“On the whole, the kind of tax system wbiéh would
be best adopted to meet the requirements of the Indian
economy, having regard to the dgvelopment prograﬁme and the
resources required for 1t, appears to be one which would
increase the resowrces for invegtment available to the
public sector with as small a diminution as,piacticable of
investment\in the privata sector, and which, therefofe, is
accompanied by the 1af%§sﬁ practicable restralut on consuva~
ption by all classes", o

The above poihx of view highlights some basic postu-
lates of a desirable tax system in India, These postulates
are chalked out with reference to the Government's ambitious
development programme, its adherance to the principle of
mixed economy under which the corporate sector will have a
positive role to play, and the necessity of ralsing the
aggregate level of saviang in the country, ¥rom the point of
view of the corporate sector of the economy, this may be
looked upon as the minimum'condition that a tax system
should satisfy. )

(1) Report of the Taxation Enquiry Commission, 1953-54,
- Volel, page 149.
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In the light of the above postulates of a desirable

tax sysiem for the corporate sector of the economy, one

pertinent question that can be raised i1s: what type of tax
reform would be necessary ? choﬁrée, in general, a tax
reform may be designed in relation to one or more purposes
such as:= ) ,
(1) Serving as an effective tool of resource mobillsation.
AN\ (2) Providing for more revenus,
'\._.,.)(33 Achleving a more equitable distribution of income and
" wealth, |
(4) Achieving certain anti-inflatiomary or antledepression

-

effects. ) ,

Since no tax reform can simultaneouly fulfily all
the purposes mentioned above, qulte obviously only one or
two most urgent purposes should form the basis of a tax
reform. Any scheme of tax reform should ensure that corpo-

s J rate taxation provides for the genuins needs of the expand—'

\’J ing corporate sector. The need of more effactive resourca
mobllisation and bettef resource utilisation will have to
be emphasised,

India's company tax system, and especially its rates
structure, has been patterned after the British tax system
which traces its basic concept back at least to 1803, The
hackk system of company taxation in India was never thought

0ee238,
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of, nor designed, in relation to the development of the
country's economy. It was,dgsigned primarily with jbhe
revenue motive. Only in 1956 when Mr,Kaldor drew p&inted
attention to the drawbacks of the system that the éoyern
-ment reallsed the need:of“ ratioaali”sing it. Mr.Kaldor
obser%ed that, “tha\very multiplicity and compleid.ty of
these provisions is bound to act as a serious drag on |
the gexieral efficiency of tax administrations eesee I
feel sure that the real disadvantages of the present
system lie‘ as much ig the general uncertainty wh:z.ggx they
create as in the inequities and burdens imgosedf_“.
ihough these remarks are ﬁére directly»applicabie to the
company tax system as it grew upto 1956, their general
applicability has not lost its force even today.

The reform of company texation may be thought
of in relatlion to two mportént aspects, namely, tax rate
and tax base, To start with the rate of company tax, a
questioq may be ralsed as Ato what should be the tax rate
that may not adversely affect the investment decisions
or the development progrémmeo It is not easy to answer
this simple question. Ofcourse; theoretically one may talk
of an optiﬁm rate.of tax. But, in actual practice, it

(2) Indian Tax Reform, 1956, by Nicholas Kaldor,
. Page 92,
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is very difficult, if not impossible, to arrive at an
optimun rate of taxe No country of the world has been able
to fix a particular rate of tax once and for all, Most
of the countries of the world have been altering-—~ increas-
ing or decreasing-- thelr company taxz rates. It shows
that it is not desirable or practicable to arﬁitraxily
fix the company tax rate. Moreover a tax rate has to be
adjusted to the other more important aspect of taxation
namely, tax base l.e, deductlons and concessions availabls
under the tax system. Therefore, whether a country has
a good or bad type of tax system will mainly depend on
the extent to which their adjustment or coordinatioh has "
been achieved., If a country's tax system does not conform
to thils basic piincipla of ;djustmenz or coordination, it
is bound to cause certain anomalies in course of time,
Those who ignore this very important problem of
"tax adjustﬁént# or "tax coordination", merely compare the
fﬁdian company tax rates with those of some capital export=
ing and/or capital importing countries and try to find out
whether Indian tax rates are conducive or deterrent to inve-
stment, ﬁut, this sesams to be a wrong approach to the study
of the different tax systems of the worlds. International
comparisons of tax rates alone may not enable one to arrive

at scientific observations'ahd unbiased conclusions,
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It 15 the volume and rate of profits which
effectively inﬂuence the decisions with. respect to
‘infrestment and saving or profit retention. And,g the
voluze and rate of profits are dgterm;.ned not only by
'thé tax rate but also by the avallable tax deductions
angi concessions, Hence it is suggested that while trying
to compare the incidence of Indian company taxatlion with
that of other countries-, it would be absolutely necessary
to take into acco;m_:t both the tax rate and the tax base,
The following table gives a broad picture of the bupden of
company taxatlon (taking into accomﬁ: both tax rate and
tax base) in India, the U.S.4e and the B‘.K. for a period
of ten years.- ‘
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Before analysing the table, 1t 1s necessary to
write a brief explanatory note on the table, The calculas
tions are made on the basis of the Indlan company tax
rate of 45 pereeni:. In the U,S.A, a domestic company has
to pay a tax at a flat rate of 30 percent on its entire
taxabls income/ and a super tax at a rate of 22 percent,
i,e. totally 52 percent, In the UsS.4,, there is no grosse
ing of the dividends and hence no tax credit is given, In
the UsK,y a domestic company pays 38,75 percent of its '
earnings, irrespective of the amount of earnings. It also
pays 10 percent of the profits as Profits tax. Thus, a
domestic company in the U.K,, has to pay a tax of 48,75
percent on its earnings, Dividends in the U.,K, are grossed
up and a proportionate ta:} deduction is givehc

Further, the calculations are made for a new
company which has a total capltal of E.2 crores out of
which Bs,l crore represents subscribed capital and the
remaininglamount of K.l croré is loan capltale Furthermore,
it is assumed that the capital cost of plant and machinery
1s R 1 crore with other fixed assets of Be50 lakhs. The
total profits, obtalmed after making due allowance for
general and administrative costs and interest on loan
capital, are assumed to be Rs.24 lakhs per year, Though, the
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rates of depreciation charges are bound to be different

for different companies in Indi#, the UoS.4. and the U.K;;
it is taken for granted that the rate of depreciation charge
is equal to 10 percent of the net fixed assets in all
these three countries, The rate of remumeration for manage-
ment is assumed to be 5 percent of profits before tax.
The total burden of company taxation is calculated after
iaking into account all the deductions and comcessions
available in these countries, For the sake of convenience,
figures regarding depreciation‘chargp, managemen£ charge,
profits before and after tax and corporaté‘taxes are
congerted into the pereeniaéés of tbé total profitséf

Analysimg the table, 1t becomes clear that the
profits after tax in India increase from 35,6 percent in
the first year of production to 39,6 percent in the tenth
yeare The percentage increase in profits in India durihg \
the period of ten years is at all levels above the corres-
ponding figures iu the U.S.4, The percentage rates of
increase in profits in India and the U,K, are almost equal
for the first two years'of production. In the subsequent
years, the U,K, rate of profits falls below the Indian rate
of profits, - | : .

When the averéﬁe“rafe of profit 1s worked out for
the entire period of 10 years, India stands first (38,9

see 244,



- 244 -
percent), the UK, stands second (32,6 percent) and
the UsS.de comes last (28,2 perce{zt). Thus, the Indian
company tax system confers a substantial advantage over
the UsSede and the U.K, This advantage accrues mainly
due. to certain powerful tax concessions such as develope
ment rebate, section 15~C and other deductions available
in India. h
‘ The above dlscussion makes one thing very cleer
that it is very difﬁcult to fix an optimum rate of company
tax in India or in any other country of the world, Further,
it would be rathler unwise to overemphaslise the significance
of tax rate alone as a determinant of profitability or
retaining of profits. A tax rate is to be thought of in
conjunction with the tax base. Furthermore, the existing
company tax system as a whole does not glve rise to an
uareasonably high burden of taxation, in India,

But, this does not mean that the company tax system -
as a whole is free from anomalies. There are certaln anoma-
lies in the individual taxes such as capital galns tax,
bonus shares tax and the tax on inter-corporate dividends,
These will have to be eliminated, if the company tax system
has to serve the lofty purposes of maximua resource mobili-
sation and best resource" utilisation.
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The capital géins taxz has certain anomalies
which are already described in the preceding chapter .
Upto‘aeezréz, while'éhaﬁrging the capital gains tax, no
reference was made to the investment period. Companies
had to pay a capital gains tax at a rate of 30 percent,
It was therefore advocated that in view of the fact that
the new companies do not start'yielding returns in the
very short period of time, there should not be one uniform
rate of capltal gains tax on all types of ihyest&epis.'ln
the Finance Act of 1962, it has been laid down that the
assets disposed of withih a period of ome year are to be
taxed at the usual rates applicable to business profits;
while long term capital gains will be charged at the rate
of 30 percent. ' |

If it 1s desiréd to encourage long term
investments in the corporate sector of the econony 4 special
treatment should be given to the long term capital gains
which may elther be éompleﬁely tax exempt as in West
Germany, Australia and England or taxed at a much lower
raté as in some forelgn countries,

Further, the capitgl gains tax exempts capifal

galins which\are passed on through gratuitous transfers.

288 246.
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Experience in the U.S.A. suggests that because of this
exemption, nearly oﬁe half of the capital gains remain -
untaxeds It may therefore be suggested that the scope for
capital gains to remain untaxed should be narrowed as much
as possible, ' '

TAX ON BONUS SHARE:- Though in the Budget for 1961-62, the

iéte~of.£éx on‘ﬁohns shares has been reduced from 30 percent
to 12 %—percent, the adverse effects of the tax are bound
to persist. There was some justification for this tax as

a measure to prevénx avoidance of the excess dividends tax.
But, the excess dilvidends tax is abolished, Theréfore,

there is no Justification for the continuation of a tax

on bonus shares, This tax should be abolished at an early
date.

TAX ON INTERmCOBP03ATE DIVIDENDS :« Then would come the

ﬁiobiém‘df iniér—ébfﬁéréfé'&iéidéndé taxation. Is this
tax a deterrent to inter-corporate investments or not ?
It is now widely accepted that the inter-cérporate
investments play'a role -of crucial importance when they
are used by the enterpreneurs to promote new companies,
This type of inwestment has played a dynamic role in |
the growth of the corporate seetor; in America, Japan
and Canada. In India, in the past, such investments
were utilised b& the companies held by the managing
agency firms. Thls gave rise to the evils of finauncial
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oligarchy, monopoly chains and inter-locking of funds.
But, during the post-Independence period, the Govermment
i:as imposed a number éf c\hecks t0 curb the evils of the
managing agency systen. Tﬁerefore, there is now little
or no chance of misusing the inter-corporate investe
ments. In other words, the utility of such investments
has now increased.

In view of the above, it 1s suggested that the
inter=corporate dividends taxation in India should be
reviewed, It will be quite ipteresting'tc refer to the
experience‘of some forelgn countries in thls respect. In
the U.Ke, the inter=corporate dividends do not attract
any special income or prqfits tax. Canada and Newzealand
~also do not tax the divid.gend'é received by a resident
company from another resident companys In the UsS.A.o0nly
15 percent of the imter=-corporate dividends are taxables
In West Germany, if ih@ investing company owns at least
25 percent of the share capital of the company that pays
the dividends, the dividend income of the investing
company is exempt from the tax liability. ‘

India has tried to tackle the problem of inter-
corporate .dividegds taxatioﬁ mainly through Section 56-A
whereby companies operating in certain specified priority

see 248.
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industries are~exempted from the payment of super tax oa
dividend income received by them, Upto 1959 when the

old scheme of company taxation existed the dividend
carried a tax credit according to the system of grossing
up the dividends. Thus, the inter-corporate dividends
under the two benefits-wsection 565A and the tax credit—
were almost exempted from tax. But, under the new scheme
of company taxation, the system of grossing of dividends
is abollisheds So, an additional tax burden on section
56=A companles has now emerged.

In the case of other companies the burden of
inter-corporate dividends is rather heavy. The double
taxation of inter-corporate dividends in fact leads to
treble taxation ise. (1) tax on the first caméany (2)
tax on the receiving coﬁpény and (3) tax on the share=
holders.,

‘Ofcourse, in view Of the sizeable revenue
" yield of .19 crores in 1958-59 and perhaps still larger
yields in the subsequent years, it may not be possible to
abolish this tax altogether., But, a suitable reduction in

the tax rate is necessary.

AL _ON _CONTROLLED COMPANIES:w The taxation of section 23-A

companies poses rather a complicated problem, One
important question connected with this tax is 3
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should the penal provisions of sections 23=A be
abolished or not ? "

In this connectién a reference may be made to

the findings of the Taxation Enquiry Commission (1953-54).

The Commission found out that out of 3005 private compa-
nies, as many as 2589 (i.e; Sé percent) were controlled
by four or fewer persohs. Out of these, there were 944
companies (i.e., 31.4 percent) in each of which the
majority of shares were oymeci by one shareholder, and
927 companies (i.e. 31.2 percent) inm each of which the
majority of shares were held by two shareholders. If the
-analysis 1s confined to 257 companies with a paid-up
capltal of more than Bs.5 lakhs, as many as 224 (i,e, 87
percent) were under the control of not more than four
pe:rsons; out of these, 103 were under the comtrol of

one person» and 66 were umler the control of two personse
The Commission observed a similar trend when it took a
sample of 372 companies to find out the percentage of
shares held by the largest single shareholder, Therefore,
the Commission came to the conclusion tha.t,"the' Justifi-
cation of differentisl treatment to Section 23-A

(3)
companies seecees rests on the nature of their ownership".

(3 (3) Report of the Taxation Enquiry Commisslon,1958=54,
Vol.II, pages 177=178.
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The Commission also observes that no doubt the contrelled
éompanies play an important role in capital formation,
they are often misused t0 evade super tax.
The abovementidaed facts clearly show that:
the private companies are more or less of the type of
closely~held companies. It is now an open secret that
in a number of such compénies, large blocks of shares
are held by a group of clese relatives. Therefore, it
would not be proper‘to a&&dcat? the repeal of section 23-4,
It has 5een suggesteéf?however, that a new
defirdtion of a company in -which the public are interested
should be adopted with the specific provisions that'
Section 28-A would not apply to a company which was not
a private company within the meaning of the companieé Act
and to which shares carryigg not less than 33 %—pegcent
of the voting power had been alleted unconditionally
to or acquired unconditi&nally and were throughout the
previous year beneficially held by the public; and the
affairs of the company or the shares carrying more than
66'5 percent of the total voting power were at no time
during the year controlled or held by less than six
persons. This will help ex&luding those companies which

are unneéessarily brought‘under Section 22=4,

(4) Taxation and Foreign Investment, 1958, DY NeColiaBoRay
- Dpage 83, : 4
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In tlz;is connection, it would be quite useful to
refer to the views of the Coates Commission which submitt
<ed its report on the company tax system of East Africa
in May 1957. This Commission recemmendeé that in defining
a controlled company the emphasis should be on control
(or owner ship? rai(:tsl?r than on the amount of shereholding
held by the public.- ‘ ‘

If a controlled company is defined in terms of the
amount of shareholding held by the public, it may create
certain loopholes in the application of this Section.

The companies may try to evade Section 23-A by changing
'i:he pattern on their sharehpldings. Or, they may try

to show on paper a particular shareholding pattern which
may be quite different fro:f;i its actual pattern of share-
holding. It may also glve rise to the wide-spread practice
of "benami shareholdings" against which there has been
a longstanding complaint in India. Moreover, share-
holding may change faster thég the control or owner=
ship. Hence, it may become difficult to catch the compa-
nies. In short, it would be rather clumsy to redefine
Section 23-A in terms of the amount of shareholding by
the public.

(58) Coates Commission's Report, 1957, sumarised by Daviad
- Walker in his article,"A Recent change in East Afri-
can Compeny Taxation", in Journal of Public Finance,
1960, Vol. V,NOQZ,P&&G 173. . .
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The case for répealing Section 23«A can also
be ruled out on the basis of the experience of the other
countries which have successfully adopted preventive
provisions against persons who seek to evade super tax
by allowing income to accumulate in a particular type of
companye. In most of the'Western countries, provisions
similar to those of Section 23-A do exist, though
ofcourse, their provisions are not so harsh as those
of the Indian provisicns. '

 From the point. of view of equity, there is no
reason wh& few individuals who may float a company

should be allbweq to save and invest on more favourzble

terms than other individuals or partnerships. Fuﬁtber,
the provisions of this Section do not preyenx the compa=
nies from saving more and investing more. It only refuses
the companies certain speclal advantages béycnd a partie
cular extent. Thus, there seems to be no clear justifi-
cation for scrapping the provisions of Section 23=4,
PORALE WBALTH:« Then, the most important
dﬁéstioﬁ’iéﬁzfis there any scope for the imposition of
any new tax on companies ? If yes, should the new tax
be levied on the profits or wealth of the companies ?

These questions will have to be discussed in the broad

* .‘2539
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perspective of‘providing“for development finance for the
corporate sector énd also for the revenue needs of the
Govermment during the period of the Five Year Plans. It
is likely that the Govermment may try to explore more
and more sources of income through taxation. At the
same time, the expanding corporate sector too may be in
need of retaining more and more profits,

The incregsing need for retained profits for
the expanding corporate sector has been already explained
in chapter Ill, To supplement that discussion, it may
be added that during the First Plan Period, industriesl
production increased by 39 percents. In the Second Plan
ﬁeriod, it increased by 40 percent. Though the increass
in industrial pr@duction during the period of the two
plans has been almost equal, there has been a funda-
mental difference in the method of financing the increase
in production, quing the First Plen period, production-
could be increased by tapping the unused capascity of the
industries. During the Second Plan period, increase in
production had to be financed from fresh capita1; in
other words, a higher rate of capital formation was needed

to finance the increase in industrial production during

000204,
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the Second Plan periods The Third Plan envisages about
70 percent increase in industrial production. Since 90
percent of the mannfactur;ng industries are in the corpo-
rate sector of the ecoﬁomy,‘there will be greater need
of relying on the retained profits. ,

Bux; as already pointed out (in chapter III),
in the fiéld of Indian corporate finance, a sort of law
(or a peculiar trend) seems to be operating:whenever the
rate of grwoth of met fixed assets rises (or falls), the
proportion of retained profits falls (or rises). This
sort pf'law seems to have fully operated during the period
1951=60 which covers the périod of the two plans. If this
law continues to operate in the Third Plan Period too,
retained profits are likely to fall.

Whether this ;aw continues to operate or not,
one thing 1s certain that a greaﬁer reliance on retained
profits as a source of financing the planned expansion
of the industrial production will have to be emphasised in
future. Keeping this in view, it may be suggested that
it would be unwise to levy a new tax or raise the rate of
tax on corporate profits. Therefore, an alternative tax
will have to be devised to‘meet the increaéing revenue

needs of the Goverment. The wealth tax can serve this

L ] 02559
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purpose, Ofcourse, this tax has been abolished with
effect from l.4¢1960.

On the issue of reimposition of the wealth tax
on companies, Mr.Kaldor observes that,"ess...es considered
as an alternative to a higher rate of profits taxation
on companies, it has this to be said in its favour that
its economic effects are distinctly more favourable than
that of the profits tax. For it penalises ﬁrms who earn
a low rate of profit on the capital which they e@plogs)
and favours those firms whose earning power is high".
MroKaldor did not recommend a wealth tax on companies in
1956 when he wrote his Report on "Indian Tax ReformtsrHe:
recommended this tax sx_xbse‘qﬂently'in the context of the
growing revenue needs of India's development programmes,
He has rightly emphasised that the wealth tax on companies
will certainly reward efficiency and penalise inefficiency.
In the present stage of India's economic development, it
1s quite necessary to provid@ﬁfor special inducements to
those companies which are able to utilise more efficiently
their resourcese It is for this important regson that

one has to advocate more of the burden of taxation on

(6) "Tax Reform in India", by Nicholas Kaldor, in
. Apnual Number of Bcommic sdeekl}, January,lgss,
page 123,
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companies in the form of a wealth tax and less in the
form of 3 new tax on profits or a higher rate of tax on
profits, Further, the company tax system will be more
broad-based if the wealth tax on companias is reimposed.

Against the reimposition of the wealth tax
on eompanmes, i1t may be argued that since this tax does
not exlst in important capital exporting counzries and
also in capital importing countries which compete with
India for foreign capital, the tax may discourage the
flow of foreign capital in India. In this connection, it
may be suggested that if at"all this tax hinders the flow
of foreign capital, there should be differential tax rates
such that forelgn companies may be charged at a lower rate.
This type of differenﬁiation should not be grudged by the
Indian companies, since there is already a differenceAin
the basic rates of super tax for Indian and foreign
companies. ' '

It can therefore be suggested that if at all
the Governmeht wants té tap more sources of revenue in
the corporate sector of the econony , it should be done
by not levying a neﬁ tax on company profits or by raising
further the existing rate of tax on company profits, but

by reimposing the wealth tax on companieé. If necessary,
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the rate of wealth tax may be raised from 1 percent

2
that existed upto 1.4,1260, to a higher rate,
FEBALE ON RETAINED PROFITSs- In some quarters, it has

beéh'argued téﬁt ﬁhén'fhé ﬁax~rate has been raised from
45 percent to 50'percen$, it will certainly lower the
rate of corporate savings, if the companies have to
maintain the same rate of dividend distribution. Further,
with the abolition of the excess dividends tax, nothing
prevents the companies from declaring even higher divi-
dendse. This may prove to be a drag on the internsl
resources of the companiese

Therefore, if the companiesiaie to be
encouraged to retain a larger proportion of profits,
they should be offered some substantial incentives. A tax
rebate on retained profits can very well serve the purpose
of inducing the companies to retain more profits, In the
past, a rebate of one anna in the rupee on undistributed
profits did exist in India. This was withdrawn when the
excess dividends tax was levied. Now that this tax exists
no longer, the Indian company tax system does not offer |
any direct incentive for profit retention, This is at
present one glaring loophole in the company tax system of
the country. It is high time for the reintroduction of a

LR 2 J 2580
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tax rebate on retained profits. If such a measure has
to be really effective, it should not be of a nominal
amount. It must be sigeable,

The introduction of a tax rebate, when combined
with a tax on company's wealth will serve the purpose of
offsetting the disincentive effect of the wealth tax
on corporate saving. ‘

In the end, it may be mentioned that there has
been ampie scope for further simplification and rationa-
lisation of the Indlan company tax system on the lines
suégested above.'This much ‘about the reforms necessary
in relation to tax rate. In the next chapter, zhgﬁdetailed
discussion will be made about the necessary reforms in

relation to tax base,
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