PART TWO
COMPANY TAXATION



CHAPTER ~ V111
SURPORATION TAY - ]
O _WIDRLY HRLD COMPANINS

The second important source of revenue is the tax
on companies, Every advanced country impoass taxes on companies
per ce in one form or the other. lLowever, there has bLeen a creat
deal of controversy among Lhe economists and businesaman as to

the justification for and meuhou of imposing Laxzes on companies,
Tyo viewa

There are alto. sther Lwo diatinet views of eompany
taxation, The first point of view mainiaine that a cospany as
such has no taxable capuciiy apirl from its shareholiers and ihe
present methed of itaxin, Gorporate income and the dividend im \he
bands of shareholders rea.lic in double taxation, The supperters
of thia view yuestion the eaisience of the company as a separate
tax entity and opine vhat uhere should be no tax on the company
apart from vhe taxes on Lhe incowe o: Lhe company in the hands
of shareholders, It is fur.her argued uhat thers is ne equitable
basis to treal a company for Lazation purpeses differently from

other forms of busineas organisations such us & partnership firm

an: & sole propristorship concern., In other words, they ascept



the principle of taxing profits of Lhe company, distriduted and
uniistributed, only in tho handa of shureholders, Taxation of
distributed profits creates no unsolvable protlems, Bi.L as to the
treatment of undistributed proiits each one of them euggeetis @
sepirate methou and concludes ubat there would te ne tax on compa-
nies hid they distributed 100 ser cent of the profits as dividends,

The second view poini, on Lhe otiher hand, recognises
& gompany as a seperate legal, eccnomic, social as well as a
tazable entity apart from the ahareholders composing it, The
Bu porters of this view justify a tax on the com.any as such on
some sconomie principles, such as, the prinesiple of "abilityeto-pay*
an. the principle of "speeial bunefit or privilege®. The question
of shifting of corporate tax sssumes ar important part in this

connsation,

Theze two views ure disoussed below. The discussion
in this chapier is confine. to the Lazation of widely held publie
limive: conyanies una lhe taxxtion of closely held conmpanies is

oonsiderca in detail in ithe next chupter,

Taxabion of undis b fit

&5 already noted, sccordin. to the first view the
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distributed income of the company should be taxed in the hands ef
shareholders at the rates applicable to their perscmal income
inclucing, vhe dividend income and the only problem remmins to be

solved is the taxation of undistribuied ircome of the company,

Houzh substitutes

The problem of taxing reteined protives could safely
be overcome if the idea of taxin, retained profits in the hands eof
shareholders, only as and wvhen they are distributed, had some
bases, ouch an extreme course not only has no walid basie but
also, if adopted, would lead to severs inequity, Coepanies, on
an aversge retain 60 per cent of thefir net proefivs, shich would
not norualy be distributed until liquication of the businees, Im
other words, a substezniial proportion of the profits of ths
company would be lefti untaxed unuer this schems. This would dis-
crimirate deplorably azsinat a sole proprielorship concern and a
partnershipy {irm whose eniire proiius wre taxsble, irrespeciive of

how ruch of profits earned im reinvested in the business,

Further, "this treatment would be in sharp contrast
Lo Lhe untaxed growth in wealth that would occour if & corporate

wnaeriakin, was perxitted to enjoy exespiion in respect of undis-



-~190--

tributed profiis, HMoreover, this untaxed growth would be accompanied
by an inorease in the capital value of the company'’'s shares and

woula conitribule a strikin,, instunce of capital sums being built

up out of untaxed income, Clearly the idea of out right exemption

must be rcjecbod."i

Very rurely 1t is aovanced that if a 100 per cent
dividend polioy was enforced by law, Lhe double taxation of corpoe-
rate income could be <one awmay Iith.z This policy does not seem
%0 be a desirable one so far as India is concerned. It is more
theoretical and almost impracticable and tazation alone would not
jusiify such a drastic policy. Ketained profits of companies
form a ﬁnjor source of savin; in India anu there is smch to be
s:id in favour of retention rather than of distritution of corporate

profits,

A third roush substitute is the orudest msihoed of
taxing undistributed proiits of the company in the form of taxes
on ocapital gains on shares, The late Professor Simons was the

proponent of ihis system in its general forn.i Under this system,
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1. Royal Coumission on the iaxation of Proiits and Inooms, Final
Emport, 195’b| P 16,

2, For example: Alex Rubner, The insnared Sharehelder, Chap.VIII,

3., See Edward D, Allen and O.H. Brownlee, Econoamics of Publie
Finance, P. 316.



the capital gains from shares would be subjected Lo Lax at the
nora:l person:l rate as and shen the cupital  ains wers realised

by sale or by beguest or iflL and there would be no tax on

1
companies,

The fundamental assumption underlying ihe proposal
is Lhut the value of shires of a co.puny in the mirket h:s stable
and reliable relation to the undistributed profits of the company.
Heinvested proiits and consejuent growth of & company, mo doubt
bhave, in normil, con.iderable bearin, on the price of its shares,
but the reflection of retained profits in the form of higher prige
of shures can never be exact, The value of sh.res in the market
depends not only on the amount of retained profits, but also on
current and future earning capaciily and profit distritution poliey
of ihe company, the value of the underlyiny assete, «nd other
economic, political and industrial considerations, “There are
cases where additional relained profite have no effect at all upon
the share price, and in other cuses their reflection in the upwerd
moverent of bthe share m:y be higher th:.n BOx. But, excluding
proyerty companies or corporations :bout to be liguidatec or
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1. Henry C, bimons, Personal Inocwme Texition, esp. Chaps. VII and
11 ana hie Federal Tax heform, p, 44.
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taken-over, the volume of retaired pro.its is never reflected fully
in the ehare prico'.1 A fall in the market prices of shares could
be brought about evin by artificial procese and a higher rate of
tazes on cupital geins jlself would be enough Lo reiuce the prices

of shures in the murket,

Thus the fundemental sssumption on which the propesal
based cannot hold «0od sn: ihere are possibilivies of the shares
being disposed of at a tax advintage when the price of shares falls,
Furuher ine idea of Laxing retained profits only as and when they
wse rea}lieed as eapital ..ine by esle or bequesti, does not seem to
be resson:ble und reliable, considering the current revenue needs
of ihe Government and the fluc .uating char.cter of uhe prices of
sharas, Such 1 scheme would also encourayge unhealihy acoumulation
of profits on the ;art of all comp.nies, Taxation ¢! capital gains
whether realised or not, on the other hand, would in effect bring
inue force the partnership method of taxing retained profits in

dieguise,

A,plap for full iptesration
rartpership Mathod

The most logical and equitable scheme of taxing

1. Alex Rutmer, The Enenared Bhareholder, p. 108,
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retained profits is the purtnership moihod, Under this melheod Lhe
profits of a company would be taxed in the hands of sharsholders

in the sume wuy as the profits of & firm are Laxed in the hands

of individual partners, 1n other words, siach shareholder would
pay tax at his perwonal rate un hia pro rats shere of the corpany's

Lo il net earningp whether paid out as dividends or not.

Theoretically uvhe partrership method, is no doubu,
logical 'nd would ejualise fuLlly Lhe tax burden on cistribuied
and retained profite and ihe quesiion of Laxing companies would
not arise, Bul in prac.ige, it asouli not only present almost
unsplvable dministrautive yroviems, bu would sieso have far reaching

adverse effects on irvestmentis in shu.res,

The first «ifficulty would be the ullocation of net
protits of Lhe company among its numsrous siisreholders spread
throughout the country and abroad ard the notification of their
4liquot share of profits to them, This difficult; would increase
enormously shere the company had more \han one variety of shares

bearing varied interests in the net earnin.w of ihs company,

This method would not avoic the trouble of eulculating

the Laxalle inccme of Lhe company., The scope for avoidance and
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gvasion under this method would te unlimite., Lhures held in the
nsme of nominees and identi.ication of ownersnip would present
additions] administrative iroblems, A slighl inore:se or decresase
mioe in Yhe net profits of the compiny on ap;eal or on resssessment
woula require reo,enin, of the aesessments of all ahareholders apd
colleotion of addivional tax or refund of tax already coliecl.ed

from or to each und every shareholdere,

Ounersi.ip of shares of public companies chan.es from
day to uay and most of uhc shareholders of lir.e public companiee
sre¢ interested only in current yields on sharss and appreciation
in the v lue of shures, In such a siluation, who would socept to
bear the tax burden on ret.ined profite wiich would be distributed
in & later yeur or would never bte alstributed until liquidation
of the company? The investors woulc expect higher dividends to
meet their extra tax liability, In most cumes ahareholders® tax
liability on their aliquot share of distributed ami undistributed
profits of the company would exceed whut they had received in cash
as dividenus and there would be none Lo veniwre Lo invest in risky
entercrises, This would be more true in the case of wealihy
shireholasrs who are responsible for th: creation ind rowth of

mny lar.e companies in this gountry,
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Thue the partnership method is both imprasticable
and w«hit is more importansy, undesirable., The reco.nision of this
fact, vhat ie, that full intesration is impoesilble is the first

sbep Lowards a separate corporation tax,

plane of rarijal Integration

s i\ has become impossible to find out & satisfae-
tory method for colleciin, iaxzes on reluined protiie from the
shureholders, some devices h.ve lLeen putforth to tux them in the
hands of the compuny itvself, Ilhus Lhe company has become a tax
p+ging entivy on behalf of uhe shareholuers, ‘ihe most fumiiiar

aevices areg

(1) the with-=hol.in, aevice and

(2) the uividends-palu-creuit approuch,

The first one growe out of tritish sxperience and
is, bthereiore, ol ten caulled vhe Briillsh meiuhod, It has been in
force in the U.K, since 18603 anc we, in Inuia, adoptea it so far
:8 the income t.X i& concerned bLill the ‘asessment year 1956/60. .
The following Wiccussion of this device, naturslly, is bteascd more

on our eiperience,
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unuer the zith-holuin, devicu, the company would
merely be tre ted av a with-holaing «.enb of the tax on retuined
orofits, 7the compiny would normally p-.y “wa -t ke st:ndurd rate
on ite entire net ;refits on behall of the thareholders, The
shareholdere woul te cresited sith the advinee wux & inst their
personil tax liabili.y =& nd «hen the tuxed profite of the
company were aistribuled nu bt.ken inte s¢count in their personal
-aaolemenb.l To shareholders sho, in uheir perronal sssessment,
were not liable 4o tax or lirble wo . r.le lower th:n the standard

raw.e, i, propriate refund of bax paly by the conpuny on distributed

3

profits woulu be mde,

i, In the perwon:l ausessient of shureholuers, net divicenus paid
by wng ecmpun; w»ouli be grossed wp., -he [ormuls used Lo gross
up ke dividen.s is; U = N/l-& mﬁere G » Cross aividenus,

M = het dividenus, K = nile of irncometax on compsnies, shere
ohly a portion (i) of tle proiite of the company ie subjected
vax the forouli ussu isg E s K/l=Vh,

2, Lan:da .rid the Us,u,d, muopted & moaiides buv & more crude iorm
of «iuheholuing Jdevice Lo allow creiit uc shareholaere for
¢orporaJion tax, In C.nad., the eshireholders are allowcd to
sutttr ¢b from Lhe towil tux :ue wn wh ir totzl inceme which
incluics vhe ulvidends an umount e .ual to 20 per cent ol ihe
dividendy receivea from (inadiun corporations, he an.unt of
Yax pai. by the ¢ompzny on ihe sum ,-id ous as uiviuenus is
Low 1ncluce. 1n ke shure-holders' income urd no refun. is
+llowes to low-income esh:relolders, In the U,3.,a, for ihe
sour 1964, excludin. completely from tax the first 4 100 of
dividend incomo, & crediu agpinet tax liability of < per gent
v! uhy Amount of dividenus in excesu of ¥ 100 was allowed 4o
each stiarehoider, In 1%6D, the creuil of 2 per cent wie with-
WIunn, hese dsvices e of Len calleu 268 the .ividerkis < roceived
creait methious, Anothur o cloeely rclated meihod wus e:gloyod
in the U,u,A, prior to 1954, un.er which exen; iing, divide
income of Lhe shurehelders frum the normal tax rate of ihe
person:1l income Lax, iV waz sui ject Lo Lhe surisx,
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ecause cf th. wdiminjetrasive uiffioulties connecied
~ivh uhe withehol:in  .evie-, the Taxation snjuiry Commission

1963/04, r.commenued, & n alterruuive proce:ure, one of the

1
familisr s;proaches, known as the ulvidenas-paid oredit «ppreach,

Lreier uhis device, uhe company would be ullowed to deduot from

uhe bo.xl income Lhe amcunis of roes Jividends paia to the share-
rholuers «nd only uh¢ balunce (i.e, the rev ined profits) would be
vaxeu in norm:l =% ‘uke etand rd' rate, ihis approach, ilherefore,

is «ls0 kno«n av undisuribuces protius aporoach,

ihe witheholdin, approach woul: create formidable
auminisiravive problems bo h Lo the compiny rd the department,
I wovi2 involve elaborats ni complic.Lea calculations and effi-
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1, Veol. 11, p. 106.

<o 1he #alicn, feabure: of the uividenus-jaju-orecit wethou, as
recommenie. by the taxaiion Bhquiry Comsiseion, m.y be
Bumnarivel u8 jollows:~ 1, rirstly, “roc tax at e m:ximum
r.te (of incoms=tax; woul. be imposvd on the net profits less
the ,ross dividends ueclarec by Yhe comp.ny in a year,
2, uhiere uhe rose dividerue declarvu excevuie: the nct profius
of ire cum...ny in 4 year, uhe eicess woulu be atiribuied
Lo e unap ropristed un-oistribu.ed profita of the imneijately
preceding years, HNalurally, where the cxcess uividenus caume
c¢ub ol taxed profits of the ime.iibely prece.ing year, refund
of tux Liat excess aistribution suffered woul be meae, 3, where
the current ysar's profits or uhe immediately preceuing year's
profive cenvimve: of taxable as well ue non=-taxabie income
the Joce siviuenus would be ullotted proporiionately to the
taxabie nd non-taxable joriions,
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¢ient supervision in calculating a;propriate amount of Laza with-held,
in regoruin, with-holiin, W the shareholdere und in granting
refuiié for over «“ith-holiing. 1t would csuve delay and inconve-
nience in comy lobin she asscesmenis ol th.reholders nd in granb-
ing relunis, sho wifficulty, in allowinm, creuit w ke shareholders,
wouli enorwously increcse wiere ilhe awividencs were decluireuz out of
(i wny protils -mu aiine o) uhe comp.ny not incluisu in its total
ircoi,y o \il) any income of he company on wuich no tux w-e
payatla or (iii, :ny amount subjeciou L allowsnco in compu-ing

the bLouil fncowe c¢f thue coryany.

ihe uividencs-naid-cre.itv s, proach, thoush comparateiy
siop:le Lo adcirndeber, is rnot cumplietely free from adminfstrative
diffici.ities, The {fficulty of allotiing distribuiion between
vazable :ni non-taxabie ircome wouls arise where the income of Vhe
com any conejebu. of incore - xem tos or ircore not taken into
1CCoun . Lor wax purpovec &.ch :s o ciculturil income and interests
from bux-frve cecurities, amounis 1lo ou by waiy of ueswetion such
a8 wevelopment reiboe na incosw X bLie L conCe#sional rates
L.Cho:3 inberecorpor lLe uivisenue urnd ¢.pitel dns, it would be

1. vee usctions 16(2) and 4%c of the lnul .n incoms Tux Act, 1v24,
ah nnwed in 1906,



-204--

difffcult to 1ix & satisfactory Lime limit for carrying back the
excext uistribution m de in a yeir ana an unlimited carrye-tuck

souls te almost impracticable,

Furvher, Lhe uividends - paid = creait systea wuffers
from an unavoidible ,grave diexdvinia,e from tho view point of
ecenoric expedienc,. This upproach, unlike vhe with-holding
derice, would impome t:x cn rei-ined profite ulone uni 1iscoura e
plougring bueck of yrofits, 'ho tax under uhe system sould vhus
ACL s u penal bux for retantion of profite. The adverse of facts
of such a meisure would e fatul to the grosth of corporate sec-
tor in the country., The offects of thie rystem on new aund grow- h/
ing firmes :no s78l]l companios woula e more merious a8 iu would
re.wc: =vailibie inernsl resowrces for expansion, 7ax vurden
could te heavier on them thon ¢n old cetablish.d comp:inies, Tiis
moihod .ith present daay hi her r te of tuxes might encoursge debt
fipancing. o8t of these «ffcels of & Lx . n un istributes pro=-
fits of W ouvip.ny weru re:lisec in the «,v.A, in 1636 when it
introsuced the undistribules profiiy wix (evenihou b, a6 a Bupple-
mer.L w0 bhe re ular corporaition W.x, we, in indi:, experienced
the adverde affe ts of Lhie xin: of wax in 1919 by impoting a

supor=t A on uhe unuietribuie. proiiits ol Lhe coupany 24 rates
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1
varying frem 6,20 & 10,70 per cent over and abeve Ha, 00,000,

b may also Le pointed out thaty, as the siandard
r..e ol bax on indi;iuuall would, usually, Le linned e¢iih these
devices, tax Liun of companies .ould luck flexibility ana it -ouid
be rusbar 1ifficult to bring ::oul desires chaingee in one sithout
affereting vhe other, "ir, Growther has .one io .ar us %0 Buseost
wialb the rates of company Laxation in recent years (in the U.n.
have «risen more Ly chince tban desi,n, He argues that thes standard
r:t, . & increased tegiuse il wat aseirei Lo increase ihe progrossion
of .hc perscn:l tax etructure 'nd vhe unpl.nred result of this

wib an inere-se in Lhe burden u on compunies,”

If any one of theue devices cou.d integrate, atleast

be w reasunibie exwent, ke corporate «nd indivioual income taxes,

Lo " 6 uhe Wwa w.8 Galsiueu L0 uncisirivuied pio: ive of compunies
afis parinerciiips, it sas Lo the inteieel rf business Lo distrie
bube mere in uividenue uhmn was justiiies by thelr fipaneial
porition, ihere was therefore an indiruct penulty on those
Cuighndut < 1irme which wenteu Lo swrengthen uthcir reserve
funis. ‘the longeperiou efiect of such a system of taxation
wen DOUNG Lo we injurjoue Lo industrial aevelopmeny in a
country like India, hunuic:p ed .ur w nt of industri.l c:pital.
rorbunsbely this aelect was rumedied beiore muny yenie wele
ouv” - i,e, in March, 1.20.%ee J.'. hylcp.i, The Evuiutioqbf
b analon lacome Tax, o, 145,

Z, wavid walker, "wome weonomic Aspecuva of uhe Taxation of
Coupanien®, The Manchesier uchool of Economic anu Social
wtudies, Vol, 22 (1904), p. 1.
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the administrative difficulties and ovher efiects connsoted with
them could be tolerated, But they prove o be completely insdequate
meacsures Lo equalise ths tax burden on aistributec and retrained
profits of the comany for the follo.inj reasons, (This is the

next step Lowards & mepurite corporation tax),

i. Under to.h these approaches Lhe retained profits
of the company are bLaxed aith uLhe laea thxt ft would equaliee to
a . rester sxtent the tax burden on uistribu .ed :nd retuined profits,
Tuxing comprnies ut 'the so culled siundard' or 'maximum® rate
under uhute devices, no coubt, resuites in taxin. the distribuied
nd retuined profite of the company approxim:tely at the s:me rate,
so lon., ae ithe r.te of inco:w=tax on inuivivuals was more or less
flat without high progreseion; oo long 28 the shires were neld
:ainly by upper clase invesiors und soc low, 8 the profite earned
and distributed vy vhe comp.ny «ere approxim-tely squal., Bub the
above cotailions h:ve wholly chan ec, Indivisuile are ne longer
Bu: jected tu 2 11il rate of tax, 4s already nobed the progression
of Lhe¢ present r.iu. structure is very steep, Lhe r.tes wvarying
from zero to &0-8D per c¢ent, subject Lo many conceesions rebates
und exempbions, lIndividuils having consicerubly low income also

invest in corporale sscurities, large rclentionof profits by
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companiss for development and other  urposes hus also become a

permanent feavure of the corporate finaneci.l polioy,

Uder this new step-up, there would be “"no theore-
bical justice in tazing undistributed profits at the standurd
ruue'.l It is wlso impossible Lo fix u rate, apart from the
standaid rale, which would bring uboul an spproxrim.te e umnlence
in tax.uion of distributed and retained proiite or of corporate
pro:its as a vhole .nd other non-corporate ircoms. These apyroaches,
then, would at the sost help to inmpose a certu:in amount of tax
on undistributed profits inuteud of leuving Lhem unlazed. HNaturally
the juestion arises why shouls :<uch ccoplicated and roun. about

devices ve adopte. for this simple purpose?

<, #hat js more grave is that the creait allowed under
these methods would often exceed the tax coliegtion, As it would
rot be postivle to calcul te the rates of tax ieposed on the
proiitvs accumulate. by Lhe compuny from time to time, the gredit
would in normal be allowen under the with-holuin, device at the
cur:ent rates in force, ln these a ys ol fast increasing rates
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1. hoyal Commission on the Tasiation of Profite and lncome,
Firal heport ( 980}, p. 15,
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of taxss, the crcdit under thise kind of treatment would eaceed the
actuil tax collecled on ihe wecumul ted iofits, Ihe &ﬁ?i?ly

would be merious where such a credit was :llored in respect of
distribution mie at the time of liquidnbion‘of the company out

of profits aecumul.ted everesirce iis incorporation, opecial ela-
bor .Le provisione would Le necessary Lo wvoid this kind of anommly
shere the dividends .ere puid out of o pital guine and inter-
corporave cividends which are oflen lszable 24 a concessionil rate
.ol in cames where the double taxation uveld nce relief was granted

Lo uhe company.l

Un.ar the dividend-paid-cresit .;proach also the
refund ~oula exceed ths actual ccllection of tux, if, im order
to avoid complication, Lhe refuns on excess uvistribution mde in
& year w.s zllowed «t thu cwrront rates of tax, Thie would be
more 80 where Lhere was ro vime-limib Lo curr,-buck Liie excess

ajetritution,

S, The incidence of .he Lax on ret:zined profitve is
~nouher impori:nt fueter., 1If uhc ultivmte incidence ¢f ithe tax
is nol on vhe ret.ined profits, theae methods would utterly fail
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1., vse vegiion 4be of Inilan Income Tux hclL, 1922,
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in their purjpose, but there is no satisfactor; dootrine +f inci-
d.nce and ne empirical method has Leen evolied Lo measure the
iriciderce «f the t.u.l owever, it ¢in no lon.er be mint:ined
viat the traditional theory of incidence ie of any wvalue, It
apsum 8 “hat & business concern will alauys aim at ‘m=ximum profits’
ard Gne corporale tax, therefore, cannot bte shirtea, whather there
is competition or monopoly. Though Lhe corporate t&x cannot Le
conitiierei merely as u o ener:l ssies Laa, there is every lirelihoed
of a ;irv of corporute tax bein, vhifted, at leset in the lomg rum,
in the form of hi her prices, In recent years there seemd to be

& arowing tenaency among economisis .nd buiiinessmen to recoygnise
it, 1nie newer \heory douuvts the valiaity of tracitvional aessumpe
uion uhal business concerns aim aleays it 'maximum proiits', [t

ar ues unit .he modern sdministration of jricee is practically
o;.ouile Lo that uscuvied by the traditional uheory, Fair return

1, Comparieon of the inuices .f uneru) yprice -nd taxes on
compunies and uhe co-efiictent «f co-relation of those two
itale.e is sometimes adopted, bee ii, rershad, Indian
Tazevion L ring and After torld war 1l, vh ps, V1l and A1l and
to Ambir:yin, The luxaliom of Corgorato inicone in lndia,
pp. 224-22%, this system is complotely misleading and any
conclukion drasn from it is lound wo te incorrect, 2 some-
whal improved methou is employeu by kaicor (vee his book
An axpenaivure tax, p. 148 ff,. :or & more mathematical
aporoach reference m.y be mide Loi- Muriah Krsyaniak and
#ichnru A, Musgrave, The Shifting of uhe Corporalion lncome

ax,
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on equity ca;ival forme, atleast in the long run, a -ari of cost
ans "iiices are rized im adv:nce of proiuction on the basis of
cosl schedulen and estim:tes of probe.le deminy, imon, other
conuibiona'.l Small concerns msy noh Le able vo fix the prices
vub .i.ay will ewrely follow the pricee delermined by dcminant

firmn.z

she semple surveys undertaken i the U.o,A, reveal
aty in recont yoars, the mjoriuy of ithe mana.ements of munufage
.ring companies consciously Liake ihe corperute tax into account
in detersining ptiOOlb and "a lar.er portion of sgFexste corporate
incoms taxes h.& been reccuped thro'h hi her yrices than in the

peric. between Lhe Lwo wars”,

It follows {rom the wiove discussion that a full

inte ration of taxes on rebtuined uny uisiribuled profite is a

1. Le:is H, Kimmel, Taxes and Economic Inceriiives, p. 23,

2. bee Groves, Posl-wur Tux.ition .nd Ecoromic Progress, p.28 and
Koluor, The &xpendi.ure Tax, p. 156¢,

3. Some companies mey do mo unconsciously und some compznies may
follow the prices fixed by vhe majority.

4. Lewie i, Kimmel, Taxes and Economic lnceniives, p. 30,
A5, dackintosh has conclwied frem some recent case stuiies
Wal baxer on pro.its ure io scme exuvent shified forwards,
nefer nis book, The Uevelopment of Firme (1963), pp. 134-6,



pracuical dfrpossibilit; anc what all Lhe purlial integration methods
cun do i® thut vhey impose some tax on uhe comp.ny casing on the
retuined jro:its, Any rate of tax fixed coula have litule connec~
tion wiuh that borne by uue .istribu.ed prorits, It would be
arbiwrary ard Lhe vax vuruen would .iffer {rom one company vo
another deperding upon the incoms of the shareholders and the

abilitvy of uhe company Lo anift vhe Lax.

an alternative apgroach

It would not, therefore, be more arbilrary or
inejuitaile if some tax is imposed on Lhu company based on its
en.ire proiiuve, insieaa of on its ret.ired portvion of uhe profits
alore, This melhod my bLe refer.ed Lo as undistribuied proifts
Lux-spre«d over methwd, (Tiis i¥ the Lhira step Lowarde a separate
corporabion tax). The followin_ considerations would xo further

LW strengthen this argument,

1. In vhe long ru ihe bax vurdens on wifierent
comp:n16s woula not vary much as over a period of years the .iffe-
rence 1n the rales of aistribuiion vetween comp.nies would tend
to be reduced, eventhough in & pariicular year the diswribuiion

by sc.e companies my eicesl Lreir Lobtul earnings, the distribution
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by o .hers forming only a minor p ru of ‘heir earnings, shen all
Lhe comp nies are viewed ae 2 whole the rave f uistribtuizjon made

in & yo.r does nct .iffer much from that miie in a ;revious ycar,

Z, Even if there ie any difference in tax burdens
betseon companies and "even if one ussumen that ihe iaxes are mot
vhifted but ef:ectively recuce the net profite of the corporations,
it do @ not «lwiys follew that the inciuence of Lhese taxes falls
on «ny p:rileular _reup of ehareholacrs, ikis is the came when
she tsx 1s directly paseed cn in ti.¢e form of lower dividends,

To the eatent, however, vhat the effect of the tax .8 to reduce
not the uividenis bul uhe net amount rot.ined by corporatiors,

the ircidence is borrne by future, rather thun ty present share-
holders; and it t.kee the form of & lower rale - f long~run apprs-
ciavion in ehure values (resuitin  from a lover rute of rosth of

assets an.- earning power) han would bt ve oceurred cutierwise,

in the case ¢f any  uriicular compiny, however, the
oonnecction Letween zocumul:ilec reaorves arc shale values can vary
vsthin very wide limjte, s0 that it is uncertain how quickly or
plowly vhe gpouth in reeerves is transmitied into merket valuations,
Gince sheceholaers m:y awitch their holdinge from one cum any to

nnoiher &t any bime, Lhe 'future’ shureholuers of a company reed
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noi L@ the same persons as iLhe presunt shareholders so that it is
not poseible wo asuert that any definite yroup of shireholders
suffers discriminatory ireatmint when the retained profits of one
compary «re suijeot Lo & cifferent rate of ¢ffective tization than
he retainea profits «f wnother, Fkcr this reason one cannot apply
tue aare notion of ‘*fairrees' .hen it cies "o uhe allocation of
the Lux tiurden btetwecn cor orations &8 one can rd should a;;:ly

w0 the allocation o1 wuzation be.ween uifferent indiviouals, For
feesessvecrse L@ benefit ihat individudle derive from retained
proiive is in .he form of ecapirul _airs; the amount of oc.pital
ghtrie widch purticular irnajviduals 'ake on particular shares
deperde orn their timin, of purchases und sules ard not on the amount
of un.istribuved p:oiite durin, any particular period, Hence
fuirrnees in compeny uixsilon does nol ensure fuiirness in the taza-
vicn ol inaividuals; nor uces 'unfairness' i Vhe form of wejual
incidencs of tax cn the undietribu ea pro:ius of uifferent compa-
nies ciuse 'unfairness' in thie Wsiution ¢f individuals, All that
Citi be Aamsertes is shal » _iven LOUii am unt rajsed in stazation
from corporsvione 4 xen <x & whole impotes « corresponding, turdem
on w6 wouy of sh reholders of cump nies .6 a wholo.i

YT PP T T T I T R Y R R R P T R A LR L R R R g L L R T

“e he Minorivy <t “he 2ri ish (oyjai Commigsivn on the Tazation
of .roiiue und Ineco.c, rinal Report 1%0u, p. 58D,
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3. No couniry now weems Lo have only a tax which is
refundable Lo vhe shareloliers ag and when {u cisvribuies iis
pro.ite, #ny of Lke violent o, sonenle of & sep . rate corporation
L:Xx Te ready Lo accept or lLoler.te & loser perc.nia e of non-
r<fun.atle L.X on Lne comgany aé such, -here, thus, only a part
f Yhe Lax on vhe comparny .aB Laged on rab:ired profits, the
effective ratu of 4:x wd.r the undisiribusca profits tux-s;: eiad
pver me.hod woulu notu siifer m.ch from Lhatl under fts allern:tlives,

The foliosing Tavie .ay m-ke Lhis point clear,

Iable = le.

Pro. it belore %ax = 58,100
iotal tux = Ks, 50

Tax «itheholuin, or u:ridand-naid-crouit iax under

----------- - cevice undistri-
L3 Ul A0N= 2 ~-ececcecccccccccccccccsaracrarerencca buted pro=

daile refun- nffe\tivc tix in connecticn with the fits tax
dalbie aistribelicn & percent .ge of profiue Spredd-gver

tefore tLax, method

4 10 ab. 0 3.0 4.0 <., 0 6.0 90,0
ol 20 4i.0 %.5 6.0 3.0 4.0 38,8
<0 LY 44,0 45,0 4<.0 41.0 3.0 42,0
10 40 47.0 6.5 46.0 .0 1.6 4,3



Assumc, for exacple, ubut out of DO per cent of total
tax, 30 per cent was refundatle; that the companies distribute
5O to «u per cent of their profits wna that the rute of tax under
Jne uncistributed profits Laxespread over method was fixed at 38,6
per cent, uhere the effucilive tax rates on various companiss under
these L.0 .ysloums were compared, Lhe Lux inorease or decre:se under
the undistribuied proiitve tux-apyre.d-over-method would not be sore

than 2,20 per cent,

Tazation of Lhe c.umg&ny s bhe basie of its entire
profits would be simple Lo udmindsler and rould be free from the
defecus of the slvidend-pajd-credis device [:om the point of sooinl
jnter.. %, The wax under the proposcd sch.me would fall leas
heavily on expaniin. companies «hich ueuilly ploug: baek a greater
proportion of uheir profite than on sti n:nt comp.nies. Further,

Liie Lax systea under this scheme would enjoy complute flexibility,

Thus, even if the company is oonsidered merely as
an agpre ate of persone, one is compelled Lo recognise it as a
sep.rale Lnxgble enbity. 1v is not 80,48 some ugserted, because
thit Lue adedniztrubive techniques have nol lLven developed, but
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meinly beciuse of Lhe characterisiics of the company itself, In

a developing or develoyeu economy, the company is not only a legl
entity but also economic, social, ani tax entity, (This is the
final step Lowards u separuie corporation tax) ",...... &8 & country
progyesses in its progrumne of economie development, corporate

taxibion vhould become distinct from personal unuon."'

A corporation is un ar:.ificial independent person
creited by law with a distinciive n.me «nu a common seal. It is
not like a partnersiiip firm, the mere aggre ation of its members,
1t v a le.sl entily and something :ifferent freom its shareholders,
It has right Lo make rules and by-laws, It has right to sue and
cun by sued, It his uthority Lo enter iruo cont:asots with its
uhafoholdwa ani others wnd to convey betier title, The ebareholderas
cannot bind the company Ly Lieir actsg the, are .ol i.s agenta,

A member ¢ n olh own {te chares and bo ite credivors. A share-
holuocr can sell his th.res «bt any ticve -8 bo likes without the
consent of other mhureholders and without afieciing the 1life of
vhe company, The company, uhuc, h«# perpetial successjon and it
is indepen.ent .f the lives of ite mecuibers,

-------------------------- L E L B N ¥ F K L L B F K L B B F K N F B X F ¥ B 2 F B I B 2 JF F L F 3 1 1 73}

ts The United Kations Fiscel Commission, Corporate Tax Froblems,
1952, Pe 63,
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A shareholder hus .ot only "limitea liubility®, le
lii# kw0 no interest in the property ol the cospany incluiing
retainea profita, he has u ri_ht to participate in the pro.its enly
if anos when tne compuny decides to divide uhem, ke cannot, except
in rare inet:nces, compel directors .o declare dividends or more

dividenas than .h:t hus been recommende. by them,

Thie vhareholders have little or only very remote
c.ntrol of the affairs of a large ,ublic company, ihey occupy e
peculiar toaivien of am inveslor in bobweon 3 creditor and &
osner, Accordin, Lo wchumpeters “lhe only realistic definition
of etockholdere ic ihat they are creditore (cipitalists) who forege
part of uhe le.al ;rotection us.ully exiinced Lo creuitors, in
exchan e for the rijht Lo par.icipate in profit.l'.1 A laryes cor-
porasion, in Mason's terme, “"converts owners essentially into

henbiors'.z

ibwy natural outcome of the wrowth of corporaie form
ol or.anisation is ihe meparation of ownersiudp snd control, which,
in wirn, is resporsitl: for the Lremen ous gristh and dominance
i, Juoted by michard Gooue, The Corporation Income iax, pp.16-19,

4., Thy orporation in dodern wociety, 1961, p, 15,
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of e corporate seclor in vhe economy, ihou h lepally the virtual
conkrol of the aff:irs of Lh- company vesis in Lhe handaja few
repres-niaLive sh.reholders known as iirectors, in reality *It

i a2 110Ui0N sivea vuannsee 0 re &ra the board : f directors «s

she persoral representatives of the sharehold:re, to whom are

dele _alei the uitimate responsibili .ice of ownership in the selec-
vion of managers to carry ovt the policies .i the cwners, [L seons
“lab iR une lurge corperation e more usu:l situation is for

an yement Lo select ihe directorl.'1 The increasing professionali~
sation of the mnigemen. secms Lo be one . f Lhe charioteristics

of oor,orave form of orpanisztion und in asolu.] practice, directors

olten follos the advices of hired munagement,

I+ iv not unusual that « compuny is controlled by
minori.y shareholders, »iih a tlock ¢of 10 to 20 per cent of lhe
vouln_ righie, 1L ie b.g:uav of the dispersal of shareholders
over a l:r.e number of percons incide :rd ouvuide the country,

a majority of whom Lake no active p.rit in corporate decisions,
and the Sro«ing importance of impersonal and pissive shareholdars
like companjes, investmeni Lruets, insursnce companies banks und

- e D e W R Y W S e AR AR e e R A A R e W e dp g G O O O A AR e A e Ol O RO

1. richard Qooue, Up. Lit., p. 21,
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other institutional investorse, Covernomwni or non-Covernment, dithe
out « si_niricant shire ol ownersi:ip, & corporetc group can have
operaticnal control over a numier of companies by a process of
inLer-coryorate invesumeni ofLen supplemenied bty powers obuained

W er i, iNg &, ency a recment® «nd vy uhe buying and eelling of
sh.r:& by investuenl comuanies velon ing o whe Sroup nd by inter-

locking of .:ireoctors,

in recent years 4 new imm.e of Lhe corporabe sector
hae emersed. According to thie vhe company iv decmed uo be a
soof .l anvity., IV uniie® irnvesiors, lar,e and scill lutourers,
mana,era, l.wyers, auditors, cuciomers, suppliers of raw materisle
na polivicians .nu exercises an impori.nt influence on uhe entire
community, 1t iz a chosen incirument of law arnd an socepled
instrusenv ¢! sucial policy tor carrying ¢n & l:roe ;-rt of the
economic life of socioty, ihe riivs of Lhe company ure borne not
only vy the shureholuers .ul aliso Ly credivors, libourers and
o.hers, ‘he uir otors eitould, Lhersiore, .e consjuered Lo be Lhse
truetess not merely for shareholusrs tul {or ilne enLire community.
ihey are the administravors of 4 novel cormuniiy sysuem, "lndustiry

1. Keporti ¢f ihe CommitiLee cn uvistribuiion of lncome and Levels
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in uhe twentieth century® an English writer comments, ®can no longer
be re arved se a private arrungement for enriching shireholders,

It has beccme a joint enteryrise in uwlich workers and man:gement,
consumers, Lhe locality na vovernmorl, all play a part, If the
vysuem «bich we know by ihe ndme of .rivate enterporise is to conti-
nue, eove way wust be found to embrace the many inte:ests which

&0 Lo make up indusiry in a common purpose“,

The coapany sncula, thereiore, be comsidercd as
esuentinlly & artnersrip Leiween the promoters, creyanisers, share-
holders sni Lhe sociely as 2 whole raiher than as & ‘property’
solely reion ing Lo the shareholders., 1t can no lon-er be min-
tuinua that a Gompany exists only in the contemplation of law and
vhen the company wikes profits, in excess of & reasonable return
on sho.ecasjtal, il cannct e el.imes Lhat the excess profits
srould L¢ rassed on to Lhe shireholders intict, The Government,
on the ouher hand, hus every ri.ht Lo :articipate directly in that
surplus ;roiits in the hance of the company cn some ejquitable

taaes,

ihoorjes in aefance of uorperalicn Tax

A separ.te corpo.ation tux is often justified by

LR T X W o N Y B N 1 R X P E K ¥ R K R _F R X R E_E RN X R § E_F E S E X P E E N F E F B X E ¥ ¢ F E 5 ¢ X 3 ¥ ¢ J ' % ¥ 2 T 3

1. Quoted by U.L, Mazumicr, "The New imayes of Joinbealoek
Compunics®™, Commerce, <¥ih arril, 1961, p. 7vi.



proving trat a ccmpuny I & le sl as well us economic entivy
apary from the sh.reholders, on one or to.h the following
orincinles: (1) the special bercfit or yprivile_e theory (<, the

impersoral ability of uhe corporations Lo  ay lax,

vometimea the corporation tax im advosated, apply~
ir;, only to companies, theorie: used Ww jus ily & general business

vaxition on administrative und scme olher consjderation,

General Lheories

lmportsnt theories cn sneral businese taxation ares
(1) the .ene:al benefii tteory (2) the special una socinl cost

theory and (3) the sgcial control anu regulation theory,

The min reason for limiting he application of @
gonera:l b ociness tax advocited on Lhcse theories Lo companies
alone is vhit of ~drminisiravive ex edjency. A gonsral business
tax would creute almost uneolvable jueslions; wiint constitutes
busineas? and shat activities ure Lo be tre:.ted as business?
The Lax «hen itpotod on comp:nies zlone would, on (he oiher hand
r-.ise no such queations, CLompanies ure crested and clearly defined

by 1w, Comgares Lo unincorporated conosrus, companies present
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no difficuity in identifying vhe cwnershi; of the bueineas and its
ircone, Tiey ire compelled by lu: Lo mxint~in a registered ofiice
nd re.ular seccunte on which t(he tax could easily be based, |
"Admirietiati e expeiiency, then, his :loyed a considerable jurt
i the continuation of t:xes ugon corporatione which are not

applicuble to other forms of busineua'.l

Other reasone for limitin_ the :pplicatvions of the
genersl bisiness tax ic companies alone .re treir impersonnl
ch.r cwer .rud ureir predominant .ne monojolisuic position in the

buainess world,

The .enersl benefiti or prolection theory is the
pluvet Lreoly used Lo jubtify buvlress taxeticn, 1t states that
vach b .oin-ee sheuld pay or “he cenefitc received from the
Goverruient in the fora of numrous services, Busineess enterprises
cannol exist sithout he laws esiablishin., and sate arding the
ri Jitt of pro.erly, the service of courts, police, army ete,

The Sovernment mainuaing law ano order and a stable curruncy amd
wide :usineses in foreiyn markets,

------------ Y P T LTy rre Y Y Y PR PR LR LR YLy Y ¥ ¥y )y )

s 37
i1, Merlin H, uunt.er,r ohall e Tax Corporations or Buminaesse?,
American soonomic heview, Vol. MAVI {1936), p. 84,
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No doubt, as Lhe critics of this theory poini out,
Lhe Government existe ;rimrily not (or Lhe tenefjits of business,
bus for the benefit of Lhe society as a whol:, and the precize
allocation of the . urden of Uovurnment expenuiture imongel iius
various activities, is almost impossible, bHeveriheless, the expen-
aiture of the Government fagilitatea the bueiness in its income-
prov.cing acbkivi.ies umi an approaimate wpecisl chiurge on all
bisiness, independent of the Lbenefils enjoyeu by inuividual

concerns, aooe not violu.te the principle ol equity,

The second ur ths cost approaah thecory of Laxation,
con:isive of Lwo kinds of cosie: s#;ecial and voclal cost, oome
hu;ines§:demnn& public services irvoivin, wome ‘special cost' to
vhe Government, b has alwiys been re arded proper to charye
such buiiness enter;rises with the costs of any speciul service

furnishei, for inst.nce, thc cost of supervieing .he notivities

of companiesz handling dan<erous equipmunt anu miterjale,

ine socisl cost up rouch, on the cther hand, justie
fis: . L:Xx on bu.iness in #0 {.r «a Lhe sociely is adversely
affectou by business scuivities .nd in 28 cmch as Lhe eveniual

correction of thie involves increases ex;enciture on ihe partl of
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the Uovernsent, i{he private buvinees wcnu industrisl aolivities
cauko ovils rd incenvenicnce Lo the physicul and husan resources
¢f the socicty, sxampl.e ure vhe damsges ¢ uszed by wir -nd water
~0llution, over crowaing uf urban wresie, inuuetri.l sccidents,

cecup+ilion:l aiseates -ru lechnicul unenployment,

The waliiivy of Jho argumente in .avour of the sjecial
nd eycial cout Linory casnot be gquesuioned. in fact these
wyorosch.z In goneial ~iuen uhe fieli of .he general benefit theory.
Ir epecicl cagen, Lhe sjeciul coeu ihcory justifies » specinl
chr e or inddvidwal Uirae rather than & goner:] tax con all busi-

res8 enterprises or on 4ll ccmpanies.

Flially tie socizl control or re ul«tien theory
fayoure t.xation & =n effeclive weipon Lo resirict “he c¢oncentra=
Lior any abutes of eccnemic pover in uhe hands . f  fant industrial
concern@, iThis thecry may te consjucred as speojally applicable
to corpsnjes u& il is decdgrie. o control the uciivities of .iant
businues enterprises anu 28 Lhe  janiy business snier;rises are

invariutly companies,

The present level of com.ny waxetion, ue compared

.ih a lowir rute of %ox of ro tux on comp:nies, limite the
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cup.Ccily of enleryrises to =i, :nd their activities und aot, at
le=gt Lo u limited eaient aion_ vivh tazce on individuqle 28 &
machinery to reuistribute income arnd we:jth in the commnity. It
ie wrt Lo note here, that in lndia, the tax on fnlercor:orate
iividenie is advocsien pirtly on the principle of social-eontrol,
vut taxalion iuvsell ic too limited und crude a means of limilin,
the growuh of big businesses., Also Yhe ma niiuue of business
acuivisies or the size of profite of s company ulone cannot be o
concluiive proof of economic concantraticn and monopoly controus,
the present methou of taxing «1ll companies at a flat ri:te cannot
be Buid Lo be mminly desi ne:s Lo preveri economic concentravion,
If tne auin purpose of taiition «aw Lo prevent .conomi¢c congeniras
Siong it wowle e&ll for a iiflterent pind of corporation tex e.s.

he.vy t:x -n unuisiribuvea prolile or on bl business alone,

4ll coneidered, Lhe eneral benefil theory which
inclwes Lhe sociul cost in ivs «idest foriy, any the social
corntrol or reyulavion theory do recoguise « tax on comp-nies but
uhe recoygnitior. 18 very vague, “herc arc preseut some elements
favowir,, & x on :11 vinas of busineus enver, rise rather thun

on com: nied wlone, rIuwuher Lhese Lhourisw du not clearly
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indicdate that Lhe Lax on ecompanies ruat be in the form of tax on

vheir net incone.

vpeciul thaories

Most of uen A ccrporation ut«x i+ justified not on the

above L .eoriev, vul on Lhe theory cf epeciwl priviie e or benefit

wnd/or ' Lilivy=to~p y' orinciple.

ihe - eci.l venefit or privile e thvery

verha, e novb couronly w Ltuax on comp -riew per ve is
Justirics on what is ¢ lled “the speci .l berefit or priviléwo
theory®., A compuny when ircerpor teu :nuer Lhe luws o endowed
by Lhe Gevernuont wiuvh a 1life ‘na @ cormwnon scal, The cemany,
uken, i¢ ir a ;rivilegee posilion to an indivicu:l proprisvorship
concern or a gartnerzhip firm, Lo rafce ample rescwces irom the
pibiic conferrin, on them limiteu lizbility, vasy ilraneferabiliuy
of «hiree no the vafe Lype ol sleeying jrinership, 1t enjoyse
ctability and perpelusl tvcceseion, Beciuse of Lhese chir.cteris-
wics, uhe compsny Fows in size, enjoye &ll Lri¢ udv nia es of
lir._e sc le operitions «nd e.rns Liger ;rofils, It dominauves
obher forms of b.sineeg oryanis . ticn, ‘hen, 1L is only [air lor

vhe coverr.uwnt to perbticip:te ~iWh Lue prelite of uhe company,
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In India, the corporation tax, . hen inbroduced in
1:4C in uhe form of super-%.x on comp.-nies, was juatified on the
above principie, oir #alcolm Hafley, Lne ihen Finince Member
8aids "I\ is con.idered justifisble to Lsx & corporation partly
Lec.use it enjoye the ume of ahit may be called publiec oupital,
but even more tocause its uhireholder® enjoy protection against

1
liatilities incurred uplo Lne amount of their shires®,

The privilege theory iu not free from criticism,
ihe crivice ¢f this thsory concicer Lhuﬂ it is 1llegul and
unscientific Lo buee ihe Lix on coup nies on vhe privilewe principle,
It i8 argued Lhat ohe privilegev «re _r.ntea Lo uhie company only
Lo &xrve Lhe public inuerect arw he wavuntases of incorporation
re not confined to a cl &8, lhey re oper to all and uhe era
of 8;eci+l charturs grunted Ly the ecoverei n in exchange for mong=
poly is & thin_ o! une pasL, Ircorporuiion available to all is
not a syecial privile e thal justifiss a rvjecial 4ix on companies,
Some prefer to limit application of Lhe benefit principle Lo
caBes in wiich there is a direct corruspondence vetween a speaific
tax nu « specific Goverument eervice s for insiance, in vhe case
:e trocecdings of the inulan Legielative Council, 1920.

Z. lisl. duitg, Public Finance,



of aubomobile twies .nu vhe consbruciion ~nd m:inten:nce of roads,

The wecond argusent agrinet the specific privile e
theory is ubauv il provides no vavjcfactory clew as to how taxes
shcula be uistribubtea, It is aimost impossible to measure the
benefits receive. Ly « comgany by incorporation, ana the present
pracuice of imposin,, viaes on neb jucore cannot ve sald to be
baveu on vhe privilege theory. ihe volume of profius is ro measure
ol uhe privilege and uhe ;resent corporailion vax shich exomgts
from tax companies ehoning, no proiits or ehoeing loss violates the

grinciple it U is based on priviless Lheory,

Furither, iv ls argues unat if the corporation tax is
really « tax on privile &, it slould ve levicu when the privilege
ie wrinted, that is, .hen the joinb-sicck coepany ie incorporated

~nd iu should not te bused on Lre nel earnings of uhe compamy.

None ol Lhe above raumenis seemsto b cunclusive,
‘hie benetite of incorporation, nc doutt, are _yanted by the
Goveriment only o serve public interest snd they are more or less,
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ie For oxample see: werh.ra Colm, "ihe Corporatfon sna the
worporste Ircowe lax in the Americ.n woonomy”, American
seinomic hevies, iol. & (19:4), p. 450,

2, ., vain, Finenee srd Plamning in Inui:, 19959, p. 191.
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freely availabie to all, But jt is not cusertinl thal they should
be coniined Lo special interesis io jusiify : La.x on compinies

ang whe advi.ntages of incorporatlon ind of koluin,, shares do remain
irrespective of the fact th:t they are m:de avajjuble tc all.
Indeeu, "bthe .rgumunt that the availabiilty of the privile es of
incorporation to ail destroys their coonomic value seems to confuse
'venefit ' with exchi.nge Ialue'.l "lenefit® of certuin rightes ana
grivileyes is not, like the value ol .pode in the mmrkei, overned
by ®su;ply and demsnd® grinciples, It also does not seem Lo be
correct to imagine unut privileges gr aled :hould be in the form
of pure monopoly poseor or in the form of speciiic bunefita to

justily tax on companies,

Furtter, the fact Lrat il is impossitle to measure
exactly the benefit of incorperatiior. ¢.nrot nullify the validity
of \he theory., e a mtter of fact "no  euer 1 theory inuicates
volh 4 Lax bise «nG wn &, ropriale rate scheuule” ana "if it is
igreed th:t uhe benefit Lheory does jusiily s eclal Laxation of
corgoravions, »e can ury Lo plck ouu some etand:ro or basc that
seems reson.bly well correlstea .ith bunefits,”
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1. nichirs Goode, ilie Corporation Income iax, 1951, p. 29,

2. Ibid, pp. 26 and &.
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Thou,h the advanta.es of incorperation are jinhorent
in uhe corporate form of organisaticvn witheut ro ard Lo whether
or not buuiness is «one =V - profit under such a form of or anisa-
tioni, i\ 8eeme Lo Le reasoc:~ble "n. alco ex;eaienl to base ithe
corporabicn tux on net eurninge of the comuany. A tax on companies
is justified not merely for yrantin, certain privile;ca tc Lhenm,
pub Jor e reason thal these privile es when utdilised reslly
inore se Lhe noreal reilurn on the c.piLal invested, 'the Lzx is
{-iu by 2 comusny not ®to ke or to become®™ 4 comy.ny but "to do or

. \ . 1
to act®™ ~& an incorporuled congern ind esrn profits,

doreover, the Sovernvent is not merely an authority
20 granb urivilex-k of incorporation havin  no interest in the
welfarc of the incorporiated concerna, The Sovernment, on Lhe
olherh nd4, ie really a p rbirer of aii incorpor.tea concerns in
the @ nsz thal it provides certiin privile_es wnd takes a part of
vre profive earned ulilieing vhe ;Tivilepges proviued, Nitarally,
if any incor.or .ted concern incurs = loas, Lhs Jovernmeni as a
partner sioul: beur = sh.re of that loss., “hen il is, by no
means, unreasvnable to exempt from VaX, coupanies L:ving no
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1. vee «awin K.4. belign.n, ess- s in lauition, 1¥2d, o, 220,
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profita or to allow “carry~forwir. ard sct=off” of the loss incurred

by & comp.ny in a ye.r a sinel its fulure profits,

All things cunsiuered, uhe privile._e theory woes
Justily a tax on companies «nd indicates that the Lax shiuld be

baseu on the net earnings of comganies,

‘btility-bo=psy principle

There seems Lo ve only 4 Jew supyporters of Lhe
impersonal abiliity of a com.any as the basis of corporation tax,
Intergret.tion of "avility-to-pay" is more theoretical and
involved. deo, tierefore, ¢an h.ve nothin,, more than a limited
curvey of uhe criterion eof abiiity-to-ps; sm «pplicable to

corporution tax,

Accordin,, Lo Adams bmith‘s first canon of taxation,
thie subjcoie of every stute cu bl tc contribuie tLowara the
support of the (overnment "ae ne.rly as possible in proportion o
their respeciive sbilities™, lie .008 on to expluin that the
measure of ~bilivy in his opinion, is the rcvenue enjoyed unier
whe ;rotoection of the stale ina Lhay taxation enculd be in pro-

portion up revenus, Lut this simple inter retation hus not always
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teen acccpled, Then the question arises how ia "aiility-to-pay®

Lo bLe measwred?

The t.ram ability-to-piy i& interpreled varicusly from
vime Lo time =28 inclu.dn, subjective vlement of sacrifice sund objec-

bive eloment of tacully or ¢ rniny  ower,

ihe ucvelopmant on Lhe subjoctive cide of ability-to-pay
principle lede Lo the wull-known sacrifice theories vigz., the
o u.l sacriijice vheory, the jroporuions:l sacii:ice theory, the
equim.rginal sigrifice theory and the minimum siorifice theory.
*sgcordin. o uhe ejusl sacrifice thoory, taxes should be a0 levied
ulenl wvery bux pe,6r would pive up Lhe same alsolute «mount (ejual
area; of utility as every other taxpayar; =according to the pro-
portional eucrifice th.ory, e:ch tax payer would surrender uie same
proporvion of uhe Lotal utilivy «f his incowme; according to the
ouimryirel sacrifice theory, the mir. in.l cisutiliiy incurred by
..ch baxpsyer stould te ojuuly and dccordin, L the minimum
sacrifice theory, ire sum of the :reas of utilivy esacrificed, both
directly ana indirecily, by ail taxpayers 'stall be as ssmll as
co8gible in yroportion Yo Lhe Tevenue secured®,

- ek ek g D W P D R S e L L P T PN L L N B R L R L P P P b L B 8 ¢ 1 L F J

i. dlmer ». ka_in "Kecent and Lontemporary Theories of iTogressive
Taxation®, The Journal of rolivical sconomy, Vol. 46 (1v36),p.456.
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The sacriiice theories, in th.ir fully developed form,
ure miriy bamed on the principle of siminishing mar inal utility
of incouc¢ ef the taxpayers which, in turn, ie tased on psychology
of .he taxpsyers, If the abilily-to-pay principle is tiken in its
‘hedonietic terms', it cannot L. applied wo corporation Lax, Ability
Lo=piy in 1%z sub kclivs verms is concerncd .iih personal feslings
i sserifice snd the corporation as such or any other inanimte
srin , can foel no caerifice, Tihds Iv lhe ground on which the
atility=to-pry theor, L&s beun rejec.ed Ly a.most ail students of
piublic finance as a justiiication for tune corporation tax. lowever,
it remive to be seen why uhe company cannot as an arvificial per-

son [eel sume sacrifice in payin, Lax :& such,

The sacrifice theories h:ve, however, not zeen
acocpted as the correct interpretation of ahility-to-pay prinoiple,
It h.s vecn jroved thil these theoriee are formed on gutmoded |
seycholo y sna that he funcamenixl asaumptions ynderlying them
an nob holu bpod.l “It is a shaliow :rd narrow interpretation of
the »biiivy rrinciples®, Avams says, “vhat tesle its vevery
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1., of: Gwioner . ta.pn., Up, Cli, ang d. olace nendrick, "The
Abilivy to P&; tieory of Taxation®™, americuan bcoromic
review, Vol, &9 (163, pp. ¥2-101,
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application by the effect of the tax upon the consumer, which
BUrv ;8 min, the Lax-payer, only »s cne who clo.hes his back and
feeds his body. There sre miny vaila varieuies of the ability-

prinoiplu'.1

Sometimes inccrporation in conjunciion with income
is ueud aw an index of ability., IV ie er ued that esach conpuany
i® an aruificial person hiving a peculi.r atility to earn incoue,
Thi: atility except in perscnally ccnuucled busiress is distinot
fiom ths personal abilivica of uhe owners Lo pay taxes from their
ircooe, Bee use of ils lar,e resources col.:c.sd through limited
liability divice, Lhe conpany is in a position to tiake greater
risks, mike bigger investments and carn proporiionately larger
ircomes. lhousand separ-te c:.pit:is ol as, 100/- each could not
in normal, mke as much proiite as : sin_le ca, ital of ks,1,00,000/e,
it is here the extra abilily of compuniea lies over and sbove the

avilivy of distrituted proiive in ihe hanas of sharcholders.

ihis line of .r_oument coubines lLenefiv or privilege
prirciple «ith vhe s ility-to-pay criterion rd recoynises compa-
njes am sep.r:ite vaxable entities, Adames seuims w @ppreciute the

4

1. "rundamenval protblems of receral lncome laxation®, yuarierly
Journal of sconomics, Vol, aMAIV (1921), pp. 527-B6.
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existence of the impersonal abilily~to-pay in a business concern
anlongeide uhe perasonal one. "Yost wood businees taxes®, he s ys,
"combine or represont it once .oth the avility ani the Lerefit
princi, les®, Taxes cn comp:uies, ~ccordin., Lo Adoms, “are not
wazes uon bhe individuales to te ju!.s. by the sucrifices wnich
uhey irpoce upon him, - ut a prior cliim of uke &L . te upon the
srivite ro.jlts which putlic eapendiiure or the bu iness environ-
wnb - aintainea by the bilute have in pirt pro.uced,.......buginess
taxes 2re nol antagenistic Lo Lie abilivy principle, ihe;
FUCOLNIBE, s . nesseeessB Becies of Dility-to-pay created by the
ncuivities of the state or Ly a ‘cenjuncture' afforues by the
cormm,u'nltsy".1

the faculty theory as interpreted annd uefended by
teligun also recogriees the above truth, ®in the*Uniied itates,,,
vhe f.uer.l corporation tix nd uhe corporate franchise in our
Commonae lihis®, Seli ren remarks ®"sra ull of them referable at
totlom Lo this ne.er idea of soci 1 or leg:l privilege «8 aug-
mcnbir., whe faculty or :biiity of the tuxpayer whether indiviuual
dh.corpora.t.ion'.2 Hoover nLis inuerpretation of ability-to-puy

is hi_hly subj:.cuive, he relates to the principle of auility

1. Given -5 footnoto by Paul otudenski, ".owards a Theoory of
busincss Taxation®, Journal of .olitical zconomy, Vel. ALVILI
(1540), p. 654,

<. odsaye in Tazation, p. 341,
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or fuculty, not only "the privilese theory without incurring any
of ite extravasances™ (on the side of production of wealth} but
aleo the paychic elem.nt of sacrifice (on the :ide of uispoeition

of wealthj).

J.A, Lobson dietir uithes the 'cost’ element from the
"surpile element in incore ard eiaime the surpius element ir
incore 48 .he true mwaz.re of billty-to=be:r tszaticn., Hobson
defines surpiue ircome =B lhose "slvm.nts .f incose which do not
‘dry up' unuser laxabion and the vaxation of w' ich .oee not disturd
industry'.z however, "b; sbility in proeent day uesge is me:nt
eimply economic well-bein_  o: the over-a;l level of living enjoyed
k, Lot Laxpﬂyer'a and (Foal etress ic mice on he equitable dig-
wri:ution of we:lth in t.e community, oSocial importance or moral
worth of the income taxe. {e lookod into and difference is mde

be.ccen 'cirned' snd 'unearned' inicome,

No one cun precisely «ay .hat woulu happ.en if there
were no tAxes on companies »nd uhe corpor.te proiits were taxed
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1. lbid, p. 540,
2. Taration in the New Stale, 1919, p. 20,

3. Jotn F. Due, Sovernrent Finunce, r. 109,



directly in the hands of sh-reholders at pro_ressive rates
applicible o their un<a.ned income, Though it does not ssem to
be possible o justi!y a sepurate corporstion tax purely on
abiliLy principle, a flat raue of Lux on companies, on the other
h.na, my not violile fully uhis principiv, consiuvering Lhe faots
Lhat the corporaive profite .re ar importast source (f larye incomss
0. fortunes ard the securi.ies o! a corporaiion .re often held
by the upper and midaje income .froups, here is also some justi-
fication in giving wei ht to the wrgumeni thst Lh¢ comp:inies are
in a specinlly privilegud poeilion to earn huge profits and the
sharotiolacrs often :esemble more 2 sleeping partuer of a firm and
consequen:ly the companies as such hive some extra ability to pay
tax on their profite vefore uhey ure distributed and taxed in the

hancs of shsireholders.

Conclueion

All things con:zjaered, it ia well-ni_h imposmsible
Lo inteyrave fully vhe corporate and individual taxes, heither
it seems to be :esirable, 4 laryge .u.lic company in the twentieth
century cannot reasornsbly ue consjdered as &4 mere ugureAte of

individuals, 1o =2voiu conjusion, il ie better to consider the
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inherert ri ht of ihe comp:ny to have a part of iis profits undis-
osributed s one of the privilesee of incorporation or as a factor
®hich incroase2 its zbility-to-pay tax, rather than as a source

atiracting a soparate rate of tax,

Integration methous of taxing undistrituted profits
wouldé e of no advintayxe either to tre hevenue or Yo the share-
nolders, 1In some ju:rters it is :nintained that & credil allowable
unu r the withehol.in_ device .o vhe sharehold.re woula encourage
invesiment in Ehﬂrol.l ihiv argumen. assumes that the company
sould ve uaxeu at vho eame rate whelher or not such a creuit was
allowved to ihe shareholders”. “"But since the net revenue from
the tux would ve very wifferent in two cusew, no such supposition
vould be justified. From the shireholder's point of view, on the
ouher tund, what mitters is the amouni by wh.oh his proiits are
rediuced Lhrough corpornte taxation, not Lhe ;recise form in which
vlicy are reduced, Uinee net only the r:ies of proiits Luzation
but the nominal aivicends declured by uvhe companies can be expected
to be majuste. Ho uhe difference in the mode of chargin., it is
not clear why the shareholders are puit wder any disadvantage

1. Gegey lasation dnquiry Commission, Vol. 11, p. 102,
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under the one yslem as ugainel the oz.her".1

The best meuho. of taxins she company, thus, is to
impose a non-aifferentiuvl rute of tax on uhe whole of ils profits,
It neecus hardly be expressed that this tax srould be flat without
progression, The fact that & company m:kes lur_er profits than
oxhers does not 4o Lo prove Lh:t the compuny ie or ite shireholders

are rich so us to atiract a hi her raive of tax,

Separaie tuxition of Gompunies and their shareholders
is simple Lo administer und .oul.i udd gre:ver {lexibility to the
tax syatem, It is . fallac, to mintain that taiing boih the
profits of the compuny nd the dividends in the hands of shire-
holdurs results in double taxation, Neither of the views of the
corporation tax indiocules exactly hLow much tax should be imposed
on the company, The level of corporation tux ehould, therefors,
be seterwined mainly by the 1i ely effects of Lhe itax rates to
be fixea on the growth of private curporate sector in the country
nd also bty the current rovenue needs, Ard any lo,iocal criticism
a.ainst the corporation tnx should be mide by substitutin. for

"double taxation" such terms as "hi her or relatively higher

1. Minority of the Roy.l Commission, Final Keport, 19Lb, pp.dbd-4.
If it is contidered that some concessions should bo given, it
is advisible to grant scme concesesions direct lo shareholders
und for this purpose the u,5.A,  ractice rmay be followed,



1
taxation®,

Corroration Tax in India

In Ilniia, the ichems of taxin. companies and Lheir
shareholders has prosed Lhrou h many sia.es, since the introdue~
sicn of the Indian Income=Tux Aci of 1666, Imporiant stages are

nolod balow:

i1, In 1686 itself, companies were reco.nised 2z a
sep T:te eiteuory of assessces, and income-tax was chir,ed on the
nit ircome of compunies =t a flal raite of b pies in the rupes,
Put dividends decldred oub of tazed incoms of comanies were

alto ether exespi from t:<x in the hands of ehareholders.

2, In 1517, a super-tax was introduced and charged
b ravee varying, from 1 anna to & snnas in tha rupee on the proe
fite excesiing ne, 50,000, Thias was wm:ce ipnlicable net only to
inoividu-le but it w8 :iso extended Lo ihe undistritvuted profite
of compunie=, firme ard joint Hindu families, The rcason was to
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1, Goode, "he Postwar Lorporation Tax btiruglure, h-¥rintod in
Loris I. Bittker's Federal Income, cstale and GiTt Taxationm,
1564, p. 592,
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bring under tax:tion the abnormal profits made se - resull of war
conditions, Onrly for w.nt of a more effective method a super-tax
of LLit kind wae decicded upon1 danu bthe .istribuled pertion of

pro!its of 4 compiny was tuxed o super=L.x in the hirds of sh.re-

Yigolders,

5. ‘he lncome=.ax Act 1916, introducecu & new provi-
dion by +hich the net dividenda rec-ived iy the shareholders were,
for the firet time, taken inlo :iccount (only) for calculaving vhe
rate of tux up,liccble Lo oivher incumeus of the shureholders, The
asividenus, however, ere¢ occutinued Lo be oxem;:t from incomes-tax

in their hc’lﬂd'.

4, ln 1920, the wasis of imposin,, super=tux on
comranies ias :liered »nu the super-Lax was charged cn all income
i.9., distribuved and undistributed incoms of comanies, in excess
of ke, 50,000 at u flat rite of 1 anns in the rupee., A tax on
oompanies as such »as reco _nised anc the shareholders wers not
allowed wny ere.it in respect of Buperetsx puia by the company.
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i, ®“uhilet thus extenzing :he super-t.x Lo the undistributed
proiits, the Government had no denire Lo be hirsh or unsympa-
thetic, To or:ke Lhe t.x as acceptable re possible, the Govern-
ment allowed 48 decxuction A sum not exceeding 10% of the whole
profits before the taxable uncistriltutes proiite was arrived
t* - J.P, liyos3, The kvolution of the lrdian Income Tax,(192¢),
e 141,
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5, The Income :ax Act ‘922, introduced a chu.nge in
the tre:.sent c¢f .iividends in the hunds of wh reholdors and the
dividends were tajien inle :ecount for ealculuvin, 'he rate a;;li~
cable .o other income of sh:reholders, not at uihe neu figure but
it she ".roesed” fi,ure, Ilhe "gomsed” {i, ure irclu.ed the por-
“1on of income~tax padd by the com.any on the profits out of
shich the dividendms were declared., The shareholders, however,
vere llowed a refun: of ircome-i.x o¢n the 'grossed’ dividenda
calculates at vhe differcnce between the company raie of tux and

their personal rate of incomeetax,

6. The Irncome-Tux (~menamont) Act of 153¥, restricued
uhe crediv or the refund allowable up the sharsholders to the
ex.en' of proportionate incom -tux . -id iy uhe compuny on the
profits cut of which the dividenis were declared vig,, the uiffe-

renca Lebween the grows cividenc ang the net dividends.

7. In the Bime yeur, utie execpltion limit of ke.b0,000
sa8 withdraen cr the recom:endistion of the .axaiion anquiry
Commitioe of 1£24/2D as endorse. by the Incoms Tax &njuiry
Womnittee of 1936 :ni the super-tax was churged on every rupee
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1. lncore Tax #nguiry Report 1936, p. 16,
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of the fncoms of companies,

8. Hecently in 1959, as 1 firet s.ep to simplify the
system of taxation of companies ana Lhe shareholders, a new pro-
visior wis introuuced for deiucting tL:ix at prescribed rates from

iividends at scurce,

. in 1960, provisions allowin,, orédiit of income tax

~ifd by comp nies Ui the shareholdere were withdrawn,

Thuu, we h ve, :t last, after isning through almost
~11 Bta.es in the groxth of uhe single corgoration Lux, come to
roco.nise fully companies ss sep .rate tuyabvle entities :part from
the shareholders, At present, in most of the countries in the
world, “"includiing America, surope, Australiu nd bouth Africa,
comp:ny profils «re taxed once and for 1l Ly a sin;le tax at a
mniform rate, for shich little cr no crecit is given Lo the
uhareholuer in his assessment, ot In 1965, the U,K. joined this
list
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1, Taxation ana Foreign Investment - & study by vhe MNational
Council of Ayplied iconomic Kesearch, (1y0U;, v. 41,

£, rurtrier se:. Apger.ix a,
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FYor the aswesement your 1309/60 i.e, immedi:utely
before the introduction of the new schem:, every domestic ocmpany
in Indfs wes sucjecue: Lo a refunuable incomws~iax of 31.0% {(income~
v1x 30% plub :urchar.e ¢n irncome-tax at bk) “nu & non~refunduble
surer-t1x of 20» (normal rate). ln addition wo the & ove income=
WAX and super-tax, companies were sutjecLed to an excecass dividends

Laz nd u wealth tax,

Most of the drawtacks of the siith-holding device as
sdoptea in Indi«, were fully brou ht to 1i ht by the Taxation
Enjuiry Commission 1983-04, The Government, it se.ms, cume to
2ppreciste fully the administrative burden oconnected with this
systen bty amending provisione re.ardin_ Jrossing u. of dividends
in the hands of shareholders in 1506, s0 :u to avoid the mijor
loophcles of the aystem ard Lo ses that in no cise credit allowed
to the sh:reholders exceeded the actuxl amount of income-tax
collecte: from companies., Unreasonableness of « wealth tax apd
-n excess dividencs Lax on comp-niee zlso .68 realised. ln 1560,
the now schems of taxation of co panies wis introauced and lhe
loyzl fiction that the income=tax ;:iu by & company was deemed
to te piid cn beh:1lf of its shire-keluers was abolished, The

wealth-tax arni excess oividenie tax on compur.iss <ore withdaramn,



The rates of incomcetax ana super=tux .ere fixea at 20, and 20%
(norml rite) respeciively. his basic rate of lLux on companies
w8 1ixed at 4 pur cent (ae a :inet L1,D%) Lo proauvce the same
+meunt of snnusl nct revenue as Leiore uncer the ola scheme (eaje-
ci-1lly, iri Lhe assessment year 1557/06 and 1306/0%) and it was
expectex that she interests of shursholders wouls not be affected

b, the withdrawal of ‘wrosaing~up' benefit,

10, 1t w:e ofuen recommenceu Linmt Lhe Laux on

compani~® should not :e dividend into incomwetax and super-tax
n. it should be deffinea us ‘corporation taz'.i in 1960, ae a
Jirt of general reform, suger-Lax on compinies was inle rated
~ith i.comu~tax but it wae ot named 'ecorporation tax', The tax
on ccmpanies uner the new achews shiould, in proper, be defined
ae corpoeration tax mecoriing .o the lnciun Constituiion (Article
J66(6) and Yhe n me ‘corporation tax' wouli merve Lo bring out

fuily the nuture =und purpose of the tax,

1. For examgle: The iaxation anquiry Commiseion, 19D2-04,
¥el, 11, p. 150,





