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Abstract - The Indian Economy has been witnessing growth overall economic progress. It is widely believed that FDI can
since the onset of 21st century at a phenomenal pace in which bridge the development, foreign exchange, investment, and tax
Foreign Direct Investment inflows has played a significantrole,. ~ Tévenue gaps in developing nations (Matthew & Johnson,
Foreign Direct Investment and taxes are two distinct 2014). FDI has played a significant role in augmenting domestic
phenomena where taxes are dependent on the macroeconomic capital, spurring job creation, and facilitating technology
regulatory framework subject to amendments from time to transfer (UNCTAD, 2020). However, the pivotal role of
time. Foreign Direct Investment covers a broad perspective  taxation in influencing FDI decisions has been a subject of
where it is affected by numerous macroeconomic and global substantial concern and significant for policy decisions
phenomena. However, it also involves foreign investor’s (Blonigen & Wang, 2004; Desai, Foley, & Hines, 2006). The
perception regarding the tax structure of the host country. This stability, and transparency of the tax framework of an economy
paper tries to establish a relationship between taxation and FDI ~ ¢an have significant influence on the attractiveness of that
inflows in the context of Indian Economy. This paper further country as a destination for foreign investors (De Mooij &
attempts to study the implications of tax structure and its Ederveen, 2003).

changes in Foreign Direct Investment inflows in Indian

Economy. This study explains the significance of taxation as a India, with its vast market potential, demographic dividend, and

determining variable in Foreign Direct Investment inflows. policy reforms, has attracted substantial FDI inflows over the

years (Reserve Bank of India, 2021). However, the tax
Key Words: Foreign Direct Investment, FDI inflows, Taxation, implications associated with investing in India have remained a
critical consideration for multinational corporations (MNCs)
and investors (Alfaro, Chanda, Kalemli-Ozcan, & Sayek, 2004).

The taxation policies that govern these investments encompass

Tax Implications, Tax Structure, Indian Economy.

1.Introduction a wide spectrum, ranging from corporate income taxes,

Foreign Direct Investment (FDI) has emerged as a pivotal ~ Withholding taxes, transfer pricing regulations, to the

catalyst for economic growth and development worldwide, implementation of the Goods and Services Tax (GST) regime.

crossing borders to drive capital, knowledge, and technology

flows. In today's globalized world, foreign direct investment ~ 'he dynamics of FDI taxation in India are multifaceted,

plays a crucial role in driving economic growth and reflecting the nation's evolving economic landscape and its

development. FDI, as a key element of globalization, has the aspirations to emerge as a global investment hub. India’'s journey

potential to create employment opportunities, promote includes a series of policy initiatives, including reductions in

technological progress, enhance productivity, and contribute to ~ COTPOrate tax rates, streamlining of indirect taxation through
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GST, and efforts to enhance ease of doing business (Ministry of
Finance, Government of India, 2019; World Bank, 2020). These
measures have been designed to not only attract foreign
investors but also to stimulate economic growth, foster
innovation, and create employment opportunities.

The theoretical framework and current empirical investigations
pertaining to the taxation-FDI nexus will be examined in the
review of literature, followed by an empirical analysis of the tax
implications on FDI inflows in India Our objective is to
contribute to the existing body of knowledge by offering
insights into the impact of tax policies on investment decisions,
thus providing a valuable resource for policymakers, business
stakeholders, and academics.

This research embarks on a comprehensive exploration of the
intricate relationship between taxation and FDI inflows in the
Indian context, recognizing that tax policies have the potential
to significantly shape investment decisions. While prior studies
have delved into various aspects of FDI and taxation, this
research aims to provide a nuanced understanding of how India’s
tax environment impacts the volume and quality of FDI inflows.
In acknowledging the importance of prior research and
recognizing the ongoing policy dialogues surrounding FDI and
taxation, this paper seeks to shed light on the dynamic interplay
between taxation and FDI in India, providing evidence-based
recommendations for optimizing this critical nexus in the ever-

evolving landscape of global investments.

2. Review of Literature

Foreign Direct Investment has played a pivotal role in
augmenting the economic development of Indian Economy.
There has been significant contribution of FDI in economy’s
growth as a key factor driving capital inflows, technology
spillovers and generating more employment. The inter
relationship between tax and foreign direct investment has
always been a critical subject of concern for empirical studies
and for delving deeper into the theoretical context. An
understanding of the role of taxation as a factor affecting FDI
inflows is crucial so that it may provide further information
regarding possible improvements in tax policies for promotion
of investment and also for increasing national income for host
countries. This literature review attempts to delve deeper into

the progression into the research in this area tracing the

contextual background, theoretical framework and policy
implications.

Theoretical Framework

The theoretical context is relevant because it provides the basic
framework for further explanation in establishing a nexus
between taxation and FDI. The relationship between taxation
and Foreign Direct Investment (FDI) is a complex and
multifaceted area of study. Several economic theories and
models attempt to explain this relationship, considering how
taxes can impact FDI inflows. Here is an explanation of the
theory behind the relationship between tax and FDI. Tax
competition theory suggests that countries actively compete to
attract FDI by offering favorable tax environments. This
competition is driven by the desire to benefit from increased FDI
inflows, which can lead to job creation, economic growth, and
increased tax revenue. The concept of ‘tax competition' argues
that countries lower their tax rates to attract foreign direct
investment (FDI) and other capital inflows (Hines, 1996).
Governments often offer tax incentives to attract FDI. These
incentives can include tax holidays, reduced corporate tax rates,
or other preferential tax treatment. The tax incentive theory
suggests that these benefits influence the location choices of
foreign investors. Tax incentives such as tax holidays and
reduced corporate tax rates have been effective in attracting FDI
in certain regions (Wei, 2000).

Hyun and Resnick (2001) have figured out the role of tax
policies in affecting the location decisions of multinational
companies while investing abroad. They opine that if a country
has low corporate tax rates than it holds the potential to attract
more FDI because multinational companies seek to invest in
those countries where the tax burden is minimum. Grubert and
Mutti (2001) also emphasized on the phenomena that the
countries where tax rates are low attract more FDI because
investors seek tax friendly destinations for investment.
Uncertainty in tax policies can deter FDI. Investors often seek
stable and predictable tax regimes. Frequent changes in tax laws
or unexpected tax hikes can discourage foreign investments.
Tax policy uncertainty and frequent changes in tax laws can
create a less favorable environment for FDI (Desai, Foley, &
Hines, 2006).

In addition, double taxation treaties and agreements aim to

reduce the risk of double taxation for foreign investors. These
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treaties provide relief from paying taxes in both the home and
host countries and can make a host country more attractive for
FDI. "Double taxation treaties encourage FDI by reducing tax-
related barriers and providing legal certainty to investors."” (Avi-
Yonah, 2007) The empirical evidence presented in these studies
highlights the influential role of taxation in shaping FDI inflows.
Corporate tax rates, the presence of double taxation treaties, tax
incentives, and tax policy stability all significantly impact the
choices of multinational corporations when deciding where to

invest.

Tax Policies and FDI in India

Regarding the Indian context, India gained relevance in taxation
environment in early 1990s after the economy opened up
towards the world economy. Gupta and Newberry (1997)
studied the effect of tax incentives in developing economies
throwing emphasis on the role of tax incentives and tax holidays
in attracting FDI inflows. They opined that these incentives had
a positive effect on investor’s decisions. Regarding India’s tax
regime, a study has been carried out by Alfaro et al.(2004)
which studied the effect of change in India’s tax regime on
Foreign Direct Investment inflows. The study posited that a
reduction in tax rates for companies has a positive influence on
Foreign Direct Investment inflows. Further Desai, Foley and
Hines (2006) delved to figuring out the significance of tax
treaties and bilateral agreements in driving Foreign Direct
Investment into India. They posited that those countries which
has tax treaties with India had received higher Foreign Direct
Investment inflows thus proving that the taxation framework
and tax friendliness was a significant matter of concern for the
investors. Another significant aspect was discovered by
Panagariya (2008) which studied the influence of tax
compliance costs on Foreign Direct Investment in India and
concluded that simplification in tax procedures and reduction in
compliance costs enhance the country’s potential for FDI
attractiveness. Even regarding sector specific policies, Shah and
Patnaik (2012) carried out a study on the effect of tax incentives
on FDI concerning the pharmaceutical sector and concluded that
tax holidays affected FDI inflows positively into the
pharmaceutical industry.

The Indian economy has been evolving as a potential destination

for FDI, however, there are many challenges concerning

taxation viz. tax disputes, double taxation issues and alignment
with international taxation standards. Regarding recent changes
in policies and tax reforms, the replacement of previous indirect
tax structure with Goods and Services Tax (GST) in 2017 was a
significant turning point. There has been significant evolution in
the literature on tax implications over the years. The initial
studies have laid out the theoretical base while the further
studies have emphasized the factors pertaining to Indian
economy and sectoral bifurcation. The recent tax reforms and
reduction in tax rate for companies along with introduction of
GST have led to a new era in the FDI scenario of Indian

Economy.

3. Taxation and FDI

This study proceeds further with identifying the
interconnectedness between FDI inflows and corporate tax
rates, Indirect Tax Collection rate and Direct Tax Collection
rate along with the effect of these variables on FDI inflows.
Corporate tax rates show more connectedness with FDI as
compared to taxes on individuals and other entities. The graph
below Figure 1 shows that tax rates have been stable with time,
however FDI is a relatively dynamic variable which exhibits
dynamism owing to many other factors yet the graphical
presentation shows that the initial years did not witness major
boom in Foreign Direct Investment but FDI showed boom in

the years succeeding 2005.
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Figure 1

The collection of direct taxes in Indian Economy is visualized
hereunder which shows that direct tax collection in India has
increased steadily over time. The graph also shows that the rate

of increase has accelerated in recent years.
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There are a number of factors that have contributed to the
increase in direct tax collection in India. One factor is the
growth of the economy. As the economy has grown, the total
amount of income that is subject to taxation has increased.
Another factor is the increase in the number of people who are
employed. As the workforce has grown, the number of people

who are paying income taxes has also increased.

The increase in direct tax collection has helped to fund the
government's growing expenditures on social programs and

infrastructure development.

There has been a steady increase in direct tax collection from
2000 to 2022. The average annual growth rate of direct tax
collection over this period was around 10%. The rate of
increase in direct tax collection has accelerated in recent years.
From 2018 to 2022, the average annual growth rate of direct tax
collection was around 15%. The increase in direct tax
collection has been driven by a number of factors, including the
growth of the economy, the increase in the number of people
who are employed, and the government's efforts to improve tax

compliance.

Direct Tax Collection
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Regression Statistics

Multiple R 0.973263228
R Square 0.947241312
Adjusted R Square 0.938448197
Standard Error 3.51134783

The R-squared value, often denoted as R2, which explains the
proportion of the variance in the dependent variable explained
by the independent variables in the regression model is
0.947241312, it means that approximately 94.72% of the
variance in the dependent variable is explained by the
independent variables in your regression model, the variances
in FDI inflows which is actually explained by numerous other

factors as well, shows responsiveness to taxation related factors

in this study.
Standard

Coefficients Error t Stat P-value
Intercept 33.37075503  9.552792793  3.493298322  0.002595054
Tax Rates  93.30443267 26.01873095  3.586048561  0.002111723
Indirect
Tax
Collection  2.472113731 1.03710849  2.383659718  0.028361279
Direct
Tax
Collection  0.666176711  0.940675302 0.708189861  0.487897638
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Figure 2
The theoretical model for these variables is:
FDI =0+ B1TR + 2 DTC + B3 IndTC+ ¢

The regression summary statistics are:

Interpreting the results of regression model, a low p-value
(typically < 0.05) suggests that there is a statistically significant
relationship between the independent variable and the
dependent variable. The intercept and Tax Rates have low p-
values viz. 0.002, indicating a significant relationship. A high
p-value suggests that there is no statistically significant
relationship. Direct Tax Collection has a high p-value viz. 0.48,

indicating that it may not be a significant predictor.

A larger absolute t-statistic (whether positive or negative)
suggests a more significant relationship. The t-statistic for tax
rate is -93.30443267, indicating its negative relationship with
the dependent variable indicating the more it increases, the

more negatively FDI inflows are affected.
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In summary, it appears that the tax rate is a statistically
significant predictor, while Indirect Tax Collection is
marginally significant. The variable Direct Tax Collection does
not appear to have a significant effect on the FDI inflows based

on the p-value and t-statistic.

4. Interpretation and Conclusion

The analysis conducted on the relationship between tax rates,
Direct Tax Collection, Indirect Tax Collection, and Foreign
Direct Investment (FDI) inflows in the Indian economy
provides valuable insights into the factors influencing FDI.
Higher tax rates are associated with a reduction in FDI inflows.
This finding is in line with the well-established notion that
lower tax rates can make a country more attractive to foreign
investors. In the Indian context, it suggests that efforts to reduce
tax burdens on businesses may be effective in attracting more
FDI. Direct Tax Collection Rate has a modest positive
relationship with FDI inflows. However, the relationship is not
statistically significant, as indicated by the high p-value. This
suggests that the level of direct tax collection alone may not be
a strong driver of FDI inflows in India and also does not

represent the tax influence completely.

Indirect Tax Collection suggests a positive relationship with
FDI inflows. This indicates that higher levels of indirect tax
collection may be associated with increased FDI inflows in
India. This finding may be related to the fact that indirect taxes
can reflect economic activity and consumer demand, which can

attract foreign investors.

In the context of the Indian economy, the analysis reveals that
tax rates play a crucial role in attracting or deterring FDI. Lower
tax rates appear to be a significant factor in encouraging FDI
inflows. Policymakers in India should consider the impact of
tax policies, particularly corporate tax rates, on the country's

competitiveness in the global FDI landscape.

Additionally, while Direct Tax Collection does not show a
statistically significant impact on FDI, it is important to
maintain a stable and predictable tax environment to build

investor confidence. However, further investigation may be

needed to explore the nuanced relationship between direct taxes

and FDI in the Indian context.

Indirect Tax Collection appears to have a positive but modest
impact on FDI. This relationship might be linked to the overall
economic environment, indicating that a robust economy with

strong consumer demand can attract foreign investors.

Overall, this analysis suggests that a balanced and stable tax
regime with an emphasis on competitive tax rates can
contribute to India's attractiveness for foreign investment.
However, it is essential to consider other factors, such as
regulatory ease of doing business, infrastructure, and political
stability, alongside tax policies to maximize FDI inflows into
the Indian economy. Further research in this segment can focus
on the impact of the contemporary challenges i.e., disputes in
taxation, issues in double taxation, synchronism with
international tax standards which are pertaining to taxation and

Foreign Direct Investment.

5. Tax Policies and FDI attractiveness

For emerging markets like India, attracting FDI is not only
essential for capital inflow but also for technology transfer, job
creation, and overall economic development. One of the critical
determinants of a nation's FDI attractiveness is its tax policies.
This analytical study delves into the interplay between tax
policies and FDI in the Indian context, exploring the impact of

tax policies on the country's FDI attractiveness.

Over the years, India has witnessed substantial changes in its
tax policies, particularly concerning corporate taxes. The
Indian government has been proactive in reducing corporate tax
rates to align with global standards. For instance, the 2019
corporate tax rate cut, where the base corporate tax rate was
slashed to 22% for existing companies and 15% for new

manufacturing firms, was a significant policy shift.

The reduction in corporate tax rates was a strategic move to
enhance India's FDI attractiveness. Lower tax rates not only
provide cost advantages but also signal a commitment to a
business-friendly environment. It is essential to note that this

tax cut has positively influenced FDI inflows, as it reduced the
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tax burden on corporations and increased the after-tax return on

investment (Ministry of Finance, Government of India, 2020).

Apart from corporate tax rate reductions, India offers various
tax incentives and benefits to specific sectors to encourage FDI.
For example, the Special Economic Zones (SEZs) offer
significant tax advantages, including income tax exemptions
for a specified period. Additionally, the 'Make in India’
initiative provides tax sops for manufacturing sectors, which
have garnered attention from foreign investors (Invest India,
2020).

India has a comprehensive network of Double Taxation
Avoidance Agreements (DTAAS) with numerous countries.
These treaties provide protection against double taxation, thus
reducing the tax burden on foreign investors. They offer
predictability and stability in tax regimes, which are essential
for FDI decision-making (Central Board of Direct Taxes,
2020).

6. Challenges and Opportunities

While India has taken substantial steps in enhancing its tax
policies, challenges remain. Complex tax compliance
procedures, frequent policy changes, and disputes over transfer
pricing have been areas of concern for foreign investors. These
challenges highlight the need for continued reforms and
simplification of tax procedures to further boost FDI

attractiveness.

Tax policies have emerged as a critical factor in determining
FDI attractiveness in the Indian economy. The reduction in
corporate tax rates, coupled with a network of tax treaties and
sector-specific incentives, has positively impacted India's FDI
landscape. However, addressing challenges related to tax
compliance and providing stability in tax policies is crucial for
sustaining and further enhancing FDI attractiveness. As India
continues to position itself as a global investment destination,
its evolving tax policies will play a pivotal role in attracting

foreign investors and driving economic growth.
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