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Private companics and closely held publie companies
cre-te some special problems of thulr own, In Indiz, these come
penles are {amiliarly knein ae “comp.nies .n «hich the puilic are
ol wubtsbantiunil, intereatsa™ or "uection 1.4 com;:-aniul‘.1 They
ire, hare.fter, referrcd to «e ciosely held comanies or close

cor;orationa or close comparijes,

srivile es ol incerporaiion

A closely heli eompany, 1ike .ny lar_e public com-
piny, u-» lilte of 148 own and enjoys perpeiu.l succession. Unllke
a partner of a fir-, the sh-reholder is liable w the debis of
Lvhe compdny only to the extent of the fuc vilue «f the shures
hel. by pim, iiis pervonal j;rogerties are not liable Lo the duebis
incurreu by the company, if Lhe share: held Ly him are fully paid
up, Cne can withoul much hesitatjon tecome & chureholder i a
closaly-held com .any, shelher -sublic or ;rivile, Lui, before
becsmin. & partner of a firm, he¢ has to have compleie knowlea e

1. Under Lhe 1922 Act, .hey asre referr-d tn -.s Lection 23A
comiunies.,
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of the economic conditione and morsl worthinees of all the p.rtners
of tlie firm, Maturally, » clowcly held comuiny cowm:juis more
resources th«r a firm und grows in size, and enjoy. economics of

lar, v se le operation,

Fr m she tax oint of view, 'se;aration of ownership
ard control' miinly di:tinguishes clozely held com.inies from a
Lypicel lare public com, y. Thouy in = 12, ge scale operation
Lhe rrofessicralistion of mnagement cannob te com.letel; uvoided,
it c¢in hardly be s:id that, in ‘he mijority; of closely ield cumpl-
nies, the ownership is sepur:tec {rom 'the vontroi'., They are
more personal in chiracier, The c¢h.renold re often Luke perecnal
serviceeg in 4he comoany na Ghe <f . aire ! the company are within

th ir immeuinte control.

"ne ownershi; of the priv:ie ccmpanies does not often
ch-n.¢ uni iL cannot eaaily be chum, d, us the privale companios
are prohibives from having, -ccees uc the natjonal capival =arket
ard from inviting uhe public vo wvubseribe for any share in or
debenture of 'hc conpany snd their shares ure not {reely

transi erratle,

Althoush a private compuny can h:ve, Lo the maximun,
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<0 shareholders, usually shires of Lhe private compuniee are held
by a few persons, @ut of the 4,000 private ocomp:nies for which
diws ure pressnted by the Taxation anquiry Comrdission, in as many
ag 2,726 compunies (97 per cent) D0 ;er cent or :ore of the chares
.re heli by O or fewer pereons, in 2,689 (86 per cent) cuomunies,
vhe majority of shures :re owned by 4 or lower persons ana in Y44
(v1.4 ;er cent) cumpunies uhe m:jority of sh.res .re helu by oniy

1
one per‘aon-

All things concidered, whan comp.red Lo a widely
held pubtlic company, 8 private com:.ny or u closely hcld publie
compan; ioes not tenefit much from incorporation. In substunce,
2 closely neld company rescmbles mere 2 parinership firm then a
lare p.blic comp:ny. Mhalurally, the juestion ariees, is it justi-
rin-le vo ire.t : closely held ccmpan; for tax:uion purposos us
any ouher typical lar.e public company! #hy skoulu it not be

taxed in uhe s.me munner as a1 parunership is taxed?,

Taxution of uUncistribu ed Protfits

curbtnerstip mothod

The propervy of a closely held comp-ny, in toto
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1, Vel. 11, p. 176.
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belon.s to Lhe shareholders, ihey .re, in fact, tLeir persomal
property which can be disposed of in any mnner as and shen they
¢ish to do so, The shureholders of such & company are usually

rich so s Ww atiract high r Lracket rates. l(axation of uncis-
ributea profius, therefcre, assumes 1  reater importance in the

c«se 0of & closely held company,

The partnerscip method of taxin, retained profius,
us 4lready noted in an earlier chuptor, becomes impracticable in
the cise of widely held public compunies, miinly bec:uss ibat (1)
the sh:res are widely distributed amongst numerous individuais
and ouher instjitutional invesuors huving .ifferent levels of
income ana attracting varying ratees of taiz; (2) the sharee are
freely trunsferred and (3) usuall, the shireholders have litile
interest in the undistributed profits excert Lo Lthe extent they
reflect in prices of sha es, The shares and the shureholdcrs of
a clovely heli company are freec from these churagteristica and

vhe purtnersh:ip method my, therefore, be easily adopted,

The p:rtnership method when appli-d wo closely
hel: companies would nol however, iLe coupl.tely fres from adimji-

nistrative aifficulties., The major uifficulty would irise 1n
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defining Lhe companies o which it wis v be applies, Private
companies alone ¢ nnot te 8:id Lo Le cloeely held, There are
public cominies which resemble priva.e companjes in met essen-
tial economic uspects, Cf course, we have defined companies in
which the public are not subatantially interested for the purpose
of impouing perwl t«x for unreasonable -.ocumulation of prefits.
fut if vhe & me definition was aucpted for the parinership method,
there would ariee some anomalies und mny le.itimate com.lsints,
Present definition of a company in which the public aure not suba~
tinbially interested is demi.ned to choex avoid:nge of tax, This
eaniot reason bly te sdoptei for imposing Lax itself, and any
other definition woulu creste further arbitrary division of

busines® or.anisations,

Further, the question of zuo;tin. ihe partnersidp
methou for taxing comanies seems Lo beo essentially = question of
econcmic expeaiency rather thin that of ejuity. Company form of
orjinisation "™y be preferrea to a (.rinerstip ue lhe former ie
s ore stable and perpetusl entity and in .ny case, L:xation
stiould not be such a8 Lo ulecoura_e formtion of compunies,

rrivate or publiec,



If the partnerenip method w.s mude compulsory for
tuxin., closely held compsnies, the privite Sorperaie sector would
be adverseiy ffcctcd unaer the pressnt high level of personal
Waxation, In lnaia, ae already noted, closely huld compunies are
under vhe ownersi.ip 2pa control of we.lthy shareholders und firos
are often incorpordated mainly Lo enjoy the rivile _e of kee.ing
pare of the profite of the business Lixeu at a flat rate much
below the mxzimum eerginal rates applicable Lo individuals, Taxzm-
tion of corporate ircome, retainei as well as dictrituuve., at
ratee applicatle to individuale would deny this very privile.s of
incorporation and would leave hardly any scope for a heslthy
inoustrial growth in the country, Further, the comjuleory part-
verenip methoo would show no difference bet:een a growing wni &
sitatic company, The shareholders of fust expanaing compenies
which require large retention of profits wowlu ve much affected
and weo:lthy persons would hesitite to h:ve oven minority holuings

in such companies,

There sre, therefore, compellin, reasons for
suppor bin, & partnership method shich is optional on the part of
the compsnies. ln the U.u.A, the longrese autherises {(:n 15066)

companies huving no more thun 10 shireholders Lo elecct the
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partnership basic of taxation, if all the shureholders wikh, Under
this .rovision, once an election hie been terminuteu or revoked,
heo cuapany ic inell ible to wuke .nother election for [ive years,
Wiless the Iremcury conaentl.1 Conversely, a jartnership (:nd

~l€0 = sole proprietorship) is permitted Lo elect Lo be tuxed as

s« oomyp ny (1) if it is owneu by not nore than L0 members and (ii)
if iL i« empp.ed in an enterprise in which caupiial §is a material
income producing factor or DU per cent or more of gross incoue is
derivea from trading 8 & principal or ucting a8 i broker in siles

of real property, commodivies, or securi.les.

The usefulness or otheraise of an optional Lartner-
ship melhod depends upon sm:ny faciors, such 28, the level of
corporate tax, the status 2nd income of the shi.reholders and the
rotes of tax applicable to their perscral income. They s«re subjeot
to varjations from ye r Lo ysar “nd in lhe s2ame ycar, some ahare-
holders muy be affectex, the others being benefitued under the
scheme., So the adminjstrative considerations rejuire many condi-

tions t¢ ithe scheme, Some of shem are (1) that the numberof share-
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1. Boris 1, Bittker, Federsl l:.com:, sSstate snd Gift Taxavion,p.740.

<. lbid, p. 612. Though the litter provision hus yroved to be of
limjted interest, the former h:.s been extensively utilised i.,s,,
almoat Ba of ull companies which filea relurns in 186u-61.
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holders snould be very limited; (ii) that all of them should eon-
sent to uhe option wund (iii) that ivhe option once vxercised should
not be cﬁ?ﬁad atleast for a2 few yeurs, ishe scope of the schene is
wnus bound Lo be limiled and arcitrary und even then the success

of une schome is highly coubtful,

The financiil conditions of the shareholders of
closely held com .anies, the levels of corporate and personal tuzes,
the economic policy and Lhe stindard of Li:x adminjistration in the
UeS.A, may jusiify such a radjcs«l innovation vhere, But in India,
it dooe not seem L0 be reasonable Lo :ffect the lesal position of
business concsrns for taxation purposcs :nc am u matter of fact,
no one in India has raised seriously the ;jusstion of taxing closely

held companies as ;urinerships,

Firm Tax

In 1966, however, szome tax vas, for the firet time,
imposed on registere. firms, and it wus explained that the tax
wap intended Lo neutralise, to some exient, vhe advan.a.es of a

1
re.isteres firm ae 6. .inst a company, The scheme of allowing
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1. Finunoe UMinister'e specch, 1966,
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. tnesme 13335, Ingems Tetal Tax Total
S B BN fea su lohw) Mlir 87 frem imsess -tevets e tax
firs oy part. e Ce, the L A partner 11412
) fim
) § 3 3 4 8 ¢ 4 e ] 10 11 13 13
1 8,400 3,400 6,000 Ml 6,000 20,000 10,000 354 081 988
A’ 80,000 10,000 8,400 13,400 @,000 087 6,007 10,000 20,000 348 8,443 8,790
“.m 'gm ﬂ,@ .’m w “‘“ 10.0@ ﬂ.@ 58 w "m
10,000 4,800 14,800 18,000 1,383 13,388 20,000 30,000 1,488 6,138 7,880
# “.m ‘.m ’.m 18.000 .’m 18,008 20,000 43,000 903 “”“ 15,248

3° 1,00,000

.

50,000 4,800 54,800 18,000 R0,077 33,007 20,000 70,000 804 321,803 33,086

10,000 18,000 32,000 30,000 3,845 33,08 80,000 60,000 3,740 23,096 27,508
¢? 3,80,000 $8,000 13,000 37,000 30,000 10,118 40,138 50,000 78,000 3,440 33,413 26,859
80,000 18,000 63,000 30,000 25,311 58,311 850,000 1,00,000 8,098 63,087 55,608
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Notest 1. The esupany (private) or the firm hee 6 oqual ghareholéars oF partness. £. It is ssoumed that the sompuny
pays 605 as tax sad out of whst remaing €0} 1o deslaved ag dividend, 5. In saleulating personel tax dedustion
is mde for amity depogit.é: Insems of t'w fivm oy the esupazy is derived fyva Wisiness. 5. Insome in the
hands of shareholders or partners is treated ag unsamed fnsome,




Y VI

rebates to the partners (Sec, 66) and slso the Jifference mmde in
1562 betveen {irms in terms of number of psrtners, g to confirm
thia expl'nation, Table 10, when viewed with the available statis~
Lice =8 w0 .he tolal fncome of registercd firms sssessed in recent

years, suppor.ts ithis explanaiion and justifies the firm tax,

It may be clear from ths Table that, even if the
firme-tax i{s taken into account, the Lot:l amount of tax payable
by the p riners is less than Lhat payable by ths shureholders,
provided that in either case the personmxl incoms does not exceed
Hs, 20,000, snd if it exceeds Rs, 20,000, the total income of the
concern is about Hs. 1,00,000, In other words, there is a o:se
for vhe firm tax so lon. :8 the personal income of partners is low
and the total income of the firm is not very high., The Income Tax
Statistics show that almost «ll registered firms sssessed in
recent years ara smll in size., Out of the total number of regise-
tere. firms asseased in rocent yesrs, more than 90 per cent of the
firms had the Lotal income of hks. 2,00,000 or leas, Statiatiocs
u8 w the total income of partinere are not available, But this

mpy nob alter or affect amuch the aiove conclusion,

For a weslthy partner of = biy f{irm, incorporation
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is Benoficial and the extent of the benefit ie inoreased by the
firmetazx, The {irm tax i&, however, neyli.ible and it alﬁnu
cannot h.ve much influence cn the decision of an enterpreneur to
conduct business :is a partnership, It seems Lo be 2n excuse to
collcct some tax rather than a acheme mminly desi _ned to neutralise
the advnta. e of a re_istered firm as u ainst a ¢ompany, Further,
equity coneiderations favour a reverse treatment which reduces

the disadvaniages of & compuny am ag.inst & firm,

Unreasonable Agcumulation of profits

In the absence of cumplete intesration of corporate
and persoral taxation, a company, publie or private, closely
held or not, can be allowed Lo retain only such portion of its
profita i8 is reasonably required for ths mintensnce and develep-
ment of the businase, The excess over and above Lhat perticn of
the profite should be distributed and taxed in the hands of its
shareholders ut rates appliocable to their personal incoms, Retea-
tion of profits by the company, in excess of that pertion is
‘unreasonable’ and often results in tax aveidance on the part of
the shareholders.

Thou h the above argument is e ually applicable to
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all private and public compunies, in the case of widely held publie
companies the problum is only of minor importance which mmy be
overlooked, As the shursholders of a large publia compeny camnet
cleim {1te wocumul .ted profita as their personmsl preperty, they
would, in normal, fight for their righ.s and try to obiain as
dividends their zliquot sh res of the profiis cf the company., Even
if the compuny retains more profiis than is re,uired for the min-
tenance e%c, of the business, it can hardly be said that it retains
more profits to enable its shurcholders to avoid tax, and in faet
we encoura.e publio companies Lo plough back gresler and greater
portion of their profits rather than t¢ distribute them as

dividends,

In the came of a closely held company, on the other
h=nd, the profits, whether distribute. or not, are, im fact, the
property of its shareholders, They can, without ineurring any
loss, regulate the distribution of ihe profits of the comany in
such a wuy as to reduce or aveid their personal wax liability.

To check this kind of mnipulation, some special provisions exist

in almoet all advanced countries,



Purpose of 'Unreasonable acoumulation',

Ag already noted, & closely held company mmy
improperly accumulate profits Lo enable its shareholders either
to avold or to postpone their tax 1iubility, The temptation to
manipulate distritution would be more under the new scheme of
coupﬂny tayation where the company piys no tax on reteined profits
on beh 1f of ihe sh:reholders, It is well-nizh impossible to state
all the wuiyp =nd meane by vhich the shareholders my avoid their
persorml tex liability, The followin; may, however, be t:ken as

more popul:r devices,

1. Firstly, the shareholdors may re.uce their liabi-
l1ity to higher personal rates of tax Ly postponing or reducing
distribution of the company’'e profits. Under highly progressive
rutes of taxes this tendency would be greater. Thias device can
be more effectively oarried out where the income of the business
and the perscnal income of the shsreholders are subject to wide
fluc.wtions from yesr to yeaf. there the persomsl incoms is
almost stable, they can only postpone their tax liability, that
too, at 4« cost of incurrin. an additional liability later, in the
form of additionul personal taxes that h-bou. paysble on any

further disuwritution of reserves,
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2. becondly, the shareholders may soousulate profite
with the view Lo rexlise Lhem as c.pital gaine, usuilly tazable at
a reauced raie of tax, This device is subjuct Lo severe limitations
in India as 2t present the shortetera oupital grins are subjeat
to norml rates of tax amd 35 per cent of the lon.=term ¢ains are
taxed as ordinary income., This tax burden will be inereased
coneidersbly if the secumulated profits do not enhance proportiomately
the share priece in the market, In the cise of privave companies
the scope for realising profite as capiial gains is very remote
a5 the sharee are not freely traneferable and as sny distribtution
mide out of agcusulated profite at the time of lijuidation of the

company is taxable as .ividends,

Y, thirdly, uhe compuny msy unreason:ibly retain
profits so that the shareholders can redeive them in  uise of
paymentas not taxable in their hands. Thus the reviined profiis
thich are not fully taxed .a, be used ae 4 {und Lo finance their
consumption and other expenditures,

Some of tho devices «f this kinu zre usually barred

Ly extenain,, the meaning ‘dividend' under the Jncome Tax Aet,

Under Lec, € (22) of the Indian Income Tax Aot, 1961,
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any .istribution to the ahareholders by a company, during ivs 1ife,
or on the reiuction of capital or on its liguidation is deemed to
be dividend to the extent Lo which the company has zocumulated
profits, Similarly, debentures, debenture-siock or deposit certi-
ficatee in zny foram receivec by Lhe share-holders are laxed as

dividenas,

To prevent shareholdere of a closely held company
from receiving rotuined pr fite in ihe form of advance or loan a
special provieion was insertsd in 1¢95 on the recommendation of
the Taxzsiion Enquiry Comiusion.l Ac.ording Lo this provision
any payment mide by a closely held compiny by way of advance er
loan to & shareholder who has a substantial interest in the company
or =ny payment made on behnlf or for the individuml bensfit of
any such shareholder is treated (subjoct to some exempiions) as
dividend in his hunds, to the sxtent to nhich the company has
nooumul :ted profits, before 1461, louns etc, mide lo any share~
holder, whether he w:s substantially interested in the company or
not, were treated as dividends, Az a pereon who is the beneficial
omner of sh res (not hLuing shires entitled to & fixed rate of
divid.nd) carrying 20 per oent or more of the voting power in a
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1. Voi. 11, p.16D.
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company iv coneidered a person havin a substantial inte:est in the
company, tke chin e may not leave much acope for avoidance, However,

it rejuires caref.l scrutiny,

From 1961, bonus - eharea whether squity or preferance-
received by a preference uh:reholder have been tuxed as dividends,
Eonus sharee received by an oﬁuity sharsholder are on the other
h:nd, tazable only ue capital g-ine chen they are realised. This
lenves a loophole, especially for the shareholders of closely held
companies, to realise retained profits as long-ters capital 5p1nl.1

4, It smy bo clear from the atove discussion that
there is oniy a very limited scope for the shareholders in India
to receive the profite improperly socumlated and not utilised in
the busineas, in guise of income not teismble or as incoms taxmble
at a lower rate of tax in their handa, Then if they unreasonably
retajn profits in the comany, the min aim should be to invest
the ;rofits so retained in propervies unreglatod to the normal
business activities of Lhe company, Rich shareholders, afeer al},
are .oing to utilise purt of their incoms for investment purposes,
and if vhey inveet the income in the namo of Lhe company they

1. In a later chapter, taxation of bonus sh res is dealt with in
detail,



can avoid perasonal tax on that income, Where the maximum mmrginal
r-te on personal income is, eay, 60 per cent, a wealihy shareholder
who can invest Ks, 20 in his nume, is able to inveat ks, 100 in
the name of the company, The following simple illustration emy

meke this point clear,

X «nd Co, is a private company in shich Mr. X owns
almost all the shares, The total irncome .f the company after tax
for the aspessment yesr 1966-67 is Ks, 1,00,000, Reasonable needs
of the business ure ks, 60,000. »rofits, therefore, %o be distri-
buted are Rs. 40,000,

r. L's (uneurned) income from cther sources is
Re, 25,000, He requires about Hs, 19,000 for personal and house-
hodd expenses,

1, Tax burd f He s distributed as
Total income of Wr. X
vividend from the company 40,000
From other sources 25,000
Total intome .. he, 65,000
Annuity deposit 6,500

- ap 4 an w» un a9 ¥ 4 el

06,500



B.¥. Rs. 08,000

Income Tax (which ocomes %o 42.4 per cent

of Rs, 65,000). 27,5%9
Income after tax ,, 30,961
Household expenses etc. 19,161

Balance .. Rs, 11,800
ir, X investas this Rs. 11,800 in a smll publie
company, Y and Co, shose paid up eapital conmitts of 700 equity
shires of Rs, 100 euch, If at tlLie end of the accounting year
relevant & Lhe assessment year 1967-68, Y and Co, declares 7 per
oent aividende, ir, X will recaoive Hs, 626 which will be taxed

at rates applicable to his _orsonsl income,

11, Tax burden if Rs, 40,000 is nct distributec as dividends

Totil income of ir, I; Ks,
From other eources 25,000
Annuity Lsposit 1,880
ks, &5,120

Income tax (which comes to 15,8
per cent of Hs, 25,000), 3,942
Income after Lax ses 19,178

lousehold expenses sta. cos 1y,178
Balsnce ... Ks, Kili

- - S epew e el
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Mr. X can inveat Rs. 40,000 in the name of X and Co,
If he invesis this Rs, 40,000 in t.e shares of Y and Uo, at the
enda of the year the ocompany X :nd Co, will receive Ke, 2,800 as
dividends, If the intercorporate dividend is tammble at 26 per eemt,
ar, X will, if at all he likes, reccive ks, 2,100 aa net dividend
(as a,ainst has, 820 receivable in - situation I above),.

Thus uwrd.r situation Il as a.zinat under situation Is

(1) vhe averaye rate of tax applicable to MWr, i's
fircome from sources other th:n the business is reduced from 42.4

per cert to 10,8 per cent,

(i) ¥, 1 ia able to invest ks, 40,000 s againet
ks, 11,800 and to receive Re, 2,100 as againat ke, 626 receivable
in situation 1. The extent of the benefit under situation II will
ineresse aith the inorease in persoral inoome, the diskributable
profits of the aompany, snd the raies of persons)] tax snd mith the

reiuotion in the ratee of tux on intercorporaie dividende,

(441) It my +l:o be noted that in situation 1l
Mr, X ia able %o exercise control over Y and Co. holding 400 (as
a.;.inst 118) out of 700 shares,



ca2bdn-

Wr. X my indireotly hold the shares of Y and Co,
till 4 ani Co, is finally liquidated or he may receive the incoms
(Rs, 40,000) invested in Y and Co, throwsh 4 and Co, vhen his
income from other sources falls, thus avoiding application of
higher margin.l rutes of tax, In any case, Mr, X cannot realise
this Ks, 40,000 as cupital y=ins even if he sells the company X
rd Co, =8 in India, the capits]l g:ins are tazable in the hande
of companies and ihe dividends declared out of capital gaine are
taxatle in the hands of shareholders as norml incoms, even if
the;, are declarei on liquidation of the company.

The undistribuied profits of a company mmy be utilised
to mint.in and expand the s.isting business or to start a new
busin.es which my te alliei to or cntirely unconnected with the
oxisting busineas or to invest in securities or in other proper-
ties unredated to the norml business aclivities of the eompany,
They may be invested in shares of other compunies for the purpose
of controlling c.mpetiiion and my even find lheir way into the
call-lo:n uarkot.1 Unly profits devoied to mintain and expand
uhe existing bueiness ean be considered Lo be profits ‘properly’

---------------- rr Ty r 1 r o ok Y X L BN T b b X L L X I F 1 J § 0 42 J 2 J X L L X1 1 L &L L 1 1 J

1. James G, Smith, "koonomic Significance of the Undistributed
Profit Tax", American Economic heview, Vol. 28, (1938},p.787.



or ‘reascnally' retained. The reminder, if any, should be subjscted
Lo the pereonal tax lisbility of the shareholders, before it ia

inveated or consumed,

t0, more attertion is often given under income tax
Acis, to comp:nies requiring no or leaser proportion of thuir pre-
fits for mintenance and legitimte espansion, such as investment
and trading companies, nd discrimiration is mude «g:inst inter-
In 3weden, for example, closely held ccmpanise
corporate income of closely held companies, which fafl to mke rea
‘onable dividend distri.ution zre denjed the inter corporate

dividend exemption ordinarily availuble to other companies,

Allowing 8 closely held company to unreasonsbly
1coumulate profits would result not only in revenus less to the
Gover:ment, but aleo in severe dikcrimination aysinst all assescees
in general, widely h:ld public comunies and partnerships, in
particular, It would emxiule rich sharsholders to keap the ra.es
of tux applicable to their peracnal income .ithin a certain limit
and would, what is more important, lesd to esonomic concentration,

specially of untaxed wealth,

The intensity of the problem is increased by the

ficts (1) that the intercorporiste dividends are taxed at a lesser
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rate of tax and (ii1) that the Indian Companien “coL does not limit
the rower of a privato compuny (which is not a subsidiary of &
public company) to have minoriLy or mmjority sharehclding in other
public or private companies .nd to have control over thou.1 It
is, on the oiher hand, re.uceu by (i) Lhe existing sxtensive
definition of ‘dividend' under the lncome Tax Act, (ii) tazation
of capital wpine and (iii) by the Wealih Tux, Lhe sstaie Duty and
the Gift Tax, The cefinition of dividend and the capitz]l ,aina
tax prevent shareholders from reccviving retuined profits of the
comp:uny as non-taxablis incore, and the other taxes impoese a higher
amount of tax on the acoumlated profits Lhan what would have been
payable had there been no improper ascumulation, None of them,
however, prevents a comyany to improperly amooumulate profita. A
speciil set of provision, therefure, becomes imperative for thia
purpose, and sections 1.7 to 10% of the Inaian Income Tax Act,
1961 are desizned for this purpose,

indian rrovisions: (becs, 104~109)

These provisjons were enacted in 1930 following
thoee in the U,K. O&ince then they have Leen amended almst svery

1. Sec, 372,



yoir and in fact the) are the much amended proviaions in the
indian Income Tax Aouv, Two imporiant ateps im their hisuery,
however, took place in 1¥3V and 1916 consequent on the recomuenda-
tions of Lhe Income Tax énguiry Committee of 1536 ard the Taxation
Snquiry Commission of 1903-04, rsspectively, in 1564 closely held
companies were, for the first time, asked to pay a hizher rute of
t:z und this my be considcored as the third one, These provieions,
as now stand, are disocussed below and a brief history of them is

civen wherever necessary,

In short, these provisions rejuire every (non-indus-
trial) company in which the public are not substantially interested
Yo disitribute a certain prescrived percentage (statulory percentags)
of its profits afier tax 2s dividends., If it fails to do so, the
1.1.0. is empowerec umder section 1ud, Lo impose an additional
penal tax on ihLe entire uncistributed balance, This is subjeot teo

some minor exemptions and concesaions.

Houghly, & c.mpany in which the public are not
substsntially interested may be definea as (i) a private company
or (ii) a puilic c.mpeny if 1ts shures carrying Ui per cent or
more of vhe voting power arc beneficiully held (a) by the directors
and/or section 174 companies :nd their nominees or (b) by five or



less persons, whether directors or note, and their nominees and
rel tives (Sec, 2 (16)),

The above condilions are linked with 'D or less
persons’ rerhaps followin, the U,K, provision, The data presented
by the Tazation Enquiry Commission in respect of 3000 private
comparies in India, however, show its reasonableness, OQut of those
3000 private companies in as many as 2726 compsniss (97 per cent

of the total) majority of shares sre hLeld by 5 persons or lul.1

All private companies aure companies in which ihe
public are not substantinlly interested and it is not known how
mny public companies are covercd by iLhe above definition, At
present there are 2058 private companiea with prid-up cupital of
Ke, 304 crores. The definition thus covers not leas than 76 per
cent of total companies at work, commnaing 16 per cent of total
paid-up capital, For the asses:menl year 1962-63, nearly 77 per
cent cf Lotal number of compunics assessed were privaie companies
and out of Lotai tax demand more than 40 per cent wus mide on

privaie companies,

1, Vol. II, p. 176,
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Satutory Pergenta;e

In the U.K, and the U.5.A, a comphny is penalised
when it revains more than 'wmreasonable' purt of the profits
having reg rda to the current rejuirenents of the company's
Lbusiness and sleo to such other requirements as m:y be necessiry
or advisatie for the maintenince and dovelopment of the bueiness,
In Indix also, befors 19%, one .f the conditione for penalieing
the company was that it acoumulated profits beyond its reasonable
needs, exisling amd contingent, having regard to the maintenance

and development of its business,

The above provision is only reasonsble and as
already inujcated, the aim of the statute should Le such as to
penalise .he company only when it sscumulates ‘unreasonakble or
improper' purt of ite profits, Bubt it is very difficult to
formulate a rule and establish what ie 'unreasonable' with-holding
ani -bat is ‘reasonable ne.ds of the bu-iness'. This is a pure
question of fact and the decided camor in the UK, and the L.S.A,

T YT L L T Y T L N B R R X Bl b R REh Rl ittt

1. ‘he other condition wis thut “"such agcumulstion or failure
to distribute is for the purpoue of preventing the impoei-
tion of the tux uron any of Lhe members in respeat of
their shareos in the profits and gaine so accumilatad®,
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do not reveal any principles of universal Juidance, This criterion
hias crested a great deal of controversy and involved costly litigme
tions snd it cannot be #:id ithat it is a;plied successfully in

thess countries,

Purther, the vagueness cof such a oriiericn would
cres’e unnecessiry feur on the part of esmny companies and would

compel “hem to distribute ‘unreascnably' hi her dividends,

In India, it remained almost 3 dead letter and only
one oruer was ;assed applying this eriterion from its insortion
in 1>30 upto the end of the year 1936-36.2 Therefore in 1439, on
the recommeniation of the lncome Tax Bnquiry Commjtiee, 1v36, &
¢lodely held company was allow:d to retain  standird percentage
of ite distributatle profits, wiihout respard to the reasonable
needs . f indiviuual buriness, The Taxation Enquiry Commission
reconsidered this queation in 1903-b4 and did not accept the

eugeetion to reintroduce "the vajue wnd controversial concept of

R roeeErEARTER TS R P RSRSEDE R RP S e SIS S e i e el e

1., hegaruing this provision in the U.u.A, Anderson mkes ihe
following remrke; “The foderal Governrent has net been very
successful in enfercing :his penalty surtax,.......slightly
leas than :ne half of the cases under the section have Leen won
which is - very poor vhowing when it is considerea that the
Sovernmont chootes to proeecute those in which the most flagrant
violations have occurred, OSection 102 iz a smal) tool for a
big job". - Taxution and the Ameriocan toonomy, p. 301,

2., Income Tax Enquiry Heport, 1936, p. 66,



celTie=
the reasonable needis of the buainen'.1

To rediuce the rigour of such an arithmetical test
of reascnable necds of the business, in 190b, the compuny was
Aven the right to appeal to ithe Commissioner of lncome Tax for
seeking total or partial exemption from the minimum stalutory
distribution on the basis of their current business rejuirements
etc, An appeal a sinst the order of vhe Commissioner was allowed
Lo # pourd of Heferees in Lhe case of Indian Industrial Companies,
Further, the company wue allowea to carry-forward the sxcess dis-
tributions mide in 4 year [or thrce subsequent yeirs. These pro-
visions were witvhdrawn in 1907 but {rom 1964 a new provieion Las
been in force., Under this, the contral Board of Direct laxes is
emposere. to exempt such portion of the profits of any company
{not being an investment company) as it rny considcr neceasary
to be retiined to meet the development ne .ds of the company, sub~
ject to the limit of 20 per cent of the i:rcome rejuired to be
dletrituted kbe'c. 1074),

tSeotion 104 compunies sre classiiied into four Jgroups
as snown in the Table 16. Induatrial ocmpuriies have beem completely

ey Y T r Y Ty Y P L L L R T P Y P P Y Y Y Y-y Y Ty A X L X L 1] )

i. Vol. 11, p. 1B1,
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SECTION 104 COMPANIRS

Y Ralulary Peveestagess -
o) Intugtviel Profits  M1° m m1 w1
) Other ineome M eof? sof eof
11 Bate of penal tax . ¢ 80f 88
s
11X
T ivee totance B85 e S mn” e
| ») On the dalanes eos o of igsoue "
Notes

'uwm-mu-mymuuw

al astivities, that 15, censtyvustion of ships,manufasture oy
prossesing of geeds, mining er generetion of or distaibusien
of aloutrietity or any other foms of powey,

S. Tveding eonpanies ~ sowpanies mainly dealing in goeds or

myshandise samufastured,prodused or prevessed by s persen
other than these esmpanies.

3. lnvestant companies -~ eoupanies whese Setal ineens eensists
mainly of ingome whigh,if it had deen $he ineens of en
individual,weuld have been regardedas uncamaed ineens,

4o Otk eoupanies - this sategory eonsists st mainly eof
prefessional eowpanies. |

9 A tvading eompanfus has to distyibute 905 of 1ts dlststiuted
hle inecwe if its aseumilated yeserves exsesd either the

patd=up eapital plus losn % the ssmpany dy its shardiolders
oF the value of 1% fixel assets vhiahever is greated,

Cantit,

v
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Note $0 the Table 18 Contd,.

#« In the case of Wwn-trading companies the statutory pareommi~
age is 90 only Af the seseumulated yeserves exseed twies ¥
aggregete of the paid-up sapital and loan eapital oF Vwiee
the value of the fixed assets, whichever is greater.

*, An Indisn eowpany is exempt from the penal tax 1f the besk
valus of 1ts assets Deing maehinery o plant ( ether than
offioe appliangeg or Foad transport veshisles) is N.80
lakhe or move (See.204(4)(h)).

8. Yormal yate of Sax on widely held company is 885,




~eilf2em

exeay:t from perdl tix from 1964 una from 1966 the exemption has
been extendud Lo all other ocmpanies so far as the profits derived
from industrial activities are coneerncd, Out of non-industrisl
income, investment companies und other non-industrial companies

are rejuired to distritute as dividends 90 per cent anu 60 per cent
roepeciively of their distributable profits, In reascnable oircums-
tinces : non-investment com.any cun re.uce this 60 per cent to 48
por cent by making an application to the Central Board of Direct

Taxesn,

Exempytion of industrisl profits from penal tax mmy
be justified mainly Ly the genersl inorease in Lhe rates of btax
on companies and also by ihe urgent nsed of the country to develep
industries, It is, however, advisable to m:ke an enquiry after a

fow years as Lo how the retained profits have been ende use of,

Non-Investment (non-industriul) compunies are required
to distrivute 60 per cent of their profits after tax., In other
wordis, for the assessment ye.r 1566-67, «hen the rute of tax is
65 per cent, they are rejuired, retaining 14 per cent, to distribute
21 per cunt of the profits before tux, This 21 yer cent of minimym
distribution is not unreasonabls considerin, the f ct that in
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recent years widely hold tradin, compinies, sml)l u«nd large, bad
distributed not less than 30 per cent of their profits before t-u.1
The higher rate of tax and its lmpact cn the rctainea profits are

*justified to reduce undue concentration of wealth®,

In the case of Investment Companies the etalutory
percentae is 90, Investment companies are very carefully treated
under the penal provision for non-distribution of profits ae their
income is often taxed at conccesional rate: o.5, intercorporate
dividends, «nd as thcy ure in a specinl privileged position to
enable their eh:reholders to avoid their personal tax liability
and to inveat their sh.re of profits in the nume of the company,
In the U,K, the whole of the actua)l income from all sources other
than estate or trading income of an investment ocompany is deemed
Lo be dietributed to its members wiihout consjdering whether or
not the comp.ny has uistributed a reasonable part thereof, In
the U.b.A, retuined profits of euch comptniee are taxed at very
ki h rates, In this connection it my be of interest to note that |
in Sweden, special one-Lime Lax was imposed in 1904 on certain
1, Keserve Bink of Iniia Bulistins,

2, The Finance Minister's Spevch, 25th A.ril, 1966,



closely held investment compunies, It wis intro .used on the
recommendation of the 19563 Tax Lvasion Committee s an effort to

irives dissolution of such companies,
Bates of Penal lncome Tax

From theoretical point of view, when a closely heid
compiny retains profite in excses of its businsss requiremsnts,
thit exceas should be taxed in the hands of sharsholders as if that
e3cess profiis were distributed as iividends, and the prefits mso
t:xeu, shen ultimtely disiributed by the compuny, shculd be
exerpled from %ax in the hands of sh:reholders, This is the
ojuitable ind logical method of treating unreasonably socumlated
profits of the company.,

Before 1966, the Indian Income Tux Act adopted ihe
above mcbhod but ths entirs undistrivuted profive of the company
in defwult uers tLaxed as if bthey mere uistributed, not just the
portion of {improperly retuined profits, As this meihod involved
all the administr tive adifficuliies inherent in an o tional parte-
nership method of taxing compinies, it was abolished on the

p
recommendiition of the Taxation dnquiry Commiesion, 03-04, and in

1. “01. 11’ pp. 187'330



a2V Bee

1985, a new system of imposing an additional tax at flat rates on

undistribu.ed profits wam introduced,

At present, investment compinies, trading compunies
and other non-industrial companies, in default, are made liable
for a pen:l tax a% DO, 37 and 20 per cent, respectively of the
undistributed baliunce of profits, It seems that the difference in
rates of pensl tux is mace on the basis of the nature of the incoms
in the hands of companies :nd the extent of begnefit that would

20crue to the shareholders had the.e Leen no pemal provision,

As already noted the pensl tax is imposed on Lhe
entire undistributed bal:nee of the profits, but an equitable and
logical meth:od stiould be such ue to tax only the deficiency in
distribution, that iw, the amount by xhich uhe distribution falls
‘hort of tho statutory percentsye, This anomly is the sutcome
of the method followed in In ia before 1906, Under that method
it was provided, following the Hritish system, Lhat ths emntire
profits retained by the ecompany in default stould be taxed as if
they were distributed among the shareholders, The theory underlying
such a provision is that, “if in any ysar there is unreasonable
retention of income by a close corporation, the whole benefit of

incorporation ought Lo be witihdruwn from ity members for that year
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PEEAL TAX ON BECTICK 104 OCMPANISS

5 Paetet Trading eon Coher 006 -
. rie Defielieney
Noe  Widem in Vemally femalty  feaaily Pemsily
Distribution an % of s X of
Defisionsy Defielisney
Ree Ree Ree 5. Roe Bl
t s 8 16.45 595,00 1.8 139,00
2. 80 10 18,80 188,00 1.9 129,00
| & a0 22,20 1911.00 195.00 75.00
A 30 30 23.90 88.00 17890 8.5
- 20 A0 29.80 Th. 00 20.00 $0.00
& ° 80 35.50 é4.60 2.9 48,00
Ts 0 60 37.00 81.67 29,00 2.00

1« Calsulations are made en 2o assmption that the disbridutable
inoeme 19 Re. 100,

2. 'Cther empmiss’ wotug senpaniss ether tian industirial,
iavertnmmt and treding sanpeniss.
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and they ought 4o be tre:ted us if thay were mothin_ but partners
in receipt of a jartnerehip 1ncoun'.1 This itheory aoes notl aseem
Lo huve uny validity ana if lhe psnal tax is besed on this theery,
taxin. vhe retuined prolits us cividends, the tax collected from
the conpiny ought Lo be refunded, It also does not seem to be
reagonable to defend the present system on the ground ubmt it is

desi ned to scb 8 = penalty,

Tabls 17 presents Lhe anomlous effecis of tLhs pre-
sent aystem of {mposing ;emnal Lax, The pensl tix as percentage
of deficicncy deore.ses -ith increase in deficiency and it is not
ojusl in all cases siih & siven percentage of defieiency in

distribut ion,

The peral tax once collected is not reiundable and
shen vhe income on which the penalty is imposed, is uitimmtely
distrituted, the dividends are not uxempted from tax, Therefors
a penal tax of , sxy D0 or 60 per cent of Lhe sxcess retention over
Lthe suslutory percentuge would effectively prevent companies frem
improperly seoumulating profits, &uch & echems would be logieal,
It would leave much scope for uhe company to retain, sfter paying

--------------- L X LR L L T 3 T X P K R B E X P R L L X X 2 ¢ ¢+ 1 ¥ 1 3% ¢ 2 L X ¢ 3 & 0 X 1L § I ¥ % 1 Y J

1. Royal Commission on the Taxatioen of profits und Incoms:,
Final Heport, 1950, p. 314,



the peanlty, as much profits as it requires for busineas purpose
in excess of what is sllowed and would thus aci us & flexible
slement in the system, I% would involve neither revenue loss nor
any new sdministrative diffioulty. It woula, on the other hand,
wirrant repeul of somw of the complicaoted provisions relating to
the determiration of ‘dictributsble profits' ani the procedurs of
imposing pen~] tux, VUnder unis scheme ro minute distinction need
be rmde between trading :nc other cospanies,

btepa ainst avold:nge of Corporation Tax

Before concl.uing the Chapter, mention muy be made
of come important meanures taken in recent years to prevent
shareholdurs from regeiving the profits of the company in the
form of oxpenses deductible in determining the totlal taxable
ircome of Lhe company. In the case of widely held comp:nies such
a device would mount Lo more a misuse of the funda of the
coempany, while in the case of closely helu companies it would
result in evaeicn «wnd 2voidnse of corporation Lux and in scme

cvses avoid.noce of both gorporate sind personal taxaticn,

An fmportant step in this connection mus taken in

i¥61, by put-ing & ceiiin. .n comany's "entertéinmunt expenditure®,



In 1564, the vilue of any benefit or perquisite, convertible inte
monicy Oor not, and arising from business or exercise of & professien
wus specifiocally mde Laxable and & ceiling was imposed on expenses
incurrec by the MW (apd other ascessess,) on aavertisement or
miiriten . noe of resjdential accomwodation, ineluiing any accommoda~
tion in the nuture of .uest houee, or on expenditure inourred in
connechbion wilh travelling Ly an employce or any other person,

(bece, 26 (iv}) =nd 37(3)).



