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Cooperatives under

Tax

THE woperatbe  secior lus  pradually gained an
iuportant place in the navonal econemy of Iedia,
But the taxation of ceoperative secietics has, so far,
received only scani attepiipnn, U i, therelone,
worthwhile giving it o =erbons ol coolemetie enmi-
tlera tion.

A cooperative sucicly 1l d urader slc Tncuene
Tax Act as a conperative society registered under the
Cooperative Societies Act, 1912 (11 of 1912} or under
any other low for the regisiration of cooperative
societict, It is not & separate faxable entity and is
taxable as 'an assnciation of persors”, This is w even
il i1-is registered-as o compiny,

Taxation of cooperative socielics i cuvercd
partly by the general law and panly by the Inome
Tax Act. The general law plays, perhaps, o majo
part and defines what is taxable income in the hands
of the cooperatives, The Income Tax Act simply
exenpis certaln iterms of income from tax ot ol wihat
is defined to be taxable by the general law. With
regard to the cooperatives rrgistered alwoad the
Income Tax Act plays still a minor role as he
exemptions granied by the Act are not applicable
o them,

Omne exception 1 the abave sule i3 with rogards
ingurance cooperative societies. From 1933, they
huave been brought w ax in the sume  way s profe
of muteal and niher insurancé AsseCLNiions oF CoOMm-
panies by o specific provision of the Income Tax Ay,
because .. . ..there s really no substantial diff-
grence between the two and there s on justification
for exempiing one and taxing the other”.! This
article, therefwre, deals in main, with the taxation of
non-msurance  cOOpErAtVe societies,

Shei O, Rajmsundarin is Resoarch Schotar, Depariment ol
Commerce, Anfemabs Universily, (Madms Stalc).

1. Floame: Minlder’s spooch, Lok Sohin Db, 1955,
Vol.™, parn T1, Ond, 5560,

(3, Rajpasy

the Indian Income
Act

Swi FAELN

T tipsenar Law

Undir 1l gencral law, the mrphos acciuing Lu
A mueal eonenn canavil be regarded as income
[or income-tsx purpeses.  This iy bascd on the
principde that, when 3 mulal concern decs lnisiness
exelmsively with s members, the concern as a whole
or the mombers af such a concern cannet derive
a profil from Vdealing with themselves™,  Similarly,
where the members of the concern recelve back =
part of their own roniributions, sither a3 patronage
dividend ar nthenwise, 1he complete identity begween
e contributors and recipirnts negatives the idea of
any profit for “ne mon can make a profit our of
libnmel(™, It has been held that even i a mutual
concern i= eld 1o " carry oft 8 business or made
with 13 memhers™ the vurpha arising from suely opds
15 ot Laxabde ineogne o profits.

The important vest of moiualivy was thar vhen:
must be & complete identity between the contributors
tor the common fund and the persons who are entitled
i participare in i sueplas,  "The cardinal require-
went {5 That wll ihe coniributors w0 the common
fundd st be entitled 10 participate in the surplua
ard vhat el the paricipmiors in the surphs maat
be contributors to the common furd : in other words,
there must be complete indentity between the contri-
butors anl the participators™. !

The e of mneeality is ol so simple a3 it sounds.
Whether & irmsaciion & mtual or non=rpuoeal @
one of ile fucl and ihere 8 o legal definftion of
mutuality.  Each case should be decided on (s own
merits, bearing in mind all the circumstances of
the panicular cass.

M corperative sociecy ey b a muilual concern

2. Lord Macmlan in Musicipod Munsi Tnsarance Lid.,

Wa, Bk, 192, 16 T.O 4W0,



earning fon-laxable surplos of o ne-mutal Conoern
carning taxable profin. The same cooperative
soctety Ty carry Onomidual sctivities resuslting in a
nun-taxable swplos and she non-mutwe?  activities
resulting in taxalile pmfs, Hooadly, o may e soid
teat the swrplus arising out of dealings of a .
mperalive socicly with it cnenbers i nnd aasable
in the hands of the society, provided the members
whi have dealings with it have {and they alime have)
the right to parlicipate in the above said surplis,
This principle will, in general, bencfie muich the
EARlISIITCTS |.'|.'||:|p-r:.u.|:i'|-1_' s L winse dua]irp;a =hE
confined wmestly to it mcemliers.

I a eransaciion s wmutisal,  the cntiee suplus
residibgge B ol is connfplelely  exempred Tom day
seel wot merely the patsetiage dividewds pased o G
wermliers, L0 8 e elsded cen fr wsinl inesnae
Purposes.

From the point ol view ol copsity flare seegis
L fitthe justhibcation o exenipling eofire icomu: .
ingr oud of mbtual transaetions, M Uanerative wso is-
LiEEs ILPe nrg:nni.n'ﬂ. fiwr hu:,-in.p; our -li'|.'.i.|.1|1. LE'R leaka,
Facn in the case of a cooperative momwumnee sl
ihe anount saved by the  consuimer = inducneed o
artly Ty whin the consumer aviginally pays the asn.
ciiptinn bui alao by the amouunt e ssocicting lias
Lo gery i supplicrs iaul its wmpliyers, l:r:,-' e g i
precived from ouiside investmcit, o i:ﬂl,r e arpimanssil
af its busincss wilh fonamembers. DL L ang enlusiat.
iy opinion, thut the associaton and i nemles, o
s rean e of el pading wenpee whicl tey jondertake,
do miake a peofit,.  The dillicuity arises in dewermiin-
ing e wlicl of the vwe, du mesabers or the associa.
{10y CEm l|.1l|,:'|lr s p-rnf.t akices.  In ﬂ!u:' ]ﬂj‘tit ol ML
1o 1_l'||-|.- uth:lr_ it ia muwﬂ.[rlr' b 1ax, ']']ih:. 'l.'.-h.nln'-
..|-§gj|ul.ll1.,' "mllduulii}r" HARTY have hud gical paluncy
i support of an argument that in fmct oo profits
were madle faan the venture, i has lost much of s
[ePmRver Wit i1 thicse AEpeel nrq;nupl;n.l:ivr bustires
weinicly fvwe confrott us™.3

fao e LUEL and Swerben, the pwemw of the o
vprrative scietie s taxed in the same scnner 2.
any other comeercial organistion. However, die
amisunt of dividend and smmilar distribusien nade
o ewstoners s deductilde fom the total mows il
v diptrilutions  are allocated on the basis of the
apssint of the custofmess' Lrandaetions with  the
wolety.  In Aurwalia vebabkes of bonvses paid to

1945, pp. 32-31. Lsaeful referente moy be pnde 10 H.M,
Grroven’ Viewpoaurs on Peblic Fivgmer, . B43) YSavern] Views
Comeormng the Taxaties of Cropgrtdives,™

reeraleeey, baserd on business done by derm winde iie
weiety and intevest wr dividend e menbeis  ace
eheelapetnlide o ie dncome, 3 snipng e ccaulis
tinme, during e base year an boase W pey cent of i
busimess was francwiod with memilsers  aliee.

The aliove sespens o he cowprnative
socivties mapl be supported fom e peing ol view of
bath rgguity and wlmindtrative sinplicity,  WEile
CRCTIPLTYE Tovsh Laf i appinsineale saeeninl o of
prufits veprescnting relroaelive pice  adjostieent”
or vebates or diwesuns, 10 taes e pealits il lalile
tn business nenivities of the ansioiy, 1o seliovis ihe
Bepartmenn o8 wisll an e ocsmsaes Dvame eige .:Il:LF-
lagzrd, arbierry and lanabeisonee wale of cbeeidimg
whethey & pavtienlar ien ol aesie Bre arasen o

1%

AT

wd et o pweegnneied] s scas, T wnelid,
sl e swne duae, cheek cosperatine weeinties fim
Lezinzsiin habls

et Cievzaanedad” Sl pongael”

ad ths ooy evissor of Gay,

Pre Twcoms Pax vy

Prowsluts pomabboiomg Divatn gue-ae it tranmantions ac
Gmalte.  The Inesame Tas Aoy Boswover, CREFIPIS
fromm incometas fund sujper G aerain ciegoreies of
iewanes, B s ¥ oaLre Grhem R weviniml Tere leny)
LoD prRines.

The exemapiuan v fovony of coapreative eiclies
Pz Been im eximoenes G UHED wlien e {].::-_-g:lwm.
vve Chiedit Socictirs Act was Jueaseed, im veoopan lian
of the Bed ol cropeistive sietes "ﬂm:.-_:.ur;g;-
thesfi, sefr b Bpe cuml wwwpersiiion sy Ao lbupists,
A Lt persms of sl s, L e 'p|_i'5|:v|'||,'!|r
of wasan of eomperaitve weietics imder the Toenme
Tax Awt singe 190, e e siaes wmay be

T

Before 1555, the exenqion was grawied Dy a
Mogificatsa saned aincer See, G0 of e 1922 Aci,
Tl exemplann wis i cespect of peofits of 4 seiety
bt b ming excepiions] and dividernls or oler
Pyt nts v ived Byt nevaleees aud of soeh profes,
The terma profis” veferred oo lwsaness profie’ and the
rarvgon dicd e exienct w s fom fe) interesd
on, seenrities; (7)) diveebenal; saned (i} othier sonpces.

T 1955, these ootcessiimg verr enlarped ou the
recormenditions of the Faxation Enguiry Comuni-
ssioa aned in view of the impartnce of plaoned oo
nperative  development e ihe Fiture wellire of the
eountry. The mmin pecomaemlagions of e
copmission were : (1) The lvilcek veeeived Ly a
emorilser from dhe conperiive saeiety sl he
cxcivpi fromm s, erespective of (e Siconse gan
which & was poid; (0] Tntercst gl dlividendly, oF

i
-



a cooperative socicty derived from it8 investments
with any other couperative society should be deemned
to be non-taxable; (i) Income derived from the
letting of godowns or warehouses for storage, proces-
sing or facilitating the marketing of commodities
should enjoy exemption from tax, considering the
usefulness of the development of godowns etc, in our
rural economy; and lasuly (i) income under the
source interest oIl securities and income from pro-
perty should be free from tax in the hands of all
cooperative societies (including a cooperative society
carrving on the business of banking but excluding
housing societies, transport socictics, iusurance socie-
ties and urban consumers’ societics) when the total
income did not exceed Rs. 20,000.4

The recommendations of the Commission were
carriedd out in fofe in 1955. To put it in Droad
terms, the net effects of all these provisions were:
(i) that income from business of all cooperative
societies were completely free from tax; (i) that
income from ‘other sources' were taxable in the
hands of all cooperative societies; and (iii) that income
from securitics and property were taxable in the hands
of housing societies, transport societies, insurance
societics and urban consumers’ societles irrespective
of their total income and in the hands of all other
cooperative sacieties only when their total income
exceeded Rs. 20,000,

The Third and the final stage was reached in
1960. Before the Direct Taxes Administration
Enquiry Committee it was complained that the
exemptions granted to coopcrative societies ‘. . .
provided a wide loophole for avoidance of tax.  Co-
operative socicties are Now running transport services,
controlling large industrial and commercial under-
takings such as textiles, sugar etc. and their dealings
are mosily with non-members, It was urged that
exemption of such societies from payment of taxes
was also inequitable in that they were comparatively
betier placed in the matters of financial strength
and competitive power than other concerns having
the same kind of business activity but which did not
enjoy any exemption from taxation”. The Commit-
tee was of the opinion that “The concession was
necessary in the earlier stages of economic develop-
ment, but...n stage has now been rcached when
the effect of the continuance of such a concession to
industrial and transport cooperatives on the tax
revenue of the country could not be ignored”’. Taking
all the aspects of the matter into  consideration it

4. The Taxation Enguiry Commission’s Repors, 1953.54,
vol. 1, pp. 124.27.

recommended .. that it should be specifically
provided for in the Section itself that the exemption
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 the exemption
is sufficiently high to cover almost all genuine co-
operative societies™.5

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

The recommendations of the Committee were
brought into force by the Finance Act of 1960, with
two major alteration and have been in force since
than. Whereas the Committee recommended that
1o exemption should be granted where the total
income of Lhe society exceeded Rs. 20,000, the Finance
Act, redtucing this limit of Rs, 20,000 to Rs. 15,000,
allowed it as a deduction irrcspective of the total
income of the socicty. Further, it exempted from tax
the business income of cooperative societies connected
with agricultre, rural credit and cottage industries.
(Scc. 81 of the 1961 Act) The exemption of Rs. 20,000
inrespect of the taxation of income from interest
and property was kept unaltered. Furthermore,
the Finance Act liberalised the tax-holiday available
to a newly established industrial cooperative society
by extending the time limit from 5 years to 7 years,

RATeEs OF TaxEs

As already noted, for income-tax purposes a
cooperative society was treated as an association of
persons and taxed at progressive rates of income tax.
Ever since 1939 and till 1963, the rates of super taxon
cooperalive societies had been substantially lower
than those on individuals and companies and this
lower rale too had been applied only when the
wcome of the society cxceeded Rs. 25,000. In 1965,
the super tax was integrated with the income tax
and no difference was made between earned and
unearncd income iu the hands ofa cooperative society,
The rates of income-tax in force for the assessment
year 1966-67 are

On the first Rs, 5,000 of the tota!

income 5 percent
On the next Rs, 5,000 of the total
income 10 percent

5. Direct Taxes Administration Enquiry Committee's
Report, 1959, pp. 1RI-83,



On the next Ra. 5,000 of the total

income 15 percent
On the next Rs, 5,000 of the tbtal
" income 20 percent
On the next Rs. 5,000 of the total A
income 25 percent

On the balance of the total income 4] percent

Provided 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 6} percent of the amount of the difference
between the income tax computed in respect of its
total income and the income tax computed in respect
of a total income of Rs. 25,000 and for a special
surcharge at 10 percent on the income tax and the
above surcharge.

Table 1 compares the tax payable by cooperative
societies having various grades of income with that
payable by individuals. They are, of course, not
strictly comparable. They will, however, suffice
for our purpose.

TabLi ]

INCOMETAX PAYABLE BY INDIVIDUAL AND
COOPERATIVE SOCIETIES

Tax payable in Rupees

Total ———— o — . [P
Income Individual® Co-operative Societyt
"1965-66  1966-67 T1965-66  1966-67
3,000 NIL NIL NIL NIL
5,000 38 i1 NIL NIL
10,000 533 56t MIL NIL
15,000 1,285 1,386 NIL NIL
20,000 2,085 2,260 619 668
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
1,00,000 39,160 43,049 30,649 34,045
2,89,816 13.18.771 2,02,310 2,24,789

5,00,000

*Ii is assumed that (he individual is martied and has more
than one child and that his income is wholly earned business

income.

11t is assumed that the income of the scciely consists of
business income covered by the proviston that no tax is payabie
upto Rs. 15,000, This Ry, 15,000 i5 taken into account for total
income purposes.

It may, during the following discussion, be kept
in mind that the general rate of income tax on com-
panies for the assessment year [966-67 is 45 percent
where the total income is Rs. 25,000 or less ‘and
53 percent where it is more than Rs, 25,000.

Table 1 clearly shows how liberal the rates of 1ax

on the cooperative society are. The society is free
from tax liability upto Rs. 15,000 (plus the specifically
cxempted items of income, ifany). If, for example,
the total income is Rs, 50,000, whereas an individual
pays Ry. 14,586 as tax, the cooperative society pays -
Rs. 11,272 i.e., only 77.2 percent of the tax payable
by an individual businessman. Fven where the

total income of the society is as high as Rs. 5,00,000,
it pays only 70.5 per cent of the tax payable by-an

individual.

Another feature of the tax struciure on thc co-.
operative societics is that it is too complicated and
it requires elaborate calculations. To arrive at
the uitimate amount of 1ax by a society, say, having:
a total income of Re. 30,000, one has 10 pass through
not less than eight steps. They are:

(1) Calculate tax on Rs, 30,000 at the prcscribcd
rates;

Calculate tax on Rs. 25,000 at the prcscrlbed'
rates;

Find out the differenice between (1) and {2),
Calculate 6 per cent of (3);

Add (1) and (4);

Calculate the special surcharge on (3);
Calculate average rate i.e. divide (6)
Rs. 30,000,

Apply the average rate (7) to Rs. 30,000
minus Rs. [5,000 and the items of income
specifically exempted from tax, The result
is the tax payable by the cooperative society.

2)

(3]
(4)
(3)
(6
(7) by

(8)

The rate structure on  jndividuals is bound: to
be complicated 1o a certain extent because of various
reasons, e.g. to adjust the ultimate tax burden of
individuals to their varying economic conditions and
to bring into practice ‘the ability-to-pay principle’
as far as possible. But there seems to be no valid
reason for maintaining such a complex tax structure
in respect of a cooperative socicty. Some of the
points which suggest a flat rate of tax on a joint stack
company, arc cqually applicable to a cooperative
society. Most important of them are: it has its
own entity apart from its members; the members
enjoy, in general, limited liability; they have no
right to claim the accumulated reserves of the society
as their own; unlike a sharcholder of a company, -,
amember of a socicty can  even withdraw the money
represented by his share on notice; and what is more
important, tlie total income of i society, without
reference to its capital, docs not indicate the tax
paying capacity of either the socicty or its membegs. .



'

In Sweden, the cooperative societics 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 £5,000
- and 37.5 per cent on amount in excess of £ 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.A¢t on the lines indicated. The concessions
and exemptions granted to them seem to be liberal.

Adequate supervision is, therefore, necessary 1o
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 against
other classes of assesses,

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



TAXATION OF FIRMS

needs drastic change

G. RAJASUNDARAM

The author observes here that it is wholly unreasonable to compare the tax
burden of a company with that of a firm for taxation purposes. He further

suggests that the present system of rebates to pariners be withdrawn after
reducing the tax rates suitably.

R purposes of taxation, partnership ﬁrm's are
divided into two classes, namely, (1) registered

© firms and (2) unsegistered firms. A registered firm
- means a firm registered under the Indian Income-tax

Act and an unregistered firm means a firm which is not

© so registered.

In the case of a registered firm, tax is payable only

by the partners on their shate of income in the firm,
- In other words, a tegistered firm is not treated as a
- separate taxable entity and it is not required to pay

tax as such. (From 1956 registered firm, however, is
asked to pay some tax. This provision is discussed, in
detail, later in this essay.)

An unregistered firm, on the other hand, is treated
as 2 separate taxable entity. It is taxed at the rates appli-

- cable to an unmarried individual without any regard
. to the number of partners and their personal income.
The share of the partners in the income of the firm

is exempted from tax in their hands but it is taken
into account for total income purposes.

The benefit under the above scheme of taxation

.depends upon the level of income of the firm and the
- personal total income of the partners, If the level of
‘income of the firm is low anclp

‘the partners is high, it would be beneficial to keep the

the personal income of

firm unregistered. In other cases, registration of the
firm would 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
4 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-

registered firms is peculiar to Indian Jaw. This distine-
tion can be supported neither on equity nor on economic
expediency nor even on administrative considerations.
After all, a firm is, legally as well as economically, an
aggregate of persons called partners and it is only
equitable to tax the income of the firm directly in the
hands of partners. It cannot be assumed (as some do)
that registration of firms is a concession.

It may, on economic and equity grounds, be main-
tained that the classification of tax-payers into indivi-
duals, firms, companies etc., is arbitrary and, therefore,
a firm should be given an option to remain unregistered
and to pay tax as an individual if it thinks it to be
beneficial. But the discretion given to the LT.O. to tax
an untegistered firm as a registered firm invalidates the
argument and clearly shows that it is not the real aim
of the statute.

When the distinction between registered and unregis-
tered firms was introduced, firms were taxed at the
maximum rate and the partners were eligible for a
refund. In order to relieve small firms from the trouble
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 taxed at maximum rates, From 1939,
profits of registered firms are made assessable directly
in the hands of partners,

DISTINCTION JUSTIFIED

The Income Tax Enquiry Committee of 1939, justi-
fied the distinction on administrative considerations. It
maintained that the registration of a firm enables the
LT.O. to have reliable evidences as to the existence of
partoership 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 ab@ut the firm. But it
overlooked the fact that even in the dase of unregistered
firms the 1.T.O. has to ascertain on: reliable evidences,
the share of the partners in the income of the firm for
assessmg the personal income of the partners or for
exercising the discretionaty power given to him.

The reason put forth by the Committee does not
seem to be good and no company is taxed as an indivi-
dual if it fails to furnish the patticulars about the
sharcholders, dividends declared etc. An equitable
system for taxing firms may be summarised as under :

L. Every firm should be asked to furnish necessaty
and genuine particulars about the fitm and the dmszon
of its profits.

2. A penalty should be imposed on firms not fumlsh-
ing such particulars.

3. Income of the firm should be taxed directly in
the hands of partners at the rates applicable to thﬂr
personal income.

In short, all firms should be compelled to register
themsclves under the Income-tax Act. The suggestion,
if carried out, would simplify the system of taxing firms
and lessen the administrative burden. It would make
the tax system more equitable and logical.

Firm Tax

As already noted, in the year 1956 registered firms
were, for the first time, asked to pay income-tax (but
not super-tax) when the income exceeded Rs. 40,000
at slab rates varying from 5% to 9%. Section 182 of
the Income-tax Act of 1961 makes it clear (i) that the
total income of the registered firm has to be assessed
and (it) that the share of each partner in the income
of the firm should be included in his personal income
and assessed to tax.

The Finance (No, 2) Act, 1962, revised the structure
of tax on registered firms by reducing the limit. for
exemption from Rs. 40,000 to Rs. 25,000 and the rates
of tax. It also made distinction betwcen firms having
four and more partners and imposed higher rates of tax
on firms with five or more partners, The Finance Act
1964, however, abolished the distinction and prescnbed
the following rates of income-tax :

(1) On the first Rs. 25,000 of the total -

income cen
(2) On the next Rs, 25,000 of the total -
income or part thereof cee 6%
{(3) On the next Rs. 50,000 of the total
income or part thercof ..o B%
(4) On the baiance of the total income ... 129

: THE CHARTERED ACCOUNTANT

Further, registered firms were required to pay a-sur-
charge of 20%. The professional firms were, bhowever,
subjected to surcharge of only 10%, if the income from
profession formed not less than 51% of their total
income. The same rates of income-tax and surcharge
have been continuing. For the assessment year 1966/67,

however, a special surcharge for the purpose of the

Union is imposed at 109; of the aggregate amount of
income-tax and surcharge.

The partners are allowed, in their personal assessment
some relief under scction 86( iv) in respect of the tax
paid by the firm. Under this, each partner is entxtled to
a rebate of tax at his personal ratc on his proportionate

shate of the income-tax paid by the firm. Before 196%,

though the rebate of income tax was aliowed on' his
entire share of income-tax paid by the firm, the rebate
of super tax was allowed ornly in respect of the. share
of tax paid by the firm on income other than its busmess
income.

ErrrcTIvE T'AX BURDEN

It may be of interest to note the cffective tax burden’

on the share income of a partner. Because of the pecu-
liar system of allowing rebate, the effective tax burden
decreases with the increase in the total income of the
pactners and vice versa. In other words, the cffective
burden of tax on the firms is higher in the case of poor
partners than in the casc of rich partners. As we kaow,
equity, on the other hand, favours a reverse treatment. .

Let us consider whether there is any equihble casc
for taxing firms as such. The firm tax is often justified
comparing the tax burden on a registered firm with that
of an uaregistered firm or of a company, in particular
a private company of a closcly held company, familiarly
known as compmy in which the public are not subs
tantially interested”.

As already noted, it is wrong to compare the taxation
of an unregistercd ﬁrm and that of a registered firm.
The distinction between registered and unregjstered
firms is purely a creation of law and that too, is baqed
on unsound and inequitable grounds.

Introducing the tax on firms in 1956, the then Fmancc
Minister explained that the tax on registered firms was
imposed to neutralise, to some extent, the advantages
of a registered firm as against a company. The scheme
of allowing rebates to the partners and also the differ-
ence made in 1962 between firms in terms of number of
partners go to confirm this explanation,

The following Table, when viewed with the availahle
statistics as to the total income of registered firms
assessed in recent years, supports the above cxplandnon
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Total Tax Burden on Shareholders and Pariners—a Comparison

For the Asst. Year 1966/67.
Amount in Rs.

Name of | Income of | Personal in- SHARE HOLDER PARTNER
the Co. or| the Co. or | come of the
the firm the firm shareholder | Share Total Tax by | Tax by | Total Income | Total Tax by | Tax by Total
or the income | income | the Co. the tax from income |the firm | the tax
partncr 3+4 (share} | share- 647 the firm 349 -rebate | partner 11412
holder (share)
1) 2 3) 4 (5) ® )] ® % (10) (1) (12) (13)
Nil 2,400 2,400 6,000 Nil 6,000 || 10,000 10,000 3594 561 955
Al 50,000 10,000 2,400 12,400 6,000 957 6,957 || 10,000 20,000 348 2,442 2,790
25,000 2,400 27 400 6,000 4,866 10,866 || 10,000 35,000 295 8,897 9,192
50,000 2,400 52,400 6,000 | 18,651 24,651 || 10,000 60,000 239 | 23,826 24,065
10,000 4,800 14,800 | 12,000 1,353 13,353 || 20,000 30,000 1,422 6,138 7,560
B® 1,00,000 25,000 4,800 29,800 | 12,000 6,038 18,038 || 20,000 45,000 992 | 14,256 15,248
50,000 4,300 54,800 | 12,000 | 20,077 32,077 || 20,000 70,000 804 | 31,251 32,055
10,000 12,000 22,000 | 30,000 2,845 32,845 i 50,000 60,000 3,740 | 23,826 27,566
C? 2,50,000 25,000 12,000 37,000 | 30,000 | 10,118 40,118 {| 50,000 75,000 3,440 | 33,413 36,853
50,000 12,000 62,000 | 30,000 | 25,311 55,311 || 50,000 | 1,00,000 2,936 | 52,667 55,603

1. Calculations are made only in respect of four partners or shareholders.
2. thr

Notes to The Table:

(i) The company (Private) or the firm has 5 equal sharcholders or partners,
(i) It is assumed that the company pays 60%; as tax and out of what remains 60% is declared as dividend.
(5it) In calenlating personal tax, deduction is made for Annuity Deposit.

(iv) Income of the firm or the company is derived from business.
(v) Income in the hands of shareholders or partners is treated as unearned income,
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The Table compares the total tax burden of ‘a share-
holder (i.c., tax paid by the company on his share
income plus tax paid by him on his personal intomc)
with the total tax burden of a partner (ic., tax paid by
the firm on his share income w/nus tebate allowed plus
tax paid by him on his petsonal income). It may be
clear from the table that, even if we take into ‘gccount
the tax on firms, the total amount of tax payable by the
partners is lesser than that payable by the shareholders,
provided that in cither case the personal income does
not exceed Rs. 29,000 and if it exceeds Rs. 25,000, the
total income of the concera is about Rs. 1,00,000. In
other words, this Table presents a case for taxation of
firms so far as the personal income of partners is.low
and the total income of the firm 1s not very high, And
the income-tax statistics show that almast all registeted
firms assessed in recent years were small in size, that s,
out of the total number of tegistered firms assessed in
recent years, not less than 99% of the firms had’ the
total income of Rs, 2,00,000 or fess. Statistics as to the
total income of partners are not available. But this may
not alter or affect much the above conclusion,

TAaxaTiON OF COMPANIES AND FIRMS

Thus, there is justification for the taxation of firms
when it is compared with that of companies and . their
sharcholders. Bul the question is: Is it reasonable to
compare firms and companies for tax purposes?

A comparison of the taxation of a large public ¢om-
pany 1.e, a W1dely held company, with that of a-firm
would result but in confusion. The peculiar and sptc:al
characteristics of a widely held company justify a spicial
treatment. Such a company is not only a legal entity but
also an economic and a social entity. As a natural cnse-
quence of incorporation and the transferability of shars,
it enjoys stability and perpetual succession. The share-
holders" Hiability is limited and the ownership is often
scparated from control of the management of the affairs
of the company. A firm, on he vther Jind, has no such
characteristics.

THE CHARTERED ACCOUNTANT
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A big firm, no doubt, often resembles a small private
company from the view point of economics. But on this
basis, one cannot justify the tax on firms, Because:the
tazation of a private company as any other large pubhcl
company, itself is justified not on equity ground:’ but’
mainly on administrative considerations.  Under the
present st((ply progressive rates of taxes on individbals:
economic expediency also favours such a treatment of a
private company. Principles of equity, on the other iand,
not only strongly oppuse such a lreatment but “also
strongly recomimend ‘the |11|lner~.h1p method’ for tixing
them. In other words, enquiry requires that the profits
of a private or a dloscly held company should bestazed
as p'lrtntnhlps In this conocdion, it may be pointed
out that in the UU.S.A the Income-tax Act authoriscs
corporations having no more than 10 shareholders to .
elect the partnership basis of meomce taxation f -all
sharcholders wish. The privilege includes the right to
pass through operaling losses to 1hc sharcholders,

It is, therefore, wholly unreasonakle to compare the
tax burden of a private company or of a doscly-hld
public company with that of w firm and to impose fax
on this basis, A particular view of cquily requires that
every endeavout should he made to relate the incidence
of taxation to the tetal income of the persons to whum
the income aclually belongs. For (ax pPLEPOSCS, Jny .
comparison should, therefare, be made hetween mdiw-
dualgand not hetween a firm and company, o

In conclusion, it muy be said that cven if the tax on
firms is not abolishe] cousidering tlie tevenue needs:of
the Government {cffective Lax collection from registered |
firms may vary {rom 3 (o ] crores ) the present sdltmu ‘
which allows rebates to partners may be withdrawn, no
doubt, after reducing suitably the rates of e It involucs
undue administrative burden. Bewuse of this seheme
effective firm-tax, no dowbt, decrcases with the decrense
in the difference between tax liabilities of the share-
holder and the partner. But in no case the decrease in
tax 15 praportional and it can never cqualise (he hax
burden of a sharcholder and that of a pariner.






