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Weekly Notes 
Corporate Taxes as Incentives 
ON the need for rationalising the 
ON various concessions in corporate 
taxation and making them more selec
tive, in order to encourage investment 
in some directions and not in others, 
R K Hazari writes : 

The Finance Minister has already 
announced his intention of modifying 
the coverage of development rebate 
after March 1966. The purpose of 
the development rebate (originally 25 
per cent, now 20 per cent, except 40 
per cent for shipping and 35 per cent 
for coal mining) was to compensate 
selected industries for the inadequate 
depreciation permitted on the histori
cal cost of fixed assets and to give an 
incentive for fresh investment. The 
grant of an extra depreciation allow
ance last year (after its lapse in A p r i l 
1959) has partially met some of the 
complaints on this account. To allow 
development rebate uniformly to all 
industries, as has been done so far, 
is to lose sight of priorities in invest
ment and negative the useful function 
which this delicate instrument can 
perform in the allocation of private 
investment —- a function which can 
never be performed adequately by 
licensing policy. Development rebate 
may be abolished altogether in those 
industries where growth is cither not 
material or does not need tax incen
tives, and graded from 10 to 40 per 
cent of the value of new equipment 
installed in other industries, depending 
upon their relative pr ior i ty . Income-
tax revenue statistics do not indicate 
the amount of deduction permitted 
for development rebate. There is 
l i t t le doubt that this concession is 
widely availed of and that the amount 
involved must be substantial. 

The tax holiday (up to six per cent 
of capital employed in a new under
taking for five years after commission
ing of plant) also needs looking into. 
It is far too indiscriminate because 
almost every industry is entitled to it 
but, at the same time, it is hardly a 
meaningful incentive for most units, 
particularly those wi th long gestation 
periods, because depreciation, develop
ment rebate and losses are prior 
charges on profits. In 1961-62, 1,131 
assessees (against a to ta l of nearly 
11,500 companies assessed) got this 

concession on an income of Rs 11 
crores and saved only Rs 4 crores, an 
amount which equalled the tax exempt
ed in super tax on inter-corporate 
dividends. As in the case of develop
ment rebate, the tax holiday must be 
selective and for those who get i t , it 
should be meaningful It should be 
nil for those industries which would 
be denied development rebate, for 7 
years up to 6 per cent of the capital 
employed for a few others, and for 
10 years up to 8 per cent of the capi
ta l employed for high pr ior i ty indus
tries. 

Taxation of narrowly held companies 
also needs revision. The application 
of section 104 (formerly 23 A) of the 
Income Tax Ac t requires modifications 
particularly in the l ight of a recent 
decision of the Income Tax Appellate 
Tr ibunal that companies which are 
listed on the stock exchange but have 
large foreign holdings are to be treated 
as narrowly held companies. In the 
1964 Budget, section 104 companies 
engaged in industrial production were 
exempted from compulsory distr ibution 
of most or al l of their profits but 
were subjected to 60 per cent tax 
against the standard 50 per cent. They 
do not have to pay the 7½ per cent 
tax on equity dividends but are liable 
to surtax. The application of section 
104 has created numerous complica
tions in the case of narrowly owned 
public companies (private companies 
are covered automatically) and it 
should, therefore, be clearly laid down 
that no public company shall come 
wi th in the mischief of section 104 so 
long as its shares are listed at a recog
nised stock exchange and at least 33 
per cent of its share capital has been 
offered to and subscribed by the public. 

Abolish Surtax 
iF development rebate and tax 

I F holiday are changed as suggested 
above, there would be no justification 
for continuing the 10 per cent extra 
tax on section 104 companies and sur
tax on a l l companies. These two i m 
posts have affected business sentiment 
far beyond their revenue potential. 
The principle underlying them has 
been neither clear nor logical. A nar
rowly owned company can, w i t h some 
justification, be compelled to distribute 
its current ' profits on the reasonable 
suspicion that otherwise the share
holders would be avoiding high person
al tax but there is no justification for 
discriminating, through a higher tax 
rate, against relatively smaller and up-
and-coming businessmen. The surtax 
was a hangover f rom Morarji 's i l l-con
ceived super profits tax, applying a 
wrong principle of progressive taxation 
to companies, and thereby encourag
ing wasteful expenditure. The 
revenue loss would be about 
Rs 20-25 crores -Rs 8 crores under 
surtax and Rs 14 crores for section 104 
companies (see The Economic Weekly, 
March 7, 1964, p 488). But this loss 
would be recovered by partial w i t h 
drawal of development rebate and tax 
holiday, and removal of the extra i n 
centive to boost costs when corporate 
profits are taxed at 65 to 75 per cent. 

The 7½ per cent tax on equity 
dividends has attracted a lo t 
of criticism as an incentive 
to retain profits and raise capital in 
forms other than ordinary shares. ludg-
ing by the overall performance of lead
ing companies in 1963-64, this tax has 
done practically no damage, notwith
standing the fancies of stock exchange 
operators to the contrary. 
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invest in a basic industry, against the 
standard rate of 25 per cent. Indian 
companies should be placed on par 
w i t h foreign investors in this respect. 

The tax on royalties and technical 
fees received by non-residents was re-
duced last year f rom 63 to 50 per cent. 
The position about technical fees, 
however, remains very confused be
cause it is taxed at 50 per cent if 
deemed to be delivered in India and is 
entirely free of tax, if deemed to be 
delivered abroad. The deeming pr-
vision creates a lot of uncertainty, to 
avoid which foreign collaborators take 
good care to see that all drawings, etc, 
are delivered abroad, and avoid 
getting technical work done locally; 
besides, they are encouraged to cash in 
on technical fee rather than royalties. 
This is a rather complicated question 
but given the ingenuity of the Finance 
Minister, it is not beyond solution. 

GATT's New Chapter 

THE new chapter of G A T T, ac-
cepted on November 26 and 

now signed by almost al l the coun
tries on February 8, is a new chapter 
in more than one sense. For, it 
marks the end of the era when there 
was no official recognition in G A T T 
of the special trading needs of the 
developing countries. The lack of such 
recognition had forced developing na
tions to insist, at the last year's UN 
Trade and Development Conference, 
that the time had come to dissolve 
G A T T ; their demand was withdrawn 
only on the understanding that t h t 
Agreement would soon be modified. 

The new chapter has the following 
main features: The developed countries 
are asked to give high priori ty to re
ducing the tariff and other barriers 
against present and potential imports 
from developing countries. Thus there 
is now official recognition of the Heed 
for developing countries to find mar
kets for their new manufactured pro
ducts. Further, the developed count
ries are asked to refrain from impos
ing any new tariffs or other disabilities 
on present or potential imports 
f rom developing countries. But what 
constitutes the most important change 
is the provision that the. developing 
countries need not reciprocate the 
concessions the developed countries 
grant them. This abandonment of the 
principle of reciprocity is the most 
important concession to the develop
ing countries. A new Committee on 
Trade Promotion has also been ap

pointed. Its main purpose w i l l be to 
ensure the implementation of the new 
provisions by th inking up helpful 
measures. One important task it has 
already been assigned is that of exa
mining the feasibility of drawing up 
a scheme of preferences for the trade 
of developing countries. 

However, how soon and how far 
the developed countries w i l l want to 
implement the new provisions is a 
different question. Already a qualm-
cation is provided in the new chap
ter: the developed countries need not 
observe the new provisions "when 
compelling reasons, which may i n 
clude legal reasons, make it impossi
ble" for them to do so. For, it does 
seem that in making the stipulated 
concessions, for the manufactured 
products particularly, the developed 
countries w i l l have to pay the cost — 
in the short-run at least — of i n 
creasing unemployment at home and 
of disturbing some vested interests. 
Hence it is too soon to be very op
timistic about the final results of the 
new provisions. They have certainly 
created a favourable climate of world 
opinion for the kind of concessions 
the developing countries demand. To 
that extent, we can be more hopeful 
now about the Kennedy Round of tariff 
talks. But the French refusal to sign 
the new chapter (on the ground that 
it is not generous enough to the deve
loping countries) and the progress 
made so far in the Kennedy Round, 
emphasize the need for the develop
ing countries to continue to press their 
case for more liberal trade policies on 
the part of the developed countries. 

US and Vietnam Crisis 

PRESIDENT Johnson has reiterated 
once again that the U S does not 

seek to expand the war in Vietnam 
while maintaining, at the same time, 
that she w i l l honour her 'commitment' 
in South Vietnam. Now, if the course 
of the tragic war in Vietnam has prov
ed anything it is that this is a con
tradictory position, since it has been 
established beyond doubt that the U S 
cannot defeat the Vietcong in S Viet
nam without escalating the conflict. 

The recent U S air strikes at Nor th 
Vietnam are proof of this. The pre
text that the attacks were aimed at 
army establishments which had active
ly assisted the successful Vietcong at
tack on the U S mi l i ta ry base at 
Pleiku was so patently untenable that 
even the State Department has not 

pushed it too hard. Pleiku was 
another in the chain of defeats which 
the Vietcong have been handing out to 
the Americans and the decrepit Gov
ernment and army of South Vietnam. 
There was l i t t le the Americans could 
do about i t , for though far superior in 
weaponry they lack the one factor 
which accounts for the Vietcong's un
believable success — the support of 
the people, particularly the peasants. 

To their Pleiku defeat the U S re
taliated in the only way open to them 
— by striking at Nor th Vietnam from 
the air. In the swamps of South 
Vietnam they have no answer to the 
Vietcong. Similarly a land war ex
tending beyond S Vietnam's borders 
w i l l lead them nowhere. But in air 
and naval power they are clearly sup
erior to any force in the region. 

Unfortunately for the U S, superior 
air power is no answer to the mil i tary 
problem in S Vietnam, tt can only 
extend the war and at best perpetuate 
a stalemate at heavy cost in human 
and material terms. Far from helping 
to honour the American 'commitment' 
in S Vietnam without extending the 
war, tactics such as those which guid
ed the air attacks against Nor th 
Vietnam w i l l most likely extend the 
war without achieving the objective of 
defeating the Vietcong. 

The U S is not unaware of this, yet 
so deeply is she committed to hopeless
ly unrealistic policies in south-east 
Asia that the only way out of the 
tragic stalemate — a political settle
ment with China — st i l l appears un
thinkable to her. Nor is it the U S 
a lone who would settle the Vietnam 
problem without reference to China. In 
his latest well-meaning pronouncement, 
Lal Bahadur Shastri has repeated his 
appeal for U S—Soviet talks on Viet--
nam. To imagine that the U S and the 
Soviet Union can settle the Vietnam 
issue is to ignore the lessons of the 
failure of the 1954 Geneva agreement 
which the U S refused to sign. 

The fact is that the principal parties 
involved in Vietnam are China and 
the U S and no agreement which is un
acceptable to either can be effective. 
Yet the US would continue to be
have as if China did not exist at a l l l 
There can be no end to the war in 
Vietnam and no abatement of, tensions 
in south-east Asia t i l l the U S decides 
to normalise her relations w i t h China 
and to give up policies aimed at sur
rounding China wi th hostile regimes. 
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