thai company is engaged in an industrial
undertaking or if the OU.K. company receiving the dividends
controls atleast 25% of the voting power of the Thai company, or
15% of the gross amount of the dividends if both conditions
mentioned above are fulfilled, provided the dividend received 1is

subject to tax in the U.K.
The national law stipulates 28% tax rates.

Interest {(a}) In the case of France, in addition to the taxation
of interest according to the laws of Thailand, the convention
provides that the tax shall not exceed 3% of the amount of the
interest paid on loans or credits which are granted for a period
of 4 years or more with the participation of a Public Finance

organization to a public utility authority or to an enterprise in
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(b)

(c)

3.

France and which are big to the sale of plant and machinery or
studies relating to the equipping of, or the supply of industrial
commercial or scientific installations as well as public works and
18% when the interest is paid to any financial establishment in

France.

Interest arising in Thailand and received by the government of the
other contracting state {including local tax in Thailand, Interest
paid to financial institutions or insurances companies, is subject
to a rate not exceeding 19% or 25% of the gross amount of all
other interest arising in Thailand (applicable to F.R.G., 1ltaly,

U.K. ).

In the case of Japan interest received by the government of Japan
including a local authority of a Financial Institution fully owned
by the government of one of the contracting states shall be exenmpt
from tax in Thailand. Interest received by a resident of Japan on
bonds issued by the government of Thailand including a local
government shall be exempt from tax in Thailand. The rate of tax
is 10% on interest received by any Financial institution including
an insurance company resident in Japan on gebentures issued by or
on loans made to an enterprise of Thailand engaged in an
industrial undertaking. Under the national laws for interest
payments, interesk paid to foreign banks or insurance companies is

subject to a rate of 16%. In all other cases the rate is 25%.

Interest paid by the Thai government or by a financial institution
organized to promote agriculture commerce or industry is exempt
from tax. Exemption applies also when interest is paid to the
national government or a local government of the other state or in

some cases to its Central Bank or certain public institutions.

Patent Royalties: (a) I[n the case of France, generally 1% rate

is applicable when the tax levied {s on royalties arising in
Thailand relating to experience acquired in the industrial field
and for all other cases ‘it {s 15%.

For other countries under cansideration the 15% rate s

applicable. Under the national laws 25% rate is applicables.
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These provisions no lcager appiy w.=2.€. April 1391,

#+ Far the purposes of Jdouble tax treaty conventicns, the tara
*Permanant Establishzent' wherever used means a rfixed place of
business through which the business of an enterprise is wholly »or

partly carried on.
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Table 1: Distribution of FDl Inflows by Major Regions,
fnnual Averages in Selected Periods

(Amount in billion US dollars, and Relative Share in Percentige)

1971-75 1975-86 1984-85

Asount Share Asount  Share  Amount Share
Warld 15.48 108.66 I2.14 100.98 48.7¢  100.98
Developed Market Economies 12.18 77.68 2448  Tb.48 36.66 .28
Developing Economies 1.50 22.48 158 21.48 12.18 24.59¢
-Latia \Merit:aa 2.1¢ 11.5¢ 4,08 12.56 3.19 18.58
-a;uh 1.2¢ 7.78 2.06 %] 4.86 9.%¢
-Others 8.28 1.2¢ 1.5¢ 4.70 2.28 5.40

Sources: United Nations,"*Transnational Corporations in World Development--
Third Survey”, op. cit.,p. 2B4,and "Transnational Corporations in world
Develgpsent-- Trends and Prospects™, op. cit., p.76

Notes: a) Including the Caribbean.
b} Including Island Developing Countries in the Pacific
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TableZ:Selected Developing Economies In The ESCAP Region. FDI Inflows, Various yurs and Periods

illion US ¢
fevwsal  Average
1979 1998 1981 1982 1983 1964 1985  1975-86 1981

Total 1647.38 197,10 S267.58 4827.50 472.08 4773.38 MN.00 2007.20 4814.79
BRINE] 2.9 -19.40 6.28 3.68 £.08 8.0 -8.90 2.%
CHINA S7.08 245.086 429.58 4636.18 1257.78 1459.18 796,560
F1J1 1416 %8 6.9 %0 3218 ¥ V.8 1618
HONG KDNG 19928 273.% 1087.99 451.00 &63.00 4BL.76 -214.80 241.16 561.7¢
INi1A 8.8 NP 9.9 72.18 J.08 -%.% 0.6 4188 M5
INDONESIA 5.9 179.60 1318 22638 2M8.58 22,50 272.18 299 229.48
MALASIA .99 A58 1265.26 1I97.79 1268.48 797.38 M58 SAM.IF 1963.06
PAKISTAN D58 B8 W S8 UM S5.4 14908 208 T78.48
PAPUA NEW BUINEA 75.68 863 8618 1.4 115.9¢
PHILIPPINES 068.38 -186.7¢ 172,29 15.58 184.08 2.2 -11.24 73.66 58.18
REPUBLIC OF KDREA 57.16 7.9 161,48 4B 49.59 111,79 236,58 4878 11638
SINGAPORE 24,98 1119.30 1469.19 1391.16 995.2¢ 8 973,78 S62.80 1138.58
SOLOMDN ISLAND 7.9¢ 2.5¢ 0.2 1.00 8.3 1.60 8.9 4.68 8.99
SRI LANKA g.i18 &g MW L8 T8 8 N 1586 2.9
TIAMAN (CHINA) 12.0¢ 166,00 151,06 10406 149.60 201.06 340,06 91.% 1689.00
THAILAND 21,9 19%.866 293.66 193.29 U.H8 403 141,48 85.2 200.38
vaNaTY 1.08 5.99 1.8 4.68
VIETNAM 4.18 17.%% 11.% -£.19

Sourcestinited Nations " Transnational Corporation In World Development®-Trends and Prospacts,op. cit.
Aonex Table A.1, pp. 506-567. e ! ’
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Tahle 3: Selected Developed Market Economies; Sectoral Distribution

* of Dutward Stock of FDI, 1975 and 1985 (in perceatage)

COUNTRY Extractive Manutacturing Services Others

1975 1985 1975 1985 1975 1985 1975 1985
Canada 2.1 2% WH ¥ BM 8.9 L] M
FRE 4.18 3.8 4.3 .06 41.9 483 5.79 4,9
Japan 2.8 1B 2% BM¥ 3626 5.0 3.8 3.5
K 1t.16 .38 359.5¢ J1.86 204 .00 NA NA
USA b4 2018 4508 . NI . 4“3 5.20
Netherlands .58 55.48 3868 2.8 1478 2.18 6.3 £.3

34
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Table 4: Foreign Collaboration Approvals: 1945-88

Year Total No. of  Cases involvingPercentage Cases
Collaborations Fbi with FDI

1965 241 7 225
1964 282 49 24.3
1967 182 62 34.1
1968 131 38 2.9
1969 134 22 2.6
1978 183 32 17.5
1971 245 &

1972 7 34 14.8
1973 265 34 12.5
1974 359 35

1974 n 39 14,1
1977 7 27

1978 7 44

1979 27 2 12.8
1988 52 &5 12.4
1981 389 Sé 14.4
1982 588 113 19.2
1983 72 129 19.2
1984 748 148 2.8
1985 1841 256 2.6
1984 %8 256 2b.7
1987 %03 9 28.7
1988 957 289 38.2
Total 12847 2724

Source: National Register of Foreign Collaboration:1988
Departaent of Scientific & Industrial Research
Ministry of Science & Technology, New Delhi
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Table 53
Fareign Collaborations: Sectorwise Distribution 1981 -88

Sector Nos. 4
Alternate/Renewable Energy 38 8.48
Cheaicals T2 11.78
Electrical & Electronics 1531 24.90
Industrial Machinery 1156 18.7¢
Mechanical Engineering 5l 12,20
Machine Tools 17¢ 2.0
Metallurgy 314 5.18
Textiles 87 1.4
Transport 287 4,70
R % D/Consultancy It) 1.20
Misc. 1834 14.9¢
Tatal 4149 106,98

Source ¢ Sime as Tahle 4
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Table 4: Foreign Collaboration Approvals: 1978-89

Countries 1978 1979 1989 1981 1982 1983 1984 1985 1986 1997 1988 1989 % 0f Total
: lin 1989

USA 59 ® 15 8 10 135 197 189 % 191 1% 21.8

FRE 58 1% N e 129 135 18e 182 49 178 112 18.5

17 61 &3 e 106 1e 127w 1% 12 14 b 15.7

10PA ] 12 u o 51 56 78 w8 1t n % &2 9.9

Ly 13 16 5 18 37 k"] 3T 56 58 50 55 W 5.6

FRANCE 2 17 24 28 “ k7 S| kT 26 &2 5.1

SUITZERLND 18 14 k) M & ¥ @ n i 4a 22 4.8

MENERLADE 14 4 8 9 14 13 4 18 2 5 12 2.1

SMEDEN 8 5 e u 15 15 “ 2 19 i 2.4

CANADA 3 2 2 1 & 8 15 15 9 0 b

FINLAND 1 3 5 2 4 1 2 4 5 2 W 5

USSR 2 2 & 2 2 4 1 4 5 6 7 9

oA W 247 526 9 5% 673 752 1 97 853 92 o

Source:"(MIE Economic Outlook"l8 Septamber 1999 and "The National Register of
Foreign Collaboration(1986)° '
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Table 7
Sectarwise Distribution af Paysents Approved 1981-88

Rs. in Willion
Sector 198t 1982 1983 19694 1983 1996 1997 1906 Total %
Alternate/Renewable Energy Sources L g.7¢ 0.0 b.10 3t.09 &% L6 1099 .3 6.2
Cheaicals 197.48 46.7¢ 498.48 13M.30 93%.5¢ 3029.90 1834.0¢ 2137.30 1012.59 I7. %
Electrical % Electronics 72.5¢ 454,56 262-.0. IN.68  1061.16 1302.68 682.40 624,76 49864 10.%8
Industrial Machinery 98.30 211,68 257.5¢ 3I5.00 826,99 127.16 390.30 1146.08 I6.16 12.40
Nechanical Engineering 47.1¢ 192.16 106,56 172.3¢ 162,48 J19.5¢ 2399 20 1406. 40 .59
Machine Tools 16.4¢ 3. 4. 8.70 47.99 39.66 648.16 79.48 THA.M 1.3
Metallurgy . 123,76  34.00 92.00 3463.00 428.60 1400 AT2.30 2019.00 1.5
Textiles 116.7¢ 2.4 17.9% 852 1. 2.7 12,48 B4A8 483.70 2.5
Tranaport 5.10 9.4 171.26 72,00 144,88 131.0¢ 106.00 11630  €26.80 3.18
R & D/Consultancy NA 16,16  23.00 L 56,29 NA 3R.9%% T8 20999 .99
Misc, 45.08 85.68 191.00 499.80 558.38 ATI.% I30.00 476.06 206959 16.7¢
Total 365,10 1441.48 1531.10 J060.38 A50.30 5862.39 4182.68 5838.7¢ 26%6%.00 10.09

Source: Same as table 4
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Table 8:Foreign Investaent(Including NRI)

Sector wise
in Rs. Million
Sectar 1961 1982 1983 1904 1983 1986 1997 1988
CHEMICALS 16.% ™MW 5% 708 BT WM m %1
ELECTRICALS 8.6 4,814 78,758 S56.67 ALl ZHLAT7 ma 3728
IMDUSTRIAL MACHINARY  27.48 47581 20.4%5 5284 I 1648 m 0.5
MECHANICAL ENGINEERING 18.42  166.2 231NN 45.6 B8l.66 .M na 14.5
METULLARGY .11 664 5,14 U463 W.® 1B m 147.5
MISCELLANEDUS 18.41 152,168 276.554 232.1 473.42 5112 m 1237
5%§m{m{m 168.7 1568.8 418.7 1127.4 142074 1288.4 16%.87 27R.1

Source:National Register of Fareign Collaborations, various issues.
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Tible 2:lumpsun nyunti: mil i;ﬁ.
Country 1981 1962 1983 1984 1985 1986 1947 1988
UsA 8.6 K& ITB 289.487  1145.207 2121.8 na 1679.5
FRE 131,14 235.8 226.5% 32.12 165.89 1364, i 16749
K 39.6819 152.855 197.87 743 W% 6193 n 1242.8
TP 3878 192.87 117.6 237,42 2562.93 A9%.4 n 1%5.4
S. KOREA #.45 29.61 2.811 15.26 = na 15.8
ITaLyY MR 4 22.558 183.97 A5 2.1 n 144,2
FRANCE 8.8 28.08 78.79 159.13 158.865 87.8 m 847
SHITZERLAND 24.82 %4 58.14 16.29 85.48 221.2 n 493.0
SWEDEN 18.73 31.8t 18.99 7.14 43.49 1 3.6
CANADA 8.12 8.2% 16.975 11.65 .35 n2 13.6

1441.4 1551.1 38683.3 4565.3 5882.3 482.6 5838.7

TOTAL(INCLUDING 965.1
OTHERS)

Source:Same as Table 7.

# Unexplained discrepancy in the total of 1982
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Table 10
Foreign Investeent 1981-88

Rs in Million
Country 1981 1982 1983 1994 1985  198& 1967 1988 Total %
UsA 25 .o 13089 1326 9.8 IN.9 549 G851 ST 2.7
FRS 5.2 353 484 &b IR ZBE 1659 T4 109%.9 165
w 71 B4 %o 421 9 B4 MSH 11 WeT 8.7
3P0 65 18111 1.8 727 1718 562 T4 3.8 17992 7.3
ITALY 65 579 115 8.8 BT M6 BLF AL LMT b8
FRANCE 68 B8 88 1hé 598 199 336 1816 M52 35
SHITZERLAND 65 1127 1.3 2.4 113 A5 8946 1885 368 3.4
SEDEN ™ 153 8.8 158 187 4%S5 224 44 1321 13
ETHERINDS 6.8 W %.9 M 7.4 8.8 164 136 195 1.2
OTHERS 2.9 149.2 1669 9.4 2782 2997 240.8  3M.8 2064 21.2
Total 106.7 1566.6 &18.7 1127.6 14627 1258.4 1498.7 276.1 18428.9 106.9

Source:Same as Table 4
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Table li:Remittance of Profits,Dividends etc. fros India To Other Countries:
194445 to 1984-87 ries

Profits  Dividends Royalties Technical lnterest Total
Fees ga{-en
Sector
1964-65 15.68 2.08 J.68 &% 51.08
(38.1} (42.5) (8.53 6.9 (12.8}
1945-46 13.568 19.48 2.9 6.8 42.87
1966-67 14.47 28.77 3.3 188 56.08
1947-68 15.95 I32.78 432 14.48 67.65
1968-69 12.94 8.2 478 17.97 12,73 78.45
1949-78 12.72 .4 5.88  13.6% 2.8 T.%
(17.6) (41.4) 8.8) (18.4) (12.9)
1976-11 13.12 43.48 5.2 8.63 12.8 9B5.2%
1971-72 2.94 8.87 3.86  13.9 12.3 8.9
1972-72 15,54 39.08 . 1.3 15.46 88.08
1973-74 21.91 37.31 621 14,08 16.27 95.%98
1974-75 7.19 18.46 8.4 12,5 3%.78 8%
1975-74 2.3 24.84 18.49 25.46 24.65 18400
{19.2) (23.4) 2.9} (4.2 (2.2}
1976-77 19.39 48.47 15.88 J37.8¢ H.41 146,65
1977-78 16.13 48.61 19.5¢ 28.14 2.7 18.48
1978-79 18.24 4.5 12.45  5§.52 4 164N
1979-88 14,37 56. 92 253 £.% [B.22 1481
1980-81 21.18 95.92 8.88 184,93 2,12 24.1%
1981-62 12,14 58.92 15.99 278.78 4.06 I98.85
1982-83 19.12 783 37.72 158.58 8.2  447.9%
1987-84 .08 62.11 27.686  314.89 81.51 566.11
1984-85 16.68 74.58 28.49 l08.60 123.91 9W4.26
1985-84 11.88 75.28 7.96  367.99 218,76 697.18
1985-87 11.48 B3.56 .18 I58.4 318.9¢  811.58
(. {18.5) 4.9} (M. (39,2

Sources CMIE, Economic Dutlock ,Saptesber 1996
Note:Figures in the Parenthesis are Percentage of Total.
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