
TAXATION OF DIVIDENDS 
JULY 2020



TAXATION OF DIVIDENDS

2

Table of contents

1. Background 3

2. Impact of new dividend tax regime on resident shareholders 4

3. Impact of new dividend tax regime on nonresident shareholders 5

4. Impact of new dividend tax regime on Business Trusts (REITs and InvITs) 6

5.
Impact of new dividend tax regime on Investment Funds and Category III 
Alternative Investment Funds (AIFs)

6

6. Withholding tax (‘WHT’) on dividend pay-outs to resident shareholders 6

7. WHT on dividend pay-outs to non-resident shareholders 6

8. Availability of tax treaty benefits 8

9. Deduction for expenses incurred for earning dividend income 9

10 Issues for consideration 9

11. Other aspects 11

12. 
Annexure 1 - Impact of dividend taxation on Business Trusts (REITs and 
InvITs)

12

13.
Annexure 2 - Impact of dividend taxation on Investment Funds and 
Category III Alternative Investment Funds (AIFs)

13

14. Annexure 3 - List of dividend WHT rates of India’s various tax treaties 14

15.
Annexure 4 -  WHT rates on dividend pay-outs by an Indian company to 
several category of investors (residents and non-residents)

16



TAXATION OF DIVIDENDS

3

Dividends constitute a significant stream of income 
for shareholders of companies. Double taxation 
of income – first, in the hands of the companies 
and thereafter in the hands of the shareholders on 
distribution as dividend is prevalent worldwide. The 
manner in which dividend income is taxed in India 
has undergone several changes over the years. In 
1997, India introduced the Dividend Distribution Tax 
(‘DDT’) regime wherein dividend income was exempt 
in the hands of the shareholders but the company 
paying the dividend was required to pay DDT at 
a flat rate (irrespective of the tax rate applicable 
to respective shareholders). Ease of tax collection 
on dividends at a single point was a prime reason 
for such a move. However, this methodology was 
considered regressive and inequitable, as dividend 
is income in the hands of the shareholder and not in 
the hands of the company. In 2002, the incidence 
of dividend tax was shifted to the shareholders and 
again shifted back in the hands of the company in 
2003.  

India has now re-introduced the classical system of 
taxing dividends in the hands of the shareholders 
as was prevalent in the past. The classical system 
of taxing dividends will be effective from Financial 
Year (‘FY’) 2020-21 and will apply to dividends 
distributed on or after 1 April 2020. As stated by 

the Hon’ble Finance Minister in her Budget Speech, 
the removal of DDT will lead to an estimated annual 
revenue foregone of INR 25,000 crore. Higher 
personal and corporate tax collections on account of 
taxation of dividend in the hands of shareholders will 
compensate the loss on account of DDT. Whilst the 
former DDT regime had the advantage of ease of tax 
collection, it significantly increased the cost of doing 
business in India; especially for foreign investors, as 
there were issues on availing credit of DDT in their 
home jurisdiction (given that DDT was a tax on the 
company and not on the shareholders) and thereby 
leading to double taxation in many cases. The 
effective DDT rate of 20.56% was also significantly 
higher than the maximum rate at which India would 
have had the right to collect tax under most of the 
relevant tax treaties. Given the re-introduction of 
the classical system of taxing dividends coupled 
with reduced corporate tax regimes introduced in 
2019, India certainly has emerged as an attractive 
destination for foreign investors. This should augur 
well in attracting companies seeking to diversify their 
global supply chains due to COVID-19.

In this publication, we have made an attempt to 
summarise the key aspects of the newly introduced 
dividend taxation, practical issues and potential 
solutions which merit consideration.

Background
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(i) Individuals and HUFs

Dividend income earned by resident shareholders 
being individuals and HUFs will now be taxable 
in their hands at the slab rates applicable to them. 
However, the maximum surcharge on dividends would 
be restricted to 15%. Thus, the dividend income will 
be taxable at a maximum effective rate of 35.88% for 
shareholders being individuals and HUFs whose total 
income exceeds INR 1 crore. 

(ii)	Partnership	 firms	 and	 Limited	 liability	
Partnerships	(‘LLP’)

Dividend income earned by partnership firms and 
LLPs from domestic companies will be taxable at an 
effective tax rate of 31.2%. The effective rate in case 
the total income of the firm/ LLP exceeds INR 1 crore 
would be 34.94% (inclusive of surcharge).

(iii)	Domestic	companies

The dividend income received by a domestic company 
will be taxable at the following rates:

Tax rate with incentives/ exemptions 
(applicable for companies which 
have not opted for concessional tax 
regime1) 

34.94%2

Tax rate without incentives/ 
exemptions (applicable for 
companies which have opted for 
concessional tax regime1) 

25.17%3

Tax rate without incentives/ 
exemptions (applicable for 
companies who have opted for 
concessional tax regime under old 
section 115BA)

29.12%4

The dividend income, however, will also be subjected 
to Minimum Alternate Tax (‘MAT’), at 17.47% only 
for companies who have not opted for concessional 
tax regime. If MAT poses a significant burden on the 

tax outflow, companies may consider migrating to the 
concessional tax regime or options could be explored 
to accelerate the utilisation of MAT credit.

Further, in order to remove the cascading effect of 
taxation in a multi-tier holding structure, a rollover 
benefit for dividend income is permitted. This is 
pictorially explained below:

In the example, X Co (which could be a domestic 
company or a foreign company) distributes INR 1000 
as dividend to B Co, which in turn distributes INR 
800 as dividend to A Co. In order to prevent the 
cascading effect of taxation of the same dividend 
income, the law permits a deduction5 of INR 800 in 
the computation of income of B Co provided B Co 
has upstreamed the dividend income to A Co at least 
1 month before the due date of filing its tax return of 
the year in which the dividend was received. In such 
a case, B Co will be taxed only on the net dividend 
income of INR 200. It may be noted that such 
deduction is allowed irrespective of the percentage 
of shareholding in X Co and regardless of whether 
X Co is a domestic company or a foreign company. 
However, where X Co is a foreign company, the 
dividend income of INR 200 will be taxable in the 
hands of B Co at a concessional tax rate of 17.47%6 
under section 115BBD of the Income-tax Act, 1961 
(‘Act’).

1Section 115BAA and Section 115BAB of the Act
2Provided total income is more than INR 10 crore. If the total income exceeds INR 1 crore but is less than INR 10 
crore, the effective tax rate is 33.39%. If total income is below INR 1 crore, then the effective tax rate is 31.2%.

 3For these companies, surcharge is levied at a flat rate of 10% irrespective of the total income
4Provided total income is more than INR 10 crore. If the total income exceeds INR 1 crore but is less than INR 10 
crore, the effective tax rate is 27.82%. If total income is below INR 1 crore, then the effective tax rate is 26%

5 Section 80M of the Act

 6However, this concessional tax rate if applicable provided B Co holds at least 26% of the paid-up equity share 
capital in X Co. Otherwise, the dividend income will be taxable in hands of B Co at 34.94% or 25.17% as the 
case may be depending on whether B Co has opted for a concessional tax regime or not.

A. Impact of new dividend tax regime on resident 
shareholders

A Co

B Co

X Co

DIVIDEND OF 
INR 800

DIVIDEND OF 
INR 1000
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(i)	 Foreign	Portfolio	Investors	(‘FPIs’)

As aforementioned, under the revised provisions, 
the dividends received by foreign shareholders from 
Indian portfolio companies post April 1, 2020 
would be liable to pay tax at the rate of 20% (plus 
applicable surcharge and cess) and the Indian 
portfolio companies would be liable to withhold taxes 
at such rates.

Typically, tax treaties entered into with India provide 
a beneficial tax rate on dividend income, ranging 
from 5% to 15%, subject to certain conditions7. It is 
important to note that such beneficial tax rate is not 
available at the time of withholding tax on dividend 
income paid to FPIs. The FPIs based out of jurisdictions 
with a beneficial tax rate on dividend income under 
the tax treaty with India will be eligible to claim such 
beneficial tax rate at the time of filing their tax return 
and claim a refund of excess tax withheld subject to 
the fulfilment of certain conditions (such as eligibility to 
claim treaty benefits, being the beneficial owner of the 
dividend income).

Thus, the FPIs would need to evaluate the impact on 
their cash flows as the Indian portfolio companies 
would continue to withhold taxes at the rate of 20% 
plus applicable surcharge and cess (i.e. the tax rate 
prescribed in the domestic tax laws) despite FPIs being 
eligible to a beneficial tax rate under the relevant 
tax treaty. FPIs could also consider approaching the 
Indian Government to seek suitable amendments in 
the domestic tax laws to:

 z enable tax withholding at the tax rate prescribed in 
the tax treaty. 

 z enable FPIs to obtain lower withholding tax order 
from the Indian Revenue authorities. Such lower 
withholding tax order would enable the Indian 
portfolio companies to withhold taxes at the lower 
rate prescribed in the tax treaty.

(ii) Non-resident shareholders (other than 
FPIs)

As aforementioned, if the dividends are paid to non-
resident shareholders, tax is required to be deducted 
at 20% (plus applicable surcharge and cess) subject to 
tax treaty benefits where a lower rate can be availed.  
However, as discussed earlier, a careful analysis of 
the treaty provisions, test of beneficial ownership, 
wordings of Most Favoured Nation (‘MFN’) clauses, 
changes due to Multilateral Instrument (‘MLI’), etc. is 
imperative in order to determine the treaty eligibility 
before applying a lower withholding tax rate on 
dividend pay-outs to non-residents. Dividend pay-outs 
to non-residents with whom India does not have a tax 
treaty or if the treaty eligibility appears to be doubtful 
will be liable for withholding tax at a higher rate of 
20% (plus surcharge and cess).

Further, credit for taxes withheld will be available 
in the overseas jurisdiction in accordance with their 
applicable tax credit rules.  However, the withholding 
tax may become a tax cost if the dividend income 
is exempt and hence not taxable in the country of 
residence of the non-resident shareholders. 

7Refer Section G.

B. Impact of new dividend tax regime on non-
resident shareholders
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The impact of withholding tax on dividends distributed 
by the investee companies/ SPV to Real Estate 
Investment Trusts (‘REIT’) and Infrastructure Investment 
Trust (‘InvIT’) is discussed in detail in Annexure 1. 

Further, onward distribution of dividends by the REIT/ 
InvIT to unitholders can also have potential withholding 
implications which are discussed in Annexure 1.

As aforementioned, under the classical system of 
dividend taxation, the tax incidence is in the hands 
the shareholders. A company paying dividends to 
resident shareholders is required to deduct tax at 
10%8. However, if the resident shareholder fails to 
submit his Permanent Account Number, the WHT 

would be deducted at a higher rate of 20%. Further, 
the resident shareholder can also approach the tax 
authorities for obtaining a lower withholding tax 
certificate if he believes that the appropriate WHT 
should be lower than 10%. 

In a case where the dividends are paid to non-resident 
shareholders, tax is required to be deducted at 20% 
(plus applicable surcharge and cess) subject to tax 
treaty benefits where a lower rate, if applicable, can 
be availed. There are several countries where the tax 
treaties prescribe a much lower rate than the domestic 

rate of 20%. For instance, India’s tax treaties with 
Mauritius, Hong Kong, Singapore, United Kingdom, 
Switzerland, etc. prescribe a WHT rate in the range 
of 5% to 10%. It is also pertinent to note that recourse 
can also be made to the MFN clause, which is present 
in several of the India’s tax treaties, which permits the 

Dividend income earned by Investment Funds 
(Category I and II AIFs) would be taxable in the 
hands of unit holders on a pass-through basis.  No 
withholding will need to be undertaken by Indian 
companies distributing dividends to such Investment 

Funds. As far as Category III AIFs are concerned, 
dividend income earned by them would be taxable 
either at the AIF level or the investor level, depending 
on the legal entity of the AIF. The aforesaid aspects are 
discussed in detail at Annexure 2.

C. Impact of new dividend tax regime on Business 
Trusts (REITs and InvITs)

E. Withholding tax (‘WHT’) on dividend pay-outs to 
resident shareholders

F. WHT on dividend pay-outs to non-resident 
shareholders

D. Impact of new dividend tax regime on 
Investment Funds and Category III Alternative 
Investment Funds (AIFs)

8This rate is reduced to 7.5% as per CBDT Press Release dated May 13, 2020 on account of 
relief measures announced in light of COVID-19. However, the benefit of the reduced rate is 
available only for payments made from May 14, 2020 till March 31, 2021.
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originally negotiated WHT rate to be further reduced 
subject to the satisfaction of certain conditions. 
However, taxpayers would need to answer several 
questions (listed below) in order to take advantage of 
the MFN clause and the consequential lower WHT 
rate:

 z Whether the protocol containing the MFN clause 
applies automatically or requires a separate 
notification from the Competent Authorities of India? 
For instance, the MFN clause of India-Finland 
Tax Treaty specifically requires the Competent 
Authorities of India to issue a notification before a 
lower WHT rate under any subsequent tax treaty 

can be applied to India-Finland Tax Treaty.

 z The Tax treaties (for example, Colombia, Slovenia) 
having a 5% WHT rate for dividend have been 
negotiated by India when such countries were 
not members of Organisation for Economic Co-
operation and Development (‘OECD’). Given the 
language of MFN clause, an issue could arise on 
whether benefit of MFN clause can be taken in 
cases where such countries are not OECD member 
countries at the time of signing of tax treaty but 
become OECD member countries at a later point 
of time.  

We have summarised the WHT rates on dividend income (including benefit of MFN clause) of several of India’s 
key tax treaty partners below:

Sr No. Treaty
WHT rate on 
dividend

MFN clause 
present

Country whose 
WHT rate is 
sought to be 
imported

Applicable WHT 
rate pursuant to 
MFN benefit

1. India-France 10% Yes Colombia9 5%

2. India-Germany 10% No N.A. N.A.

3. India-Hong Kong 5% No N.A. N.A.

4. India-Hungary 10% Yes Colombia9 5%

5. India-Malaysia 5% No N.A. N.A.

6. India-Mauritius 5%10 No N.A. N.A.

7. India-Netherlands 10% Yes Colombia9 5%

8 . India-Sweden 10% Yes Colombia9 5%

9. India-Singapore 10%11 No N.A. N.A.

10. India-Switzerland 10% Yes Colombia9 5%

11. India-USA 15%12 No N.A. N.A.

12. India-UK 10% No N.A. N.A.

The WHT rates on dividends for majority of the tax treaties which India has entered into are tabulated at 
Annexure 3.

9Instead of Colombia, the benefit of India-Slovenia Tax Treaty can also be taken which provides for a 5% WHT rate on dividend provided the recipient of 
dividend holds at least 10% of the capital of the company paying the dividends; otherwise, WHT rate would be 15%. However, under the MLI, India-Slovenia 
Tax Treaty also prescribes a minimum holding period of 365 days to avail the 5% WHT rate. Taxpayers who intend to rely on MFN clause to take advantage 
of 5% WHT in India-Slovenia Tax Treaty may also need to comply with the 365 days holding period along with the minimum 10% shareholding criteria.

 10Provided the recipient of dividend holds at least 10% of the capital of the company paying the dividends; otherwise, WHT rate would be 15% 

 11Provided the recipient of dividend holds at least 25% of the capital of the company paying the dividends; otherwise, WHT rate would be 15%
12Provided the recipient of dividend holds at least 10% of the capital of the company paying the dividends; otherwise, WHT rate would be 25%
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The availability of tax treaty benefits to shareholders 
is subject to the satisfaction of several anti-abuse 
provisions. For instance, the recipient must be a 
‘beneficial owner’ of the dividends in order to be 
eligible for a lower WHT rate. Also, the Principal 
Purpose Test (‘PPT’)13 pursuant to MLI (wherever 
applicable) would need to be satisfied. Lastly, it must 
also be ensured that the transaction is not hit by the 
provisions of domestic General Anti-avoidance Rule 
(‘GAAR’). The aforesaid concepts are discussed in 
brief below:

(i)	 Beneficial	ownership	test

A lower WHT rate provided in a tax treaty is available 
only to a person who is the ‘beneficial owner’ of the 
dividend income. There have been several judicial 
precedents which have held that the recipient of an 
income may not qualify as a beneficial owner if its 
right to use and enjoy the income is constrained by a 
contractual and legal obligation to pass on that income 
to its shareholder or any other person. In the context of 
India-Mauritius Tax Treaty, the Central Board of Direct 
Taxes (‘CBDT’) has issued a Circular14 which states 
that a Tax Residency Certificate (‘TRC’) will constitute 
sufficient evidence for accepting the status of residence 
as also the beneficial ownership. The Supreme Court in 
the case of Azadi Bachao Andolan115  has upheld the 
validity of the aforesaid Circular. However, given the 
changed tax landscape, it is imperative to undertake 
a detailed factual analysis, identify risk factors and 
implement solutions rather than merely relying on the 
TRC for satisfaction of the beneficial ownership test. 
It is pertinent to note that recently, the Authority for 
Advance Rulings (‘AAR’) in the case of Tiger Global 
International Holdings16 denied the benefit of India-
Mauritius Tax Treaty, inter-alia, on the ground that the 
control and management of the assessee was located 
outside Mauritius and that it was not the beneficial 
owner of the underlying assets. The AAR ruled that the 
structure was designed prima facie for avoidance of 
tax and hence not eligible for tax treaty benefits.

Another issue which arises for consideration is that 
assuming the immediate recipient of dividend income 
is not eligible for tax treaty benefits on the ground that 
he is not the beneficial owner, then will the dividends be 

taxed as per the domestic tax law or can recourse be 
made to the treaty WHT rate of the ultimate beneficial 
owner? In this regard, para 12.7 of the 2017 OECD 
Commentary clarifies that benefit of lower dividend tax 
rate under Article 10(2) remains available even when 
an intermediary (such as an agent or nominee located 
in a third State) is interposed between the beneficiary 
and the payer, provided that the beneficial owner is 
a resident of the other Contracting State. However, 
this position is untested in Indian jurisprudence and 
one should proceed with caution before adopting this 
approach.

(ii)	Principal	Purpose	Test	(‘PPT’)

Prevention of tax treaty abuse is undoubtedly one of the 
most significant areas dealt with as part of the OECD’s 
project on Base Erosion and Profit Shifting (‘BEPS’). 
Several of the measures which are announced as part 
of the BEPS project are dealt with by way of changes 
to the tax treaties. Towards this, the MLI provides for 
an alternative mechanism for modifying bilateral tax 
treaties and thus avoiding a need for simultaneous 
negotiation of thousands of tax treaties. An important 
outcome of the BEPS project read with the MLI is the 
enactment of PPT. As per the PPT, the treaty benefits 
can be denied if obtaining such benefit was one 
of the principal purposes of an arrangement or 
transaction unless such benefit is in accordance with 
the object and purpose of the treaty. The satisfaction 
of PPT is perhaps one of the most challenging exercise 
given the inherent subjectivity coupled with the broad 
language of the provision. In order to deny the treaty 
benefits, the tax authorities only need to substantiate 
that it is “reasonable to conclude” that “one of the 
principal purposes” of any arrangement or transaction 
was to obtain a treaty benefit. As such, the tax 
authorities are left with much discretion in interpreting 
the requirements of the PPT. Given that PPT is a new 
anti-abuse provision, the scope and impact of the 
same remains untested thus far by the judiciary.

(iii)	Minimum	holding	period

In addition to satisfying the test of beneficial ownership 
and PPT, the MLI also provides for a provides for a 
minimum shareholding period of 365 days, in order 

G. Availability of tax treaty benefits

13As per the PPT, the treaty benefits can be denied if obtaining such benefit was one of the 
principal purposes of an arrangement or transaction unless such benefit is in accordance 
with the object and purpose of the treaty 

14Circular no 789 dated April 13, 2000
15[2003] 263 ITR 706
16[2020] 116 taxmann.com 878 (AAR)
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to avail the beneficial tax rates provided under the tax 
treaties. Currently, this provision of MLI is applicable 
only for India’s tax treaties with Canada, Denmark, 
Serbia, Slovakia and Slovenia.

(iv)  GAAR

The provisions of GAAR (as applicable from 1 April 
2017) give wide powers to the tax authorities to deny 
tax benefits (including tax treaty benefits) arising from 
an “impermissible avoidance arrangement”, if, inter-
alia, the main purpose of the arrangement is to obtain 
a tax benefit.

Given the above, it becomes imperative to carefully 
analyse the provisions of tax treaties, wordings of 
MFN clauses, changes due to MLI, etc. in order to 
determine the treaty eligibility and the appropriate 
WHT rate.

The WHT rate would be the final tax rate in the hands 
of the non-resident investors if the above conditions 
are fulfilled.

A comprehensive analysis on WHT rates which 
are applicable on dividend pay-outs by an Indian 
company to several category of investors (residents 
and non-residents) is enclosed as Annexure 4. 

Given that the dividend income is now taxable in the 
hands of the shareholders, the controversy surrounding 
several issues on disallowability of expenditure under 
section 14A to earn dividend income (which was 
earlier exempt) no longer survives.

However, the Finance Act, 2020 provides that no 
deduction other than interest expenditure shall be 
allowed as a deduction from dividend income. Further, 
the deduction on account of interest expenditure shall 

be restricted to 20%17 of dividend income which is 
included in the total income of a resident shareholder. 
It may be noted that no such interest deduction is 
allowable to non-resident shareholders. Dividends 
received from a specified foreign company18 is 
taxable at 15% under section 115BBD. However, 
in computing such dividend income no deduction for 
any expenditure (including interest expenditure) or 
allowance is allowable.

The classical system of taxing dividends brings with it 
several interpretative issues which merit consideration 
– a few of which are discussed below:

(a)	 Interest	 expense	 to	 be	 computed	 on	 ‘gross’	 or	
‘net’	dividend	income

Continuing with our previous example, assuming B Co 
has an interest expenditure of INR 200, will the entirety 
of the interest expenditure be allowed as a deduction 
by applying the 20% test on gross dividend income 
of INR 1000 which is earned by B Co – or will the 
deductibility of interest expenditure be limited to 20% 
of the net dividend income of INR 200 and hence 
only INR 40 would qualify for interest deduction? 

(b)	 Dividend	income	–	Income	from	Other	sources	or	
Business	income?

The possibility of characterising the dividend income 
as business income can also be explored. In such a 
case, the interest limitation of 20% does not apply and 
the entire interest expenditure could potentially qualify 
for deduction under section 36(1)(iii) of the Act. This 
will also have an impact on set-off of business losses, 
wherever available. Characterisation of dividend as 

17Section 57 of the Act
18     Specified foreign company’ means a foreign company in which 

the Indian company holds 26% or more in nominal value of the 
equity share capital of the company.

H. Deduction for expenses incurred for earning 
dividend income

I. Issues for consideration

A Co

B Co

X Co

DIVIDEND OF 
INR 800

DIVIDEND OF 
INR 1000

INTEREST EXPENSE 
OF INR 200
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business income or otherwise could depend on several 
aspects, such as whether the investment was strategic 
or financial in nature, business synergies between 
the companies, commercial expediency, duration for 
which the investments are held, etc. 

(c)	 Should	deduction	under	section	80M	be	claimed	
on	dividend	 income	after	deducting	 the	 interest	
expenditure?

Consider the following example:

Let us say B Co has received dividend income of INR 
1000 from X Co and it has immediately distributed 
the entire amount to its shareholder A Co. Assuming B 
Co has incurred an interest expense of INR 100, the 
question which arises for consideration is whether the 
deduction under section 80M will be available in full 
(i.e. INR 1000) or will it be restricted only to the net 
dividend income of INR 900.

The scheme of taxation and the computation 
mechanism suggests that the deduction under section 
80M will be available only for the net dividend income 
of INR 900. However, interesting considerations arise 
if the interest expense is claimed as a deduction under 
section 36(1)(iii) of the Act and not under section 57 
of the Act.

(d)	 Multiple	 investments	 out	 of	 own	 funds	 and	
borrowed	funds

Consider the following example:

In this example, A Co has made investments in B Co 
and C Co. Let us assume that investments in B Co 
is out of own funds and investments in C Co is out 

of borrowed funds. During the year, A Co receives 
dividend income from B Co. However, no dividend 
income is received during the year from C Co. The 
issue for consideration is whether A Co can set off the 
interest expenditure on borrowings made for investment 
in C Co against the dividend income received from 
B Co? Given that each dividend stream is a separate 
source of income, the deduction of interest expense 
should be qua each source of dividend. In this 
example, as no interest expense was incurred on 
earning dividend income from B Co, the question 
of interest deduction should not arise. However, it 
may be plausible to argue that the interest limitation 
of 20% represents an overall cap for deduction for 
all dividends put together. Therefore, possibility of 
claiming deduction of interest (incurred for investment 
in C Co) against dividend income from B Co cannot 
be ruled out. As aforementioned, if dividend income 
is treated as business income, this controversy would 
not arise, and entirety of interest expense could be 
claimed as a deduction from dividend income.

(e)	 Availability	of	foreign	tax	credit

Typically, foreign tax credit should be available 
if foreign taxes are withheld in respect of dividend 
received from a foreign subsidiary. However, a 
question would arise on availability of foreign tax 
credit if no tax is actually paid by the Indian company 
on such dividend income on account of deduction 
availed under section 80M of the Act. In other words, 
the Indian company would not pay any taxes if the 
dividend income is upstreamed to its shareholders. In 
such a case, can one place reliance on various rulings 
which have held that foreign tax credit should be 
available? If not, can a case of claiming the foreign 
tax as a deductible expenditure under section 37 of 
the Act be explored?

(f)	 Succession	planning	structures

Several promoters of listed companies have 
implemented succession planning structures through 
discretionary family trusts.  The change in the dividend 
taxation regime can have a direct impact on such 
structures. For instance, Indian promoters/ HNIs who 
are holding shares through a discretionary trust would 
now need to be mindful on the tax cost on dividend 
income received by such trust. There is lack of clarity 
on whether the benefit of surcharge capped at 15% 
will be available to a discretionary trust since they 
are liable to pay tax at the maximum marginal rate. 
Maximum marginal rate is defined to mean the rate 
of tax applicable to highest slab for an individual 
thereby enhancing the tax rate to as high as 42.74%. 
Whilst arguments could be possible on both sides, the 
uncertainty, could impact existing structures requiring 
alternative approaches.

A Co

B Co

X Co

DIVIDEND OF 
INR 1000

DIVIDEND OF 
INR 1000

INTEREST EXPENSE 
OF INR 100

DIVIDEND 
PAY-OUT

A Co BANK

B Co C Co

INTEREST PAID TO BANK FOR 
MONIES BORROWED FOR 
INVESTMENT INTO C CO
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(a)	 Coverage	of	the	term	‘dividend’

As per section 2(22) of the Act, dividend, inter-alia, 
includes the following:

 z Distribution of accumulated profits by a company to 
its shareholders

 z Distribution of debentures, debenture-stock or 
deposit certificates by a company to its shareholders

 z Distribution of bonus shares by a company to its 
preference shareholders

 z Distribution made to the shareholders of a company 
on its liquidation 

 z Distribution made to the shareholders of a company 
on reduction of capital 

 z Advance or loan to a shareholder

Pay-outs to the shareholders in respect of any of the 
above transactions would be regarded as a dividend 
pay-out and will be taxable directly in the hands of the 
shareholder under section 8 of the Act.

(b)	 TDS	compliance	for	companies

Whilst there are several benefits in this classical 

system of taxing dividends, it brings with it a host of 
compliances and other factors which a payor domestic 
company needs to consider. For instance, a listed 
company may have tens of thousands of non-resident 
shareholders. Determining the tax residency of each 
shareholder and obtaining tax residency certificates 
as on the record date could be a mammoth exercise. 
The company would also need to obtain appropriate 
declarations from the shareholders with respect to 
satisfaction of beneficial ownership test and the PPT 
criteria in order to determine an appropriate WHT 
rate. Any non-compliance on this part could entail 
additional tax, interest, and penal consequences for 
the payor domestic company as the tax authorities are 
likely to scrutinise any claim of a lower WHT in a 
greater detail.

Furthermore, the compliance burden and the related 
paperwork is likely to increase manifold. As per the 
current law, any payment to a non-resident needs 
to be reported in Form 15CA. In addition to Form 
15CA, the company is also required to obtain a 
Chartered Accountant’s certificate in Form 15CB if the 
payments made during the year exceeds INR 5 lakhs. 
The company may need to exercise its judgement on 
whether the payment to a particular shareholder will 
exceed INR 5 lakhs in a year and thereafter decide 
on filing of Form 15CB.

J. Other aspects

Concluding remarks

The abolition of the DDT regime and re-introduction of the 
classical system marks a paradigm shift in the taxation of 
dividends in India. Earlier DDT used to be a sunk cost. 
Withholding tax under the new regime in most cases 
for non-resident investors will now be creditable in their 
home country due to the shift in incidence of tax from the 
company to the shareholder. Further, the benefits granted 
by several of the tax treaties in terms of lower WHT rate 
would assume significant importance and can go a long 
way in reducing the cost of doing business in India. 
Of course, the aspects pertaining to treaty eligibility, 
satisfaction of test of PPT and beneficial ownership, 
applicability of GAAR, etc. would need to be thoroughly 
examined. 

Foreign investors would therefore need to critically 
assess the impact of this new dividend tax regime on 
their holding structures and take appropriate actions to 
achieve optimal tax efficiencies.

Furthermore, apart from dividend distribution, buy-back 
of shares will continue to be an important avenue for 
repatriation of profits to the shareholders. Given the 
uniform tax rate applicable in case of buy-back, tax 
exemption at shareholder level and availability of issue 
price as a cost base, buy-back does score well over 
dividend pay-outs on several parameters. However, an 
overall fact specific exercise including applicability of 
GAAR should be undertaken before concluding one way 
or the other. 
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Let is consider the following illustration:

Distribution	of	dividends	by	 the	REIT/	 InvIT	
to unitholders:

 z Where the investee company/ SPV has not opted 
for the lower tax regime of 22% [under section 
115BAA of the Act], dividends will be exempt in 
the hands of the unitholders. No withholding tax 
will be applicable on such distributions in the nature 
of dividends to the unitholders.

 z Where the investee company/ SPV has opted for 
the lower tax regime [under section 115BAA of the 
Act], dividends will be taxable in the hands of the 
unitholders. Withholding tax will be applicable on 
such distributions at the following rates in the hands 
of the unitholders: 

It is important to note that beneficial tax rate under a tax 

treaty is not available at the time of withholding tax on 
dividend income paid to non-resident unitholders. The 
unitholders based out of jurisdictions with a beneficial 
tax rate on dividend income under the tax treaty with 
India may be eligible to claim such beneficial tax rate 
at the time of filing their return of income and claim a 
refund of excess tax withheld subject to the fulfilment 
of certain conditions (such as eligibility to claim treaty 
benefits, including being the beneficial owner of the 
dividend income). 

Distribution	 of	 dividends	 by	 the	 investee	
companies/	SPV	to	the	REIT/	InvIT

From an investee company/ SPV perspective, 
withholding tax will apply on declaration / payment 
of dividends to the REIT/ InvIT at the rate of 10%. It is 
important to note that such dividends are not taxable 
in the hands of the REIT/ InvIT and may or may not 
be taxable in the hands of the unit-holders depending 
upon whether the investee company has opted for the 
lower tax regime. In this context, the following two 
options will be relevant and may be explored: 

 z The REIT/ InvIT could consider filing an application 
for a lower tax deduction certificate to minimise 
the cash flow impact on account of dividend 
withholding by the investee companies; or 

 z Given that such dividends are exempt in the hands 
of the REIT/ InvIT [i.e. pass through] and the 
whole of the dividend income is assessable in the 
hands of a person other than the deductee (i.e. 
the unitholders), taxes shall be deducted and credit 
shall also be given from/ to the unitholders and not 
the deductee (i.e. the REIT/ InvIT). This is subject to 
the REIT/ InvIT giving necessary declarations to the 
investee companies. However, this could lead to 
cash flow issues for unitholders. 

Annexure 1 - Impact of dividend taxation on 
Business Trusts (REITs and InvITs)

Resident unitholders 10%19

Non-resident 
unitholders

10% (plus applicable 
surcharge and cess)

19 This rate is reduced to 7.5% as per CBDT Press Release dated May 13, 2020 on account of relief measures announced in light of 
COVID-19. However, the benefit of the reduced rate is available only for payments made from May 14, 2020 till March 31, 2021

UNIT HOLDERS

REIT / INVIT

INVESTEE Co / SPV

DIVIDEND 
PAY-OUTS

DIVIDEND 
PAY-OUTS
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 z Dividend income earned by Investment Funds 
(Category I and II AIFs) would be taxable in the 
hands of unit holders on a pass-through basis.  No 
withholding will need to be undertaken by Indian 
companies distributing dividends to Investment 
Funds as income received by the Investment Funds 
is exempt from withholding tax.  However, the 
Investment Funds will be required to withhold taxes 
at the rate of 10% on distribution of income, which 
is in the nature of dividends for residents and at 
applicable ‘rates in force’ for non-residents. In this 
context, prior to applying tax treaty benefits, in 
addition to an evaluation of the factors mentioned 
above, it would be important to evaluate whether 
income from investment vehicles falls within the 
ambit of the dividend article of the tax treaty.

 z Dividend income earned by Category III AIFs would 
be taxable either at the AIF level or the investor 
level, depending on the legal entity of the AIF [i.e. 
LLP or Trust (being determinate, revocable, etc.)]. 

A company paying dividends to Category III AIF 
is required to deduct tax at 10%. However, where 
income of a Category III AIF is offered to tax in the 
hands of investors in certain cases, there could be 
some tax withholding mismatches as taxes would 
have been withheld in name of AIF whereas credit 
of the same would be sought by the investor in an 
AIF.

 z Income (including dividends) distributed by Mutual 
Fund is now taxable in the hands of the unit holders 
at the applicable tax rates.  Mutual Funds will now 
be required to withhold taxes at the rate of 10% 
on distribution of income, which is in the nature of 
dividends for residents and at 20% for non-residents. 
It is important to note that dividends received from 
mutual funds will not get the benefit of surcharge 
capping of 15% as mutual funds are typically set 
up as a trust and not as a company; hence pay-outs 
from mutual funds will be treated as normal income 
and not dividend income in the hands of investors.  

Annexure 2 - Impact of dividend taxation on 
Investment Funds and Category III Alternative 
Investment Funds (AIFs)
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20By virtue of MFN clause

Annexure 3 – List of dividend WHT rates of India’s 
various tax treaties

Countries having 10% WHT on dividend

Countries having 7.5% WHT on dividendCountries having 5% WHT on dividend

Sr	No. Country

1. Croatia

2. Fiji

3. France20

4. Hong Kong

5. Hungary20

6. Lithuania

7. Malaysia

8. Mauritius

9. Myanmar

10 Nepal

11. Netherlands20

12. Qatar

13. Saudi Arabia

14. Serbia

15. Slovenia

16. Sweden20

17. Switzerland20

18. Tajikistan

19. Tanzania

20. Uruguay

21. Zambia

Sr	No. Country

1. Albania

2. Armenia

3. Austria

4. Bangladesh

5. Belarus

6. Bhutan

7. China

8. Cyprus

9. Czech Republic

10 Estonia

11. Georgia

12. Germany

13. Iceland

14. Indonesia

15. Ireland

Sr	No. Country

1. Botswana

2. Ethiopia

3. Mozambique

4. Sri Lanka
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Countries having 10% WHT on dividend

Countries having 15% WHT on dividend

Sr	No. Country

16. Israel

17. Japan

18. Jordan

19. Kazakhstan

20. Kenya

21. Kuwait

22. Kyrgyzstan

23. Latvia

24. Luxembourg

25. Malta

26. Mexico

27. Morocco

28. Macedonia

29. Norway

30. Oman

31. Poland

32. Portugal

33. Romania

34. Russia

35. Singapore

36. South Africa

37. Sudan

38. Syria

39. Trinidad 

Sr	No. Country

40. Turkmenistan

41. Uganda

42. Ukraine

43. UK

44. UAE

45. Uzbekistan

46. Vietnam

Sr	
No.

Country

1. Australia

2. Belgium

3. Brazil

4. Bulgaria

5. Canada

6. Denmark

7. Italy

8. Korea

9. Mongolia

10. New Zealand

11. Philippines

12. Spain

13. Turkey
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Annexure 4 - WHT rates on dividend pay-outs by 
an Indian company to several category of investors 
(residents and non-residents)

Category of Investor       Applicable withholding tax 
rate

Document required 
by payer company

Underlying section 
of the Act

Resident Shareholders

Individual (dividend 
not exceeding INR 
5,000)

• Not Applicable • Section 194

Individual (dividend 
exceeding INR 5000)

• 7.50% with Permanent 
Account Number (PAN) 

• 20% for non PAN cases
• Nil for Form 15G or 

Form 15H declaration 
cases

• Prescribed lower rate as 
per 197 certificate

Dividend declaration 
communication 
to state that for 
shareholders 
appearing as 
“resident” as per 
Registrar and Transfer 
Agents (RTA) records, 
shareholder to 
submit certificate 
under section 197 
of the Act, to enable 
tax deduction 
at lower rate.  
Resident individual 
shareholders to 
submit Form 15G 
/15H in eligible cases

• Section 194, 
• Section 197A, 
• Section 197 and 
• Section 206AA

Hindu Undivided 
Family

• 7.50% with PAN 
• 20% for non PAN cases
• Prescribed lower rate as 

per 197 certificate

Dividend declaration 
communication to state 
that for shareholders 
appearing as 
“resident” as per RTA 
records, shareholder 
to submit certificate 
under section 197 of 
the Act, to enable tax 
deduction at lower 
rate

• Section 194, 
• Section 197  and 
• Section 206AA

Domestic Company

Private Trusts

Other Trusts / Body 
of Individuals / 
Association of Persons

Partnership Firm 
/ Limited Liability 
Partnership (LLP)

Venture Capital 
Company / Venture 
Capital Fund 
(registered under 
erstwhile VCF 
regulations)

REIT/ INvIT

AIFs (Category III)

Government 
Company (not 
covered under section 
196(iii) of the Act)

• Section 194 and 
Section 206AA
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Category of Investor       Applicable withholding tax 
rate

Document required 
by payer company

Underlying section 
of the Act

Resident Shareholders

Individual (dividend 
not exceeding INR 
5,000)

• Not Applicable • Section 194

Individual (dividend 
exceeding INR 5000)

• 7.50% with Permanent 
Account Number (PAN) 

• 20% for non PAN cases
• Nil for Form 15G or 

Form 15H declaration 
cases

• Prescribed lower rate as 
per 197 certificate

Dividend declaration 
communication 
to state that for 
shareholders 
appearing as 
“resident” as per 
Registrar and Transfer 
Agents (RTA) records, 
shareholder to 
submit certificate 
under section 197 
of the Act, to enable 
tax deduction 
at lower rate.  
Resident individual 
shareholders to 
submit Form 15G 
/15H in eligible cases

• Section 194, 
• Section 197A, 
• Section 197 and 
• Section 206AA

Hindu Undivided 
Family

• 7.50% with PAN 
• 20% for non PAN cases
• Prescribed lower rate as 

per 197 certificate

Dividend declaration 
communication to state 
that for shareholders 
appearing as 
“resident” as per RTA 
records, shareholder 
to submit certificate 
under section 197 of 
the Act, to enable tax 
deduction at lower 
rate

• Section 194, 
• Section 197  and 
• Section 206AA

Domestic Company

Private Trusts

Other Trusts / Body 
of Individuals / 
Association of Persons

Partnership Firm 
/ Limited Liability 
Partnership (LLP)

Venture Capital 
Company / Venture 
Capital Fund 
(registered under 
erstwhile VCF 
regulations)

REIT/ INvIT

AIFs (Category III)

Government 
Company (not 
covered under section 
196(iii) of the Act)

• Section 194 and 
Section 206AA

Category of Investor       Applicable withholding tax 
rate

Document required 
by payer company

Underlying section 
of the Act

AIFs (Category I and 
II)

NIL

Company to seek copy 
of SEBI AIF registration 
/ confirmation from 
RTA

• Section 197A(1F) 
read with Section 
10(23FBA)

Securitisation trust

Company to seek 
copy of registration/ 
document evidencing 
the shareholder being 
a securitisation trust (as 
defined in clause (d) of 
the Explanation below 
section 115TCA). 
Alternatively, take 
conformation from 
RTA.

• Section 197A(1F) 
read with section 
10(23DA)

Mutual Funds 
registered with SEBI

Declaration/ certificate 
of being a Mutual 
Fund or confirmation 
from RTA

• Section 196

Government of India        
(Central / State) / RBI

NA • Section 196

Insurance Companies NA • Section 194

Non-resident shareholders

FPI - Individuals/ 
Trusts/ AoP / BOI

• 28.5% Foreign Portfolio 
Investment registration 
number / certificate

• Section 196D
FPI - Company • 21.84%

Individual

• 23.92% 
• Lower rate as per 

applicable Double 
Taxation Avoidance 
Agreement (DTAA) if Tax 
Residency Certificate 
(TRC) related documents 
and PAN provided

• Prescribed lower rate as 
per 197 certificate

In the dividend 
c o m m u n i c a t i o n , 
the Company to 
seek an appropriate 
declaration from non-
resident shareholder 
covering residential 
status, satisfying 
principal purpose 
/ GAAR test and 
beneficial ownership 
tests and also seek TRC 
/ Form 10F document 
to enable the payer 
Company to provide 
DTAA benefit. Non-
resident shareholder 
to also submit 197 
certificate (if any) for 
tax deduction at lower 
rate.

• Section 195, 
• Section 197, 
• Section 90 and 

Part II of First 
Schedule

Foreign LLP                                        
(if considered as a 
firm like the domestic 
LLP)

• 23.30%
• Lower rate as per 

applicable DTAA if TRC 
related documents and 
PAN provided

• Prescribed lower rate as 
per 197 certificate

Foreign Company/ 
Foreign LLP if 
considered as a 
body corporate 
incorporated outside 
India (other than FPI)

• 21.84%
• Lower rate as per 

applicable DTAA if TRC 
related documents and 
PAN provided

• Prescribed lower rate as 
per 197 certificate

Overseas Trust

• 28.5% (refer note 5)
• Lower rate as per 

applicable DTAA if TRC 
related documents and 
PAN provided

• Prescribed lower rate as 
per 197 certificate
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Notes:
1. The CBDT vide its Press Release dated May 13, 2020, has reduced the rate of withholding under section 

194 of the Act from 10% to 7.5% for dividend payments made during the period May 14, 2020 to March 
31, 2021. 

2. Company to obtain the details of all shareholders from the RTA with respect to tax residential status and KYC 
(PAN/ address etc.) of all the shareholders as of a cut-off date. 

3. The withholding rates provided in the sheet are on the basis of law prevailing as on date.   In the event 
there is ambiguity in law or interpretation the highest applicable rate is considered on a conservative basis.  

4. In cases of remittances to non-resident shareholder (other than FPI), Company to undertake compliances 
towards Form 15CA and certification in Form 15CB prior to making remittances, wherever applicable.

5. The law provides that the income of a discretionary trust is taxable at the maximum marginal rate and thus 
a surcharge rate of 37% has been taken for withholding purposes instead of 15%.

6. While computing the applicable withholding tax rates, we have assumed the highest applicable surcharge rates.  
This could vary depending on the quantum of dividend distributed.
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Dhruva Advisors is a tax and regulatory 
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multinational and Indian corporate groups. 
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having worked for the largest investors in 
India, advising on the largest transactions 
and on several of the largest litigation cases 
in the tax space. We also work closely with 
the Government on policy issues and with our 
clients on advocacy matters.

Key differentiators:

• Partner-led services

• Strategic approach to complex problems

• Specialized, in-depth, and robust advice

• Strong track record of designing and 
implementing pioneering solutions

•  Trailblazers in tax controversy management

• Long history of involvement in policy 
reform

• Technical depth and quality

We believe in thinking out of the box, 
handholding our clients in implementing 
complex solutions and working towards 
achieving results. We have offices in Mumbai, 
Ahmedabad, Bengaluru, Delhi, Pune, Kolkata, 
Singapore and Dubai. We advise clients across 
multiple sectors including financial services, IT 
and IT-enabled services (ITES), real estate and 
infrastructure, telecommunications, oil and gas, 
pharmaceuticals, chemicals, consumer goods, 
power, as well as media and entertainment.

Dhruva Advisors is a member of the WTS 
Alliance, a global network of selected firms 
represented in more than 100 countries 
worldwide.

• WTS Dhruva Consultants recognised as 
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• “India Tax Disputes and Litigation Firm 
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• Dhruva Advisors has been consistently 
recognised as a Tier 1 Firm in India for 
General Corporate Tax and Transfer 
Pricing by the International Tax Review’s 
in its World Tax Guide.

• Dhruva Advisors in 2019 for the first 
time ranked as a Tier 1 Firm in India 
for Indirect Taxes in International Tax 
Review’s Indirect Tax Guide. 

Our recognitions

About Dhruva Advisors



www.dhruvaadvisors.com
Follow us on:

Disclaimer: 
The information contained herein is in a summary form and is therefore intended for general guidance only. This publication is not intended to address the circumstances of any
particular individual or entity. No one should act on such information without appropriate professional advice after a thorough examination of the particular situation. This publication
is not a substitute for detailed research and opinion. Dhruva Advisors LLP cannot accept responsibility for any loss occasioned to any person acting or refraining from acting as a result
of any material in this publication.

© 2020 Copyright Dhruva Advisors LLP.

Mumbai
11th Floor, One IndiaBulls Centre, 
Tower 2B, 841, Senapati Bapat 
Marg, Elphinstone Road (West), 
Mumbai 400 013  
Tel: +91 22 6108 1000 / 1900 

Ahmedabad
B3, 3rd Floor, Safal Profitaire,
Near Auda Garden,
Prahladnagar, Corporate Road
Ahmedabad - 380 015
Tel: +91-79-6134 3434

Bengaluru
Prestige Terraces, 2nd Floor,
Union Street, Infantry Road
Bengaluru 560 001
Tel: +91-80-4660 2500

Delhi/NCR
101 & 102, First Floor,
Tower - 4 B, DLF Corporate Park
M.G. Road, Gurgaon
Haryana 122 002
Tel: +91-124-668 7000

Pune
305, Pride Gateway,
Near D-Mart, Baner,
Pune - 411 045
Tel: +91-20-6730 1000

Kolkata
4th Floor, Unit No 403,
Camac Square, 24 Camac Street,
Kolkata, West Bengal – 700016
Tel: +91-33-6637 1000

Singapore
Dhruva Advisors (Singapore) Pte. Ltd.
20 Collyer Quay, #11-05
Singapore - 049319
Tel: +65 9105 3645

Dubai
WTS Dhruva Consultants
U-Bora Tower 2, 11th Floor,
Office 1101, Business Bay,
P.O. Box 127165
Dubai, UAE
Tel: +971 56900 5849

Key Contacts:
MUMBAI
Dinesh Kanabar
CEO

dinesh.kanabar@dhruvaadvisors.com

MUMBAI/AHMEDABAD
Vishal Gada
vishal.gada@dhruvaadvisors.com

BENGALURU
Ajay Rotti
ajay.rotti@dhruvaadvisors.com

DELHI/NCR
Vaibhav Gupta
vaibhav.gupta@dhruvaadvisors.com

PUNE
K Venkatachalam
k.venkatachalam@dhruvaadvisors.com

KOLKATA
Aditya Hans
aditya.hans@dhruvaadvisors.com

SINGAPORE
Mahip Gupta
mahip.gupta@dhruvaadvisors.com

DUBAI
Nimish Goel 
nimish.goel@dhruvaadvisors.com


