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Cooperatives under the Indian lncome 
Tax Act 

. , l HE ~coopersllivc sector has q;ccl~tal ly gained an 
hiportant place in thc national cconumy of India, 
But the taxation of coopratirc socktics has, .w h, 
received only scanL attention, I t  is, tltcrcro~*c., 
worthwh,ile giving it  ;r sc:riotts 2nd \).stenwtic cnnsi- 

thation, 
A cooperative so~icly is dcfrncd ~tndcl 111c Illcunw 

Tsx Act as a cooperative society registered undcr the 
Cloperative Societies Act, I912 (11 of 1912) or undcr 
any other law for thc regismalion of cooperative 
socictica, It i s  not a separate taxable entity and is 
taxable as 'an assnciation of pemtls'. This i i  5 0  t : i ~ n  

if it is registered as a company. 
Taxation of cooperative socierics is C U V C ~ ~  

partly by the general law and partly by tile Intnm. 
Tax Act. The general law plays, perhaps, a 111ajur 
part and defines what is taxable income in the hands 
of the cooperatives, Thc Income Tax Act simply 
exempts certain items of incomc from tax out orwhat 
is defined to be taxable by the general law. With 
regard to thc cooperalives registered abroad a he 
Incant  Tax Act plays stiil a minor rote as rhc 
excmpiions gran~ed by t h ~  Act arc not applicable 
to lhm. 

One cxccption to the above rulc is with regards 
insurancc cooperative societim. From 1 955, they 
have k e n  brought to tax in the same w+ay as profits 
of mutual and other insurancc associa~ions or com- 
pnnics by a specific provision of tlsc Incomc Tax Act, 
h c a u s e  "... ...... there is really no suhstaniial diff- 
ante between the rwo and there is m juslifiralion 
for exempting one and taxing the other".l This 
aficlc, therefom, deals in main, with the taxation of 
nnn-incurancc cooperativr sock tics. 

Shri G. Rajasuodoran~ i s  Research Sclrolar. Departmenr ol 
Commerce. Annamnld University, ( M a d m  Slalc). 

1 .  Financc Minister's speech, Imk Sohhn Debarm, 1955. 
VoI.3, part 11, Col. 556h. 

Und-r  11ic gcncral law, the sutplrls acciui~lg Lr} 
n muiunl roncrrn camtit be regarded as incomc 
Tor inccj~nt-tax purpows. This ir b m d  on t h  
pri~lciplr tho t ,  whcn a mutual concern docs business 
cwArrsivel!. u.ilIt its mcmbcrs, the concern as a whnlt: 
or the membcrs of such a concern cannot derivt: 
a pm61 from "dealing with themselves", Similarly, 
W ~ C W  the rncmherr; of ihc concern rccdvc back a 
pnrr of their own contrihutiom, either as paironngc: 
ciividend or othcnviir, the complcte identity between 
lhr concrihuiors and rtcipicmts negatives t h  idea of 
any prnfit for "no man can mkc a profit out of 
IiirilseIr". I t  has bccn hld  that even if a mutual 
concern is hrld to "LO carry on a business or trade 
with its mn~hers" the surplus arisiq horn such cri& 
is not taxable irleomr or  profits. 

The important test of rnuruahty was that her,: 
musi be a complete identity between the contributors 
tn the common furid and the pemns who are entitled 
to participate in its aizrpltas. "The eardim] require- 
ment i s  hat  all the contributors to the cornman 
fund mllst be entiilfd to participate in the surp1u~ 
and that i i H  the panici~~ators in the surpluu must 
k contributors to the common fund : in orkr words, 
ihcre must he complerc indenthy between rhc contri- 
hutom and the participators". 

Thc i c r l  of rntrtuality i s  not so simple as it s o d s .  
Whtdler :I rramaciion is  mutual or non-rnutttal i.3 
oneof the fi~ct and rllere is no iegal definition of 
muiuality. Each case should be decided on its own 
merits, hcar.ing in mind all the circum~tances nf 
the pir~ icular c n ~ .  

A currpcrative society r r q  h a mulual concern 

2, Lord Macrnillan in Municipal Mutunl Inaumcc ttd., 
V q .  H f l I q ,  Ig??, I6  T.C 4W. 



earni~ig ~mn-taxable surplus or  n no1l-muti1?1 ct)rwrn 
cnrning taxable profits. ?YIE same ccioperative 
~ ~ ~ i e t ~  map carry on mutual activities resulting in a 
nun-taxaLlc sl~rplus and also nun-rnutt~al activities 
resulting in taxalile pnsiits. Ihli~dIy, it may k said 
iltar the s u r p h  arising o u t  of dcalings of >? LO- 

rjper.at.ive sociclp with its iriembrrs i s  not taxal~le 
in the hands u f  the society, pr~vidrd the n1cmbe1.r 
who Imvc dcslings wilh i t  hme (atid they slow have) 
rllt: right io participate in the above said sui.plrr~. 
'l'his principle will, in g e i ~ c r ~ l ,  btncfit m c h  h e  
cc~~m~rncrs'  coopemtivc socictic s whosc dealings at c 
conr ind  rnostly tu iLs nlcmhrs. 

If a transnctior~ is inultrnl, ilic cntire surplus 
rcsl~liir~,q L ' I . ~ I I I  it i s  ccr~~q,trkly rrcmp!cd h l r l  lax 

arut [lor ~ncrcly h c  patruiut;c dividcr~h paid to i ~ s  
~ncml~ers.  I t  is not inclrtdrcl even fiir total inknnic: 
putpscs. 

I:rom the p o h  01' bit%, OJ ('cjuiiy thwr SITWS LIJ 

bc IittIe justificatinn in cxcupting t i l t  ire. iilccmw iir;\- 

ing out of mutual tr-ilns%ctions. " I : o r ~ j ~ ~ a t i v r  ;i:ist)i i:i-  

tior15 are nrgiinisrd for buying o r  .;elljug (,I ,  / : ~ I I \ L .  

Fgvcii in thc cxsc of a coopcrativc r.cnu.umc1.s' sli,rrb, 

ckle ;lm,ount suvrd hy chc ronsuiner i s  jnflucnced ~ ~ i i  

o d y  1)y what the consuntcr originally pays tIlc a.~;w- 
& t i m  but also b y  thc arnoriut t!u! :1ssociLclicm lras 
to p;1y its suppliers arrd its cmployces, liy I !ic ; I . I ~ . I N ~ I ~ ~ :  

rcr:rivc.d from outside invcstnlcnt, nncl hy !.lit: : in~~tu~i t  
of  its business with non-members. It i s  nil). I I I - L I ~ ~  tat- 
illg opinion tlmt the association and i t s  nltm~lm,s, as 

a reslrlt of thc trading vcnture whir:h t h y  tmdcl.takr, 
do rtnkc n p~ofit. Thc dificulty ariscs in dtwrn~iii- 
ing tu w l ~ i c l l  of the two, the members tit. h e  associn~ 
tion :ui S I I C ~ ,  lhix profit ~ I Z U T C S .  In the lands ofonc 
tpr the utllcr., it is asscssablu to tax. Flll\n, whilc 
c r v i g i l l i l l l y  "m~ltuaiily" ]nay have had great potency 
in  support of an argurncnt that il l  fact iitr p r o f i ~  
were rnadr: fi.0111 ihc vcnturc, i t  ha5 fm much of its 
h m c r  vigom* i n  those aspect of coupcl-ative Lusinclss 
ri,liiclt now confrc)nt  US".^ 

E n  thc U.K. and Sweden, thc iru:onw of the co- 
opcrativc societies i s  taxed in the samp n u m r  a s  
any utl~cr conmcrcia1 organimtic~n. Howevel., the 
amount of dividend and similm distrilrutioa nmde 
tii customers i s  dcduc~ihlc Fioln the total income it' 
tlw distributions arc allocntcd on the basis of the 
amount of the customers' transactions \ ~ i i l i  t l ~ c  
hocicty. In Australia rebates or bonuscs paid t o  

- 
3. Krport of rke Royal Cornmhion on Cooperolives (Otinwa], 

1945, pp, 32-33. Useful dcrmnce may be made to H.M. 
Grovca' Viespu~rr~s ou Public Finance, p. I431 'ScvtraI Views 
('oncerning the Taxation of Cnopcmtivcs." 

I ' r o I i ~ h  r c b \ ~ l ~ i ~ t g  I h m i  J U  ~ I I - I I U ~ ~  I [ . , !  t~ ,ru;~ctinrLs A I C  

t ;~x&k.  T I W  I ~ ~ c o ~ i ~ r  x ,\g.f ,  J I (  ~\s<* iyr ,  rxcnlpis 
liorn incoirlc:-~~~s (:u~d sr l p c ~  1:~s) ceril~in t;;~tcgorics of 
inwnw. lbtt I . ! L C ~  ;ire ~ ; i L ( m  into ; \ ( : ( :o~IIL~ 1 ; ~  t .<~r : i !  
i~ic;rbr~~c p r ~ p n s < . s .  

Tllc C X C I I I ~ ~ I ~ > I L  ill ~ I \ - O I I  t. I i. ~ { w p c ~ ~ ~ t  it-f; 3s<~cictics 
lias brcu in r:xistrw:e fvcrn~ 190~1, u hell ( I r t a  Ctmpc:ra- 
I i w  Crcrli t Sficict ics h c  t R.; \s  pi~swtl, ill ~*crugriitinn 
of thc Bcl llul U K I J W I  ; ~ r  ivt :  SI rcirtit.~ "r.nco~lragc 
t h d r ,  srIf hvlp :ud cx>!i~>r.lxtiol~ ntlicq; :~~~ri~i~ltut . is tr ,  
~ L ~ S ~ I I S  m d  pcrcinlri of 51  1 ~ 1 1 1  ~IVALILS'' .  111 i11c l&toly 
oi t ~ x a t i c ~ n  of cntrpr:rLliiiptr .;nciciic.s ~rndct- tile I~~eornc 
T'lx Act sincc lI)OQ, 1 1 1 . 1 . w  c1ihtinr:t smgw rrlay be 

, rwrt,d. 
Befort 1955, thc cse~i  i l l t i t  r i ~  was q..li~ted by ;l 

N~tihcn&m issrlrd a111de1- St(:, f;D or the 1922 Acl. 
'I'llc cxt:mplir>~~ \\'iLS iu i't.sp~:r. t or pmlits g r f  ;i sricicty 

, (si11ger.t to n~ inor  csccpiio~u) ;d (hid~jilL\ or oi l~er  
pqwentx rrcrivcd by tllc nmtihrrs out nt' .\ti~l~prohls. 
The ic~.~n'psdiis'  whsc-d t o  ' l r w n t ~ s s  profits' and illc 
I 1 I I o n  1 Lltel.est 
on scwritics; ( i i )  divklmd; :LIU 1 (iii) ot hw SOIITCCS. 

i n  1955, thew coilccssiot~x \vrrc. c.nl:\rycct 01, tile 
ri.cnmmcnda~ions or tht: 'l'ax.ition Enquiry Comnd- 
$OIL a n d  in view or tltc irnpnrtmcr nf pInlit~cqi co- 
fipcrativc d e . ~  bpmcnt fitr t hc lilturc. 1vc1t;~re of the 
coltntry. Tlic main t~ccoi~~n~rniLz~ir~r~~ ~ . > f  ~llc 
cnmmis>ion wrre : ( 1 )  Tlir r l l \ . i J c~ l c l  rvccivcd by a 
mcrul~er from the wrrpcrativc: suciety sl~ould Ilc 
cxcrnpt from t ax ,  irrcspr:ciivr ti T tllc itlcnnlc olr r 
whidi it wm paid; (ii) Intwtw ;~nd [ l iv idc-~~d~ <) f  



a cooperative sociery derived from its investments 
with any other couperative society should be deemed 
to be non-taxable; (iii) Income derived from the 
letting of godowns or warehouses for storagr, proces- 
sing or facilimting the marketing of commodities 
should enjoy exemption from tax, considering the 
useft~lness of the develnpment of godowm etc. in our 
rural economy; and lastly ( i u )  incume under tllc 
source interest on securities and income from pro- 
perty should be free from tax in the hands of all 
coopcrative societies (including a conl:erative society 
c a v ~ y i n ~  on the business of bankirq bul excluding 
houshri: mcieties, transport socictirs, i~at~cance socie- 
ties and urban comumrrs' societirs) wlwn the total 
income did not exceed Rs. 20,000.' 

The recommertdations of the Commissioll w r e  
carried out in lolo in 1955. To put i t  in broad 
terms, the net effects of all these provision$ were : 
(i)  that income from businrs of all cooperative 
societirs werc conipletcly free from Lax; (ii) that 
income from 'olhcr sourccs' vcre taxable in the 
handsof allcoopcralivesocieties; and (iii) that income 
from securities and property were taxable in the hands 
of housing societies, transport societies, insurance 
societits and urban consumers' societies irrespective 
of their total income and in the hands of all other 
cooperative societies w~ly  when their total incomr 
exceeded Rs. 20,000. 

The Third and the film1 stage was reached i u  
1960. Brfore thr Direct Taxes Admirlistm~io~~ 
Enquiry Committee it was complained tlta~ t l ~  

exemptions granted to coopcrative societies ". . . 
providcd a wide loophole b r  avoidancr of tax. Co- 
operative societies are now running tramport services, 
contmlling large industrial and comercial  under- 
takings such as textiles, sugar etc. and their dealiug 
are moslly with non-members. It was urged that 
exemption of such societies liom payment of taxes 
was also inecpitablc in that they were comparatively 
betler placed in the matrers of financial strength 
and competitive power llun o h e r  concerns having 
the same kind of business activily but which did not 
,-njoy any cxemptioll front laxation". 'I'lte Commit- 
tee was nf the opinion that "The concession was 
necessary in the earlier stages of economic develop- 
ment, but ... a stagr has now been rcached when 
tile eKect of the continuance of such a concession to 
industrial and transport cooprratives on the tax 
revcnuc of the country could not be ignored". Taking 
;,I1 aspects of the matter into con~idrmtim i t  

-- - 
4. The Toxorion Enquiry Com,mrnissio,is Report, 1953-54, 

Vol. Jl, pp. 124.27. 

reconu~lcrtded "...!hat i t  should be specifically 
provided for in the Section itself that theexemption 
would not be available to those cooperative societies 
whose total income exceeds Rs. 20,000. The 
limit of Rs. 20,000 ...... for the grant of theexemption 
is sufficiently high to cover almost all genuine co- 
operative so~ieties".~ 

This view of an exemption limit is peculiar which 
should be verified in the light of reliable statistics. 
But neither a conclusive nor even inferential statistics 
as to the taxable income of various classes of coopem- 
tives are mailable. 

The recommc~datio~~? of the Committee were 
brought into force by the Finance Act of 1960, with 
two m:Jor alteratiol~ and have been in force since 
t1l:in. Whereas the Committee recommended that 
IIO exen~ption sllvuld be granted where the total 
income of h c  vxiety exceedcd Rs. 20,000, the Finance 
Act, rcduci~lg this li~nit of Rs. 20,000 to Rs. 15,000, 
:~llowed i t  as a deduction irrespective of the total 
income of the socicty. Further, it exempted from tax 
the business income of cooperative societies connected 
u,ith agriculture, rural credit and cottage industries. 
(Scc. 81 of the 1961 Act) The exemption of Rs. 20,000 
in respect of the taxation of income from interest 
and properly was kept unaltered. Furthermore, 
the Fin.~ncc Act liberalised the tax-holiday available 
to 3 ilewly established industrial cooperative society 
by extending the time limit from 5 years to 7 yearn. 

As already noted, for income-tax purposes a 
cooperat.ive society was treated as an association of 
pelsons and ?axed at progressive rates of income tax. 
Evcr since 1939 and till 1965, the rates of super taxon 
cooperalive societies had been substantially lown 
tlun those on individuals and companies and this 
lowcr rille too had been applied only when the 
r~lcon~c ofthe society cxceeded Rs. 25,000. I n  1965, 
the supcr tax was integrated with the income tax 
and no dilrerence was made between earned and 
unearned income in the hands ofa cooperative society. 
The rates of income-tax in force for the assessment 
year 1966-67 arc: : 

On the first Ks. 5,000 of the total 
income 5 percent 

O n  the next Rs. 5,000 of the total 
iucomr 10 percent 

5. l)irest Taxes Administration Enquiry C~mrnitle~'~ 
Ilcport, 1959, pp. IHI-83. 



On the ~t h. 5,000 of the wtal 
income 15 v e n t  

On IIK next Rs. 5,000 of IIK mtal 
income 20 percent 

O n  the next Rs. 5,000 of the total 
income 25 pemmt 

O n  the balance of the total income 41 pprcent 

Rovided that no income-tax is payable on a 
total income not exceeding Rs. 4,000. 

Further, the cooperative society is liable for a 
surcharge at 61 percent ofthe amount ofthe difference 
between the income tax computed in respect of its 
total income and the incomr tax computed in respect 
of a total income of Rs. 25,000 and for a special 
surcharge a t  10 percent on the income tax and the 
above surcharge. 

Table 1 compara the tax payable by cooperative 
societies having verious grades of income with that 
payable by individuals. They are, of course, MI 
strictly comparabte. They will, however, suffice 
for our purpose. 

INCOMETAX PAYABLE BY INDIVIDUAL AND 
COOPERATIVE SOCIETIES 

To+ payable in Rupees 
Tola1 ~.~ ~ 

Indlvldunl* I,rcome Co-operatfve - Sociclyt - 
1965-66 1966-67 1965-66 1966-67 - 

3,000 NIL NIL NIL NIL 
5 , m  35 11 NIL NIL 

10,000 533 561 NIL NIL 
15,000 1,285 1,386 NIL NIL. 
20,000 2,085 2,266 619 688 
25,000 3,221 3.516 1,485 1,650 
50,000 13,285 14,586 10,145 11,272 
80,000 27,785 30,536 22,288 24,765 

I,M),000 39,160 43,049 30.649 34,W5 
5.M),000 2,89.816 3,18,771 2,02,310 2,24,789 

*It is lsaumed that the individual is married and has more 
than one child and that his incomc is wholly earned busineta 
income. 

f l t  is mumed that the income of the society consists ot 
businesa income covered by the provision that no tax is payable 
upto RI. 15,000. This Rs. 15,000 is taken into account ire total 
income purposa. 

It may, during the fidlowing d~scussion, be kept 
in mind that the general rate of Income cox on com- 
panies for the assessment year 1966-67 is 49 percent 
where the total income is Rs. 25,000 or less and 
55 percent where it is more than Rs. 25,000. 

Table 1 clearly shows how liberal the rates of tax 

on the cooperative society are. The society n k c  
from tax liability upto Rs. 15,WJ (plus the spcri6arlb 
exempted i t em of income, if any). If, for example, 
the total income is Rs. 50,000, whereas an individual 
pays Rs. 14,586 as tax, the coopprativr society p a p  
Rs. 11,272 i.e., only 77.2 percent of the tax payable 
by an individual businrssman. Even where the 
total income of the society is as high as Rs. 5,00,000. 
~t pays only 70.5 per rent of the tax payable by an 
tndividual. 

Another feature of the tax structure on the co- 
operative societies is that it is too complicated 'and 
it requires elatwratc calculationr. Tn arrivt at 
the ultimate amount of tax by a society, say, having 
a total income of Us. 30,000, nnc l~as  to pass through 
not less than right steps. They are: 

( I )  Calculate tax on Rs. 30,000 at the prescribed 
rates; 

(2) Calculate tax on Rs. 25,000 at the prescribed 
rates; 

(3) Find out the differcncr he~rveen (1) and (2); 

(4) Calculate G pcr ccnt of (3 ) :  
(5) Add ( I )  and (4); 

(6) Calculate the special surcharge on (5); 
( 7 )  Calculate average rate i.e. divide (6) by 

lis. 30,000; 

(8) Apply the average rate (7) to Rs. 30,000 
minus Ks. 15,000 and t11c items of income 
specifically rxrmpted lirom tax. The rcault 
is the tax payablc by thc cooperative society. 

The rate structure on individuals is bound to 
be complicated to a certain extent because ofvarious 
reasom, e.g. to adjust the ultimate tax burden or  
individuals to their varying economic conditiom ,and 
to bring into practice 'the ability-tn-pay principle' 
as far as possible. But there serncl to be M valid 
reason fnr maintaining such a cnmplex tax structure 
in respect nf a cooperative socicty. Some of the 
points wluch su~gwt  a flat rate nf tax on a joint stock 
company, are cqually applicable to a amperafive 
society. Most important of thrm are: it has its 
own entity apart f r ~ m  its mcmbcrs; the memben 
enjoy, in general, limited liability; they Live no 
right to claim the accumulated rerwcs of t te  society 
as their own; unlike a shareholder of a company, 
a member of a socicty can even withdraw the money 
represented by his share nn noticc; aud what is more 
important., t l ~ r  total incomc of ;i society, willmut 
refcrenr.~ to its capital, docs not indicate the tax 
payinx cnpxily o f r ih r r  t lw  s~wirty or its membep. 



In Sweden, the cuoperative societies arc taxed 
,at  a flat rate which is 20 per cent lower than the rate 
on companies. In Australia, the rates of tax on 
cooperatives are : 27.5 per cent on the first E5,MX) 
and 37.5 per cent on amount in excess of E 5,000. 
Following these examples we in India should simplify 
the scheme of taxing cooperative societies. 

CONCLUSION 

There is ample scope for improving the taxation 
of cooperative societies under the Indian Income 
Tax.Act on the lines indicated. The concessiom 
and exemptions granted to them seem to be liberal. 

Adequate supervision is, therefore, necessary lo 
ensure that no improper use is made of tax conces- 
sions. Any improper use of them would result not 
only in revenue loss to the Government but also in 
tax evasion and in severe discrimination againrt 
other classes of assesses. 

It may incidentally be pointed out that if, ircttead 
of granting very liberal tax concessions, the same 
amount is given a subsidy or loans, there would be 
more incentive (and lesser manipulation of pol-fits, 
where it is possible), and the success of a society 
can easily be assessed, comparing the net profits 
after tax of the society with that of any other fonn 
of business organisation. 



TAXATION OF FIRMS 
needs drastic change 

G. RAJASUNDARAM The author observes here that i t  is wholly unreasonable to compare the tax . . burden of a company with that of a firm for taxation purposes. H e  further 
suggests that the present system of rebates to partners be withdrawn after 
reducing the tax~rates suitably. 

F O R  purposes of taxation, partnership firms are registered firms is peculiar to Indian law. This distinc- 
divided into two classes, namely, ( I )  registered tion can be supported neither on equity nor on economic 

firms and (2 )  unregistered firms. A registered firm expediency nor even on administrative considerations. 
means a firm registered under the Indian Income-tax After all, a firm is, legally as well as economically, an 
Act and an unregistered firm means a firm which is not aggregate of persons called partners and it is only 
so registered. equitable to tax the income of the firm directly in the 

hands of partners. It cannot be assumed (as some do) 
In the case of a registered firm, tax is payable only that registration of firms is a concession. 

by the partners on their share of income in the firm. 
In other words, a registered firm is not treated as a It may, on economic and equity grounds, be main- 
separate taxable entity and it is not required to pay tained that the classification of tax-payers into indivi- 
tax as such. (From 1956 registered firm, however, is duals, firms, companies etc., is arbitrary and, therefore, 
asked to pay some tax. This provision is discussed, in a firm should be given an option to remain unregistered 
detail, later in this essay.) and to pay tax as an individual if it thinks it to be 

'beneficial. But the discretion given to the I.T.O. to tux 
An unregistered firm, on the other hand, is treated an unregistered firm as a registered firm invalidates the 

as a separate taxable entity. It is taxed at the rates appli- argument and clearly shows that it is not the real aim 
cable to an unmarried individual without any regard of the statute. 
to the number of partners and their personal income. 
ne share of the in the income of the firm When the distinction between registered and unregis- 
is exempted from tax in their hands but it is taken tered firms was introduced, firms were taxed at the 
into account for total income purposes. maximum rate and the partners were eligible for a 

refund. In order to relieve small firms from the trouble 
The benefit under the above scheme of taxation 

depends upon the level of income of the firm and the 
personal total income of the artners. If the level of 
income of the firm is low an 1 the personal income of 
the partners is high, it would be beneficial to keep the 
firm unre istered. In other cases, registration of the 
firm woul f be profitable. But, now there exists a provi- 
sion in the Income-tax Act to treat an unregistered firm 
as if it were registered if such a course is beneficial to  
the revenue. 

An unregistered firm can, therefore, hardly benefit 
under the present scheme of firm taxation. It will be 
a loser and never be a gainer. In other words, every 
firm is compelled indirectly to register itself under 
the Income-tax Act. . 

The classification of firms into registered and un- 

of paying tax and claiming refunds, they were allowed 
to remain unregistered and to pay tax at a lower rate 
as an individual. The official explanation for this special 
treatment of unregistered firms, therefore, was the de- 
sire not to put them to trouble of claiming refunds. 
But this explanation is no longer valid and the firms 
are no longer tvred at maximum rates. Prom 1939, 
profits of registered firms are made assessable directly 
in the hands of partners. 

DISTINCTION JUSTIFIED 

The Income Tax Enquiry Committw of 1939, justi- 
fied the distinction on administrative considerations. It 
maintained that the registration of a firm enables the 
LT.0. to have reliable evidences as to the existence of 
partnership and the manner in which the profits are 
divisible. In other words, it amounts to saying that the 
higher tax imposed on unregistered firm is a penalty 
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for not furnishing the particulars abgut the firm. But it Further, registered firms were required to pay a sur- 
overlooked the fact that even in the &se of unregistered charge of 20%. T h e  professional firms were, howtver, 
firms the I.T.O. has to ascertain on  reliable evidences, subjected to surcharge of only l o % ,  if the income from 
the share of the partners in the inccqne of the brm for  profession formed not less than 51% of their total 
assessing the personal income of the partners or for income. T h e  same rates of income-tax and surcharge 
exercising the discretionary power given to him. have been continuing. For the assessment year 1966/67, 

however, a special surcharge for the purpose of the 
The reason put forth by the Committee does not Union is imposed at 10% of the aggregate amount of 

f 
I 

seem to be good and no company is taxed as an indivi- income-tax and surcharge. --a 

dual if it fails to furnish the atticulars about the B shareholders, dividends declare etc. An equitable The partners are allowed, in their personal assessment, 
system for taxing firms may be summarised as tinder : some relief under scction 86(iv) in rcspcct of the tax - 

paid by the firm. Under this, each partner is entiiled to 
Every be asked to furnish necessav a rebate of tax at his personal rate on his proportionate 

and genuine particulars about the firm and the  division share of the income-tax paid the firm, Before 1965, 
of its profits. thoueh the rebate of income tax was allowed on his < >  

2 .  A penalty should bc imposed on firms not furnish- entire share of incomc-tax paid by the firm, the rebate 
ing such particulars. of super tax was allowed only in respect of the share 

of tax ptid hy the firm on income other than its business 
3. Income of the firm should be taxed directly in 

the h a n d  of partners at the ratcs applicable to thpir . . 
 personal income. 

EFFKTIVII TAX RIIRISLN 
In short, all firms should be compelled to register 

themselves the ~ ~ ~ ~ ~ ~ . t ~ ~  ~ ~ t .  l-he sugjiestion, It may be of interest to m t e  the effective tax burden 
if out, would simplify the system of taxing firms on the share income of a pnrtncr. Bccause of the pecu- 

1 f: 

and lessen the administrative burden, ~t would make liar systcm of allowing rebate, the effcctive tax burden 
the tax system more equitablc and logical. decreases with the inrrcasc in the total income of  the 

partners and uice verra. In other words, the cffedivc 
FIRM TAX burden of tax on thc firms is highcr in the case of poor 

partners than in the case of rich partners. As wc know. 
As already noted, in thc year 1956 registered firms equity, on the other hand, fwours a reverse treatment. 

were, for the first time, asked to pay income-tm (but 
not super-tax) when the income exceeded Rs. 40,000 Let us consider whether there is m y  equitable case 
at slab rates varying from 5 %  to 9%. Section 182 o l  for taxing firms as such. T l ~ c  firm tax is often justifiecl 
the Income-tax Act of 1961 makes it clear ( i )  that the comparing the tax burden on a registcrcd firm with that 
total income of the registered firm has to be assessed of an unregistered firm or of a company, in particular 
and (ii)  that the share of each partner in the intome a privatc company or a closcly held company, familiarl) 
of the firm should be included in his personal income known as "compny in whicl~ t l ~ c  public arc not subs- 
and assessed to tax. tantially interested". 

The Finance (No .  2 )  Act, 1962, revised the structure As already noted, it i s  wnmg tu compare the taxation 
of tax on registered firms by reducing the limit for of an onregistercd firm and that of a registered firm. 
exemption from Rs. 40,000 to Rs. 25,000 and the rates T h e  distinction between registered and unregiskred 
of tax. It also made distinction betwcen firms having firms is purely a creation of law and that to[,, is bascd 

? 
four and more partners and imposed highcr rates of tax on unsound and inequitable grounds. 
on firms with five or more partners. The Finance Act 
1964, however, abolished the distinction and prescribed Introducing the tax on firms in 1956, the thrn Finance 
the following rates of income-tax : Minister explained that the tax on registered firms was 

( I )  O n  the first Rs. 25,000 of the total imposed t o  neutralise, to some extcnt, the advantages 
income . .. N ~ I  of  a registered firm as against a company. T h e  sc1,erne 

of allowing rebates to the partners and also the differ- 
( 2 )  O n  the next Rs. 25,000 of the total ence made in 1962 hetween firms in terms of numlrr  of 

income or part thereof . . . 6% Ipartners go to confirm this explanation. 

( 3 )  O n  the next Rs. 50,000 of the total 
income or part thercof The following Table, when viewed with the available 

' ' '  '' statistics as to the total income of registered firms 
(4)  O n  the b.ilancc of the total income . . . 1 2  :~ssessed in recent year.;, supports thc above explanation : 



Foi  the Asst. Year 1966167. 
.s- 

Amount in Rs. - 
w 
h 
.I 

Total Tax Burden on Shareholders md Pnrtners-a Comparison 

Name of Income of 
the Co. or the Co. or 
the firm , the firm 

Personal in- 
come of the -- 
shareholder Share 

or the income 
partncr 

S H A R E  H O L D E R  1 1 P A R T N E R  

Total 
tax 

11 +12 

Total 
income 

3 +4 

Tax by 
the Co. 
(share) 

rax by 
the 

share- 
holder 

Total Income Total 
tax from income 

6+7 the 6rm 3+9 

Tax by 
the firm 
-rebate 
(share) 
- 

(11) 

Tax by 
the 

partner 

(12) -- 
561 

2,442 
8,897 

23,826 

(3) (4) -- 
Nil 2,400 

10,000 2,400 
25,000 2,400 
M.000 2,400 

Nil 
957 

4,866 
18,651 

ii- 

I. Calculatioos are made only in respect of four partners or shareholders 
2. .. .. .. ., ,. ,, three ,, ., 

( i )  The company (Private) or the h har 5 equal shareholders or partners. 
(ii) It is arsumed that the company pays 60% as tax and out of what remains 60% is declared as dividend. 
(iii) In calculating personal tax, deduction is made for Annuity Deposit. 
( iv )  Iocome of the firm or the company is derived from business. 
( v )  Income in the bands of shareholders or partners is treated as unearned income. 
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Thc  Table comparcs the total tax burden of a share- 
holder ( ix . ,  tax paid by the company on his share 
income plus tax paid by him on his personal income) 
with tllc total tax burden of a partner (i.?., tax paid by 
the firm on his sl~are income N I ~ ~ U / . I  cebate allowed plus 
tax paid by him on his personal income). It may be 
clear from the table that, even if we take into m o u n t  
the tax on firms, the total amount of tax payable by the 
partners is lesser than that payable by the shareholders, 
 provided that in either cnsc t11c personal income docs 
not exceed Rs. 25,000 and if it exceeds Rs. 25,000, thc 
tnt.11 income of the conccrn is about Rs. 1,00,000. In 
olllcr words, this T;~hlc  presents n case for taxation of 
Lirmr sii far as tllc pcrson.il income of partnets is low 
and thc total income of the firm is not very high. Ancl 
the income-tax statistics show that almmt all registered 
firms n,:.esrrd in recent years were sm:~ll in size, that is, 
out of the tolal number of registered firms asscsscd in 
recent years, not less tlmi 95% of the firms had the 
LohI income of Rs. 2,00,000 or less. Statistics as to the 
total income of partners are not availahle. Rut this may 
not d l e r  or nffect much the above conclusion. 

?'INS, there is justification for the taxation of firms 
when it is compared with that of companies and their 
I ~ a r e h d d e r s .  But the question is : Is it reasonahlc to 
cmnparc firms and companies for ~ I X  purlmes? 

A (omparison of lire taxation of a large public corn- 
pnny i . e ,  a widely held company, will1 that of a lirm 
wnuld rcwlt but in confusion. The  p u l i a r  and special 
cl~arasteristics of  a widely held company justify a special 
Lrcalment. Sucl~ a company is not only :I lcgal entity but 
also an economic and a social entity. As a natural ronse- 
qucnce of incorporati011 and the transferability of sharcs, 
it enjoys stability and perpetual succession. The  sliare- 
lrolclers' liability is limitcd and the ownership is often 
separated from control of the management of the iffairs 
uf ihc company. A firm, on lhc o1l1c.r h n d ,  has no such 
c11ar:lcteristics. 

A big firm, no doubt, often rcscmblcs :L small private 
company from the view point of cr-nnomics. But on this 
basis, onc cannot jusIify tllc tax on firms. Bccausc' the 
taxation of a priwte company as m y  other large public 
company, itself is justilied not on rquity grounds but 
mainly on administrative i~nnsidcr.~tions. Under thc 
prc>cnt stccply progrcnivc r.ltcs of t ~ x v s  nn individuals 
eronomic mpcdiency ;11w f~vour.; such a treatmen( of a 
private company. Principles of equity, on the other hand, ,,. ~ : 
not only rtl.ongly ~ u s c  such a irratmcnt but also 
strongly recommend 'llw 17 ~~. lner \ l l ip  lnctllnd' fnr h s i n g  
t l~em.  In other words. enq~liry requires t l ~ a l  the ptqfits 
of n private or :I closely l~cltl c~~rnp .uq  d ~ o u l d  he>tmed 
:IS partnershilx In Illis ~onuerlion,  i1 m:ry l ~ c  pnintcd 
out tint in I I IC  [J.S.A., tile I n c , ~ ~ ~ ~ r - l a u  Act a u l h o r i . ~ ~  
cnrpor:~tionr h v i n g  I!,, mure I h n  l o  sllarrliolders to 
elect thr  prhershi l ,  h:r\is of intg,r~!e txuat io~~ i f  nll 
sllarehvl~lcrs wi41. 1 ' 1 1 t  lwivilcgc inclwiv.; t11c rig111 to  
pass tlirough opcrali~~:: low.; 10 1l1r .;harclladdcrh. 




