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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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