
W i r n t s  coqanioa and clovuly held p u b l i o  coqunir8 

cre..Lcr oom ~ p e c i a l  problow of Lht;ir own. In India ,  theor aoa- 

p n i e o  <ire l a t n i l i ~ r l y  k n o m  .re 8ccmp.Anlee i n  d c h  the pu:.lio arr 
1 

I,OL ~.ut .ahati:ri l ,  intsroal.jam or "LiecLion 1!4 compnia8'. 'l'hey 

.re, here;f'ter, raferrtd to an c losely  hela oorsaniea or cloae 

cor; or i i t iona  or cLoue coq)ariirs. 

1. limier Lhe 1922 Act, hey xsro referrad t o  .t Lection 236 
05!X:Vd@8. 



of t h e  eaonomia conui tione and mrkl worthinesa of a l l  tho p rtnerm 

of t h e  firm. k t u r a l l y ,  * clouuly h i d  aoewiy  com.rda m r a  

reaowces  tt1.r. a iirm rrnci g o m a  i n  size, and enjoyl. aaonoraicr of 

la r ,  .t NO le operation. 

'ihe ownurehi;: oi' tho pr i r . ;  L O  ocmyanias dooa not of ten  

c h , . ~ , . . , ~  iln: i: carmot oiraiiy be c h q - ,  a ,  am t h o  p r i r u t e  c o ~ i e r  

i r o  i . "ohibi~c.~  from h&vin& ~ c c a s e  LC the mLional c a p i t a l  surke1 

.mi i'ro!:i inv i t i f iG AK public ~o ~ u b b c r i b s  fo r  m y  rh?irr in  o r  

debcnturc of l , h ~  co,tp.iny '-mi t h e i r  nhcrree a r e  not frraly 



LO sku-eholuert i ,  uicwllq shire8 of the p r i v m ~ e  oompnium are held 

by a few yereons, 6ut  of the  3,006 p r i v a t e  oomy.riies f o r  which 

d L L I ~  ~ r c  +oauntou by the  Taxat ion  h ipu i ry  Lomianion ,  i n  a* oaay 

. r e  h ~ 1 . i  by 5 o r  ferer pereorie, i n  2,669 (86 p r  c e n t )  c o q r r d e r ,  

~ h o  m j o r i t y  ot ~ h t ~ r a b  i r e  omeO by 4 o r  l o r e r  persons anu i n  ~ 4 4  

(~1.4 : er c a n t  j colnpiniec Lire m i j o r i t y  of a h . r c 8  ire held by only  
I 

one person. 

b l l  t h in@ conaiderod,  x k m  oomp.lrrsd t o  a ~ r i d e l y  

held  p u b l i c  ci.rwmy, a p r i v h t o  com!i:.ny o r  u clorzely hcld  p u b h  

con:;nn; .toes not  Ienef i t much from incorpora t ion .  In cubstance, 

ri c1ar;ely h e l d  ooT:sny r e a m b l e e  more I p a r t n o r s h i p  f i r m  than a 

lar,;e p. b l ic  com,~+.ny. h ~ u r a i l y ,  Lhe qusa t ion  arimes, i a  it j u e t i -  

~ ' i a  1 ~ .  LO sre). t : c lobe ly  held c c q a n ,  f o r  tam :ion purpoaoa aa 

any o ~ h s r  t y p i c a l  lilrl-e pub l i c  conpiny': rhy ~ k i o ~ l c .  it n o t  be 

taxed i n  :he Y %ma mnner  .*!a .* p i r ~ n o r a k d p  i a  taxed?. 

The proper ty  of a c l o s e l y  beli complny, i n  t o t o  

1. Vol. 11, p. 176. 



belon,+r to t he  shsreholders. ihey trur, i n  l a a t ,  t h i r  yorrorul  

property nhi& can be d i s p o s d  of i n  any mMlr as nnd when t h q  

i l s h  to  do 80. 'The a h r e h o h a r s  of suah o ooqany nra u r w l l y  

r i c h  so ;r to o t t r a a t  hi& r bracaot raLea. l a r a t ion  of unuir- 

wibuterl profitm, therefore,  amrums8 t i  $errtor importan00 i n  the 

c ' re of a clorruly held compsny. 

The p r t n o r a r  i p  mathod of ~.xir& r e b i n a d  y r o f i t r ,  

r r  r l r ead j  noted in  an a a r l i e r  otiq~pLor, beeom8 i m p r a o t i ~ b l r  in  

the care  of miuely held public ooqan ie s ,  m i n l y  bec.~ure Ulat (I)  

the ah r e s  are vridely aistr ibuLed a,mn&t numrour irrdividmir 

and other intat i tul ional  invoe'Lora h . v i% ..iff @rent luvcllr of 

incorn am u t t r a a t i n s  varyinq r a t e s  of tnz; (2) the rharrr a r e  

f reely  t rdnrferred and (3) uauall, the  sh~rreholderr have l i t t l e  

i n t e r e a t  i n  the unuintributcd p r o f i t s  sxaopt to tho oxtent t h q  

r e f l e c t  i n  pr icos  of oht* 09. The shiiror and Lhs nht.reholdt,ra of 

a c l o ~ e l y  h s l u  aotqany a r e  f r e ~  from there  chnrproterirlior chnd 

the p t ~ r t n e r r i ~ i p  method m y ,  therefore,  be e a r i l y  u i o p t d .  

Thr p i r tnor rh ip  mthod khan upplil d Lc cloaely 

hol :  c c ~ r q w i e r  ~roulci noL horever, ~ s ,  oougl t a ly  f r e e  from Md- 

r , ~ a t r a t i v e  t i i f f i o u l t i r r .  i'hs m ~ o r  , i f f i c u l t j  mould  rim la 



d e f i n i n ,  Ltie aompanisr Lo whioh i t  s . 8  k, be el,[~lieo. R i m t o  

compnioa alone a m o t  te a r id  to Le closely held. Pherr are 

p ~ l r l i c  oolqaniee which reremble pr ivd~,e  compwiea i n  m e t  seem- 

L i h l  economic rrrpeotr. Of courre, we have ds i inea  a o q a o i a r  i n  

&hi& the p ~ b l i c  are not subatant ia l ly  in teres ted t o r  the  pwporr  

of : q o d n &  para1 t a  for-  unreasonable ~tocuamhtion of prof i ta .  

! ut i f  che e me d d i n i t i o n  cds (1;~pLed i or  the p r t n e r a h i p  mthod, 

there ~ o u l d  a r i a s  mme4 a n o m l i e s  and m a y  l e d t i n a L e  a o q l i i n t r .  

P r e r m t  de f in i t i on  of ts company i n  uhioh the  p ~ b l i c  hrr noL aubr- 

t i n t i 8 i l l i  inbereateu is desi-pod to ahoc* mroici.nae of tax.  Thir 

onnr o t  reason tily LG a d o p t e ~  f o r  imponiw Lar i t e s l f ,  and any 

oLher dei i n i t l o n  woulu cre.tte f urLher h r b l t r a r j  d i r  1 mion of 

bur.iners o r & n i u t i o n r .  

Yur ther, t h ~  quoation of d ~ o ,  tint, Lhe par tnerudip  

methoci fo r  t ox ins  cocajanien artlnm to be s s s u i t i a l l y  a quert ion of 

economic sxpwiency ra thor  t h  ~n r.bt of s iuity. Qng:hny form of 

o r , ~ ~ n i s a t i o n  m y  be p r s f e r r w  to  8 , . , r tnership  sr ;ha former i r  

r , a r c  shllc, and p c r p t u q l  en t i t y  and i n  ny aaso. t l za t ion  

s ~ o u l a  not be such as  to  uiucoura,~ formation of conpanism, 

~ r i r v L e  or public. 



If the  p r t n r r m n i p  mLhou w e  coquloory  f o r  

tuxin_, alobely huM ccqunien ,  tho pr i ru tu  aorporat r  iwotor would 

be w r e r s e l y  ~ f f ' u ~ t o d  uuer t h e  presarrt hi& l e t e l  o f  pr r ronal  

' J I X ~ ~ ~ D I I .  i n  Lidirr, a8 a l r m u y  n o t d ,  c loaely  hula  oo~gclni r r  tuo 

w e r  &E) oii.nerekAp *nu control  of u s  l t hy  ah reho lde r8  and f i r m  

a r e  of ten  incorporated llsinly to  m)oj the j d r l v i l r - p  of k r e , i ~  

prL of the p ro f i t 8  o l  tho b ~ d n e e r  LIXQL~ a t  (I f l a b  r a t e  much 

l o l o r  the  miximum tmr&al r - t ea  app l icab l r  t o  indir id\mlr .  T P ~ -  

t i on  of corporate ir.com, retarinso. urn wll a8 d i t i t r i l r ~ m ~ ,  art 

ra5aa A P ? ~ ~ Q R L ~ @  to i n u i i i d w ~ l s  would deny t h i s  r r r y  p r i r i l e , ~  of 

incorporation and rould l a v a  hsrdly any mcope f o r  a healthy 

ino,a t r ia l  ~gowbh in  the countrJ.  fu r ther ,  the, com,ullory par t -  

: e ran ip  methocr uoulu shor no d i f f e r enc r  bet i ran  a @owit& rM r 

s t - i t i o  aoqany.  The shareholdera of f a a t  exparuin& oompnior 

mhich require  largo rator,t ion of p r o f i t 8  r o u l ( ~  to much d 1 . a t s d  

~ n d  ~ o ~ l t h y  ;,srsonm uoula h r a i t c t r  t o  h ~ t e  a r m  minority holuin& 

i n  such coqanism. 

There tire, theref ore, oompellin,  rmron8  f o r  

auppoi ;in,, a p i r tnar .h ip  method rhich i 8  optioritrl on the pbvt of 

1$10 co inpdee .  11. the U.U.A. the Congasa abthorimw (.n lLb6) 

companies kur ik  no more t h in  10 nhirrholdere to e l e c t  ihe 



p u t n a r s h i p  b b i b  of t a u t i o n ,  i f  a l l  &ha e b r e h o l d e r r  w i L b .  ihdrt 

 hie rovie;on, once un e lea t ion  k c  bew terminrrte,~ o r  rrroked, 

.ho c~arj,uny i n  i n e i i d b l e  to m k a  .nothrr e lec t ion  f o r  live yearm, 
1 

tolestr the i r aaumy conscntr. Convsrceiy, a p r t n r r & d p  L.ad 

.leo - 8010 proprietorehip) i s  permitted Lo e l e c t  to  ba thxd am 

tl aom; nj ( i )  i f  i t  i r  o m w  by not rure ttffin 30 momberm a d  (ii) 

iricome produaiw fac to r  or  60 per cent or m r e  of' s o o r  iriooum i r  

derivoa from t r a i n 6  ' 8  rr p r i ~ i c i p h l  or  lactin+, de A Ltoker i n  wler 

of rwl  property, coarmaitiaa, or 8ocwi.,ioe. 
2 

rh ip  mthod depend8 upon many faotors ,  r u b  an, the level of 

aorporrte tax, the s b t u a  +nd income of Lhe eh .raholderr and tha 

r.r tea of tun applioablo t o  l r e i r  yereoral iricomo. Tbay dra  aubjrat  

to v a r i a ~ i o n 8  from ye r to year nd i n  the a i m  yLar, eom a h t o -  

holders rniy be affootoa, tho others  b o i w  bonefitted U o r  tho 

oaheme. So fhe adminirtrat ivu considotatio118 r r ~ u i r e  m y  aondf- 

------------------------------------------------------.-------.-- 
I. Boria I. Bit tker ,  Ywrr.al I . .m~a,  debi ts  and Gif t  Tution,p.O40.  

2. Ibid, p. 612. Thou& the litter ro r i s lon  bra roved to ba of 
lid tocl i n t e r e s t ,  the formar h.ir fm en extensive ! y utilimeu i.~., 
almoet OP of k l l  companies which f i l m  rsbuno i n  196'i41. 



holdera mould be very limitdi (ii) that a l l  of Lham ahould am- 

sen t  to :he option und ( i l i )  ttut bhu option onca uxeuaiord i t a o u U  
OW 

ML tm c+ed a t l a a r t  l o r  s few ye-rfi. ibsr s w p e  of the oahem ~r 

mula b o d  ;o bo l imitad and artitrar, lrru elan thsn U a  bwae88 

of ~ n c  vchome i e  hi&ly aoubtful.  

The f inknci ~l c o n ~ i  t~onm of the  shirraholdsrm of 

c loas ly  held com,iloies, tho levela  of' aorporeta id personal hxer, 

the  eoonodo policy and Lhe mtdndwd of be~x adminlmbrrtion i n  bha 

U.S.A. my j w t i f y  much a raa i ad l  innovation Lhara. Wlt i n  hi., 

i t  does not aaem t o  be roaronable ?o f f e c t  bhe l a g 1  pomition of 

buttinems conamrnm fo r  t axa t ion  purpoaus .nu a n  ir  itt tar o f  f eo t ,  

no one i n  l n a i r  has rained marioualy the > iwa t ion  of taring a l o u l y  

he ld  ooapaniea ae ; ~ r t n e r s h i p a .  





rebate8 to tho partner8 ( b c .  66) & i l r o  tha differanor d o  in 

1$62 b e t ~ r e n  f i r m  i n  tuum of  number of p ~ r t n e r o ,  KID to  aoniirm 

th i s  eq,l  metion. Table lb, *hen riclwd b i th  tho a v a i l b l o  r t a t i r  

t i o r  :m .ha t o t a l  inaom of re&tuod firem a r r o r s d  in  r w d  

yearr, ru1,porLr him olrylanaLion nrd j w t i f i r r  tba f irm tu. 

It my be o l w r  from ths :'able that, aim i f  tho 

f ' i rnrtax 10 t a t =  into aoaount, tho t o t a l  ammt of tax  payable 

by the p r tnore i a  l roo than that payable by the rhauaholdarm, 

provided that i n  oithor anoo the porroarl ineom door not u o o d  

Ha. ZB.000, and i f  i t  excoedr Re. aO00oD tho t o t a l  inoow of tho 

concern i o  about HI. l,O'o,MX). In  0th- uordn, thoro i r  a 0.00 

for  the f i rm tax ao lone ir tho pereowl incopl. o f  partnorm i r  108 

and the  t o t a l  incoma of 'ha f i rm 10 not f u y  hi&. I'ho Inoor, hr 

P t ~ t i r t i c r  ohow ttvrt a l m o t  r r l l  roe;istuod f i r m  aorermd i n  

roaent yeare a r a  rrmll i n  a im.  Out of t b w  tom1 n&r of 

tero.  f i rm.  assersod i n  rooant y e ~ r r ,  mre than 96 per oant of a0 

f i r m  had the total incorns of ns. 2 , w , ~  or  1.88. 8tatfotioO 

ar  to tho b t a l  income of par tnr rs  a r e  not available. But th io  

azry not a l t e r  o r  affuot much the u ~ o r r  oonclwion. 

For a rorilthy p'r tnrr  of i. bia f i rg  incorporation 



i e  beneficial  and the extent of the benefit i r  inoreared by the 

f irm-tax. The firm tu 16, towsvor, nec;l idble and it alonr 

crmnot h r e  much influencm cn the dacieion of m entorproneur to 

conauct buainortr ao a p r tne r rh ip .  It srsam to bo RQ r raur r  t o  

oo l l t c t  some tax raLher than a aohamn asinly d r r i p e d  to n s u t m l i w  

the adr .nLa.,r of a r a l c t r r c d  f i rm a8 u a i n r t  lu 0olpony. hthw,  

rquity aonmiderrtionr favour a rerermr treatmint ohich rdwrr 

the dimadrnntage~ of a oompny 88 a&inr t  a firm. 

In Lhr obarncr of complete i n t u y r t i o n  of oorporate 

and peraonal Laxation, o ooqany, publia or  pr i tb te ,  o l o r o l ~  

held o r  not, oan be allowed to r o b i n  only ruoh portion of it8 

prof i t a  $ 1 ~  i r  reawnably r q u i r w i  for t h r  a r i n t m n e r  md d r r a w  

mrnt of the burinare. l h r  rxcrrr over snd abotr  iht portioa of 

the prof i t8  rhould be dir t r ibutwl  and baud i n  tho &r of it8 

ah are holder^ t r t  r a t e r  rppliopLlr to thuir  prrrooal incou .  Rrtm- 

tion of prof i t8  by the ooetpury, i n  r r o r r r  of l h a L  prtiaa f r  

'wu.amnnblr' and often r r e u l t r  in  tax aroidancr on the par0 of 

tk r  ahreholdrrm. 



a11 private and publio aoapknier, i n  tho osae of s idely beld publio 

ooopulier the problttnr i r  only of minor inportanor mhiah my be 

overlookd. Ar the shareholdsre of a lar6e ppublia ooqany oumob 

oluim i ts  ccauml-bed p ro f i t r  a r  &air  pereoml property, thrly 

would, i n  nortml, f i g t  fo r  their  righ:r and t r y  to  obtain a8 

dividends their  al iquot ah r e s  of the p r o f i t r  of the ooq8ny, Wan 

i f  the  aoapmy r e b i n s  more p r i ~ f i ~ 8  than i r  re ,uirld for the sin- 

tmmce 050. of tho businern, i t  can hardly be reid ttut it r e k i n 8  

m r e  p ro f i t r  to enable i t 8  sh~rsho ldor r  t o  avoid t a x ,  aab i n  faat 

we encoura,:,e publio ooapnnier to p l o M  Wok cgeclLer and g o a L u  

portion of their  prof i t e  rather than t e  dimtribute them a8  

dividands. 

In the cnse of a olocoly held ooapany, on the o th r r  

hmd, the p ro f i t r ,  whether d i s t r i b u t e .  o r  not, are, i n  fplot, the 

property of i t e  shareholderr, They can, r i thout  inourring yry 

lors ,  r e a l a t e  the d ieWbut ion  of he p r o f i t r  of the oompny ID 

euah a w y  am to reduce or avoid the i r  perronal LPx l i ab i l i t y .  

To oheok t b i r  k i n d  of m n i p l n t i o n ,  mow rpro ia l  prol i r ionr  e d r t  

i n  slmnt a l l  advanad aountrier,  



ha alrwdjr  notea, m c lo re ly  he ld  ooqany a y  

inproperly aaouavlate p r o f i t a  t o  amble i t r  rhuobolderr e i t h u  

b avoid o r  to portpone t h e i r  tax l i a b i l i t y .  The t . q t a t i o n  to 

nanipulate d i a t r i t u tdon  would be m r e  under  he new r o h r u  of 

coplpctny taxat ion whore the  oompnny p y a  no tux on re ta ined p r o f i t a  

on beh i f  of the ah:reholderm. I t  i r  well-ni& i l p o r r i b l e  to  r k t e  

a l l  tke miye md msane by vhich the shareholderr m y  avoid thdr 

perronfil tax l i a b i l i t y .  The followine, my ,  howcrsr, bo t :kan ma 

nmre populnr devioer. 

1. i l y  the Iharoholuors m y  re.uoe the i r  l i ab i -  

l i t y  l o  h i b e ?  permrial r a t e r  of hr. Ly portponing o r  rdwipg 

n ia t r ibu t ion  of the ooqfiny'r prof i ta .  W a r  h i d l y  p r o q e r a i r e  

r u t s 8  of t axer  t h i s  teadenay would be &eater. Thir  devioe arn 

be m r e  e f f e o t i r e l y  oarr1.d out  where the inoome of cbe bwineaa 

md the  psrrowl incom of tho .hHrabolclerr rrr eubjeot to wide 

flua >mtionm from y w  t o  %ere the  p e r r o l l ~ l  i n a o ~ r  i a  

alraost s t ab l e ,  they a m  only portpone t h e i r  tax l i a b i l i l y ,  t h b  

too, ert li cost  of incurrin,, an addi t iona l  l i a b i l i t y  l a t a ,  in tbe 

form o f  oddition.rl perlonal  trues tht  booma payable on uy 

furthsr d i s t r i i u t i o n  of reserver.  



2. rircondly, Lhe a h ~ r r h e l u r r r  my aooumdate profit. 

c i  Ol t h t  view to rml i s r  them a8 c q i t s l  &amB umwalb t r m b l e  8% 

a rmuoed r.abe of  hi. Thir devioc. i a  rub j t~c t  LO rrvsrr 1imlUtionm 

i n  India as . a t  prsrent ihe rhorl-term ospi tu l  @in8 arm subjeat 

to  norm1 r a t e r  of' te.r and 3b par oent of the 10%-term @in8 are 

taxeo MI ordinary income. This tax burden w i l l  be i n e r r r e d  

ooneidrrrbly i f  the ;acunulated p r o f i t r  do not &nor p ropor t iomta l~  

the r h d e  p r i e r  i n  the market. In  the crrr of p r i r a t r  oorrpuLirm 

the rcopc for r a a l i s i n ~ ;  p r o i i t s  as o a p i u l  &in8 ir  vwy r..ptr 

sa the sharae are not f r ro ly  txmnef~rrblr  and &r m y  di r l r ibu t ion  

mde out of aocuerulatd prof i t8  a t  the tims of l iquiaation of kku 

aoqany is taxatrle 38 -ividsndr. 

3. ;hirdlyB lyhe oompny m y  w e a r o n ~ b l y  re ta in  

prof i t s  so thnt the shareholdars can reae i r r  them ia @ire  of 

payaente not t a rab l r  i n  the i r  hundr. Thur the ra l . inrd  p ro f i t r  

vhioh drs not fu l ly  turd A, be unvd as o l'uou to finenee t h r i r  

aonrumptioa and o L h r  axpmclitursr. 

Somo of tho dericsa t f thia kinc :  &re ueually barred 

by ortenuhb h e  wranint, 'dividend' ruder Lhr Incolas T u  not. 

Undrr : ec, 2 (22) of the indim Inooor Tax Aot, 1961, 



any d r t r i b u t i o n  t o  ihe ahareholderr by a company, dur in ,  ihr life, 

or on thr r a ~ u o t r o n  of wpitnl or on i t 8  l iquidation i r  doomed to 

ba dividend to the c u t m t  to whioh t h e  wlpany har aaauu2l ted  

prof i t r .  Similarly, drbemturar, debmturr-mtook or  deporit  aarti- 

f iaatee in  any form rraeivoc bq the aha@-holderr a r e  'a ar 

dividenas. 

To prevent mhareholdere of 8 c lor r ly  held ooqany 

from r ec s iv in~ ;  rotxined pr f i t s  i n  :he form of advanoo o r  loan a 

s p e c i ~ l  provision war inrerted i n  15-59 on the r r ~ ~ n d a b i o n  of 
1 

?he ram ;ion Enquiry C a d s e i o n .  h o r d i l y ;  to t b i r  provirion 

any pymcnt mde by a olorr ly  held aol~piiny by way of advanor or 

loan t o  a rharoholder #ha ham a subrtPntia1 i n t e r a r t  in tho a o q q  

o r  ..ny p y m n t  oade on behnlf or  for tho i n d i v i d u l  benefit of' 

any auch ohareholder i r  t r n t e d  (rubjoct t o  oomo u r q t i o n r )  ar 

dividend in  h ie  hc~ndr, to  Lhe extant t o  which the oompaay hpr 

r~ooumul~ted prof i t r .  brfore 1G61, lotmu eta. =dm to my We- 

holder, whether he m?r subetgntial ly i n t s r r r t d  in  Lhr ampany or 

not, mere tromtsd am divideadm. Aa a prraon who i r  the b a ~ r f f o i a l  

omer  of eh rsm (not Ling Bhirea r n t i t l w  to  D f i x d  rate of 

dividend) aarrying 20 per ornt  or  m r e  of bha rot- p0.U i n  

----------------------------------------------------------------- 
1. Vo1. 11, p.165. 



aoqmy i o  considerad a perroa hhvih; a r u b r u n t i a l  i n t w r r k  in  tb 

obllpany, the oh;in,,r may not lrarr muah roopr fo r  avoidanor. Lbrevu, 

it r rqu i r r s  c u e f ,  1 rorutiny. 

h o e  1961, bonur - sbarrs rhr thr r  q d t y  or  p r r f u r w e -  

rmcoird by a prefrrrncr uLrrholdar hair bean l u e d  am d i r i d a d r .  

Bnw rhareo roceirsd by am y u i t y  rk reho lde r  ere on tho 0th- 

hs.nd, t a rab l r  only as oapitol  &na J a n  thay u r  rwlird. Thir  

l en r r r  a loophola, r rproial ly  for the rharoholdrrr of c lo r r ly  hold 

conpn i r r ,  ta r e a l i r o  retoinod profibr am lon&-trrm orrpital ginr. 
1 

4, I t  sny bo d e a r  f roa  thr atarr d i rawr ion  bhpC 

tharo is only a very limited raapo for  tho rbreholdur ia Mia  

to r r c d i e  the p ro f i t s  i q r o p u l y  aoo~m,b t rd  and not u k i l i r d  in 

the buainerr, i n  &ire of  inaome not taruble or  a8 l n a o r  t.xmbla 

at  a lower r a t e  of tar in  t he i r  handr. Then i f  t h q  u a r c r o m w  

re to in  p ro f i t s  i n  the aompny, the -in oim rhould bo to inrarb 

the ,~roi ' i t r  so retained i n  proportiar w b g l a t o a  t o  ihr llorrrl 

businerr acb i r i  birr of the coqany. Rich sharrholderr, a f b r  al l ,  

a r e  g inc ;  LO u t i l i r e  pcrrt of the i r  i n c o n  for  inrrrtment purpeur ,  

rind i f  they inree t  tho income i n  the Mmo of the m q ~ y  thy 

1. In a labor ohkpter, taxation of bonw &rrr i r  dralt with ia 
d r t a i l .  



orn avoid perlonal tax on that incorn, Ylhoro tho isrim mrdml  

r te  on p u r o n s l  inooms i a ,  MY, 80 per oont, 8 wul thy  rharoholAor 

rho oan invost ha. 20 i n  him nmo, is able  to invert  hr. 100 in 

tho namr of the ~onpany. Tho following s i rp lo  i l l m t r a t i o n  my 

nrake t h i s  point a l t a r .  

1 r.nd Q. is  a privhte oor~pany i n  whi& a. 1 own8 

allaost n l l  the abirer. Phe L o t a l  irtcom t,f kho oo~poay 4 f t ~  tar 

f o r  the arsrrornent ye l r  1966-67 ir  Ps. 1,00,000. h r o r n b l e  n d r  

of  the bwiners  a re  ha. 60,000.  profit^, therefor., te bo d i r t r i -  

buted a r e  Ro. 40,000. 

it. L*r  ( ~ w r n d )  income from o t b e r  rouraro i r  

Ha. 25,300. He requirer about HI. 19,ODO for  pormrnl and homo- 

h a  e~caonoer. 

Total inoom 00 1C. 1: 

From other rouroor 2 6 , m  ----------- 
Total inoom , . PI. 66,000 

4nnu1 t y  deposit 



ZIloonm Tax (which ooma bo 42.4 par o a t  
of Zlr, 65,000). n,bS9 --- 0.0.- 

lncom s f t a r  tax ,. 1K),961 

W. X i n r r r t ~  thim WI. 11,800 i n  a am11 publio 

aompny, Y and Cc. rhome p i d  up oapital  oonaiLtr of 700 rqtjby 

rbu.rsr o f  HI.  100 @A&. If  a t  tfia end of the 8ooountiw year 

ralar&nt t tha armram#mnt year 196768, Y and b. deolaror 7 par 

oent iliridadm, &. m i l l  raoaira 81. 8a6 mhioh mill k 

11. T a u  burden i f  Ha. 40,000 i r  not diabributru am d i r i d u d r  



I&. X aarr inraat  R8. 40,000 i n  the arm of 1 end Go. 

If ha i n r e r l r  t h i r  Ha. 40,000 in  t ' le b r a s  of Y a d  Oo. at  L h r  

enu of the y a r  the oonpny i in8 Ca. m i l l  r eor i re  kr. 2,800 a8 

diridmdr.  If the interoorporate d i r i d d  i m  a b l e  a k  2b p u  ear%, 

. X w i l l ,  i f  a t  a11 he l ikes,  ieocire  ha. 0,100 ar 041 d i r i d d  

(or w i n r t  ha. &% reorirable  i n  - r i tua t ion  I above). 

Thur wd~.r r i tuvt ion  11 ti8 a,#irrrt under a i t u t i o n  1, 

(i) Lhe arerade rate of tPI appl imbla t o  Y. l ' r  

ilaoora from souroer otber th. n tho  bwiraar  is rwlwed from 42.4 

per C O I . ~  to i t .8 per aent. 

(ii) U'. 1 ir a b l e  to  irrrsat &a, 49,000 (YI wind 

ha. 11,800 4 t o  reoairr  Ar. 2,100 far atylinrt hs. 8 S  r.erivab& 

i n  r i tuat ion 1. The oxtont of the b a n d i t  udu r i t u t i o n  If dll 

inoresre aiOh the i n a r r r e  i n  y u r o r r l  i n o o r ,  rha d i rk ibul i rb le  

p ro f i t r  of J a  aoap.oy, ud the  ra:es of puwtrl tu md m i &  tha 

reduotion i n  bhe ratrr of t a x  on in te roorpr rbe  d i r i d d e .  

(iii) It my 1 1 ~ 0  be noted that i n  s i tuat ion 11 

Mr. i r  able  to exercise control orer  Y and Co. hoking  400 (a8 

a3 i n r t  118) out of 7M) rharrb. 



W. X BY indirsotly hold the *re8 of r ud a. 
t i  A . i r  f ina l ly  l ipdaa tod  or he asy recei r r  tho inooar 

(Re. 40,000) inrerted i n  Y and Co, t h r o w  A a d  Go, uhen him 

i n a m  from other nowoar fo l l a ,  thw o r o i d i w  application af 

hi&er lasrgin-1 rntoa of tax. In any c a m * ,  ih. X oarmot r a l i w  

t h i r  N@. 40,000 a8 oa&ithl  @ i n 8  o r m  if he 8.11. tho cullpamy X 

nd Cc. a8 i n  India, tho oap i t l l  &inn aro hxable  in  thr hwdl 

of ooqsn i r r  and the dir idmdr  d a c l s r d  out of aapi tbl  @in@ rue  

b b l a  in  tho brdndr of mharrholdrrs am nor061 I ~ O O D I ,  a r m  i f  

the, are deolpraa on liquidation of bha oo-. 

Tho mdirtribuLed prof i t s  of a oo3psay my b. u L i l l J  

to mint-.in end oxpuld the r,irtiag bueinrrr or  to  rtart a nor 

b w i n ~ r r  which my br allircr to or ont irr ly moonneatad with tho 

rximtintj bwinr r r  or t o  i n r r r t  in mrouritirr or in o t h u  propor- 

t i e s  unra&td to  the norm1 buaLa.8 a o t i r i t i r r  of tb r  ooqrayr. 

Thry my be intortad i n  lhrrea of other ooquraiem for tho p w p m  

of  oon t ro l l iw  a~.llpetition and m:, orm find Lhrir a y  into tho 

-11-loan u k r t . '  m l y  profit. d r l o t d  t o  r i n k 6  and u).lll 

tho ex i s t i ry  businerr om be aonaidsred ta be profi t8 'propuly' 

1. Janmr O. Smith, *Eoonodo LIi ifioaneo of tho UPdirtribukd 
Profi t  T u g D  heriapa &no IS" o horiew, Vol. 28, (lQM),p.7W, 



--26&- . 
o r  'rasaonatly'  rotainad. The r e i~n ind r r ,  i f  any, rhould be rubjoota l  

LO the per'mond tar l i r i b i l i t )  of the ~aha r sho ldu r ,  before it 18 

hots, t o  compinisa raquirinil, no or l aaser  proportion of t ha i r  pro- 

r i t e  fo r  min tmanco  and l o d t i m t o  e ~ p n s i o n ,  auah rtr invertmon% 

wid tradiw oolspani~r,  nd disorimfrtntion 1s mda  Lrgh8t inLar- 
I n  Sueden, f o r  exam l e ,  c l . o ~ e l  held ccmpanies 

corporate i ncow of olomaly ) i r l d r m q d o < d d c h  d l  to a k r  roi- 

, onabla divictend d i s t r i .  ut ion !ire aeniud the i n t e r  oorporotr 

dividend exmyt ion ord inar i ly  a w l l a  blo Lo other  aaqWdo8. 

A l l o a i h  a c losely  hold ooapeny to  un rumnab ly  

~ c o u m h t s  p r o f i t a  would r r 8 ~ l t  not only i n  revennur 1088 to tho 

Govar! m n t ,  but aloo i n  Brvors ciilaorjadn.bion !*&inst a l l  a r r r m o m  

i n  general,  widrly hrlld public o ~ ~ ~ u n i e m  ond par tnerrhipr,  i n  

psrt lculr-r .  It would ens t l e  r i c h  a h a r d w l d u o  t o  keep &be ram8 

of L a  appl icable  to t he i r  perronal irmw i. i thin a o u k r i n  lid% 

and wouAd, w h a t  18 mrr iupor tant ,  l a rd  Lo roonoRio aonerntration, 

L; eo ia l ly  of ur~tatrd mealth. 

Tt,e in tonei ty  of the problem is incrrorod by t h r  

f rcts (1) tha t  tho i n t e r co rc \o r~ te  dividandr are axed a% a h88u 



r a t e  of t ax  and ( i i )  that  ~ h e  l n n i m  Uoapdniua hot does no t  lidt 

tho :lover of a privato aocapmy (wt~iah is not a n u h i d i a r y  of a 

public company) t o  have d n o r i b y  or nfqor i ty  sbarehcliiin, i n  oWur 

publio or p r iva te  co-en .& to bpve oontrol  over thob.4' 1b 

to,  on the other  hand, ro~~aoou  by t i )  the ox i s t i&  utcanrivr  

d e f i n i t i o n  of 'diridoztd' under t he  Inoom, Tax Act, (ii) t W r t i o n  

of cap i t a l  d i n s  and (iii) by tho Ywltb Ttrx, Lho &ala te  buty aad 

the Oi f t  Tax. The ao f in i t i on  of dividend and the c u p i t 4  g i n .  

t ax  preront aharahoAdera from reccriiini, r r t h i n r a  p r o f i t s  of tho 

aomp~ny am non-torrablo incoae, tinu the other  taro8 iapoaa a h i a u  

amount o f  tax on the rooumlatea  p r o f i t r  than w h a t  would have krrr 

p y s b l e  hrrd there  been no i a p r o p r  a o c ~ d o t i o n .  Nono of thorn, 

however, prevents oorq.any t o  improperly ooouul.Lo profit.. b 

s p e d  .l s e t  of p r o v i s ~ o n ,  thorefure, becoarr i q u a t i r o  for th in  

pwpore, and aoations l u 7  t o  100 of Lho lnaisn  h o o r  T a r  b t ,  

1561 a r e  der igmd for  t h i s  purporo. 

These provieions ritiro ~ a o t o d  in  1930 following 

those in  tho U.K. Sinoe then they have ieen &wlded & h s t  o i w  

1. Sso. 372. 



yo=r and i n  f a c t  the) &re the ouch amnded yroriaionr i n  tho 

Indian Incorn T u  Pot. T 60 ioportant step8 i n  t he i r  h i rwry ,  

however, took p L c e  i n  1939 cud 1956 conreq\rraC on tho rwoPspmd.- 

tionu of bho Income Tax iiinquiry C o d t t a e  of iV36 md tho Taxation 

Znquiry Omrairrion of l9bbb4, rorpeotiroly. la %44 c lo r r ly  h r U  

ooapanier r u e ,  f o r  th r  f i r s t  tiate, o8k.d to pay r hi&= r a t e  of 

t,ix ..nu t h i s  m y  b. oonmidcrd ar the th i rd  one. Thora prorisionr, 

a r  now s t i d ,  r r o  diraureed b low and a br i r f  h i r b r y  of thorn i r  

d v e n  rahorarsr neoorr try. 

In rhort,  theme prorir ionr ro.luiro errry (non-indum- 

trial) company i n  which tho publio a r e  not oubstantir l ly i n b e r r r t d  

to dfaLribuLe o o a r b i n  p r r ac r i i a i  peroenbqo (r ta tutory perornt .g) 

of i t e  p ro f i t s  a f t e r  tax R I  ciividmdr. If it f a i l s  t o  do 80, the 

1.1.0. I r  o~powerou c l c r  section 14, lo iaporo an additions1 

penal tax on the m t i r e  umir t r ibuteu balanoe. l b i r  i r  rubjeot t o  

some minor oxemptionr and conooraion8. 

nou&ly, a C, mpny An vd~ich the publio are not 

trubat+nLially i n t e r e u t d  my bo deiineu as (i] a pr i r a tu  oo-v 

or (ii) a p u ~ l i o  c,mpany i f  i t 8  &&re8 o a r r y i w  31 p a  sent  o r  

mrs of J e  rotiryg power a r c  bunsficirslly held (a) by the d i r w t o r r  

and/or aeotion 1'!4 coapanier .and the i r  nodnscrr or (b )  by f i r e  or 



l ea8  parsonr, whe~her d i rearora  or  note, aad t h e i r  nominaer .ad 

r a l  tivus (beo. 2 ( I b ) ) .  

The above condit ionr are linked witb ' O  or  b a r  

persons ' : erhnpa followin, !be U.K. provision. Tha d a b  prermtod  

by the Tnrsltion h q u i r y  CoPlairrion i n  raapact of 3006 pr iva t e  

coapslnira i n  India, howavar, rho. i t 8  r r s o m b l e n r r 8 .  Out of tho@@ 

3~Ob pr iva te  coaponiee i n  a r  larny 88 2726 o o q s n i r r  (99 par aea t  

of the  t o t a l )  na jor i ty  of sharer  a r e  bold by 3 parson8 o r  lar8. 
1 

A 1 1  private aompaniea a r e  aoqnn iea  in Phiah b 

public a r e  no t  aubrtanti l r l ly in tersa ted and it i r  not  knom horn 

nun) public aoapPaiar arm cover& by Lha .bola def ini t ion.  A& 

prenar~ l  ths ra  are 2i;ijBb pr iva te  aospaniae with pi id-up aupit.1 of 

Be. 304 crorrs .  Tha do f in i t i on  thur covrrs  not  la88 thra 76 p u  

cent  of t o t a l  oomptrnias at work, o o m r m i w  18 por oent of tokl 

paid-up cap i ta l .  bor the aararrcwnt year 1%263, n-ly TI par 

aent  of LOW number of oomprrnier a r e a r e d  warm private aoagrmirr 

and out  of b t a l  tax drrrtlnd more than 46 ;mr cant w8 aula  on 

privrl  i.e compmiea. 

I. Vol. IS, p. 176. 



Satutory Peroontue 

In the  U.K. end the U.b.A. a oo-y i m  penalicrd 

+*hen i t  re t a ins  mre t h ~ n  'rarearoa*ble' p a t  of the p r o f i t l  

having r e 8  rd  t o  the currant require+xentr of the aompany'r 

businemm and eleo to much othor requirements a8 my be neaerwry 

or hdvieoi.ie for the mintomnos *nd dorrlopment of the bueinomr. 

f n  fndia a l so9  before 1989, one ~f the corxiitione fo r  p e r l i n i n g  

the company unr that it aaoumulstaui prol'ita beyond i t 6  r e 8 m n ~ b l o  

netdr,  exiaLing wrl ~ o n t i n ~ e n t ,  h a v i q  r&&rd to  the mintenanoo 

8nd derelopmnt of i t e  burinerm. 
1 

The above p o r i r i o n  i r  only rwmnable  and ar 

alroady indicated, the aim of the s t ~ t u t e  rhould be ruah ar to 

penalire .be aompdny only when it aocumulater 'unrea~onablo or  

improper' p m t  of i t r  prof i t r .  But it i n  very d i f f i c u l t  to  

formuhte a ru le  and er t sb l ieh  what is ' u n r e ~ r o ~ b h '  wtb-hold- 

wiii .hat is 'reasonable nod-dm of the bu. inerr ' .  Thin i r  a pure 

qussLion of f ac t  nr~rr the  deiic;rci olraos in tho U.K. anti the Li.b.A. 

1. ;be other oondibion r .a thilt "ruoh a o o W a t i o n  or  f a i l u r e  
t o  d i s t r ibu te  i r  fo r  the purpoue of p r e r s n t i 5  the iraposi- 
t ion of  the t u  u on kn of the membrr in rerpeot of F thnir  sharor i n  the pro i ts mu rgrine b acauoulatdm. 



do not  r a r b a l  any pr inoipler  of u n i r a r m l  ylidanar. Thir  o r i t o r ion  

Purthor, tho 1aguenas.e of such a c r i w i c n  would 

orer:,e unnecrsa~ry  f m r  un tho pr t  of arury compaaier an& would 

compel :hem t o  d i ~ t r i b u t e  'mueamnably'  h i$mr dividends. 

In India, i t  r e m i n d  a lmrt  s dead l a t t e r  and only 

one o r ~ c r  ram ; a r r e d  applyin6 t h i r  o r i t e r i o n  from it@ i n r o r t i o a  
a 

i n  1930 upto the cncl cjf the y a r  1936-;s6. Tharrfore i n  i%J, on 

the rscommen~ation of the laoome 'Lox b q u i r y  Coamittes, IWS, r 

aloorely held company wan allo.u..d t o  r e t a i n  r: a t andud  yeromtaLp 

of i t a  d i a t r i b u t a t l e  p r o f i t a ,  r i ~ h c u t  rsgrd t o  the  realonable 

need. .,f incivitiual bur h e r s .  The Taxation Enquiry C o d m i o n  

rccormidered th ia  q w r t i o n  i n  19b3-W ad did  not  aaoept tha 

eur;tieetion t o  reintroduce 'the vaozle a& controvaraial  concept of 

1. h e e r u i ~  t h i r  proriaion i n  the U.b.A. M e r m n  orre8 the  
f o l l o ' i n g  remrks :  "The f cde ra l  Oovornrant ha8 not b.on r q  
succerrf u l  i n  onforcing a i r  p w l t y  rurtax.. . . . . . . r l f&t ly  
lea8 than ne hvlf of tho case8 under tho r r a t i o a  h r e  bnn wan 
which i r  .' very poor f i h o w i ~  nhen i t  i r  aona1der.d that tha  
I;overnmnt ohoo~ur  to  proeecuts thora i n  which the moat flo(gW~t 
viola t ions  h r ro  oocurred. Baction 102 is a 8511  t o o l  f o r  r 
big job". - 'Taxtition rind the Aneriaan doonalp(, p. =I. 



1 
t b r  reasonable need8 of the b~oinerr. .  

To r d u o e  the  ri@w of rwh .n ar i thmot iaal  t a r t  

of reasonable nreJ8 of the buaino8s, i n  Ubb, t h r  ooaplray rrr 

d v o n  Lha fiat t o  appeal to the  C c d r 8 i o n e r  of lncom Tax for 

reekin& t o t a l  or p a r t i a l  exemption from the d n i u  r to tu to ry  

d i r t r i b ~ t i o n  on the &ria  of their  ourrent buairre8r rr,@romerit8 

eta. In apycal a d i n a t  the order of (.he C o d r r i o n e r  war a l l o w d  

to r tloura of Heferees i n  the care of' I n d i a  Indus t r ia l  Coqwie8 .  

Irurthar, the  company mdr a l l o ~ e d  to awry-foracrrd the u a e r r  dir- 

t r ibu t ionr  mde i n  o p a r  for  throe mibeequant y w r r .  Thure pro- 

riaione were a i t h d r i m  i n  1957 but f rom 1964 a new provision hnr 

been i n  force. Under t h i r ,  the aen t r a l  b a r d  of Uirect laxor i8 

empoiere: t o  a m q t  much port ion of the prof i t 8  of any mn~any 

(not being an investment coqany)  as i t  i ~ y  aoriaidur necormary 

to be r o t d n s d  t o  m o t  the deve lop~rn t  ne d r  of the compn~y, rub- 

p c t  t o  the l imi t  of 20 per csnt  of the i;:coms r e p i r e d  to be 

diatriivuted (bec .  1078). 







eneq  t from penal t ia  from 1064 una from 1966 the  u e q h i o n  ham 

been extendud ..o a l l  o t b r  oocnpaniem 80 far a8 the p r o f i t r  derived 

from i n w e t r i a l  c rc t i r i t i ee  nro conosrn~d. OuL of rron-imlurtriel 

irrcom, investment c o q a n i e r  and other  n o n - i ~ . d ~ a t r i a l  ooqrmiem 

a r e  requirca to d i r t r i h t e  a8 dividend8 00 p u  cent  o n ~ l  60 per oent 

roapec:iiely of t h e i r  d i a t r i b u k b l e  p ro f i t r .  In r u m n o b l e  o i r o w -  

t 1Me8 t non-inrertment oom; any a m  rsduoe Lhir 60 per QWIL t o  40 

par cent  by mkiry an ~ p p l i c a t i o n  to  Lhe Central h r d  of Diroot 

T u e a  . 
Exemption of i ndua l r i a l  p r o f i t 8  f r m  patnu1 tu my 

be j w t i f i d  m i n l y  Ly thtl g n e r e l  inorrpre  i n  W1. r a t e r  of lu 

on oomptinier md a l r o  by Ltao w e n t  n r d  of Lhe corrnbry t o  d e t e b p  

induntrier.  It i r ,  horerer,  odr i rkble  to i k ~ k e  .a enquiry (dftu a 

few yearr  as to  how the r e b i n &  p r o f i t r  herro k e n  wde we of. 

Won-Inrertmb (non-industrial) ooepinier w e  r yuirrd 

to d i a t r i w t e  60 per osnt  of the i r  p r o f i t r  afLer tu. In o t h w  

wrda ,  f o r  the a r r e r r m n t  ye lr b66-67, ohen the rbbe of b x  i 8  

61 per cant,  they a r e  rrquir.a, r e k r i n i w  14 per cent, to  a i r t r i b u k  

21 per aunt 01 the  p r o f i t r  before thx. l h i r  21 pr osnl  of d n i q m  

d i a t r i b ~ t i o n  i r  trot unrweomble  conuiderirb the f cL tbht i n  



r raent  yoarr uidaly hold t radinb colpilnirr, amall and h r ~ ,  hb 

di r t r ibuted  not lerr thrn 30 per cent of t h e i r  p ro f i t a  k f o r r  tu. 
1 

Thr h i d e r  r a t r  of tar and i t8  i-ct on Lhr rukrinea prof ibr  a r m  

' j w t i f i e d  to  roducr radur coneantration of w o a l t h ' .  
2 

In thr  onrr of b v e r t a r n t  Coqvxnirr thr rtrLutory 

p r r o r n t a ~  ir  90. I n v e r t a n t  a o q n n i r r  a r e  r r r y  oarrful l f  l r w l J  

under the p r ~ l  provirion for  non-airtribution of p r o f i t r  rrr Lbeir 

income i r  of ten tard a t  cocceraiornl rrrtrh e.&. intrraorporate 

d i r idaxi r ,  wd a8 Lhcy wr i n  a rproitrl pr-ivila@d pori t ion to  

enoblr the i r  r h  ?.holders to aroiu t h e i r  pu .onu l  tu l i ~ b i l i t f  

snd to inver t  their sh rr of p r o t i t r  i n  Lhr nu- of tb r  o o q a y .  

In the U.K. the whole of the  a a t r a l  incolm from a11 rourorr o t h u  

then a r t a t e  o r  tradiry; income of an inre8tonnt o o g w  i r  d r e a d  

to  bo dir t r ibuted to i t 8  mmbera without eon8iduilyl  whether or 

not the ooepiny ha8 u i r t r i h t d  a roaronable part thereof. In 

t h r  U.b.h. rr tuinad p r o f i t r  of ruoh oomp4nirr arm tared at  rrrf 

hi.)I rater. In thir comeation it my k of i n t u r r L  t o  note kbab 

i n  Owtden, r p r o i ~ l  one-tima tax wr impored i n  1964 on aortain 

1. hearrre  Eknk of India L l h U n r .  

2. The Yin~nor  Ulni r tm ' r  Speuoh, 29th A,ril, lY66. 



a lose ly  held invertwnL ooqsnioa .  S t  was i n t r o  wod on thr 

rwolawndation o f  the l9M Tar Kvarion (Joeatttrr om m o f f o r t  t o  

i w l ~ a e  d i r r o l u t i o n  of ruah oompanior. 

Rom t h a e r e t i m l  point  of view, .hen 8 a loa r ly  hold 

aoapiny retaiar p r o f i t r  in racere  of i t 8  burinmar r q u i r e a o n t r ,  

Lh it exorrr  rhould be t u r d  i n  tho harrclr of a h r u b a l d o r r  80 if  tb.O 

r r a e r r  p r o f i t r  wore dirtr ibubud am Ldividwda,  arid tho p r o f i t r  ao 

t. x&., *hen u l t i n r t o l y  di r ; r ibutrd  by the ooaprrny, should k 

srempted from kax i n  tho handr of e h ~ r a h o l d r r r .  Thir  i r  i h r  

r iu i teb le  yld l o d o a l  mcrhod of trwtiw unroarwwbly a a a w u l o C d  

 profit^ of Lhr ao-. 

Bsfore 1 W ,  the M i a n  hooun Tax Act d o p t u t  ;he 

above =thod but t h o  e n t i r r  undirtributecl p r o f i l a  of l h e  a o m p y  

i n  d r f u u l t  %are  t n a d  a8  i f  they were ~ i m t r i b u t u i ,  rlol jwt ebr 

por t ion of' i q r o y a l y  rekrined prof i t r .  Ar a i r  m&oa i n v o l r d  

u l l  the s d u i n i r t r  tive d ~ f f i 0 l b l t i 0 8  inherent i n  M o,~bionr l  p t -  



19E5, a ns r  eyetem of i q o ~ l n g  an addibioml tax  a t  f l a t  rater om 

m i s t r i b u . r d  prof i t8  war introducd.  

A t  prarant, inrart iwnt ooapilniar, tradia(l a o q a n i u  

and oshar non-indurtrial colapaniar, in  dafault ,  arm d a  l i ab la  

f o r  a ~ a n ~ . l  tax st 50, 37 a d  par o m t ,  rasgaotiraly of th8 

unciirhributd bslmoa of prof i t r .  I t  raem that th. d i f f u r n a a  in  

r.ites t,f panal t u  i r  mum on the basir  of the nature of tha inoor  

i n  the  b n d a  of aoaplmiar 2nd tha axtmt. of h a f i t  Lhah would 

marue to  the  s h a r l o l d a r e  h a  t h u  e Lean no penal yroririon. 

48 already noted Uia pent1 tax  ir  illpord on the  

on t i r s  undirtributed bl mo of the prof i t r .  but srs oquibb la  .ad 

logioal method wiould ba such oa to Lax only tha d d i o i m a y  i n  

d i r t r i t u t i on ,  tht i u ,  tha amount by rhioh tha dirtr ibuhion f a l l 8  

hort  o f  t ho  statutory peroenta,a. Thir anommly is tha o u t o o r  

of the wthod followad i n  In is bafora 19M. W a  tbah method 

i t  ma8 proridad, f o l l o w i ~  the k i t i e h  ryrtaa, khnt tha m t i r a  

p ro f i t r  retained by tha aompny i n  dafaulC rilould be turd a8 If 

they were dimtributmd among Cha rhareholders. The theory mderlying 

such o proviaion i a  t h a t ,  *if' i n  any year there i r  ~ r a r o r n b h  

retent ion of i n w m  by a ulore corporation, the rhola bsndit of 

incorporation o u t  lo be w i W r ~ a n  from i h v  mskvo f o r  th t  y r u  





and they oU$lt Lo ba t r a .  td %m i f  thsy r u e  nothin, bur yar tns r r  
1 

i n  r soe ip t  of cs, p r t n c r a h i p  inoowm. Thir  ttieory w a r  m& 8- 

to har r  nny v a l i d i t y  mu i f  Lhr p a l  ku i r  b e d  on bhir th.or8, 

&%in, ,he re ta ined pro: i r r  r i m  u i r i d d r  , tha Cur ao l l ro t rd  from 

t h e  corlg~ sly o u t  to  be r a f  uaded. I t  a lm dorm not rrrm to  br 

r c r o n a b l e  to  dofmd the prcrant  oyrtom on 'A8 g o t a i d  b t  i t  i m  

drmi,ned t o  wl, 8 * penalty. 

Tablm '.? prarenea the anomalous r f fecbr  of tb8 pro- 

8ant system of i n p o r i w  ; ml lox. 'Dm pens1 t ~ r r  a8 p a r o w h e  

of daficit,nay d u a r e ~ s r r  .dth inarear r  i n  drf ia ienoy ud it ir  no% 

0.p11 i n  a l l  caram miih A , 4 r w  p a r c a n t e e  of a a f i o i m q  i n  

d i a t r i b ~ t i o n .  

I. Royal C o d r r i o n  on tho Taxation of p r o f i t ~  tlnd Incorn, 
# i d  Hspr b, 1835, y. 314. 



tha pssnlty,  ar muah p r o f i t 8  a8 it roquirms f o r  businmar putpore 

i n  e m a ~ s  of uhat i 8  aAlornl and would thw not r f lm~ribla  

alrrnant i n  tha ayabae. It  would i n r o l t o  nei ther  rarenua Loam MI 

MY new J a r i n i a t r a t i r a  d i f f iou l ty .  I L  uouh ,  on #a o t b u  ha8, 

r ~ r r m t  r ep r%l  of roam n f  Lhh o o q d i c a t d  prorasiena r a l a t i n g  h 

the d e t a r m i r ~ a ~ i o n  of *dintributnbAa p r o f i t s *  arwi the procadura of 

imposing pen-.l t .x. kisr  Lrde rohem no minute di rbinct ion n e d  

La mde btwaen Lrad iw i n c  o~hmr  aocllpmia8. 

Ste  a a e i n r t  aroiaanoe o f  Corporation Tar 2,- 

&lor r c o n o l ~ i n ~  Lho Chaptrr, mention my k d e  

of wrm important m a r w a r  takan i n  rmOrmL yaara t o  p r a r r r t  

ehareholdura from reoairin& Lha prel'i t o  of Lbe ooqrny  in the 

form LJ arpenrer d d w t i b l e  i n  d e l a r d r i i r ~  the t o U 1  L W b l a  

i!,com of l h ~  aompany. In 'he  case of afdely bald a o q ~ n i e r  ru& 

ol d c r i c r  rvould rmmt LO =re a d m w e  of the funds of bbe 

aoqany, u h i h  i n  the anra of oloaaly he111 ooarpaniea it would 

r e e u l t  i n  e raa i tn  $03 !void moc of c o r p m t i o n  b x  and in  w r  

c i s e s  avoid-noe of boLh oorporate and paraom1 trrPtion. 

An imporbant a tep  i n  t h i s  conneolion was bksn in  

Mil, by g~Atb. in& o or1 i in:  n co&aay '8 'enCarLainmnL expeniilturam. 



lrr  1G64, the i , : lur of any bend it or perpuiri tr ,  a o n i u t i b l r  i n k  

mney or  not, a d  ar ie ing  from bwinarr  or u u c i r e  of & profmraien 

r s  sproif ioal ly  mrde toxablr vrd a o m i l w  arm i qo rd  on u p m u m  

inourrsc: by the oonpoag (and othrr  aueemremm) on u i u r b i 8 r w a O  a 

vir . ten no* of res ident ia l  aoaommdation, ine l r r i iw  any aaaoerpd.- 

t ion in  the mture of &@DL hobba, or on r x p d i b w r  inourred i n  

oonrwation ~ i ~ h  trarolliny; by nn q.uq,loyoe o r  an) olbrr person. 

0 1 h N 3  37(3)). 


