CHAPTER IV
JUSTIF ICATION OF CORPORATE TAXATION

- - oo O TN - -~

There are two important questions with respect to
corporate taxation:"Why should corporations be taxed?" and ’
"How should corpqré%ions be taxed?". The first question which
1s sbout the justification of corporate taxation will be
discussed 1# this chapter. The second question which has a
bearing on the corporate tax structure, corporate tax problems
and policy will be dealt with in the next chapters

Justification of taxation can be studled in its two
aspects; On the positive side, there are arguments for
corporate taxation. On the negative side, there are arguments
which do not favour levying of taxes on corporationse For a -
logical discussion of these two types of arguments, it‘ﬁoaid
be necessary to study them together instead of discussing
them in two 1solated broad groups, For instance, an argument
not in favour of cerporate taxation“can best be refuted by
an argument of the positlve side,

From a purely academlic or theoretical standpoint, the
arguﬁenis against the corporate taxes are ilmposing and
impressive, First, it has been often contended that the corpo-
rate tax would }eéd to ndouble taxation", Second, an important
objection agalnst the corporate tax is that 1t would raise
the price of the goods and for lower the wages of labourers.

This would certainly go against the welfar@ of copswuers and
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wage earnerse Th:lrd, it has been pointed out that a vcorporatecg
tax is likely to bring a revenue losg to the goverment.
Because, if there is no tax on a portion of the corpor&te
income which is, at present, taken away by the govermment '
in the form of a tax; tl;at portion of the corporate igcome o
would be mostly distributed in the form of dividends much

of which would fall in the upper income brackets and would
therefore produce additwnal tax revenue. Four,t.h, it is
argued that a corporation is a piece of contract paper and
one camnot tax a pieée of contract papre. Fifth, to the
extent that the tax is not immediately shifted, it may
reduce the net return from the capital invested. This may
adversely affect the capital investment and expamsion of

the corporate sector of the economy; it may also unfavour-
ably affect the methods of corporate financing, corporate
orgenisation and consolidation. It will be quite interesting
to examine these" arguments one bﬁr one,

The'.first argument that the corporate tex system,
if not worked out on the basis of partnership approach, is
bound to lead to:‘double* taxation, is based on a confusicn
about the concept of double taxaticn and nature of the problems
of double taxation, There are in reality no less than five
different forms of double taxation. These in short may be
mentioned as: (1) Double taxation of property and of debts,
or of income ahd‘ii;tgrest on debts. (2) Double taxation of
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property and of income. (3) Double taxation of property
and of stocko (4) Double taxation arising from conflicts
)of jurisdiction. "(5) Double taxation of the corporation and
of the holders of stock or bonds.

These fiye forms of double taxation in genersal
imply that if the same property or a part of property, the
same income or a part of income and the same corporaticn
underltwo overlapping jurisdictidns,‘are taxed twice, double
taxation is said to arise. Double taxation is also sald to
arise in the case of inter-corporate dividends. But, in
recent years, double taxation, 1n the popular sense of the
term, is said to arise 1if corporations have te pay a tax
on their profits and when these profits are distributed in
the form of dividends to sharebolders, again on the seme
‘amount, the shareholders have to pay a personal income taxe
In short, double taxation takes place when the same income
‘is taxed twice, first in the hands of a corporation and
second in the hands of a shareholder.

But, conceptvally "double taxation® doéé not and
should not mean simultanecus imposition of two taxes on the
Same person of property or income or imstitution. It really
méens whether or not the taxation of corporate profits and
shareholder's dividends compare with the taxation of other
kinds of incodme and other income recgpients. In this sense,
the term "double taxation" should be replaced by terms such
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as “"relative overtaxation" or "relative undertaxatioﬁ;". It is
unfortunate that the emotional content of the words "double
taxation" has not been properly realised by all those who
advocate Nabolishing taxation on corperations. Instead of
talking about the ren;éval of “double ta,xation"; it would be .
better to speak of relatively equalising taxes on corporate
profits and othér kinds of income. "What is necessary is not
so much of eliminating F:dc?ﬁple taza,iion? in the litaf?g. sense
as of equallising taxes on different kinds of income", -

Against the taxation of corperate profits, it has
also been argued that this system is inequitable. éecause,
there 1s a differenmce of tax treatment between a corporation
and an individual, In the words of the British Royal Commission
on Taxation of Préfits ~and Income, (1955) ,"the most conspicuous
feature of distinction is the levying of a profits tax which is
not charged upon the business profits of individuals but is
charged upon the business profits of cc«rporation.“(.zgall those |
who believe that the fa.‘ctéi: of crucial importance in determining

the appropriate tax treatment of a given amount of income 1s

(1) "The Post-war Corporation Tax Structure" by Richard
. . -Goode in "How should corporations be taxed",1946,by
Tax Institute, page 47. .

(2) Report of the Royal Commission on the Taxation of
- - Profits and Income (1955), page 13. :
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/ownership by an 1nﬂividuél p§séessing total resources of a
particular amount and with his own peculliar persépal circum~
stances, argue that a company is nothing but an aggregate of
a nmber of shareholders who have come together for a common
purpose under limited liability. Therefore, the profits earned
by a company should become liable to tax only when the profits
fall into the personal incomes of shareholders by way of divi-
dend. The fla in this argument lies in the fact that it is
ignored that a company is clothed with a legal personality
of its own and hence it is an entity distinct from its share+
holders,) The asamptian f-‘nat a company is a separate legal
person is a more important consideration than the fact that
its iméme is no moré than the income from the jolnt-stock
of certain individuals./ So, it may be contended that a company
should bear income tax om its prolﬁttgj and its shareholders
should bear income tax on their dividends as a separate matters
Moreover, the criticism against the corporate
profit taxatlion can be ruled out if the first principle of
eéuj.ty is properly understood. The first principle of equity
in tazation is often held to be to tax all natural persons
with the same income at the same rate, But, this priaciple
of equal taxation of equal incomes 1s subject to modification
in accordance with the prixxciple of reasonable classification
of incomes, sources of incomes, natwre of income and income
recipisnts. 1t may be polnted out that the differences in te
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tax rates or tax levels on shareholders and other income
recipients may be a falr reflection of genuine differences -
between incomes of shareholders and incomes of others. Further,
the tazation of both the incomes should be thought of not
merely in terms of rates, but in terms of its overall effects
on distribution of income and wealth, on saving and consump=-
tion, on investment and incentives and also on employment

and national income. ‘

Particularly, double taxation of corporate profits
and shareholders® dividends has also practical reasons. In
‘all those countries of the West where confederation of the
States took place, the taxing authorities of the States -
realised that if only the shareholders of the local corpora=
tions were taxed, it would amount to taxzing only a part of
the total corporate incoméf which was distributed to the share-
hol@ei's resident of the States On the other hand, taxation of
a corporation as a legal entity was profitable only to the
State in which the corporation was organised and thus it was
not of much econ;om:lc benefit to the States of residence of
the shareholders. ’

" Thus, the double taxation argument sounds illogical
and impracticals Not only that, but it would be better to use
"gyer or under-taxation® instead of “double taxation® iy

-~

of income or. institution or person 95 propertye.
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The second argument that a tax on a corporation
can be shifted forward or backward and hence it would ralse
the price and/or lower the wage, can be regarded only “as
half truth. Half truth, because there is no perfect refutation

et s e st

to the contention of forward or backward shifting of the
corporate tax. To refute this contention, onehhas to resort
to the traditional theory of tax incidence, But, then, the
traditional theory itself has become the target of criticism
under the influence of new theory of tax incidence which
supports the contemtion of forward or backward shifting of
the tax. Also there are findings of some surveys conducted
with a view to ascertainingthe possibility of tax shifting.
Therefore, a thorough analysis of allthese theories and

;surveys will be nscessary for the purpose.

The traditional theory which is also kuown as
"micro~economnic theory" of tax shifting assumes the existence
of perfect cmpetit:l.onm (61' monopoly).“ It states that producers,
irrespective of' whether "there is pei'feét competition or monopol
will try to fix their prices and output so as to achieve their
goal of profit maximisation. A charge on those profits cannot
therefare affect the price or output at which their profitx
'are maximisede : |

For a competitive enterprise, the argument rests oa
the Tols of marginal or no-profit corporations in the pricing
process. In virtually all lines of activity, it is said, there
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are some c orporations thét do not earn any profits. There-
fore they are mot subject to tax. Since the contribution of
theae marginsl firms to total s ubpiy is necessary to meet
the demand, price must be hlgh emough to cover their costs.
Since these coyporations'do not pay any tax, there is no
Possibility of shifting the tax forward in the form of
higher prices. \

In the case of a monopoly, it camn be argued that
the corpérate tax eannot be shifted, since price was presum-
ably fixed at the point of maximum returns prior to the
imposition of the tax. If this condition is met, mo change
in price is possible after the effective date of the tax
that will compensate the monopolist for the tax imposed, but
not for the same reason as iﬁ a competitive enterprise,

Therefore, the t:;ad:f%ional theory draws a comclusion
that a corporate tax cannot be shifted forward in the form
of higher prices This traditional theory of corporate tax
shifting got inductive verifications by a number of econo-
mists who underteok? fact-finding surveys to assess the
validity of thls theory, For instance, the National Indu~
strial Conference Board of America published two volumes
on this problem as early 'as in 1928-30, the main conclusion
of which is that, “the consideration of the nature of the\f
tax, the theory of market prices, the statistical analysis
of corporat:fwn costs and g};roi‘its and the. opinions and
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practices of business men, all confirm the conclusion

that the federal corporation income tax is not shifted by
manufacturing %gg mercant‘iAle bus:i.n_eés, except under rare
circumstances.” . ‘

A somevhat similar study in England pointed to the
conclusion that the l_}rhiii?zjincome tax was not shiffec% by
the business corporations. -

But, ;ecenfly this theory 1s severaly criticised
on the g"ounds that 1t is based on unrealistié assumptions,
that it unduly emphasises the role of marginal firm and
ignores the role of the representative fimm, that the theory
makes a confusion bet;teéxi the econoniic costs an& costs
allowable for tax purposes. All these points of criticism
have paved the way for a new theory of tax shiftinge

_According to the new theory, the corporate income
tax tends to be reflected in prices and is actually passed
on to consumers to a much greater extent than 1s commonly
supposeds. This ﬁheofy rests partly on the fact that the prices
are administered in the maﬁufacturing corporations. The
process by which adqinisi;ered prices are determined 1s

(3) "The Shiftingad Effects of the Federal Corporation
- - -Income tax" 2 Vols (1928-30), Vol.I, page 157, by
the National Industrial Conference Board of America.

(4) W H.Coates' Memorandum to the Report on "The incidence

. .. of Income tax", by the Committee on National Debt and
Taxation (1927’, App.1l. . :
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practically the opposite c;f that assumed by the traditiomal
theory ‘of incidence. An admiﬁistered price is one fhat is
f:l.xed by management after a careful survey of all factors
involvede the expected demand, the cost of production and
of selling, the price of similar articles, the general
"p_r‘ice level, the pricing policies of the comcern and its
posi.tio:; in the ;;rade. In‘other words,( prices are fixed

in advance éf production on the basls of cost schedules and
estimates of probable demand etce The prices thus ‘fixed are
gdhered to— for periods of varying iength, dependiﬁg upon
trends in costs, the competition that has to be met amd
other market factors. In some cases, prices are fixed by
some leading firms; other fiims merely follow‘the leaders,)

In fixing the administered prices, all costs
and charges at varying levels of ouf;put, including a fair
return on equity capital are taken into a.ccéunt. In order _
to ensure a falr return on equity capital, the income taxes
likely to be levied on corporate profits must be tgken into
account. _

One important assumption on which %his theory is
based is that the corporations which fix the administered
price do not generally follow thay goal of :ﬁaximising profits.
What guldes them in determining t he administered prices is

+ satisfactory or ngrmal profits and not m:imum profits. The
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implicetion 1s that the administered price is fized at a
bit low level so that over a period of time, a corporation
may be able to maximise the profits.

However, the new theory does not advocate that a
corporate income tax or a rise in -the tax rate can always be
shifted under all circumstances. It depends on the nature of
demand for the products of the cofporation, the rate of tazx,
the nature of the capital structure and the ratio of sales to
taxzable income. In the case of capital structure, the higher
the ratio of preferred dividends to px;ofig;*sg the more likely
is a corporafsien to attempt fo. pass'on a given tax increase,
®In the case of the ratio of sales to taxable income, it can
be sald that the more frequent the tursover of the equity
capital employed, the smalle;c*sgill be the iacrease in price
required to recoup the tax". .This ratio 1s significant -
in all cases where demand shous a high dsgree of elasticitys

- Since the traditional and the new theorteos of tax
shifting represent the economists' point of view and mnot the
buslnessmen's point of view, the National Industrial Board
of America undertook in 1948 a survey to £ind out whether -~
or not the sharp inmcrease in the tax rates on corporations

during the postewar period had any influence cn thelr price

(5) "Incidence of the corporation Income Tax'Gapital Structure ‘
- - -and Turnover Rates', by Carl Shoup, in National ‘I.'ax
Jomt.'nal, VOlol, Marcn, 1948, page 15.
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policies. The questionnaire was addressed to 1000 manu~
facturing corporations. The question of great importance
—~put to them was: "Has the corporate income tax consciously
infiuenced your”piicing policies ?*, Of the 209 corporations
which gave specific and factual replies to this question, as
many as 125 i.e. GO’percent of these corporations replled in
the affirmative. Wpereas, the remaining 84 i.e. 40 percent
replied in the nogative. Further, three fifth of the 1000
corporations répl;ed that‘they took the corporate income tax
into account in détermining the prices, ?his shows that ther%s)
may be a strong temdency to recoup the tax, if it is possible. -
, The three points of view put forth by the traditiomal
theory, the new theory and the businessmen make one thing
very clear. It 15in9£ always possible to set definite limits
to the actual extent of the relative overtazation of corporate
profits. Because, it is difficult to know with certalnty
who astuaily payss the present corporate taxes.
Even 1f it 1s assumed that the corporate tax is
shifted forward or backward, it does not suggest that there
should be no tax on shareholderse Shifting forward will in

effect be a broad consumption tax and must be so apprised.

(6) "The Shifting,and Effects of the FPederal Corporation
_ .Income Tax", 1948, pages 236-38,-by National Industrial
Conference ﬁoard of America. .
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Further even 1f a tax 1s shifted forward or backward,
the shareholders.deserve no tax relief at all. The basis of
this assertion is the famillar theory of capitalisation and '
amortisation. If present shareholders bought thelr shares
with the expacfi;ation that the corporate tax would continue,
they probably took the tax into account in declding how much
to pay for shares. Probably, share prices decreased or did
not rise as much as they otherwise would have. It is likely
‘that the present shareholder;s might have bought ‘their shares
at prices and yields which at least in part discounted the
tax. To the extent that they did so, the ;zo:porate tax was
transformed into a one time levy on the previous owners of
shares, and its unexpected repeal or reduction would glve
the present shareholders windfall gains, It is for this
reason that MroKaldor in éhis book on MAn Ezgpenditure Tax"
has expressed the view that,|"company taxation, then, appears
as g highly effeetive method of taxing the benefits accruiné
to shareholders as a group in the form of capital gains or
of compensating for the differential advantages which the
group of ordinary shareholders obtain at the expense of
other classes of property-owners during a period of infla-
tion." i ) ’
" Again, all those who do not favowr a tax on corpo=
rations should remember that taxation is not the only factor

(7) "An Expenditure Tax", 1955, N.Kaldor, CheVe,page 153.
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o influencing prices and wages. Hioh prices, low wages and

"large profits are as muoh dependent on tho volume of produr
ction, teohnological and managerial improvement as on a
tax policy. S

Moreovor, if tho corporations are alroady passing
on the income tax to their consumers in the form of higher
prices or as lower wages to their employeos, the argnment
for tax relief or tax abolition on corpozate profits has no
validity at all, Beoause, corporate profits after taxes would

remain the same as*they»would have been without a corporation

) taxs

The above discussion shows that the tradit;onal
tbeory and the new theory are in sharp conflict. Whereas,
from the point of view of the businsssmen, corporate tax
does influence eithor directly or 1nd1nect1y their prico
rolicites. It should be admitted that there is no perfect
refutation to the argument that corporation tax will 1ead to
ralsing of prices and/or lowering of wages. The chief merit
of the pew theory 1ies in. that it does not hold that the
corporate tax is always retlectod 1n price. Rather tho theory
holds that this tax tends to be reflected in price and may
be completely shifted 1n some ciroumstanoes.

The third main argument that the portion of the
corporate income which is, at present, taken away by the
government in the form of tax would be mostly paid out in
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dividends, much of which would f£all in the’ upper’ income
brackets an@ would therefore produce‘additiohal tax-revenue
can be easily refuted in two ways. Firstly, in the absence
of the corporate taxes, sharehplderé could postpone or
even escape personal taxg§mgguipeir part qf Eg@}g@ri?yted
prq£53§. ‘With the present ‘low réégg—;;fiéﬁg term’ capif;i «
gains in India, such an opportunity for tax avoidaice would
be espeeiélly temptinge Secondly, the action of not taxing
the undistg;gupédvprbf;yé'of aldbryoratiob‘may lead to certain
O narked inequities. The individual‘propriétor of a buSinesé
is liable to be assessed on the whole of the profits earned

by him igfgf?gcﬁive of how much of them he may retain for
the purpose of strengthening and expanding his undertaking.
This treatment would be in sharp contrast te the untaxed
érowth in wealth that would take place if a corporation is

permitted a tax exemption in respect of its undistributed

profits, Further, the growth of untaxed woalth would be
accompanied by an increase in the capital value of the shares
of a corporation and thus it would serve as a striking lusta-
nce of amounts of capital being built up out of untaxed
ineomes Obvisouly, the argument for the outright tax exemption
must be rejected. Because, the fact remains that the profits
of a corporation a}e derived from ‘the employment of the
wealth of individual sharéholders, and the real problem is
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te relate the taxation of the profits of a corporation at
the undistributed stage to the gemeral scheme of progressive
tazation of persomal indomes, bearing in mind that distribu-
tions when they take pla.ce in dividend form fall under the
progregsive systemo ' A ]

" The fourth argment is that a corporation is
neré];y s pioée 6f contract paper and hemce it would be unjust
t0 tax a plece of paper, This argument is advanced by the
preponeni:s of the " contiat:t theory" of corporation, accordimng
to which the simplést comcept of corporation 1is to regard it
as a contractual arrangement between“ certain persoas for the
pursuit of conmon ‘ends, This "theor& is already discussed in
chapter I, o , V
" The opponents of the comntract theory comtend that
& corporation is something more than a merd plece of paper,
Corporations are legal persoms created by the State which
confers on them certain privileges and duties. So, this
is known as "Soverelgnty theory" of corporation which is also
deseribed in Chapter 1, Accord:mg to this th.eory a corporation
tax is of the nature of a privilege taxo o

Against this comteationm, the comtract theorists
argueswhat exactly is the tax argument in the sovereigaty
theory ? If the corporation tax is a privilege tax, should

corporations not demand a correspondence between the privileges
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enjoyed by fhem and taxes payable ? The critics further

argue that it is illegitimate to treat a corporation tax

as a tax on the privileges or right of incorporation. In no
country of the world, taxes sre imposed on the basls Of rights
or privileges., If taxes are to betimposed on the basis of
privilegeslenjo&ed*by corporations, the taxing authority
should scientifically arrange all such privileges in &
heirarehical order and then on the most important privileges,
heaviest taxes should be imposed by the tax authority, Further,
if it is a privilege tax, it can be justified if it is levied
only when the privilege is granted, that is, when a company
is incorporated. Whereas, the present day corporate taxes
bear no relatignship to the number and types of privlileges
granted, .

To this criticisn, the sovereignty theorists
reply that even if corporation tax is not regarded as a privi~
lege tax, it should be admitted that it is as a result of the
direct effect of these privileges that a corporation is able

O to acquire pernanenx‘chaﬁacter, "This concept of psrmanence
of corporations vs. nou-permanence of ind%giduals has played

a great role in;Earoﬁean tax legislation", .Since corporatione -

(8) "Corporate Tax Problens“, 1958, U,¥.Economic and Social
-Counecil, page 47.
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with their permanent character are exempt ‘fr'om the death
taxatio:'n; an alternative tax on them is perfectly justified.

Furthermore, the sovereignty theorists point out
that while distingui'shing between an income t ax and corpora-
tion tax, it should be remembered that income tax is a tax ]
on natural individua;s. S0y it is - to be levied according to
one's abllity to pay so that ulthately the econonic welfare
of the whole society may be maximised. Whereas, whiie ta.xiﬁg ‘
a corporation, the problem of maximising the economic welfare
does not arise, as the corporation is a legal person created
by the State. Therefore it is not necessary to fix the rates
of corporation taxes so as to conform to the principle of
abllity to Pay or to the type and number of privileges granteri
by the State.

To resolve this controversy, the Taxatloa Enguiry.
Comuittee (1924-25) arrived at a compromise vlew that,"its
justification lies partly in the fact that companies derive
certain advantages and enjoy certain privileges as a result
of incorporation, and partly in thé fact that that portion
of the profits of companies which is not distfibuted as divi-

dends, buth_%g)'_p}gggg to reserves, escapes assessment to

super tax."

Then cb;zé_s the last argument that the corporate

(9) Report of the Taxation Enquiry Committee (1924-25),
page 251, -
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tax may adversely affect the investment. The argument
rests oa the belief that to the extent that tax is not
shifted, tﬁe amount of retalned profits for expansion may
be reduced. Or a part of the tax would be borne by share=
holders who may receive reduced divideads, and a part of
tax may be reflected in the reduction of the internal
funds avallable for investmente. In other words, a corporate
tax may spoil the prospects of internal fipancing and may
compel a corporation to resort to externsl finanqifxg which
may not be always desirable. Such a tax effect is likely to
be .f:elt‘ pai'ticularly by the new and growing corporations,
Also,'a corollary of the above arguaent is used
to oppose corporate taxes. It 1s contended that the tax
may reduce the incentives of the managers to uadertake
expansion. Because a tax reduces the net return which will
be available to a corporation as a result of expansion, some

marginal projects may be abondomed.

Against these arguments, it can be poimted out that

the adverse effects mentioned above may arise due to any
tax on the earnings of any form of msiness organisation,

let alone the corporate form of business organisation. Even -

v the taxes on salaries and wages may hamper upon investment.

Also, the investment effect argument ignores that
one of the important functlons of a tax on a business enter-~

: b
prise ls to curtail private spending in order to modlilise

..ASO.



- 80 = .

resources i;or the public éectér"' o:‘t‘wiiie e conony. The" public
sector which works for larger socia-~c0nonir gcals sHould be
glven first preference for resource availabilityo It has
been now increasingly agreed that taxation c¢an be nxxtnt -
effectively used as a tool of fiscal policy. If there exists
inflatzan, the additiomal purchasing pover can be mapped up
through taxation. Duringt he depression period, the taxing
authority will have to’encegragé'expénsion"anﬂ strengthening
of the economy either through tax reliefs or tax holidays.
Therefore, while analysing the effects of corporate taxatién
on investment and incentive for expansion, it would be better
to keep in view the "macro-approach® ETH investment and
expansion of the econgmy a2 a whole,

The:macro abproach will have a greaier relevance
in a cauntry.like Indis where tagxation haé td'pléy a dynamice
roleﬁof trénsferrihg gorperate resourceé fiom the private
sector where they might be largely consumed away or where
they might be kept idle to.gfgape taxation, to the public .
sector where they will be usedﬁgééerding to the national
priorities and largely for a higher rate of capital fbrmatien.

Therefore, there is more than enough aastification
of corporate taxation. Now corporate taxation has come to

stay. In most of the progressive countries of the world,
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corporate tsaxation has occupied an important positien in
their tax gtructures. Though the five main arguments and
counter-argunents are discussed in the context of mainly
corporate income tax,:they are applicable, with some modi-
fications here and thefe, to other taxes such as on wealth,

capital galns etc., onr the corperations.



