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PREFACE

The National Institute of Public Finance and
Policy is an autonomous, non-profit organisation whose
major functions are to carry out research, do consultancy
work and undertake training in the area of public
finance and policy. In addition to carrying out on its
own research studies on subjects that are considered
to he important from the national.point of view in
terms of policy formulation, the Instituje also under-
'takes resesmh'project-s on subjects ‘of public interest,
sponsored by member governments and other institutions.

The present study is the second part of an
overall study of the theoretical and quantitative
aspects of corporate profits" taxation in India. An
'earher study, Piscal Incentlves and Corporate Tax
Saving (1983) examined the provisions in the income
tax law relating to fiscal incentives and assessed the
tax base diminution effect of individual incentives

and the“tvax savings that accrue to corporate assessees.
‘The focus in this study is again on the pro’V‘isions

,relat ing to the income tax law as applicable to corporate
agsessees (excludmg the fiscal incentives) and an
assessment of the economic effects of the corporate
proflts taX. Apart from estimates on the elasticity

and buoyancy coefficients of the corporate profits tax

at the aggregate level, estimates ar¢ also made at
disaggregated levels and explanations are offered for
the observed sensitivity of the tax. Finally, an
assessment is made of the effect of the corporate profits
tax on aspects of corporate behaviour, namely, investment,
profitability, dividend policy and capital, structure.
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It is hoped that the results presented here would provide
the basis:for a more meaningful discussion on corporate
tax refomm,

The study was self-sponsored by the Iastitute.
It was conducted by Vinay D. Iall, who has also drafted
the Report. At different times research-assistance was
provided by A.K. Gupta, Sujata Dutta and Geeta Kanwar
among others. The data were processed on the NIPFP
computer and K.K. Atri and A.K. Halen did the nec essary
programmes.

The Governing Body of the Institute does not
take responsibility for any of the views expressed by
the authors in the Report. The responsibility for the
concluSmns ma‘i'z;ivéd at an-d. thé views express,ed-b'elongs
to. the Director and the staff of the Institute and
more particularly to the author of the Report.

R.J. Chelliah
Director

September 11, 1983
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I. O0BJECTIVES

1. Introduction

The corporate profits tax in India has remained
largely unchanged for over two decédes. The last major
change was made through the 1959-60 Budget, when the partial
imputation system was replabed by the classical system of
taxation of corporate-source income. Under the present
system, the company is treated as a sepafate economic entity
and the shareholder gets no credit or allowance for any ‘part
of the tax levied at the corporate level. Under the earlier
system, the shareholder was given credit Fo: the corporate
tax paid by the company on the distributed component of
profits., . |

The present Income-tax Act, 1961, which replaced the
Indian Income-tax Act of 1922, is nou”also_qver tuo decades
old. Over the years, the Act has been subject to several
revisiphS'through amendments, additions of new provisions
and impertant judicial rulings. As a result, what Kaldor
(1956) observed more than a quarter century ago is perhaps
evan truer foday. The company téx.provisioné in Indié are,.
to quote Kéldor,‘“a perfect maze of unnecessary complicétions,
the accretion of years of futile endeavour..." (p. 84).

1/ For a discussion on the corporate profits tax system
before and after the 1959-60 change, see Chapter II,
Sections 2 and 3.



There has been some discussion during the last feuw
years on the need toc repla~c the Income-tax Act, 1961. A
number of Commissions/Committees have examined particular
aspects of the incomz tax system. At the same time, there
has been a noticeable absence of scientific guantitative
studies on the actual operations and effects of the income
tax system. This may be attributed partly to inadequacies
in the data base..

However, to keep any discussion on tax reform in its
proper perspective, it is necessary to analyse the impact of
the existing tax system, identify its weaknesses and prOpdse
and assess an alternative tax system. Such a study is all
the more desirable in the case of the corporate profits tax,
as not only is this tax a major instrument for mobilising
resources but it also directly affects operations in a
growth-oriented segment of the economy.

There have been feu studies of issues relating to
the Indian corporate profits tax. “Sahota (1961), Rao (1979)
and Khadye (1981) have presented estimates on the elasticity
and buoyancy of the corporate profits tax system on the
basis of time-series data, but they did not offer any
economic explanation -for the results obtained. Lall (1967),
the Expert Committee on Unemployment, Ministry of Labaur
and Rehabilitation (1972), Jhaveri (1973), NCAER (1976),
Somaysjulu (1977) and the Expert Committee on Tax Measures
to Promote Employment (Dandekar Committee, 1980) have
presented some estimates on the tax-saving effect of
selected fiscal incentives, in particular, the development’



rebate, investment allowance and tax holiday, mainly on the
basis of ex-post data from nublished annual reports and
assessment data from income tax returnsﬁ Thesé studies
related to selected v-ars and did not cover all the fiscal
incentives. More recently, Lall (1983) has estimated the
tax saving effect of all fiscal incentives using ex-post
assessment data from assessed income tax returns on major
incentives and from published annual reports and also

- ex=-apte data from appraisal reports of a financial institu-
tion, Laumas (1966), Lall (1967 and 1974), Gandhi (1968)
and Rao (1979) have presented some evidence on the shifting
of the corporate profits tax in India. A few econometric
studies on corporate finances in India have been made over
the last decade and a half, but these / for example,

Sastry (1966), Krishnamurty and Sastry (1971, 1975), Swamy
and Rao (1975), Rao (1979), Johar, Kumar and Singh (1982)_J
have not assessed the impact of the corporate profits tax.
Among‘thelfew studies that have assessed econometrically
the effect of the corporate profits tax on selected aspects
of corporate.operations, namely, retentions, gross resource
mobilisétion, equity finance to debt finance ratioc and
retentions to ficeh issucs iatio are those of Dixit (1976),
Venkatachalam and Sarma (1978) and Lall, Srinivasa and

Atri (1982).

2. O0Objectives

This study presents empirical evidence on the
impact of the corporate profits tax in India. Specifi-
cally, the objectives of the study are:



(i) To measure the sensitivity of the corporate
profits tax and interpret in economic terms
the observed resultsy

(ii) To measure the effect of a change in the
corporate profits tax on operations in the
ménufacfuring'segment of the corporate
sector, as reflected in:

(1) corporate investment in gross fixed assets;
(2) corporate profitability after tax;
(3) corporate. dividend policy; and
(4) corporate capital structure; and

(iii) To examine at the disaggtegated level whether
factors like age, size, growth rate of
companies and type of industrial activities

have a bearing on the impact of the corporate
profits tax on corporate operations.

3. Framework of the Study

In order to place the quantitative analysis in
proper perspective, the following two chapters analyse the
main provisions of the income tax law, as applicable to

2/ Ancther study (Lall, 1983) brings out the main provi-
sions of the income tax law relating to fiscal incentives
available to companies and assesses the impact of
individual incentives on the corporate tax base, tax
liability and rate of return.



companies (Chapter II) and the developments in the corporate
sector and growth .in corporate tax revenue collections and
agsessments (Chapter I1I), Chapter IV presents the analysis
relating to the sensitivity of the corporate profits tax.

The results of the économetric exercises assessing the impact
of the corporate profits tax on corporate investment and
profitability are presented in Chapter.U and those on the
impact on dividend policy and capital structure in Chapter
VI,



II. THE CORPORATE PROFITS TAX UNDER
THE. INDIAN INCOME TAX LAU

1. Evoluytion of Corborate Profits Tax System

The first piece of income tax legislation in India
dates back to 1860, when the tax was applicable uniformly
to all income ‘persomal, corporate, business and agriculture).
This tax was abolished in 1865, ‘Thereafter; corporate income
was taxed~through various levies like the 'licence' tax and
the 'certificate' tax, until the Indian Income-tax Act, 1886,
was introduced; in fact, 23 Acts dealing with taxes on
income were enacted between 1860 and 1886, The 1886 Act,
which was in force till 1918, constituted, in effect, the
framework of the general structure of the subsehuent
Income-tax Acts, including the present Income-tax Act, 1961.
This Act classified income into four categories, namely,
salaries and pensions, profits of companies, interest on
securities and other sources of income., Agricultural income
was exempt and each category was assessed separately without
reference to any income falling in the other categories.
partial integration of the tax on corporate income with
the tax on personal income was introduced as distributed
profits were not taxed again at the dividend recipient
level,

The next important step in tax legislation was the
Indian Income-tax Act of 1922, Three major innovations
vere introduced by this Act: First, there was a stipula-
tion that the tax assessment wouwld relate to the income of



the preceding.year rather than (as hitherto) the previous
year's income merely serving as a measure of the income
of the assessment year; secondly, the Indian Income-tax
Act of 1918 and' the Indian Super Tax Act of 1920 were
merged; and thlrdly, this Act stlpulated only the bases,
methods, machlnery and administration of assessment; the
tax rate was to be determlned by annual Finance Acts.

The 1922 Act was in force until 1961 when it was replaced
by the Income-tax Act of 1961.§/

2, Tax System Befors 1959-60

The:base of the corporate profits tax in India has
always been corporate profits since the time a separate
tax was levied on profits of companies in 1886. In rccent
times, the last major change in the corporate profits tax
system was made in the budget of 1959-60; first, in the
rates of the income tax on companies and thec super tax were
combined the net incidence of the then existing taxes on
income, excess dividends and wealth, and the wealth tax an
companies and ‘the excess dividends tax were abolished;af
and, secondly, the system of grossing-up of the sharehoider's
dividend incoms was abolished.

g/.'For a discussion on corporate tax legislations in
India, see Ambirajan (1964) and Pophale. (1965).

4/ For purpose of advance payment of tax under Section
18A of the Income-tax Act, 1922, separate tax rates
of 20 per cent for income tax and 25 per cent for
super tax were specified, a total tax rate of 45
per cent, The two taxes were merged in 1965, as
in the case of the taxes on non-corporate 1ncomeo



Prior to the 1959-60 change, a company had to pay
income tax (the gener:i rats for an Indian company was
30 per cent), a surcharge of 5.0 per cent on the income
tax and a super tax at 20 per cents The income tax
component of the tax (but not the super tax component) was
-deemed to have been paid by the company on behalf of its
shareholders, under section 18(5) of the Income-tax Act of
1922+ At the corporate level, the rationale for the
system was- that the company was nothing more than a
'withholding agent! of the Government as regards the
income tax payable by shareholders on: their dividend
income. At the shareholder's level, the taxable dividend
income consisted of the net dividend received and the
corporate tax paid on it (i.e., the gross dividend) and
this gross dividend was added to the shareholder's income
from other sources to compute the t&axable income. The
shareholder was, however, entitled to a credit for the
corporate inecome tax component of the gross dividend
against his personal income tax liability; in case the
tax withheld at the corporate level exceeded the tax
liability at the personal level, a refund was permissible.g/
In effect, the corporate profits tax was partially
integreted with the personal income tax (to the extent
of the income tax on the dividend component of corperate

profits)e Integration'was not extended to the retained

5/ The gross dividend for every unlt of dividend recelved
was worked out by applying to' the net dividend, the formula:

1
X - T
- (755 x 753/
where X was percentage of corporate income liable to tax and
r the corporate income tax rate in pies per rupeee




component of corporate profits or to the super tax, for
the shareholder did 1oc ysc any credit for the tax on his
proportionate share of such prof its (in accordance with
his proportionate holdings of the total equity share |
capital), as he would undér a fully intagrated system of
corporate and personal taxatione

~The super tax was not included in the grossing=up
scheme as it was deemed to have been paid by the company
on its -own behalf and not on behalf of its shareholders.
The Taxation Enquiry Commission (Matthai Commission)
(1953-54) recommended the perpetuation of the legal
fiction but only as far as the income tax was concernsd
and it did not recommend the extensiﬁh of this ﬁfovision
to the super tax. No creditiuas; therefore, given to the
shareholder for the super tax pald by the company under
the pre-1959-60 grossing-up system. The super tax was,
therefore, rightly called the 'corporation' taxe

The pre-1959-60 grossing-up system of corporate
profits taxation was found to be highly complicated,
inconvenient,; uncertain in determination of tax liabili=-
ties and'discriminatOry in its effect on the total amount
of dividend (after the personal income tax) received by
shareholders belonging to different income tax bracketss
The rate of grossing-up depended upon the effective rate
at which the corporate profits were initially taxed, and
this effective tax rate, in turn, depended upon the
composition of the corporate incomee. Further, Qhen

dividends were paid out of past reserves, the determination
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of the effective tax rate at which profits were to be taxed
became even more complicated., The assessment at the
shareholder's level had to await completion of assessment
at the corporate level, Finally, the tax credit system
raised the amount of total dividends received by the
shareholders, "but while the level of total dividends was
the same for all the shareholders, the effective rate of
dividends after the personal income tax depended upon the
margfnal personal income tax rate applicable to the share-
holder. VUWhile such a discrimination exists even under a
classical system of corporate profits taxaﬁion, the degree
of discpimination is ,greater under the imputation system.

3. The Present Tax System

a. No dividend credit, Under the present system, a

company is chargeable to corporate profits tax as a
distinct taxable entity (in its own capacity as an income
earner) and. pays tax in discharge of its own liability and
not on behalf of, or as an agent of, its shareholders. The
legal fiction of deeming the income tax paid by the company
as having been paid by the shareholder is no longer in
force. At the shareholder's level, no credit is given for
any portion of the tax paid by the company on the dividend
component of corporate profits, but the shareholder is
permitted to deduct from his personal taxable income base
dividend income upto a specified limit;é/ As such, the

§/ The specified monetary ceiling for deduction of.
dividend income from the personal income tax base
presently in force under Section 80L of the Income=tax
Act, 1961, is Rs 4000, However, this is not an exclusive
ceiling for dividend income but also applies to
interest income and income from units of the Unit Trust
of India (UTI). Interest income from deposits with post
offices and with nationalised commercial banks and
income from units of UTI are further eligible for an
additional separate ceiling of Rs 3000 each. The combined
monetary ceiling for all types of preferentially tax
treated income under Section 80L now stands at
Rs 10,000 effective from the assessment year 1983-84.
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tax liability of the shareholder is no longer related to
the tax liability at the corporate level, However, there
‘is withholding of tax on dividend income: the company
deducts tax at a prescribed flat rate and pays it tovthe
government, excépt in the cass of shéreholders who declare
or show that they do not have taxablevihcomes. An assessee
can also claim refund of the tax withhold by the company
if he is so entitled,

The basic rate of corporate income tax is now 55,0
per cent for Indiah companies in which the public are
substantially interested; the rate Was 45,0 per cent in
1960-61 and 1961-62, 50,0 per cent from 1962-63 to 1965-66
and was raised to 55,0 per cent in 1966-67. A surcharge is
being levied on the corporate income tax since 1972-73.

The rate was 2.5 per cent for 1972-73, 5.0 per cent during
the period 1973-74 to 1979-80, 7.5 per cent be’1980-81
and again 2.5 per cent fram 1981-82 to 1982-83, The
present rate of surcharge (for 1983-84) is 5.0 per cent.

Another important tax levied on companies is the
sur tax, introduced in substitution of the super:profits'
tax in 1964, The super profiﬁs tax had been introduced
in the 1963-64 Budget against the background of the
;aggression against the country, The‘super proFits tax
was justified politically on the ground that the corporate
sectory like the rest of the community, had to bear its
share of the increased national responsibility; the
economic justification was that the levy would act as a
disincentive to excessive profits and would help keep
down the prices., 1In effect, it was even then felt, as
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has been pointed out by the Direct Tax Laws Committee
(Choksi Committee, 1978) "that the super-imposition of a
separate tax was a better alternative than revising the
system of corporate taxation in general™ (p. 94).

The basic objectice of the sur tax is to mop up
excess profits and the tax was justified on the groend
that there was no correlation between the rate of corporate
tax and the profit-earning ability of the company. It is,
however, pointed out that the sur tax in effect amounts to
a tax on efficiency and both the Committee for Ratio-
nalisation and Simplification of the'Tax Structure
(Bhoothalingam Committee, 1968) and the Direct Taxes
Enquiry Committee (Uanchoo Committee, 1971) advocated its
abolition, The Choksi Committee, however, supported the
continuance of the tax because the high return on capital
employed in the Indian industry having a captlve market
under the prevalllng system of llcen31ng "is to some extent
fortuitous in that it is brought about not so much by any
positive effort of the management as by the generel economic
climate resulting from Governmental policies™ (p. 94). The
Choksi Committee, therefure, felt that an additional tax
on such extra profits would not only meet the needs of
social justice but would also not aFFect‘eFFiciency°
Therefore, the Choksi Committee was not in favour of
merging the levy of sur tax with the income tax of
companies but recommended that 1t be allowed to continue
separately, At present there are two rates of sur tax,
one at 25 per cent appllcable to the slab of chargeablev
profits represeriting a return between 15 per cent and:ZO
per cent of the capltal having regard to the Faet that
the statutory deduction is 15 per cent,



A higher rate of sur tax of 40 per cent. is applicabls to
the residual chargeabls amounts The Choksi Committee
recommended a flat rate of 40 per cent for all chargeable
profits, on the ground that the sur tax is intended to
mop up surplus profits not reasonably attributable to
management effort andéltherefore; a two~tier rate was
inappropriates '

In earlier years, some additional taxes on
corporate profits uére levied:'namely5 the excess profits
tax (1940-41 to 1946-47) and the business profits tax
(1947-48 to 1950~51). These taxes as well as the super
profits tax and the sur tax were aimed at mopping up
'surplus! profits in the corporate sector for:the benefit
of the national exchequer and were in the nature of 'an
additional duty of incdme tax'e Besides, excess dividend
tax (1956=57 to 1958-59) was levied to discourage
excess ive distribufions'and to stimulate retentions and
a tax on bonus shares (payable by the company) was levied
from 1956-57 to 1965~66  on the ground that the issuing
company had a greater ability to paye

be :ClaSSification of companies and statutory tax ratess

An element of differentiation exists in the statutory'tax
rates ahblicéble to corporate‘incohe based on thBICatégpry
to which. the income-earning company belongs and also on
the size of such incomee« Section 2(17} of the Inébme-tax
Act, 1922 (amended by the Finance Act (Noe2) of 1971)
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classifies all companiesZ/_either as an Indian company or
a f‘o_reign'compahy8 » the criterion being the possession'oF
a 'registered! office in India or outside India, Domestic
companies are further clczssified as thGse in which 'the
public are substantially 1nterested'—/ (or widely-held
companles) and thoge in which 'the public are not substan-
tially interested’ (or closely- held companies), the latter

being mainly private limited companles.lg/

Tuo features of Indian companies, relevant for
purposes of income taxation, need to.-be noted. In the

first place, a '"domestic' or Indian company is statuﬁoiily

7/ Under the Income tax law, the term 'company' has a
much wider connotation than under the Indian company
law as the Finance Acts generally include also an
unincorporated institution, association or body,
Indian or non-Indian, as a company, if declared so
by the Central Board of Direct Taxes, Ministry of
Finance, Government of India.

A foreign or non-domestic company is one which does
not declare and dist-ibute any dividends within India.

Section 2(18) of the Income-tax' Act, 1961, stipulates
that a company is one in which the public are substan-
tially interested if it is owned by the Government or
by the keserve Bank of India or if they hold at lsast
40 per cent of the shares or if at least 50 per cent
of the shares carrying voting rights .are held by
public sector financial corporatlons or by the

general public,

12/ Under the Indian Companies Act, 1956, a private
limited company has restricted right of transfer of
shares, the number of shareholders are limited .to
50 and it does not invite subscription to its shares
and dnakentures from the public,

© @
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obllged under Sectlcn 194 of the Income-tax Act, 196111/,
to deduct £ax ”T.diJ;fzﬁﬁu peld to non-residents, and
secondly, private limited companies; (only domestic non-
industrial) are rcyuired under Section 104 to distribute a
'statutory percentage! of their 'distributable income' as
dividends within 12 months of the expiry of the relevant
year.lz/ An additional (penal) tax is otherwise imposable
under Section 109 in the event of failure to dlstrlbute
the 'statutory percentage' of 'distributable income'. The
base for the penal tax is confined to the distributable
income, as reduced by the amount of the dividends actually
distributed. The penal tax rate is 50 per ‘cent for an
investment company, 37 per cent for a trading company and
25 per cent for any other company. The penal provision
is, however, not.applicable'to a subsidiary company if the
whole of its shafe capital is held by the parent company
or by lfévhominees during the relevant year, It is also
not applicable to private limited companies on their
income generated from manufacturing operations.

Another slement of differentiation in the statutory
tax rate applicable to companies upto the assessment year
1982-83, was based on the size of their income. The

income of a domestic company below a specified amount

1]/ Unless ctheru1se stated, the sections mentioned
in this study refer to those of the Income-tax
Act, 1961.

12/ Section 104 replaced Sectlon 23A, which was
incorporated into the Indian Income-tax Act, 1922,
in 1930, following the practice in the UK.
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(Rs 1 lakh for a company in which the public are substan-
tially interested and Rs 2 lakh for an industrial company
in which the public are not substantially interested) was
subject to a lower tax rate than those with g higher income.
This differentiation in the statutory tax rate could not

be taken to represent progressivity of the corporate profits
tax in India, because once the income exceeded the preferen-
tially-treatable level, the whole income was liable to be
taxed at the higher tax rate, The Bhoothalingam Committee
rejected the case for progression in the corporate profits
tax rate on the ground that companies were only juristic
personalities and the principle of progression should be
_restricted to taxation at the shareholder's level. The
Committee favoured a preferential treatment to industrial
companies or companies producing specified articles through
a straight deduction rather than a lower tax rate. It also
expressed doubts on whether the corporate form of business
organisation was more prevalent or was the most deéirable
form for small-scale industries, Subsequently, the Wanchoo
Committee also favoured a uniform tax rate (55 per cent)

for all categdrieé of companies.

A differentiation in the statutory tax rate is
also incorporated into the tax system on the basis of the
source of the corporate income, If an Indian company in
which the public are not substantially interested is a
non-industrial company, the tax rate is higher than if it
is an industrial company (i.e., engaged in manufacturing
operations).’ In the case of a foreign company, a lower tax



- 17 -

rate is applicable on income received by it as royalties,
fees, etce, on the basis of an agreement with an Indian
company entered before April 1, 1976, and approved by the
Government of Indiae

The statutory tax rates as applicable to different

categories of companies are presented in Table IIe1e

ts Taxable income. The major sources of taxabls
corporate income in India are profits and gains from

business operations, capital gains, interest, dividend and
property income.lg Agricultural income falls outside the
purviey of the corporate profits taxe The 'total income!
which forms the final stage for computing taxable income,
is the residual after all operating and non-operating
expenses are deducted from 'total receipts'! in accordance
with the principles of the mercantile system of accounting,
subject to the expenditure and allowances that are
statutorily tenable under the income tax lawe ‘While
computing gross or 'total income', capital receipts are
distinguished from reveriue receipte ~according to tests
evolved thrbugh.judicial rulingss+- In general, receipts

arising out of the substitution or conversion of fixed

lg/ In the assessment year 1980-81, 91.1 per cent of the
total assessed corperate income was generated from
business and professions, 2+4 per cent from dividends,
10 per cent from interest, Qe4 per cent from capital
gains, 0.6 per cent from property and 45 per cent
from other sourcess For details, see Chapter III,
section 2d.
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| TABIE II.1
Statutory Tax Rates on Corporate Profits

Finance Act 1982 ._;Einance Act 1983
Income Sur-. Total, Income $Sur-.- Tntal
tax charge tax charge
1. Domestic companyl/ in which public are substantially
~ interestead : »
a. if income does not exceed &s 1 lakh 45 2.5  46.13 55 5.0  57.752/
b. if insome exceeds Rs 1 lakh 55 2.5 56.37 55 5.0 57.75
2. Domestic company in which public are not substantially
interested o
a. in case of industrial companyg/’
i. total income not exceeding is 2 lakh 55 2.5  56.37 60 5.0  63.002/
ii. total income exceeding Rs 2 lakh 60 2.5 61.50 60 5.0 63%.00
b. in case of non-industrial company . 65 2.5 66.63 65 5.0 68.00
3. Non-domestic company |
a. on royalties, fees, etc., on which agreement made '
with Indian company before 1.4.1976 and approved 50 2.5 51.25 50 5.0  52.50
\ by Government of India '
b. on the remaining income | 70 2.5 71.75 70 5.0  73.50

Notes: 1/ A domestic company is one which has made the prescribed arrangements for declaration and payments
within India of dividends payable out of such income in accordance with the provisions of Sectidn
194 of the Income-tax Act, 196{. -

2/ An industrial company means a company engaged mainly in the business of generation or distribution of
electricity or any other form of power. or in the construction of ships or in the manufacture or pro-
cessing of goods or in mining. - The Finance Act 1983-84 widened the scope of the terms ‘indusirial'’
company, to include companies engaged in road and inland water ways transport and execution of projects.

3/ The Finance Act 1983, abolished the differentiation in tax rates based on size of income, effective
from the assessment year 1983-84. : .
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capltal assets 40F%; from .replacement df- a SOuUTcE of, 1nccme or
through thelg .sale; exchange-or transfer, constitute oaﬁit?l
receipts and.do.not form part of. taxable incoms. The-base,
on Uthh thew tax is levied is, thus, not comparable wiktH..the
economlst‘s concept of comprehen31ve income.

*Total ‘income!, in terms of Section 5§, is all incorie
“that ls actually raceived, or is deemed to be recelved or. accrues
or arises or is deemed to accrue or arlse in India.\ Uhlle 1n
the case of a resident company, the 'total 1ncome"1srthej‘
‘ttotal world income', in the case of a non-resident. compan?é it
is the 'total Indian lncome'lﬂl Section 28 deals with the i
‘charglng of tax on business profits under the head : 'bu31ne§s or
_proFBSSLOnﬂ and the expression used is 'proflts and ga;ns'ﬂ
which by conventlon is detezrmined in the light of commer01§}

31

accountlng principles.,

The Finance Act, 1983 imtroduced a major innovatigprin
the computation of the corporate tax base. A minimum taxibase
would. be;mandatory in the case: of'prnfitﬂméking‘Cdmpanieé;
.thereby ellmlnatlng the phenomenon of tzero-tax Base! and
!zero-tax. payable! companies. The minimum actual tax base 13
statutOrlly flxad at "30 per cent of the operating proF&ts before
deduction of fiscal incentives, In eFFect the dlmlnutlon in
the tax base due to use of fPiscal 1ncent1ves is nouw. restrlcted
to 70 per cent of the hypothetical tax base.

d. Admissible deductions. The adm1531ble deductlons-From

total recelpts' to derive taxable income can be broadly
claselfled into four broad categories:

14/ The tests of residence are laid down in Section 6,
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(i) cost of earning incomey
(ii) depreciation allowance;
(iii) offwseiling vie iuss of earlier years; and
(iv) fiscel incentives,

All expenditures involve the oytgoing of funds based
on some volution. The deductions ypder (i) are made from
'total receipts' to derive tha current year's operating
profits, Only revenus expendf tures ares deductible, according
to tests evblvéd~thr0ugh judicial rulings which distinguish
capital expenditure from revenue eXpenditura. 3 The deduc~
tion under’(ii), namely, depreciation allawance, is then
admisgsible, followed by daductions under (iii), after which
deductjons under (iv) can be claimed, The Eaxaﬁle income is
thus obtained after all thétentitled‘revenue_expenditure,
carried-forward losses and fiscal incentives are claimed from
the current year's operating profits.

The expenditures and allowances that are permitted to
be deducted to arrive at !'taxable income; have to be, accord-
ing to Section 37, 'wholly and exclusively' incurred for the
purpose oF\carrying on the business or profession, Such
expenditures should not be in the mature of a 'personal! or
'capital' expenditure or on account oF.incentives-not being
debited in the ordinary course as expenditure. It is in the
interpretatibn of these terms in computing taxable income
that differences may and do arise between the asseSsée and

the tax assessor,

15/ Broadly, a capital expenditure is one (i) which is made
not only once and for all, but also made with a view to
bring into existence an asset for the enduring benefit
of trade, (ii) or is made for the initiation of a
business, for extension of a business or for a substan-
tial replacement of equipment, éiii) or is incurred to
acquire a concern or-goodwill, (iv) and is referred to
as fixed capital or capital assets and not as circulat-
ing capital or stock-in-trade.



The areas of disputes on expenditure items claimed
by companies in India under the income tax law has been
reduced considerably after 1972, when specific formulae
were prescribed, Prior to the introduction of these pres-
criptions, there used to be conflicts between the assessor
and the assessee on the determination of entertainment
expenses, advertisement expenses, commiseions and salaries
and benefits to directors. 8 At present, the areas of
disputes relate mainly to the determination of capital and
revenue eXpendifure, capital and revenue loss, bad and
doubtful debts, computation of incentives. and computation
of sur tax; some disputes also arise‘qd the determination
of capital and revenue receipts, 1In case of disputes, the
claimed expenses are partially disallowed by the assessing
authority, against which decision an appeal may be, and is
often, preferred.

The wvholly disallowable expenditures which are
stipulated under Section 40 include cesses and taxes on
profits, contributions to provident funds not recogmised
by the Commissioner‘of Income Tax, interests and salaries
paid outside India without deduction of taxes and provisions
against future contingencies. The partial and wholly
disallowed expenses are added back by the assessing authority
to arrive at taxable income.

16/ The Finance Act 1983, introduced clause 3A and 3B in
Section 37 to curb certain ‘types of business expendi-
ture, relating to advertisement, publicity, sales
promotion, travel by rail, motor car, ship, pouwered
craft or aircraft and payments to hotel. The temms
'entertainment expenditure! and 'guest house' have
been defined to reduce dlsputes on conceptual grounds.

e
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e. Set-off of loss, A loss, as distinct from an
expenditure, is an outgoing without volution and Ssection

72 provides for carry-forward of business loss upto eight
years and for set-off agéinst‘income in the subsequent years.,
Thus, the tax liability in year 2 will be computed as
Folious:

TL, = (Y-X) . t,
uhere
X = loss in year 1 ;
Y = profits in year 2 ;
t2’#>tax rate in year 2;and

Tlp = tax liability in year 2.

Only loss incurred in business can be carried
fo rward, and bnly as long as the business continues; once
the business ceases, the carried-forward loss lapses. ' This
‘system gives rise to a paradoxical situation under which or-
dinarily a healthy unit has to be merged with a sick unit
(knoun as reverse merger) to allow for carry-forward of
loss. Further, a private limited company is not allowed to
carry-Foruard its loss in case there is a change in the
cohfrﬁlling interest.,  7iie carry-forward of loss is distin-
guished in the income tax lau from the carry-forward of
unabsorbed depfeciation and fiscal incentivesj among the
latter two, only in the case of depreciation there is no

time period limitation for carry-forward.

f. Depreciation allowance. The permissible deduc-
tions examined in sub-section 2(d) are in the nature of
current expenses. -An important allowable deduction, which
is conceptuéllv in the nature of replenishing a capital
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asset but whose incidence falls on the revenue account, is
depreciation, The real nature of annual depreciation is

such that a capital cost becomes transferred into a succession
of anﬁUél charges against’revenue. In terms of commercial
accounting, depreciation is a charge on profits before they
are ascertained (and does not come out of the profits) and

hence, it is not a 'reserve' but only a 'provision'.

The term 'depreciation’ is not specifically defined
in the Income-tax Act. If~isicdnventionaliy used to refer
to wear and fear of plant and machinery on account of its
use., ' Depreciation is, thus, the diminution in the value of
an aSset:thchvoccurs with théhpassage of time, notwithstand-
ing“propef and adequate expenditure on maintenance and

repairs.

The purpose of permitting depreciation to.be fully
deductible is to enable the company to recover the value of
the scapital asset over a specified period; the depreciation
provision; however, does not take into account the impact
oF'inFlation, Fdf'reooupment of the value of the capital
asset is in terms of 1ts book value and not its real value.
Depreciation provision, as provided under Section 32 also
does not take into account the ‘economic life' of the
depreciable asset but is basedfon a légal fiction of the

'physical life' of the asset.lZ/

17/ That the income tax law takes into consideration only
the 'physical life' of the depreciable capital asset
is clear from Section 32(1), which lays doun that a
capital asset has to be physically used to claim
depreciation, - Rule 5 of the Income-tax Rules, 1962,
stipulates that the asset should be used for six months
or more in a year to qualify for full depreciation and
that if the asset was used for less than six months,
only a part of the normal depreciation can be claimed,
Under the Taxation Laws (Amendment) Act, 1970, deprecia-
tion is admissible if an asset is used even for a single
day during the assessment year, but prior to this
amendment, an asset had to bo used for a minimum period
of 30 days to qualify for depreciation,
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Under the income tax law, an assessee is entitled

to four types of depreciation allowance:

(1)

(ii)

(iii)

(iv)

Normal depreciation allowance on buildings,

machinery, plantand furniture under Sections
32(1)(i) and (ii).

Extra depreciation allowance on machinery and

plantfor double or triple shift working as
specified in Income-tax Rules 1962 (part I of
Appendix I).

An additional depreciation allowance in the

first year in the case of any new machinery
or plant (other than ships and aircraft)
installed after March 31, 1980, but befors
April 1, 1985, at the rate of one-half of the
amount admissible under the ndrmal'deprecia-
tion allowance, exclusive of extra allowance
for double or multiple shift working.

A special depreciation allowance is granted in

selected cascs in addition to the above:

(1) 1In the case of energy 'saving devices, an
additional depreciation of 30 per cent
over and above 100 per cent of the actual
cost of the asset, effective from the

assassment year 1982-83.
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(2) An additional depreciation is available
under Section 32(1)(iv) for a new building
erecﬁed after 31st March, 1961 and used for
purpose of residence of lou-income staff
(annual income less than Rs 10,000) as well
as for. their welfare like creche, hbspital,
school, library, recreation centre, etec.
The additional depreciation is available at
thé rate of 40 per cent of actual cost of
building from the assessment year 1979-80;
prior to that the rate applicable was 20
per cent. Further under Section 32(1)(v),
additional depreciation is available at 25
per cent of cost to an Indian company in
respect of a building completed after
31.3.1967 and used as a hotel,

Generally, thé\depreciatinn allowance is computed as
a per cent of the written-doun value of the 'actual'! or
'original' cost of acquiring the capital asset, as defined
under Section 43(1);.h1n the case of ships which do not
ordinarily ply in imland waisrs (i.e., ocean-going ships),
depreciation allowance is granted on the straight-line
basis on the actual cost., Thus, while in the case of
assets in general a fixed proportion of the written-doun
balance of the actual cost is allowable as a depreciation
deduction every year, dépending on the life of the plant
as worked out for fixing the rate of depreciation, in the
case of ocean-going ships, the actual cost is annually
depreciated equally within the depreciable period (the

absolute amount of depreciation remains the same in each
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year). UWhile the former system is known as the reducing or
declining balance method of depreciation, the latter is
known as the straight line method., 1In both cases, the
historical or original cost of the capital asset forms the
base for the permissible depreciation. The replacement or
present cost concept is not incorporated in the Indian
income tax law. The !'physical life' of the asset assumed in

the income tax law is implicit in the depreciation rates.

Prior to 1970, assets were classified for purposes
of deprebiation into 17 different categories, the rate of
depréciétidn ranging from 2.5 per cent to 100 per cent.
These categorles were reduced to 7 under a scheme for simpli-
Flcatlon notified on December 12, 1969, These categories
were fixed by taking into consideration the useful physical
life of an asset and the depreciation rates werg fixed at
5 per cent, 10 per cent, 15 pef cent, 20 per cent, 30 per
cent, 40 per cent and 100 per cent., The depreciation rates
for specified plant and machinery are stipu;ated in Rule 5
of the Income-tax Rules, 1962 (Appendix I, Part I). These

rates are reproduced in Table A.1.

No depreciation allowance is admissible for land,
The depreciation rates for non-factory buildings are 2.5
per cent, 5.0 per cent and 7.5 per cent, the rates being
inversely related to the quality of construction. These
rates are doubled for factory buildings. A 100 per cent
depreciation is admissible in the case DF_purelyztemporary
erectlons, such as uooden structures., The depreciation
rate for furniture and Flttlnge is 10 per cent, The general
depreciation rate for machinery and plant is also 10 per

cent.
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Expenditure on small capital assets in the form of
machinery and plant upto Rs 5,000 are depreciable fully in
the first yeér; af fective from the aésessment year 1983-84
and upto Rs 750 prior to that year. An extra depreciation
allowance atitha\rate of 50 per cent of the normal deprecia-
tion rate is admissible for hotels and an extra-shift
depreciation allowance at the rate of 50 per cent of the
normal depreciation is available for a double eight-hour
shift and at 100 per cent for a triple shift. All the
depreciafion allouénces are cumulative and the éééfégate
amount  cannot exceed the actual cost; the additional depre-
ciation allowances, thus, only reduce the time period within

which the depreciation can be claimed.

The Finance Act, 1983 effective from the assessment
year 1983-84, has raised the rate of depreciation by 50 per
cent, Thus, the present rates of depreciation are as
presented in Table 1I1I.2.

In addition to depreciation, an - assesses can claim
investment allowance on the basis of investment in machinery
and plant, The normal rate of investment allowance is 25
per cent of the value of the new asset installed. A higher
rate of investment allowance at 35 per cent is granted on
assets utilising indigenous technologies and kﬁou-hdu
developed in approved national research institutions. The
cumulative eFFéct~oF_depreciation and investment allowance
is that an assessee can claim between 47,5 pér cent and
72.5 per cent of his investment in the first year of opera-
tions, provided he has adequate income, as is shown in
Table 1I.2.
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Bhoothalingam recommended the abolition of higher
rates of depreciation fer extra shifts on the ground that
in the absence of progressivity in the corporate income
tax, the total tax liability over the period of the life-
time of the capital asset remained unchanged, This

recommendation was not accepted and additional depreciation

TABLE II.2

Rates-of Depreciation and Investment Allowances

(per cent)

.o

Assessment year _ 1982-83 1983-84
1. Normal depreciation | 10,00  15.00
2, Double-shift depreciation 15,00 22,50
3. Triple-shift depreciation 20, 00 30.00
4, Additional depreciation 1/

5.00 7.50
25.00 25,00
35,00 35,00
40,00 47,50
50,00 57.50
50,00 62.50
60.00 72.50

for new plant and machinary

5. Investment allouance2
6. 1 %+ 4 ¢ 5

7. 3+ 4+ 5

o M T o O o

SRR

Notes: 1/ Installed after March 31, 1980 and before
April 1, 1985,

2/ a: at 25 per cent, which is the normal rate.

b: at 35 per cent for machinery and plant
utilising indigenous techniques and
know-how developed in -approved national
research institutions.,
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allowance is still permissible under the income tax lau.
Among the other recommendations of Bhoothalingam on the
subject of depreciation were: to continue the written-down
value basis, to raise depreciation to 120 per cent of
actual cost so as to mitigate the price effect and to have
only four broad categories of depreciation ratéé to avoid
unnecessary complications, viz., 5 per cent, 10 per cent,
15 per cent and 20 per cent, The Choksi Committee in its
Interim Report»(1977) recommended that the present practice
of allowing depreciation on the reducing balance method,
"uHicH'prbvides for acceiaratéd“depreciation by larger
urite-offs in the earlier years for assets in general,
should continue® (p. 11) and in the exbeptional case of
ocean-going ships, the:eXistiné straight line method should
be rétained. The Choksi Committee:also recommended that in
the case of assets in géneral,_fhé‘assessee "should have
the option in respect of the éptual quantum of depreciation
to be claimed.against the profits from year to year" (p. 11)
subject to some maximum annual rates. The recommended
maximum annual rates of depreciation were 10 per cent for
buildings (including roads, culverts, bridges, etc.), 20
per cent for furniture and fixtures and'ao‘per cent for
machinery and plant.

The income tax law provides under sub-sectiaon
32(2) for carry-forward of the unabsorbed depreciation
allowance indefinitely to be set-off against profits of
subsequent years, if in any particular year the profits
are not adequate to fully provide for the entitled depre-
ciation, There is no guestion of a lapse of the deprecia-
tion allowance, though Sections 37(4)(ii), 40(€)(ii) and
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40(A)(5) permit disallquance of certain expenditure,
partially or wholly, The facility of allowing unabsorbed
'aepreciation to be carried-férward indefinitely,whereas
loss and investment allowance can be carried-forward only
upto eight years, with unabsorbed depreciatibn'claiming
priority before unabsorbed investment allowance and other
fiscal *incentives, can give rise to a situation wherein an
assessee may not claim depreciation for a number of years
so that unabsorbed investment allowance and other fiscal
reliefs can be first claimed.” It is not specifically
proVided in the incqme'téx law that an assessee has to
claim depreciation évery year and -so he could commence to
claim depreciation from whichever year of the life of the
madhinery‘and,plant that he chooses. The year in which the
assessee claims depreciation for the first time would then
be treated as the first year of claim and he can then claim
depreciation according to the stipulated rates far the full
depreciable written-down value. The income tax law also
does not prohibit an assessee from hot claiming depreciation
in any particular year/s even if he had claimed it in the
preceding year., fccording to Section 32 of the Income-tax
Act, depreciation has to be actuallyvcléimed and the value
of the machinéry and plant has to be actually written off
in the books of the assessee. Thus, an assessee can plan
his depreciation claim in such a way that, in the event of
biﬁadequate incomé, he may fully claim other fiscal incen-
tives which are time-bound and only subsequently claim

depreciation,

18/ The spirit of the income tax law would, however, require
that full depr901atlon be claimed as and when due and
when income is available against which to charge it.

The issue whether an assessee can be compelled to claim
depreciation in the year when it is ordinarily due or
he can claim it in any particular year of his choice

is still an unsettled one.
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In case the capital assst is sold, destroyed,
demolished or discarded, the diffarence bstween the written-
down value and the scran value (if the latter is lower! is
allowed as a deduction, known as a 'terminal’ benefit, In
case the sale proceeds. exceed the written-down or book value,
the surplus known as a 'balandiﬁg charge' is chargeable under
section 41(2) to éorporate profits tax in the same way as any
other category of income earned by the company.

While the income tax, law on depreciation is fairly
well-settled, controversies betwesn the assessee and the
assessor do arise, mainly in relation to (a) classification
of the asset, (b) period of use of the asset, and (c) the
'actual cost' concept, especially in relation to pre-
operative expenses and exchange rate fluctuations.

g. Fiscal incentivses, The major fiscal incentives nouw

available tq corporate assessees are the investment allowance
(section 32R), tax holiday (Section 80I) and backward area
relief (Section BUHH)lg/. The Finance Act, 1982, introduced
tuo new fiscal incentives relating to, namely, eXport
turnover (Section B89A) and construction contracts abroad
(section 8OHHB). The Finance Act, 1983, abolished some of
the fiscal incentives like export market development
alluuahcé (section 358), rural development allowance
(Sections35CC, 35CCA and B80GGAR), promotion of livestock
breeding, poultry farming or dairy farming (Section 8033),
and cultivation of mushrooms (Section 803JJA). Further,for
promotion of exports, Section 89A relisf was replaced by
Section B80HHC relief.

19/ For a discussion on individual fiscal incentives,
see, Lall (1983).
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h. Priorities for set-off, The income tax lauw

provides for the Follou1ng prigrity in the matter of set
off of carry-foruard losses, ‘unabsorbed depreciation and

Flgcal incentives:

(4)

(ii)

(iii)

(iv)

(v)
(vi)

(vii)

(viii)

(ix)

Current: year's depreciation and amortised
expenditure on scientific‘reséarch (sections
32 and 35 )-’6

Carried forward losses of earlier years (dnly

from business under certain conditions)
(section 72(1)).

Unabsorbed depr901at10n and amortised expendi-
ture on scientific research For earlier years
('sections’ 32(2) and 35(4)).

Unabsorbed development rebate (Section 33(2)

(ii)).
Current development rebate (Section 33(2}(1)).

Unabsorbed development allowance. (-Section -
33a(2)(i1)).
Current development allowance (Section

33A(2)(1)).

Unabsorbed investment allomanceA(Sectipn
33a(3)(ii)).

Current investment allowance (Section

33A(3)(1)).



(x) Unabsorbed capital expenditure on scientific
ressarch (Section 35(4)).

(xi) Expenditure on prospecting for certain
minerals ( Section 35E£(4)).

(xii) Expenditure for promoting family planning
(section 36(1)(ix)).

(xiii) Backward area relief (Section 80HH)

(xiiv) Deduction in respsct of profits from a new
industrial undertaking, ship or hotel
(section 801(3)).

Symbolically, the taxable income or the tax base
could be reduced to the following algebraic form:

. i=t
TI = Rct - Ect + (EDpt + EDut) - EE% UDti -

i=(t—'-1) i=t
Icti - 2 UFR

i=(t-7) i=(t-7)

ti
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where,
TI = taxable income
R, = current revenue
EC = current expenditure
EDpt& EDUt = expenditure disallowed, partially end

wholly
UD = unabsorbed depreciation
LC = carry;Foruard loss
UFR = unabsorbed fiscal reliefs
t = current year »
t = first year of business; and

-0
t-1 to t-7

the past seven years.

The statutory corporate profits tax rate is
applicable to this taxable income. The effective corporate
profits tax rate is the proportion of the actual tax
liability to the taxable income plus the value of the fiscal
incentives (i.e., the hypothetical tax base in the event of
no fiscal incentives). As such, the effective tax rate can

be lower than the statutory tax rate,



III. THE CORPORATE SECTOR AND CORPORATE
TAX REVENUE

1. - Thse Corporate Sector

a, Introduction., - The developments and operations in

the corporate sector appear to be a barometer of the deve-
lopments in the organised sectors of the economy. 1In the
-overall Fiscal sysfem, this sector has a crucial role to
-play. A large propo:tioh of the tax rsvenue of the Central
government and to a substantial extent of State governments
too, is generated through 0perationé in this sector. Excise
duties, custom duties, corporate profits tax, income tax,

" sales tax and octroi are mainly collected from the corporate
sector directly or indirectly through non-corporate entities
“and individuals who provide the inputs and services to the
corporate sector or consume its output and services or
channelise them towards the ultimate consumers. In the case
- of the corporate proflts tax, the whole revenue is dlrectly
- contributed by this sector.

b. Grouth and diversification in corporate sector,

sfudy of the corporate profits tax has to be necessarily

" made in the perspective of the developments in the corporate
- aector., Ouer the yea?s; the corporate ssctor has not only
grown substantially but its activities have also diversified.
In terms of the number of domestic corporate units in opera-
tion in the country, there are, as at the end of March, 1980,
54,780 companies in the public and the private sectors, with
a paid-up shérelcapital of Rs“13 411.6 crore. A -decade ago,
there were only 29,009 companies (pald-up share capltal of
Rs 4,325.3-crore) and two decades ago, 26,149 companies
(Rs 1,818.5 crore)(Table III.1). |
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TABLE III.1
Growth of the:Indiap Corporate Sector

(Rs trore)

T R VRS o

Yea;l/ Mumber of companies Paid-up capital
) (1) (2)
1960-61 26,149 1,818.5
1961-62 24,975 2,019.1
1962-63 25,622 2,256, 4
1963-64 25,932 2,600.8
196465 26,153 2,849.8
1965-66 26,765 3,116. 3
1966-67 26,918 3,230. 1
1967-68 27,332 3,450, 2
1968-69 28,024 3,974, 3
1969-70 29,009 4,325.3
1970-71 30,461 4,423.6
1971-72 32,612 4, 765.0
1972-73" 34,922 5,457, 3
1973-74 38,383 7,187.3
197475 41,804 7,596, 1
1975-76 44,489 8,836.9
1976-77 46,856 9,943,5
1977-78 49,179 11,419.6
1978-79 50,653 12,054, 6
1979-80 54,780 13,411.6
Note: 1/ As on March 31 of Sources: 1. Government of India,
the respective Central statistical
years, Organisation, Statis-
tical Abstract of
India. ’

2. Government of India,
Ministry of Law,
Justice and Company
Affairs, Annual
Reports
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The irdustry-wise Composition'df‘corpo:ate enter-
prises and their béid;up share capital brings out clearly
thé'éhanging'pattern of industrial activity that has taken
blace over the last two decades, It highlights the shift
iﬁ the direction of cofporaté investment towards capital-
1ntensiVQ and non-traditional 1ndustrlas as well as
dlver31fled act1v1tles, as can be seen from Table III, 2.
:Pr008331ng and manufacturing industries (1n partlcular,
iron. and steel, petroleum, chemicals and other engineering
products) account for 52,4 per cent ofs the corporate paid-
up share capital in 1979-80 as compared to 38,7 ‘per cent in
1960-61; on the other hand, the share of traditional
activities like agriculture and‘éllied operations, banking

and. insurance and services has fallen,

c. Corporate savings and capital formation. The

corporate sector is eXpEGted?td contribute during the Sixth
Plan period (1980-85) 19,9 per cent of the gross domestic
savings in the aconomy. While the share of the hublic
sector enterprlses is expected to be 13.9 per cent, that of
the private sector would be 6,0 per cent. Corporate savings
have risen to Rs 2,609 crore in 1978-79 as compéred to

Rs 1,472 crore in 1973-74, accounting for 2.9 per cent and
‘2.5 per cent,; respectively, of thé_grdés national product
(Table III.3).

According to the estimates of the Raj Uorklng
Group (1982), gross domestic capital formation by the
private corporate sector 1ncreased4by over three times
from Rs 661 crore in 1969-70 to Rs 2,756 crore in 1979-80;
in terms of‘hational grdss domestic bapital formation, the
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CTABLE III,2

 1960-61

(Rs crore) .

Pran

' 1979-80

. 1970-71 1975-76 _ i

Industries: Number  Paid-up Number = Paid-up Number Paid-up Number  Paid-up

' of com- capital of com- capital of com- capital of com- capital

panies , " paniss panies panies

@) 1)) €] @] 15 (03] () N C)NUR ¢:) a

1. Agriculturse and allled 1283 46, 2 1283 86.7 4589 107.9 1739 211.0
activities (4.9) (2.5) (4.1) (2.0) (3.6) (1.2) (3.1) (1.6)

2. Mining and guarrying 873 134, 4 907 401, 7 1062 974.1 1078 2021.5
: ' - (3.3) (7.4) (3.0) (9, 1) (2.4) (11.0) “(2.0) (15.1)

3. Processing and 10111 1207.4 13853  3324,5 22056  5218.0 - 28572 7022, 6
manufacturing (38.7) (66.4) (45.5) (75.2) (89.6) (59.0) (52.1) (52.4)

4, Construction and: 669 54,2 745 81.6 1146 179.4 1537 288. 1
utilities. (2.6) (3.0) (2.4) (1.8) (2.6) (2.0) -~ (2.8) (2.1)

5. Commerce (trade and 19461 289.1 9843  398,0 13132 667.9 15655 968, 2
finance) = (36.2) (15.9) (32.3) (9.0) (29.5) (7.6) (28.6) (7.2)

6. Transport, communication 1764 61.0 1737 87. 4 2101 126, 6 2609 187.8
and storage (6.7) (3.4) (5.7) (2.0) (4.7) (1.4) (4.8) (1:4)

7. Community and business 613 9.6 857 20.5 1535 1522, 9 ,2255 2629. 7
services (2.3) (0.5) (2.8) (o 5) (3.5)  (17.2) (2.3) (19.6)

8. Personal and other 1375 16,5 1266 23, 2 1867 42,1 2334 82,7
services (5.3) ,(0.9) - (4,2) (0.5) (4.2) (0.5) (4.3) (0.6)

TOTAL 26149 1818,5. 30461  4423.6 44489 . 8836,9 54780  13411.6
(100,0) (100,0) (100.00 (100.0) (100.8) (100.0) .(100.0) (100.0)

Note: Figures in parenthéses are per cent of total. Source: As in Table III.1



- 39 .
TABLE III,3

Domestic Savings by Sector of QOrigin, 1373-74,
1978-79 and 1980-85

(Rs crore) -

1973-74  1978-79 1980-85
Sector (at 1973-74 (at 1975-76 (at 1979-80
' prices) prices) prices)

(1) | (2) (3 (4)
1. Public sector 1423 4045 34200
i. government 772 2704 13430

ii. autonomous public

anterpri ses 651 1341 20770
2. Private sector 6824 9868 115447
i, corporate 821 1268 8053
ii. co-operafive 65 95 1535
iii., houseiald 5938 8505 104859
3. TOTAL 8247 113913 149647

Sap—
Lo het

Note: Figures in parentheses . Source: Govéfﬁhent of India,
are -per ceniigf GNP, ' Fifth and Sixth Five
Year Plans.
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proportionate contribution of the private corporate sector
increased from 10, 2 péb uuﬂt co 11.0 per cent and in terms
of the GDP, it inéreased from 1.8 per cent to 2,5 per cent.
The groés\savihgs;of.the»private corporate sector has
increased by 62,3 per cent during 1975-76 to 1979-80,
namely, from Rs 1,056 crore to Rs 1,714 crore (Table III,4
and Table II1.5),

It n=2eds to be pointed out that in addition to
direct contributions to the gross domestic savings and the
investment effort in the economy as was seen above, the
activities in the corporate sector also generate income,
and consequently savings, in other sectors of the economy,
such as the government sector (through various taxeslpaid
by the corporate sector) and the household sector (through
payment of factor incomes).

2. JTrends in Corporate pProfits Tax: Revenue

‘a. Share of corporate profits tax collections, The

significance of the corporate sector in the economy can

also be seen from the contribution of the income tax revenue
from this sector to the total tax revenue of the Government
of India. While the tang/contribufed 13.1 per cent . of the
total tax revenue of the Government of India in 1982-83, in
terms of the tax revenue from all direct taxes its contribu-
tion was 55.0 per cent and in terms of all income taxes it
was 59.9 per cent. These shares show a substantial improve-

ment in the proportionate contribution of the corporate

T

20/ 1Includes the income tax on companies plus surcharge on
the income tax,
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TABLE II

I.4

Gross Domestic Capital Formation and Gross Savings

of .the -

Private Corporate Sector

—

L

Gross-domestic capital formation

G.D.C.F. Y per cent

Gross saving
in the pri-
vate corpo=
rate sector

Year Per cen Per cen
o) gosgipl el arwnll g
~ (1) (2) (3) (4) (5)
1950~51 214 18.9 2.2 (oss) 29 (ves) -
1951-52 251 21.6 2.5 (1.7) .1 (3.3) 0.
1952-53 73 8,5 0.7 (1.1) 0.9 (1.3)  o.
 1953-54 5 0.6 neg. (0.7) .1 (0.8) 0.
1954-55 144 13.2 1.5 (1.2) 1.5 (1.2) 1.
1955-56 219 15. 4 2.1 (2.2) 2.2 (3.3) 1.2
195657 341 18.0 2.9 (2.8) - 3.2 (3.0) 1.2
11957-58 390 20. 1 3.3 (2.7) 3.7 (2.9) 1.1
1958-59 238 13.7 1.8 (2.4) 1.8 "(2.6) 1.1
1959-60 297 14,1 2.1 (2.5) 2.2 (2.5) 1.4
1960-61 535 20.7 3.6 (3.1) ° 3.5 (3.4) 1.7
196162 738 27.5 4.6 (3.8) .4 (3.6) .0
1962-63 533 17.5 3.1 (4.0) . (3.6) .
1963-64 861 24,4 4,4 (3.8) .3 (3.8) .
1964-65 898 22,1 3.9 (3,7) .0 (3.8) .
1965-66 696 15.7 . (3.0) . (3.8) 1.6
1966-67 615 11.6 (2.5) .4 (3,2) 1.4
1967-68 809 14,2 (2.3) .7 (2.7) 1.3
1968-69 756 13. 7 . (2.2) .4 (2.5) 1.3
1969-70 661 10. 2 . (2.2) 1.8 (2.3) 1.5
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TABLE III,4 (Contd.)

(1) (2) (3) (4) (5)
1970-71 1030 14.0 .6 (2.5) 2.6 (2.3) 1.6
1971-172 1287 15.3 .0 (2.8) 3.0 (2.5) 1.6
197273 1331 15,6 .8 (2.9) 2.9 (3.0) 1.7
1973-74 1630 14, 4 .8 (3.2) 3.0 (3.0) 1.8
1974=75 2707 18. 6 .9 (3.2) 3.9 (3.2) 1.8
1975~76 2139 13. 0 .9 (2.9) 2.6 (2.8) 1.6
1976-77 1628 9,2 .0 (2.5) 1.9 (3.3) 1.4
1977=-78 2237 12,1 . (2.3) 2.4 (2.2) 1.5
1978~79 2475 10.9 . (2.5) 2.3 (2.3) 1.6
1979-80 2756 1.0 . (o) 2.3 (...) -
Notesﬁ 1/ At current prices Source: Report of the @orking

.2/ At 1970-71 prices

prices.

3/ Three yzarly moving
averages at current

Figures in parentheses
represent three-yearly
moving averages.

roup on savings
?Raj Group), 1982.
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TABLE III.5
Gross Savings in the Economy

(Rs crore)

Household  Private Public Total
Year sector corporate sector
sector
(1) (2). (3) (ﬁ}

1975-76 10,448 1,056 3,339 14,853
1976-77 12,454 15161 4,124 17,139
1977-178 14,025 1,385 4,088 19,498
1978-79 17,177 1,543 4,657 23,377

1979-80 17,326 1,714 4,015 23,055

Source: Report of the working group
on savings (Raj Group), 1982,
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profits tax during the;iast’tuo decades as can be seen from
Table III.6. Uhile:thé proportion .of corporate profits tax
to total tax revenue has gone uﬁ from 12.7 per cent in
1960-61 to 13.1 per cent in 1982-83 (only during 1961-62 to
1966-67 was the proportion higher than the present level).
"In terms.of total 1ncome tax revenue,s the contribution has

- gone up From 39.4 per cent to 59, S« per cent during the same
period.' -In absolute terms, the revenue from corporate
profits tax increased more than twenty-fold from Rs 109,7
‘crore in 1960-61 to Rs 2 339 crore in 1982-83 (rev1sed
estimate); it was expected to rise to Rs 2,386.0 crore in
1983-84 (budget estimate).

b.  Growth of corporate profits tax revenue collections.

The average . annual corporate profits tax revenue in India
over the 23-year period 1960-61 to 1982-83 works out to

Rs 725.5 crorej a.comparisoen of this with the annual
averages for five-year sub-periods shows how this tax has
grown over the years. The average annual corporate profits
tax revenue during the quiquennium 1960-61 to 1964-65 was

" Rs 215.3 crore;j it increased to Rs 325.8 crore during
1965-66 to 1969-70, to Rs 547.8 crore during 1970-71 to
1974-75 and to Rs 1,139.6 crore during 1975-76 to 1979-80;
it averaged Rs 1,937.3 crore during 1980-81 to 1982-83.

The average annual compound growth of corporate
profits tax revenue uas 12.5'per cent during the period
1960-61 to 1982-83, This overall growth rate conceals
sharp year and sub—period variations, Thus, for instance,
during the period 1960-61 to 1964-65, the average annual
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TABLE III.6

Share of Corporate Profits Tax Revenue in Central-Government_Revahue

e -y

Total

(Rs_crore/per cent)

Corporate = Total share of Share of  Total Shere of
profits. tax l/ corporate direct corpgrate income cogpgrate
Year tax revenue profits tax tax 2/ profits tax tax 3/ profits tax
revenue in total revenue in total revenue in ‘total
revenue direct tax income tax
T revenue revenue.
. D) @] ©} (ay. G () G .
196061 109. 70 854, 81 12.68 292,06  37.56 278. 43 39. 40
1961-62 156.46 © 1038, 28 15,07 336. 72 46. 47 321. 85 48. 61
1962-63 - 221.50 1267; 48 17, 48 422,69 52, 40 407. 46 54, 36
196364 274,05 . 1613.94 17.01 549, 61 49,96 533, 19 51,50
196465 314,05 1798. 05 17. 47 599,04 52,43 - 580.60 54.09
1965-66 304,84 2035.19 14.98 598, 30 50. 95 576,64 52.86
1966-67 328. 90 2275,58 14,45 656,43 50. 10 637,59 51.58
1967-68 310.51 2515, 85 12,71 639.92 49,95 620. 00 51.57
1968-69 1299.77  2592.04 12, 42 680, 09 47. 35 660.00  48.79
1969~70 353, 40 2774, 21 12.73 826.59. 42,75 ' 801.85 44,07
1970-71 370.52 3152, 11 " 11.75 869.54 42, 61 843, A9 4%, 99
1971=72 472,07 3803, 56 12. 41 1046. 79 45,10 1008. 81 46,79
1972-73 557.86 4422,78 12, 61 1241,89 44,92 1187. 79 46.96
1973-74 582. 60 5073. 38 11. 48 1390. 70 41,89 1327, 76 43,88
1974~75 709, 48 6321.75 11. 22 1652, 61 42,93 1583, 89 44,79
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TABLE -I1I.6 (Contd,)

Gy

(@)

(5)

— o -

11.54

) (6) (7)
1975-76 861. 70 7608, 78 11,33 2163. 60 . 35.83 2076.06 41.51
1976-77 984, 23 8270.95 11.90 2276, 65 43,24 2178. 61 45.18
1977-78 1220, 77 8858, 38 13,78 2311.14 52,82 2222.179 54,92
1978-79 1251, 47 10525. 10 11.89 2534, 70 49,37 2428.86 51.52
1979-80 1391,90 11973, 65 11.62 2825, 75 49, 26 2732, 21 50.94
1980-81 1310, 79 14667, 86 8.94 2917, 18 44,93 2817: 18 46:53
1981-82 1962, 00 15754, 32 12, 45 3591, 93 54,62 3482, N0 56, 35
1982-83% 2339, 00 17910, 54 13.06 4254, 00 54,98 13902.00 59.94
1983—84§/ 2386, 00 ”"20680 26 1 4337.10 55,01 4053.50 58, 72

Notes: 1/ Includes tax revenus from direct and indirect
' taxes, including States' shares of taxes:
which are collected by the Centre but shared.
with the Statesb

Sources: 1. . Government of India,
Ministry of Finance,
Indian Economic
‘Statistics, Publlc

uiﬁ'j

Includes taxes on income, estate duty, wealth Finance. _
- tax and gift tax, 1nclud1ng states' share in 2. Government of Indla,
them, ' Mlnlstry of Fimance,
3/ Includes taxes on.personal and corporate Union  Budgets.

income, including States' share in them,
Revised estimate;

IS

-Budget estimate, -
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growth of corporate profits tax revenue was 30.6 per cent;
the growth rate decltined sharply to 2.7 per cent during
1965-66 to 1969-70 and then improved to 15.3 per cent
during 1970-71 to 1974-75; it was 17.1 per cent during
1975-76 to 1982-83 (Iable I11.6).

c. TIrends in assessed corporate income. The data on

assessed income and assessed tax relate to assessment years
and are compiled from the All India Income Tax Statistics
gAIITS!, published by the Ministry of Finance, Directorate
oFFInspection (Research, Statistics and Publications).
These data aréjnot uholly'bomparable with the actual

revenue collection data presented in the annual budgets of
the Central government, A difference arises because the
budget data relate mainly to advance payments of the tax
for the current year and the collections of arrears of
earlier years; in effect, a large part consists of non-
assessed collections relating to the income in the same
financial year. 0On the other hand, the AIITS data relate
to asséséments~completed during the year, relating to the
pfévidus fipancial year and to pending assessments of

earlier years,

There were 13,395 corporate profits tax assessees
in India in the assessment year 1980-81 as ¢ompared to
15,386 in 1960-61; the highest number of assessees were
in-the assessment year 1971;72, namely, 19,722. There
vas, houevef, a szstantial increase in assessed corporate
income and assessed tax during the last two decades,

assessed corporate income increasing from Rs 258.2 crore
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to Rs 1,511.3 crore and assessed corporate tax From Rs 189.7
crore to Rs 87.3 crors, Assessed corporate tax as a per
cent of assessed corporate income, which represents the
average tax rate of all the corporate assessees taken
together, was 58,0 per cent in 1980-81 and ranged between
,RS 4 per cent and 60.0 per cent during.the seventies.

In earller years, ‘this proportion Fluctuated betwesen 48.2
per cent and 73,5 per cent (Table III.7).

d. Composition of assessed corporate income. Over the
period 1960-61 to 1980-81, for which comparable income tax

assessment data are available, some changes_in the composi-

tion of assessed corporate income and tax were observed and
which reflect the structural changes that took place in the
organised corporate sector, The most significant change
was seen in the case of assessees earning income through
'business and professions', a category of assessees repre-
senting direct corporate activities in the trading, manufac-
turing and services sectors. The proportion of such
corporate assessees to all corporate assessees inereased
from 53.8 per cent in 1960-61 to 59.0 per cent in 1971-72
and 70.2 per cent in 1977-78 and 74.5 per cent in 1980-81;
their share of total assessed corporate income and total
assessed corporate tax increased from 83.7 per cent in both
casss in 1960-61 to 91.1 per.cent and 92.4 per cent,
respectively, in'1980-81. Therefore, the contribution of
other sources of corporate income declined. Dividend
income which contributed 8.6 per cent of total assessed
income in 1960-61, accounted for only 2.4 per cent in
1980~-81. Capital gains became more important than in the

past; but its contribution to total corporate income was



Sources of Assessed

e R s

Year/Source of Interest Property
income ) on secu- income
rities
(1) (2) (3)
1360=61
a. Number of 1585 1360
companies (10.30) (8.84)
b, Assessed iincome 7,92 2, 48
(3,07) (0.96)
c. Tax yield 5. 81 1. 89
(3.06) (1.00)
196566
a. Number of 1187 1232
companies (6,77) (7.03)
b, Assessed income 6,67 7, 26
(1.69) (1.84)
c. Tax yield 3,27 = 4,12
(1.72) (2.17)
a, Number of 1030 1412
companies (5.22) (7.16)
b. Assessed income 17. 85 13, 46
- (1.45) (1.09)
c. Tax yield 10,06 7,98

(1.43) (1.14)
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TABLE III,7
Corporate Incame and Tax Yield
Business Dividends Capital
and profes- gains
sions
(4) (5) (6)
8280 1750 202
(53.82) (11.37) (1.31)
21, 60 22, 28 0,93
(83, 65) (8.63) (0, 36)
158, 69 16,6 0. 28
(83.67) (8.7) (0.15)
9341 1972 363
(53.29) (11.25) (0.07)
321.05 35.9° 2.19
(81.32) (9.10) (0.55)
160, 88 14,17 0.87
(84.59) (7.45) (0. 46)
11631 1639 880
(58.97) (8.37) (4. 46)
1090. 59 53,15 14,98
(88.59) (4.32) (1.21)
620, 79 31. 68 6.99
(88.50) (4.52) (1.00)

Others

(7)

R .

2209
(14.36)

8. 60
(3.33)

6.31
(3.33)

3433
(19.59)

21, 71
(5.50)

6.87
(3.61)

3130

(15.87)

41.15
(3.34)

23,95
(3.417)

(Number/Rs crore) _

Total

S R LA W T S T M L T M 3 5

(8)

L

15386
(100, 00)

258. 18
(100.00)

189.67
(100.00)

17528
(100.00)

394, 80
(100.00)

190. 18
(100.00)

19722
(1005 00)

231. 11
2100.00)

701. 45
(100.00)



B

(1) (2) (3)
1975=76
a. Number of 536 985
companias (3.27) (5.90)
b, Assessed income 15, 44 623
) (1.73) (0, 70)
c. Tax yield 8,76 3.85
(1.67) (0. 74)
1976=71
Ae Number of 482 924
companies (2.85) (5. 45)
b. Assessed inccocme 11.13 6.58
: (1.19) (0. 70)
c. Tax yield 6. 75 3.86
(1.20) (0.69)
1877-78
Qo Number of 521 1008
companies (2.86) (5.54)
b, Assessed income 12,89 5, 24
(1.18) (0. 48)
c. Tax yield 7.53 3,24
(1.16) (0.50)
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I11.7 (Contd.)

[, - creram. .o s cemen

(4) (5) () (7)

11362 1018 572 2223 16696
(68.05) (6.10) (3. 43) (13.31) (100. 00}
803, 25 32.94 11.03 23,74 892.63
(89.99) (3.69) (1.24) (2.66) (100.00)
470,33 21.35 5. 20 14,28 523,75
(89.80) (4.08) (0.99) (2.73) (100.00)
11911 9¢3 605 2034 16939
(70.32) (5.80) (3.57) (12.01) (100.00)
855,17 26. 47 11.22 22,11 932. 70
(31.69) (2.84) (1.20) (2.38) (106,00}
512,89 17. 42 5. 49 13.58 559, 98
(91.59) (3.12) (0.98) (2.42) (100,00
12789 1105 572 2213 18208
(70.24) (6.07) (3.14) (12.15) (100.00)
1005. 14 25,99 13. 34 37, 49 1100. 08
(91.37) (2.36) (1.20) (3.41) (100.00)
595, 26 14, 37 G. 44 21,73 648.57
(91.78) (2.22) (0.99) (3.35) (100.00)

(8}



» o N W ek

(1) (2) (3)
1978-79.
a. Number of 437 716
companies (3.07) (5.04)
b. Assessed income 28.52 5,89
- (2.06) (0.42)
c. TJax yield 16. 65 3. 61
(2.09) (0. 45)
197980
a., Number of 437 - 817
companiecs (3.03) (5.66)
be Ascessed .ncaome . 35.53 . 12,77
(1.69) (0.61)
c. Tax yisld 20. 72 8. 24
(1.85) (0.73)
1980-81,
a. Number of 340 573
companies (2.54) (4. 28)
b. Assessed income 14.68 8, 70
(0.97) (0.58)
c. Tax yield 8, 60 5.41
(0.98) (0.62)
Note: Figures in parentheses are Source

percentages to total.
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TABLE III.7 (Contd.)

(4)

~

(5) (6) (7)

10157 853 449 1607
(71.43) (6,02) (3.16) (11.30)
1291.14 26,03 6.51 28,09
(93.14) (1.83) (0.47) (2.03)
746,23 14,13 3. 45 14, 32
(93.47) (1.77) (0.43) (1.79)

10225 B64 442 1655
(70.81) (5.9") (3.06) (11. 46)
1970, 62 49,6 4,54 27.67
(93.80; (2.3) (0.22) (1.32)
1044, 91 28.5" 2.55 15. 89
(93,23} (2.5%) (0.22) (1.42)

9974 703 396 1409
(74.46) (5.25) (2.96) (10.51)
1376.50 36.88 6. 71 67.87
(91.08) (2.44) (0. 44) (4.49)
809,76 17,77 3. 77 31.02
(92, 40) (2.03) (0.43) (3.54)

PP -

T e A4 Y A ke O e A s -

8)

o

14219
(100.00)

1386, 23
(100. 00}

798, 39
(100.00)

14440
(100.00)

2100, 80
(100, 00)

1120.84
(100.00)

13395
(100.00)

1511. 34
(100.00)

876.33
(100. 08)

je
4 o

Data for

Government of India, Ministry of Finance, "All
India Income Tax Statistics',.

assessment years 1970-71 and 1973-74 have not
been published,
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still small (0.4 per cent). There was a substantial decline
in the share of corporate income from interest on securities
and from property (Table III, 7).

e. Gzneratiop gf corporate‘incomesgl/ Together with the

structural changes in the composition of assessed corporate
income, changes were also observed in the relative contribu-
tion of corporate income from different economic activities
in conformity with the structural transformation that took
place in the cbrporate sector, The proportion of total
corporate assessees engaged in the engineering and chemical
manufacturing industries increased from 14.1 per cent in
1960-61 to 23.2 per cent in 1980-81; the proportion of their
assessed corporate income and assessed tax also increased.
The share of assessed corporate income and tax also increased
in the case of asssssees operating in other capital-
intensive industries like cement, rubber and paper, while
those of assesseec erngannd in traditional activities like
primary industries (such as foodstuff and beverages),
textiles and leather gocods, commerce, transport and communi-
cations and finance, declined., 1In 'a few activities such
as construction, u*¥ili%*~- and srcfessionz! services, there
was also some increase in their proportionate shares

(Table 111.8).

21/ The analyses in sub-sections 'e' and 'f' relate to
corporate income from 'businecs and professions! - a
source accounting for over 90 per cent of assessed
corporate income and tax.
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TABLE III.S8

Industry-lJise Break-Up

Assessees, Assessed Income and Tax Yield of Companiss ¢

(Number/Rs crore) -

s -

o BNy

Forestry, Primary “'Textilés Metals and Cement Consbruc~ Commerce Fipance Prafess- Tatul
Year/Industry mining industries and chemicals rubber tion and . transport’ ions
group and quar- (manufac- leather and their and . utilities and commu-
rying ture of ' products paper nication
foodstuffs
-and bever~
ages) ' | | |
(1) (2) (3) (4) (s) (6) (7) (8) (9) (10} (1)
196061
a. Number of 229 722 508 1169 675 317 2885 1419 355 8280
companies (2.77) (8.72) (6. 14) (14.12) (8. :6) (3.83) (34.84) (17.14) (4.29)’ (100, 00)
b. Assessed = 7.7 25.21 26,13 45,95 17. i0 7.64 47. 14 35, 39 3. 16 215.' 6
income (3.59) (11.67) (12.10) (21.27) (8. 5) (3.54) (21.84) (16.38) (1.46) (100.10)
c. Tax yield = 0.7 18.67 19.02 34,96 13.07 5.80 36. 16 23.04 2. 31 158. :i9
(0.25) (11.76) (11.98) (22.03) (8. 23) (3.66) (22.79) (17.74) (1.45) (100,00)
1965-66 . |
a. Number of 223 631 570 1498. 865 287 3842 1123 291 9344
companies (2.50) (6.76) (6.11) (16.05) (9.28)  (3.08) (41.07) (12.04) (3.12) (100.00)
b. Assessed 6. 09 29.53 50, 20 78,84 30.80 12.64 69. 90 39. 68 3.38 321.05
income (1.89) (9.20) (15.63) (24,55) (9.60) (3.94) (21.77) (12.36) (1.05) (100.00)
c. Tax yield 3.15 14,97 24.10 39,57 14,31 6. 33 36. 29 20,51 1. 65 160.88
(1.96) (9.31) (14.98) (21.59) (8.90)  (3.93) (22.55) (12.78) (1.03) (100.00)
1971=72 ' |
a. Number of 302 861 721 2470 1211 319 4102 1158 487 11631
companies (2.60) (7.40) (6.20)  (21.24) (10.41)  (2.74) (35, 27) (9.96) (4.19) (100.00)
b. Assessed 21.77 112. 60 116.91 300.86 132, 21 29. 176 186. 20 183. 42 6.86  1090.59
income (2.00) (10.32) (10.72) (27.59) (12.12) (2.73) (17.07) (16.82) (0.63) (100.00)



TABLE

(1) (2) (3) o (4) (5)
c. Tex yield 12.13 63. 65 64.96 170. 35
- (1.95) (10.25)" (10. 46) (27.44)
19.75=176 | |
a, Number of 197 726 683 2298
companies (1.73) (6.39) (6.01) (20.23)
b. Assessed  10.80.  81.77 81.63 310,15
income (1.35) (10.18) (10.16) (38.61)
c. - Tax yield 6,43 47.96 47, 35 182.75
(1.37) (10.20) (10.07) (38.86)
1976=77 |
a. Number of 167 700 634 2487
companies (1. 40) (5.88) (5.32) (20.88)
b. “Assessed 19. 14 68.99 106. 40 278.82
itcome (2.:3) (8.07) (12.44) (32.60)
c. Tax yield 12.58 41,05 62.53 164,04
(2.45) (8.00) (12.19) (31.98)
197778 ‘
a, Number ofe 138 920 772 2954
companies (1.08) (7.19) (6.04) (23.09)
b.. Assessed 29.84 86.94 141,22 293, 66
income . - (2.97) (8.65) (14.05) (29.22)
c. Tax yield 16.89 52.61 82.42 173.50
: L (8.84) (13.85)

(2.84)

(29.15)
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111.8 (Contd.)

.59

(6) (7) (8)
72,50 17.80  113.70
(11.68) (2.87) (18..32)

1239 228 4212
(10:.90) (2.01) - (37.07)
90, 25 11,02 106. 07
(11. 24) (1.37)  (13.20)
54, 28 6. 43 66.95
(11.54) (1.37) (16.23)
116" 257 4817
(9.79) (2.16) (40, 44)
144,09 11.30 159,36
(16.¢€5) (1.32) (16, 63)
86,43 6. 47 9. 46
(16.€5) (1.26) (17.20)
1319 266 4505
(10.31) (2.24) (25,23)
139,52 33,21 104, 48
(13.88) (3.30) (10.39)
80.94 20. 29 67, 45
(13.60) (3. 40)

{11.33)

g -

B T AP PR

- 101. 61

{16.37)

1217

(10, 71)

103. 14
(12.84)

53,33
(11.34)

1113
(9.34)

57.92

(6.78)‘

35, 43

(6.91).

115¢
(9.05)

162, 1%
(16.17)
91,91
(15. 44)

(10)

| (11):“

O AR S0 vk e ek - 3

4,09
(0. 56)

562
(4.95)

8. 43
(1.058)

4,84

(1.09)

569
(4.79)

9, 26
(1.08)

5.85

(1.15)

136
(5.76)
14. 11

(1.44°

9,23

~(1.55"

520, 79
(100.00)

11362

- (100, 00)

RO3, 256

- (100,00}

470,32
(100,07

1°911%
(10C. 00)
855. 18
(100, 00)
512,9-
(100. 00)

12789
(100, 00)
1005. 13
{100, 00)

595. 24
{100, UG}



(1) (2) (3) (4) (5)
1878=79
a. Number of 131 790 597 2191
companies (1.29) (7.78) (5.88) (21.57)
Assessed 20,55 91.07 129.84 439,82
income (1.59) {7.05) (10.06) (34.06)
c. Tax yield 12. 10 56,07 75,97 240, 27
, (1.62) (7.51) (10.18) (32.21)
1979-80
a. Number of 111 734 569 2311
- companies (1.09) (7.18) (5.56) (22.60)
b. Assessed 40,15 102.94 157.85 539,99
income (2.04) (5.22) (8.01) (27. 40)
c. Tax yield 24,52 64,72 96,02 313. 44
(2.35) (6.19) (9.19) (29.99)
1980-81 _
a. Number of 111 662 599 2312
companies (1.11) (6.64) (6.01) (23.18)
b, Assessed 46,05 112,03 137.51 465,54
income (3,35) (8.14) (9.99) (33.82)
c. Tax yield 26,72 68. 09 79, 65 271. 71
(3.30) (8.41) (9.84) (33,55)

Notes: 1.

2. Figures in

parentheses

are percentages

Relates to income of companies from business:

1
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TABLE 111.8 (Contd.)

total,

(6) (7) (8) (9) (10) (11)
935 269 3693 1024 527 10157
(9.21) (2.65) (36.36) (10.07) (5.19)  (100.00)
105,88 11. 29 191. 31 289, 46 11.91 1291, 13
(8.21) (0.87) (14.82) (22.42) (0.92) (100,00
61,43 6. 86 122,99 163.14 7. 38 746, 21
(8.23) (0.92) (16. 48) (21.86) (0.99) (100, 00"
994 - 269 3724 1002 511 10225
(9.72) (2.63) (36.42) (9.80) (5.00) (100, 00)
224,78 62.63 179.16 642. 41 20. 71 1970, 62
(11.41) (3.18) (9.09) (32.60) (1.05) (10cC,00)
121, 21 39,33 111. 05 260. 99 13. 54 1044, 92
(11.60) (3.76) (10.63) (24.98Y  (1.21) (100, 00)
817 219 3972 878 404 9974
(8.19)  (2.20) (39.82) (8.80) (4.05) (100,00}
192, 08 56. 45 182. 01 176.93 7.89. 1376, 49
(13.95) (4.10) (13.22) (12.85) (0.58) (100, 00)
109,89 32,69 113. 43 102. 75 4,84 809. 77
(13.57)  (4.04) (14.01) {(12.68) (0.60) (100, 00)
and professions., Source: Same as in Table III,6
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The above trends relating to both private and
public_sectbr corpore*m acecscees were thus found to be in
line with the diversification that occurred in the industrial
Sector in favour of ;313tively modern and capital-intensive
activities.

f. Concentration of -assessed _income among the assessees.

The annual taxable income of the majority of corporate
assessees was found to be small; more than two-third of the
12,789 corporat; assessees in 1980.-81 with corporate income
from 'business and professions' had an annual income of .upto
Rs 50,000, The tombined assessed income of this large pro-
portion of the corporate assessees was only 1.3 per cent of
the total‘assessed income of all corporate assessees and their
assessed tax was 1.4 per cent of the total assessed, corporate
profits tax revenue of Rs 809.8 crore obtained from corporate
income originating in business or profession, Further, the
relative share ovcr tinme of such small-income assessees fell
from 4,6 per cent of the total assessed income and 4.5 per
cent 6%‘total assessed tax in 1960-61. 0On the other hand,
corporate assessees With annual assessed income of Rs 1 lakh
or more, who constitutel 23.2 per cent of the total corporate
assesSeéfpopulatioh in 1980-81, ac¢counted for 97.8.per cent
of the total assessed income and 97,2 per cent of the total
assessed tax, Those proportions were higher than in 1960-61,
when such assessess accounted For 97.1 per cent of total
assessed income and total assessed tax (Table 111.9).
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TABLE III.O

Size-Wise Distribution of Assessed Corporate

Income

and Tax

Yield

 Year/inc0me

0 -

25,001 - 50,001 -

1,00,001

class (Rs) 25,000 517 0900 1,00,000 and above Total
(1) (2) (3) (4) (5) (5)
1960-61
a.- Number of 4419 1019 864 1978 8280
companies  (53.37) (12,31) (10. 43) (23.89)  (100.00)
b. Assessed 6.06 3.88 6.53 199, 49 215.96
income (2.81)  (1.79) (3.03)  (92.37) (100.00)
c. Tax yield 4, 29 2,85 4,89 146, 66 158, 69
' (2.70)  (1.80) (3.08) (92.42)  (100.00)
1965=66
a. Number of 4567 1135 1093 2546 9341
companies  (48.89) (12.15) {11.70) (27.26)  (100.00)
‘b. Assessed 5,61 4,07 7.52 303.85 321.05
"~ income (1.75) (1.27) (2.34) (94.64)  (100,00)
ce Tax yield 2,89 2,06 3. 89 152.05 160.88
(1.80) (1.28) (2.42) (94.51)  (100.00)
1971=72
a. Number of 4559 1363 1314 4395 11631
~ companies  (29.20) (11.72) (11.29) (37.79) .(100.00)
b. Assessed 6,56 5. 00 10,02 1068, 42 1090. 59
: ‘income (0.60) (0.51) (0.92) (97.97)  (100.00)
c. 'Tax yield 3.99 5,33 5.91 607.56 620.79
(0.64) (0.54) (0.95) (97.87) (100, 00)
1975=176
a. Number of 5130 1390 1338 3504 11362
companies  (45.15) (12,23) (11.78) (30.84)  {(100.00)
b, Assessed 6. 20 5.45 10. 40 781. 20 803. 25
income (0.77) (0.68) (1.29) (97.25)  (100.00)
c. Tax yield 3. 70 3.45 6.51 456, 67 470, 33
(0.79)  (0,73) (1.38) - (97.10)  (100.00)
1976-77 |
a., Number of 5194 1538 1532 3647 11911
companies  (43.61) (12:91) (12.86) (30.62) (100.00)
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TABLE III.9 (Contd.)

e

(8)

2, Figures in parentheses are percent-
ages to total,

(1) (2) (3) (4) (5)
b. Assessed 5.61 6.07 11. 42 832,07 855,17
~ income (0.66) (0.71) (1.34) (97.29)  (100.00)
c. Tax yield 3.53 - 3,83 7.10 498, 43 512.89
(0.68) (0,75) (1.38) (97.19)  (100,00)
1977-78
a. Number of 6355 1475 1383 3576 12789
companies  (49.69) (11.53) (10.82) (27.96) (100.00)
b. Assessed 5.50 5,70 10. 60 983, 34 1005. 14
income (0.55) (0,57) (1.05) (97.83) (100.00)
c. Tax yield 3.32 3,64 6.59 581. 71 595, 26
(0.56) (0.61) (1.11) (97.72)  (100,00)
1978-79.
a. Number of . 4319 1217 1899 2722 10157
companies (42.52) (11.98) (18.70) (26.80) (100,00)
b. Assessed 6.54 5. 48 21.72 1257, 39 1291. 14
income (0.51) (0. 42) (1.68) (97.39)  (100.00)
c. Tax yield 3,61 3. 47 13,55 725,61 746. 23
(0.48)  (0.47) (1.82) (97.23) (100, 00)
1979-80
a. Number of 4301 1312 1982 2630 10225
companies  (42,06) (12.83) (19.38) (25.73)  (100.00)
b. Assessad 4,98 6. 08 22,175 1936.82 1970, 62
income (0.25) (0.31) (1.15) (98.29)  (100.00)
c. Tax Yield 3. 16 3.82 14455 1023, 39 1044,91
' (0.30) (0.37) (1.39) (97.94)  (100.00)
1980-81
a, Number of 3889 1463 1809 2813 9974
companies (38.99) (14.67) (18.14) (28.20) (100.00)
b. Assessed 3,94 6. 74 28. 11 1337, 70 1376, 50
income (0.29)  (0.49) (2.04) (97.18)  (100,00)
c. Tax yield 2.53 4, 28 17.04 785.92 809. 76
(0.31) (0.53) (2.10) (97.06) (100, 00)
Notes: 1. Data relate to corporate income from Source: Same as
business and professions only, in Table
I11.6.
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If a further break-up of such large income
corporate asseSSées were avéilable, say, of corporate
assessees haVing annual aééegsed income exceeding'Rs 10
lakh or Rs 25Jlakh, the degree of concentration might
be found to be even greater,

The fact that a small proportion of corporate:

‘ assésseeé (less than 3,000) account for almost the entire
assessed.corporate income and assessed tax revenue,
cdfrieS"uith it policy implications for corporate profits

tax administration.



IV. SENSITIVITY OF THE CORPORATE
PROFITS TAX

Conceptual Iosues

‘ The degres of responsiveness or sensitivity of the
corporate profits tax to changes in national income is
reflected in its buoyancy and elasticity coefficients. Both
these coefficients are relevant in a sensitivity analysis as
the growth in corporate profits tax yield may be the result
of natural growth through the built-in income elasticity of
the tax (as the tax base expands with an increase in the
national income) or it may be the result of discretionary
changes (such as changing ths tax rate;-introducing a new tax
measure, say a surcharge or a relief, or abolishing an
existing tax measure or relief).

The measure of buoyancy shows the percentage change
in the actual yield of the tax for a one per cent change in
national income or other relevant base and the elastibity
coefficient gives the percentage automatic change in the net
yield of the tax in response to a one per cent change in
national~income or the relevant base., The basic difference
between these two measures of tax sensitivity is that the
tax elasticity coefficient shous what the revenue -response
would have been, had no tax law changes taken place, while
the buoyancy Qoefficient measures the actual relationship

‘between the change in tax and the change in income.zz/

22/ The major techniques that have been developed for remov-
ing the effrcts of discretionary changes in order to
measure the elasticity coefficient are the proportional
adjustment method, the constant rate method, the dummy
variable method and the Divisia index method. For a
discussion on the conceptual differences and the
relative merits of the alternative methods, see Bahl
(1971, 1972) and Rao (1979)
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The elasticity of the corporate profits tax with
respect to national incomc is a product of the elasticity of
the tax yield'uith respect to the tax base-and the elasticity
of the tax base with respect to natiomal income. If the ratio
of the tax yield to the tax base rises over time, the elasti-
city of the tax yield with respect to the tax base will be "
greater than one ‘and when this raﬁio’falis\dyef'time, the
elasticity will be less than one. However, under a ppbpor-
tional tax system, like the corporate profits tax system in
India, the ratio of the tax yield to the tax base will remain
constant and the elasticity of the tax yield with respect to the
tax base will be equal to one. This being so, the elasticity
of the cofporate tax yield with respect to national income
will depend only upon the elasticity of the tax base with

respect to national income.

2. Earlier Estimates

a. Sahota's estimates. The estimates of Sahota,'G.S.,
(1961) related to the period 1951-52 to 1957-58. The

coefficients were found to be high, the elasticity coefficient

being 1.25 and the buoyancy coefficient 1.47. These values
indicated a highly elastic and buoyant corporate profits tax.

Sahota did not specify the data used to compute the
coefficients. During the pzriod which he covered, the super
tax was shown as corporation tax and the income tax on
companies was shoun under the general category ‘1ncome tax'
It would seem that he included both the super tax and: the
income tax on companies, the breakeup of which was available
in the EXplanafory Memorandum -to the Budgets,-becaUSe our
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ouwn estimate of the elasticity coefficients, based on such

data for the same period, gives a fairly similar result
(1.19).

Sahota did not offer any explanation for the highly
‘buoyant and elastic corporate profits tax which he
observed.z3 One possible reason for the high coefficients
seemed to be the negligible role of fiscal incentives during
the Sahota study period. The main tax base-reducing fiscal
relief was the development rebate, which was available only
towards the end of the study period, i.e., from 1955.Zﬁ/
Furthef, a fiscal relief can reduce the base to income
elasticity but not the tax to base elasticity. On the other
hand, corporate activity increased sharply during this
period, the total paid-up share capitai fising‘From Rs 855.8
crore in 1951-52 to Rs 1,306.3 crore in 1957-58 end.

23/ He did examine the reasons which could explain the
overall inelasticity of the Indian tax structure during
the study period, pointing out in particular to the
inelasticity of the (personal) income tax and the land
tax.

24/ The difference between the statutory tax rate for public
limited companies (45.0 per cent) and their average
effective tax rate (44.1 per cent) was, therefore,
negligible., 1In the case of private limited companies
for the period for which comparable effective tax rate
data are available in the RBI studies on company
finances (1955-56 to 1957-58), a difference between the
statutory corporate prdéfits tax rate (60 per cent) and
the effective corporate profits tax rate (56.2 per cent)
was observed, but tax provision by private limited
companies constituted about one~third of the corporate
profits tax provision of the private corporate sector,
as estimated by the RBI for the period- 1955-56 to
1957-58.,



oorporate tax revenue growing annually by 2,68 per cent as
compared to the annual compound growth in NOP. by 2,26 per
cent, As a result of these factors, the elasticity of the
corporate profits tax was observed to be more than unity.gé/

b. Rao's estimates. Rao, V.G., (1979) estimated the
elasticity ofuthe’corporéteAprofits tax to be 0.77 for the
period 1960-61 to 1973-74. This low elasticity was shown to
be the result of a low tax-to-base elasticity (0.76), uhereas

the proxy base to income elasticity was high (1.01). It was
hinted (but not specifically stated) that deductible expenses
and exemptions were responsible for the lou elasticity,

c. Khadye's estimates. Khadye, I.K., (1981) covered a

longer period. than Rao, Her elast1c1ty coefficient of
corporate profits tax was estimated to - be 0.91 for the period
1960-61 to 1978-79 and lower at 0,81 for a shorter time
psriod 1960-61 to 1976~77, Buoyancy coefficients were
estimated at 0.93 and 0.85, respectively., . Khadye did not go
into an economic explanation of the results obtained,
including the difference in the coefficients between the
different periods,

zg/ If a tax is proportional, the elasticity of the tax
yield to the tax base over any rangs:of income is not
expected to deviate from 1. In case the overall
elasticity deviates from 1, it can be explained only
by the slasticity of the tax base to national income;
if the overall elasticity is greater than 1, the
elast1c1ty of the tax base to national incoma is greater
than 1, i.e., the tax base is growing at a faster rate
than national income.



- 64 -

26/

3. Dur Estimates=<

a. Entire sample pefriod, 1960-61 to 1979-80. . Over a

period of years, the sensitivity of the corporate profits tax
in India has undergone a change, While Sahota's estimates
for the period 1951-52 to 1957-58 indicated a highly elastic
and buoyant corporate profits tax, our estimates for a later
and substantially longer period, from 1960-61 to 1979-80,
indicate an inelastic tax, for raverue collections did not
keep pace with the growth in the relevant part of national
income (i.e., net domestic product at factor cost, exclusive
of income from agriculture and allied sectors and community

27/

and personal seruices‘sectors).2 For this 20-year period,

26/ The proportional adjustment method was used to clean
the series of the sffaects of discretionary changes for
estimating the elasticity coefficient. The following
log-linear equations were used to estimate the tax-
income relationships:

Log T
Log AT

+ log Y + u

|

+ log ¥ + v

where, T = actual tax revenuej
AT = adjusted tax revenue;
Y = national income; and

U and v = stochaétic error terms with the usual
, properties,

21/ The. net concept is preferable to the gross concept of
national income (i.e., GDP) as depreciation is, for
tax purposes, a fully deductible allowance and the tax
base is determined after all permissible depreciation
(that of the current year as well as unabsorbed
depreciation of earlier year/s) has been fully
deducted.
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the elasticity coefficient works out to 0.82 and the buoyancy
coefficient to 0.97. 28/ In other uords, for every increase
in national ipcome.of..one per cent" corporate profits tax
revenue increased by 0,97 per cent and would have increased
by only 0.82 per cent in the absence of dlscretlonary tax
changes,.; 8., if the tax structure had not changed

(Table IV.1).

Our estimate of the elasticity of the corporate
profits tax is found to be higher than that of Rao (0.77) but
lower than that of Khadye (0.91). Our estimate of the
buoyancy of the corporate profits tax is higher than that of
Khadye (0.93).

In order to capture the changes within the abnormal
sub-perlod, 1965-66 to 1969 70 which included the years of
industrial recession, a dummy variable was used. The
introduction of the dummy improved the sensitivity of the
corporate profits tax to national -income marginally, the
elasticity coefficient improving from 0.82 to 0.83 and the
buoyancy coefficient from 0,97 to O.98.

b. Estimates for sub-periods. e then estimated the.

elasticity and buoyancy coefficients for three sub-periods,
1960-61 to 1969~ ~-70, 1960-61 to 1974-75 and 1970-71 to
1979-80, so as to 1dent1Fy the perlods which would aceount
for the low overall sen51t1v1ty of the tax.

28/ n2 are 0.94 and 0,95, rBSpectlvely, and the elasticity
) and buoyancgy coefflclents are 31gnlflcant at 99 per
cent level of confidence.
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TigLE V.1

and Buoyancy of the Corporate Profits Tax

Elasticity

(1960-61 to 1979-80)

e —

—— A T TS LA A W

.~ e Elastlclty Buoyaﬁgy
Period R2 F=value DUWs R2 Favalue DUWS
1. 1960-61 - 1979-80 ,
| a. 0.824 0.944 322,999%%* . 665 0.973 0,952 379,492%%x% 0,649
(17.972) %% (AC) (19, 481) % - - (ac)
b. 0.826 0.942 155,066%%% (0,700 0.982  0.950 179.612%*% 0,652
(16, 764) *%* (AC) (18.180) *x* : (Ac)
2. 1960-61 - 1969-70 -
‘ a. 0. 760 0.596  14,296%%% 0,609 0.997 0.679  20,071%%* 0,545
(3.7817) %%x (No AC) (4. 480) %%+ » (No AC)
3. 1960-61 ~ 1974=75 | |
a. 0.753 0.846  78,223%%%x 0,668 0,932 0.870 95,032%%% 0,618
(8.840) %% | (acC) (9.748)%wx . (AC)
b. 0.752 - 0.836  36,603%%x 0,681 0,932 0.860  43,902%%% 0,617
| (8.543) %% (ac) (9. 368) (AC)
4. 1970-71 - 1979-80 '
a. 0.928 0.971 300.564%%% 1,579 1,053 0.973 319.527#%%  1.618
(17, 337) %% (No AC) (17.875)%#** (No Ac)\

Notes: 1. a

2,

3. Figures in parentheses are 't'

.

= Without dummy variable,

b = With dummy variable.

Dne dummy variable was used to capture
abnormal sub-psriod 1965-66 to 1969-70.

the change within the

values of - the regression .coefficients,

4, *%¥ indicate that the coefficient is significant at 99 per cent level of confidence.

No AC:

AC:

indicates that the Durban-Watson Statistic suggests positive auto-correlation among
the residuals

indicates that the Durban-Watson Statistics suggests no positive auto-correlation
among the residuals.
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The low overall sensitivity of the corporate profits
tax during the entirehstUdy period, 1960-61 to 1979-80, vas
found to be mainly due to the louw sensitivity during the
sixties. The elasticity coefficient for the period 1960-61
to 1969-70 has been estimated at 0.76, and.For the period
1970-71 to 1979-80 at 0.93; the respective buoyancy coeffi-
cients are 1.00 and 1,05, During the seventies, the sensiti-
vity seems to have improved during the latter half of the
decade as the elasticity and buoyancy coefficients for the
period including the first half of the seventies (i.e.,
1960-61 to 1974-75) are lower than for the entire study
-period, (Eiva'D'75 and 0,93, respectively, as against 0.82
and 0.,97) (Table IV.1).

The various estimates of the sensitivity of the
Indian corporate profits tax, thus, shou that'during the
fifties, the Indian corporate profits tax was elastic and
buoyant, then it became inelastic during the sixties, but
again became more ,sensitive during the seventies, pariicularly
-during the latter half of the decade.

c. Year-to-year elasticities, The analysis in Section

3(b) above indicated that while the corporate profits tax was
insensitive to changes in national income during the»éhtire
study period 1960-61 to 1979-80, it was, howsver, sensitive
during the seventies and that further, the overall per;od
insensitivity was due to the low elasticity during the
sixties. In order to invéstigate this issue in more detail
and to also identify the years of low insensitivity, year-to-

year elasticities were estimated.



The year-to~year elasticities were computed on the
ba51s of .the growth rat= cof the yorporate tax revenue and
the relevant part of NDP (1 e., NDP net of income from
agriculture, personal and communlty services and allied
sectors) at factor cost. The annual elastlcltles were
computed by dividing the per cent change in tax revenue
(uith reference to-the previous Year) by the per cent change
in NDP. It was observed.that the years of low elasticities
wers.mainly in the second half of the sixties (1965-66 to
1968-69), a period marked by recessionary conditions. Lou
elaéticities'uere also observed in three ,other years, two of
them being in the first half of the seventies (1970-71 and
1973-74) and one in the second half (1978-79) (Table IU.Z).

These estimates of annual elasticities substantiate
the findings which emerged earlier on the sen31t1v1ty of the
Corporate profits ‘tax during the 51xtles and the seventles.

It may be péinted out here that the overall elasti-
city for the whole period 1961-62 to 1979-80 was found to be
fairly high (0.98), mainly dus to the high elasticities
observed during the first half of the sixties and some of
the years during the seventies, These estimates, however,
are not wholly éombérable to thdse presented earlier due to
differences in the method of estimation adopted, the earlier

method being superior.

d. Descomposition of tax to income elasticity. In order

to assess the sensitivity of the corporate profits tax in
more detail, the tax revenue to income elasticity was
decomposed into the tax base to income elasticity and the
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TABLE IV,?2
Estimates_0F~Year-to-Year Elgsticities
(1961-62 to 1979-80)

Corporate Net domesticl/V Year-to-

Notes: 1/ Percentage change over the preceding year.
2/ Column (1) divided by column (2).

rear ;:Cenuel/ ?:gﬁzzged) gizgticityg/
— T (2. ‘ (€
196162 40.86 8.03 5,09
1962-63 41.53 9.57 4,30
196364 23,97 14,13 1.70
196465 14,39 14,12 1.02
1965-66 ~2.96 8. 36 0. 35
196667, 7.91 12. 75 0. 62
1967-68 -5, 65 11. 27 0.50
1968-.69 ~3.38 6. 76 0.50
1969-70 17,88 11,97 1,50
197071 4.84 11.79 0. 41
1971-72 27,42 9,77 2.81
1972-73 18, 15 10. 30 1.76
1973-74 4, 45 17.05 0. 26
1974-175 21. 76 25,58 0.84
1975-76 21,45 11. 30 1. 90
1976-77 14 22 12,98 1. 10
1977-78 24,04 11, 44 2,10
197879 2,57 14.59 0.17
1979-80 11.22 11, 88 0.94
ARverage compound 12.16 12,37 0.98
growth rate
Variance | 384, 09 155, 64 -
53§§Zigéent of 130.83 101. 27 -
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tax revenue to tax base elasticity. 'While corporate tax
collections and adjusced WuP could be taken to regreséht tax
revenue and income, the selection of an ahptbpriate proxy for
the tax base raised a diffiBlUlty as the Budget documents,
which present data on tax revernue collections, do not
indicate the tax base, and in view of the different statu-
tory tax rates applicable to different categories of
companies, the tax base cannot be estimated from the tax
revenue collection data;, = The RBI data (blown-up on profits
before tax), do not capture the opsrations of some segments
of the corpodrats sector as smallet c0mpanies, foreign
companlss and public sector companies are excluded, Assess-
ment data’ (published in AIITS) on total assessed income,
however, are available on the tax base and thess data have
been used to represent thes tax base. Alternatlvely, one
could apply the proportionate contribution to assessed tax
revenue of different categories of corporate assessees to
the - tax revenue collection data to estimate their respective
‘tax base. As it would be nacesséry to use comparable data
on-tax revenus, the assessed corporate tax revenue is taken
to represent tax revenue (instead of the tax revenue
collections in the Budgets).

As assessment data relate to operations largely in
the preceding year and partly in even earlier years,
(but not to operations in the current year), the NDP
variable is used with a one-year time lag.
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The aggregate analysis presented in sub-section 3a.
above had shoun‘'that uhv “scporate profits tax was insensi-
tive durlng the study period 1960-61 to 1979-80, a one per
cent increase in the NDP leading to a 0.82 per cent increase
in the tax reverue collection, The @stimate of elasticity
using assessment data on corporaté tax revenue for the
period 1960-61 to 1977-78 also brings out the insensitivity
of the tax: a one per cent increase in NDP leading to 0.74
per cent increase in assessed tax revenue. The decomposition
of tax revenue. to income:elasticity into its two components,
tax base to income elasticity and tax revenue to tax base
elasticity shows that while the former elasticity coefficient
was 0,62, the latter was 1.16; thus, the effect of the high
tax revenue to tax base elasticity was nullified by the lou
tax base to incone elasticity,.which resulted in a low tax

revenue to income elasticity (Table IV, 3).

The observed result that the tax base does not grow
as fast as national income may suggest the tax base diminu-
tion effect of fiscal incentives, O0On the other hand, the
observed result that tax revenue grous faster than tax base
may seem Unlikely in the case of a proportional tax., However,
the elasticity of tax revenue to tax base can be greater than
unity due to tuo possible causes:

- subject to

(i) The composition of assessees,differing tax

rates has changed, as the assessment data
relate to all categories of assessees, and

(ii) The reduction in effective tax rate due to

fiscal incentives has changed.
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Decomposition of Tax to Income Elasticity

(1960-61 to 1977-78)

Rt

CAY B S R oAt AR

Fevalue

ﬁz t-value DY Sta.
| T | tistic
o (1) (2) (3) (4) (5) (6)
1e Assessed Tax Rsvenue
to Incomq
a., Total 0.737 0.795  8.191%%* 67, 099%%% 1,475
| (No AC)
b. DcuHi/ 1,035 0.660 5.830%%%  34,026%%¢ 0,905
(AC)
Ce DCCHg/’ 0.373 0.052 1.390% 1,931 0. 590
- ' (AC)
d. non-pcY 0.461 0.569  4.842%%% 23, 447%%% 1,604
(No AC)
2, Assessaed Tax Base
to Income
a. Total 0,620 0.760  7.398%%x 54,728 1.590
’ (No AC)
b. DCWH 0.929 0.600 5,157%%* 26.584%%% 0,896
. (AC)
c. DCCH ' 0.215 0.021. 0.812 0. 659 0. 600
(Ac)
d. Non=DC 0.321 0,259  3,307#%% 10,936%%% 1,304
(Incon)
3., Assesssd Tax Revenue
to AssBesse ax Base
a. Total 1,156 0.985 33.209%%% 1102,826%*% 1,857
(No AC)
b, DCWH 1.064 0,995 60, 477#%% 3657, 442%%% 0,568
(AC)
c. DCCH 1.040 0,980 28.843%%%  B831,913%%¢ 0, 159
(Ac)
d. Non<DC 1.156 0.943 16,835%%%  283,399%%% 0, 437

(AC)
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TABLE 1V,3 (Contd.)

(1) (2)  (3) (4) (5) (6)

4, Tax Revenue . )
Collections to 0.824 0,944 17,972%%* 322, 999%x%% 0. 665
Incomes/ (AC)

5. Tax Revenue Collec- .
TTons To Ascossod 1.167 0.626 4y DG 43 ;24.447*** 1. 021

Tax Base

Notes: 1. DCUWH Domestic companies widely-held
2. DCCH
3. Non-DC = Non-domestic companies

4, period extends from 1960-61 to 1979-80

5¢ #%%, #% and_* indicate that the regression coefficient
: is significant at 99 per cent, 95 per cent
and 90 per centlevel of confidence,
respectively.,

6. AC evidence of positive auto-correlation
No AC ¢ no evidence of positive auto-correlation

The Durban-Watson Statistics is in the
inconeclusive- range,

Domestic companies closely held

Incon
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e. The disaggregated analysis, As was seen in

Chapter 11, the corporate sector is segmented into different
tax-rate groups, each being liable for tax at different
statutory tax rates. Thus, we have domestic companies in
whom the public are substantially'interested (Qidely held
companles), domestlc companies in which the public are not
substantially 1nterested (closely-held companies) and non-
domestic companies° the statutory tax rates for them range
from 55 per cent to 70 per cent with a surcharge of 5,0 per
cent, though in some of the earlier years, the rate of
surcharge was lower, The effective tax rate, which deter-
mines the elasticity, shows even wider differences depending
upon the type of industry in which the companies operate,
their location, expansion and investment programmes, export
pérformance,‘R & D activities, etec.

It was felt that an analx51s at the disaggregated
level for companies llable For taxation at different statu-
tory tax rates might shed some more insight into the overall
sensitivity of the corporaté profits tax. Tax data,

”however, are not available in the annual budgets for different
.categories oF:companies'havihg different effective tax
liabilities. Assessment data (AIITS) for the period 1960-61
t0.1977-78 were used for these exercises. Disaggregated data
on assessed corporate income and assessed corporate tax
revenue are available for domestic companies, both closely-

held and widely-held and for non-domestic companies.
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The estimates of elasticity at the disaggregated
level shou that tax revenue is highly sensitive to an
increase in income in the case of widely-held domestic
companies, as a 1 per cent increase in NDP leads to a 1.04
per cent increase in tax revenue. In the case of other
cétegories of companies,~houever, the elasticity cosfficient
is low, namely, 0.37 per cent for closely-held companies and
0.46 per cent for non-domestic companies., Thus, the overall
low sensitivity of the corporate profits tax is found to be
due to the insensitivity of closely-held compénies and non-
domestic companies, whose contributions to total corporate
tax fedénue'facreased during the study period, We found
thatlduring the sixties when the overall tax system was
inelastic, the broportionate contribution of the low-sensitive
segments of the corporatsjsector was not bnly high but was
also rising sharply,»theii:cqmbined share of total assessed
tax revenue increasing from 51.3 per cent in 1961-62 to 77.9
per cent in 1969-70. The share in'total corporate tax
revenue af the inelastic segments of éorporate sector started
declining in the early seventies (the share was 35.9 per cent
in 1974-75 and 23.7 per cent in 1977-7), leading to a rise
in the sensitivity of the corporate profits tax (Table IV.3).

The decomposition of the elasticity of tax reverue to
income for each disaggregated category of companies shous
that inheach case the tax reuehue is resbonsive to tax base
but. the -tax base is not sensitive to national income.
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f. Estimates with some alternative incorie bases. In
order to examine whether the- bstlmates of the sen51t1V1ty of
the corporate profits tax were influenced by the specific
deflnltion of national 1ncome USed for the estimation, the
elastlclty and buoyancy coefflclents for the entire study
period, 1960-61 to 1979-80, uene re~estimated with alterna-
tivse defln;tlons of . nat;onal income. As the bulk of the

corporate proflts tax revenue mrlglnated from corporate
qperations,ln ‘'sectors other than agriculture, community and
personal sBrvicés; NDP exclusive of income from such sectors
uéé'sélected as the national income bass for all the exercises,
whoée"résults have so far been presented. ‘e then incorporé-
ted -as ‘the national income base, a 31m11arly adjusted base

in gross terms, that is, gross domestic product (GDP), and
further gross national product (GNP), net national product
(NNP), GDP andVNDP.uithout any adjustmsent, sach at factor

coét and market prices.,

The sensitivity of the corporate profits tax was seen
to increase asfthesnational_incomb,base»uas'extendpd to
inclUde'iﬁcome‘from‘agficulture, services and allied sectors.
The elast101ty coefficients: with extended national 1ncome as
base are ‘estimatet to be between 0.90 and 0.93 and the
buoyancy coafficients are between 1,07 and 1. 10, clearly
higher than those with adjusted GDP' and NDP as base (Table
IV.4). The improvement in the sensitivity of the corporate
profits tax to an extended national income base was due to
‘the lower growth rate of national income of the non-
_industrial sector (annual growth rate being 9.77 per cent in
net terms and 9,80 per cent in gross terms) as compared to
that of the industrial sector (12.54 per cent and 12.51 per
cent, respectively).
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TABLE 1IV,4
Elasticity and Buoyancy of the Corporate Profits Tax

With Respect to Some'Alternative Bases
(1960u51 to 1979-80)

N

Bonancy

Independent Elasticity ‘ .

‘variable ?RZ t-value RZ' t-value
1. Gne (F) 0.922 0,930 15.448 1.089 0.942 17,051
2. GNP (M) 0.904 0.933 15,771 1.069 0.944 17,447
3. NNP (F) 0.932 0.927 15.168  1.102 0.940 16, 781
4, NNP (M) 0.906 0.932 15.665 1.071 0.944 17.348
5. GDP (F) 0.925 0.929 15.365 1.093 0.941 17.004
6. GDP (m) 0,902 0.932 15.756 1.066 0.944 17,446
7. NDP (F) 0.930 0.928 15,257 1,100 0.941 16,892
8. NDP (M) 0.908 0.931 15.614 1,073 0.943 17,307
9. GDP (F)g/ 0,825 0.947 17.874 0,972 1 0.954 19.320
10, NDP (F)Z/ 0.824 0.944 17.972 0.973 0.952 19, 481

Notes: 1. (F) and (M) refer to factor cost and market value,
respectively.

2, Income from agriculture and allied sectors and from
community and personal services sector is excluded
and all other independent variables are inclusive

of such income.
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Determinant amalysis., Finally we attempted to

identify the major determinants of the corporate profits tax,

and in the process also estimate its sensitivity. 1In
addition to NDP, ue’incopporatéd into the model the effect
of the tax system. The tax effect was represented by:

(1)

(ii)

The effective tax rate’(CPTRe) as measured by

tax provision as shown .in company finances data,
as’d,per cent of the estimated actual tax
base.zg/’-Uhen‘CbTRe»is computed from assessment
data, i; is‘assessed tax as a per cent of the

hypothetical tax base, or

The statutory tax rate"(CPTRS) as applicable to
the category of compdnies whose data are used

in the model. For the analysis based on company
finances data, the statutory tax rate applicable
to Indian companies in wHich the public are
substantially interested has been used. In the

‘case of the eguations using assessment data,

CPTRS is assessed tax as per cent of the actual
tax base. UWhen CPTRS is taken as the tax

The company finances data show only the profits before

‘tax and before the impact of fiscal incentives tax is

taken into aceount; this is the hypothetical tax base,
The actual tax base is estimated as follous:

where,

ATB = % X 100

ATB = actual tax base,
a = tax provision, anrd
b = statutory tax rate



variable in the equations, an additional
explanatory variable is incorporated to c capture
the effect of flscal incentives. (FRE).,", b;st FRE .
is not included in the equations which represent
the tax variable thnm&&xCPTRe, as the effect of
£iseal inpentives is already captured.

i( R ";‘ “‘i ﬂ;‘ 3-'“’%:3.

188al ‘incent ives Hi 5 pe 6ok, BL e TR
‘base;j The corporate tax savings are, 1n turn, computed as.
the difference between the actual tax liability (tax provi—f
sion in the company finances data or assessed tax in the
income tax assessment data) and the hypothetical tax liability,
the latter estimated by applying the statutory tax rate to the

hypothetical tax base.

The national income variable is et domestlc product
at factor cost, relevant to the corporate sector, that is,
exc lusive of ‘income from agriculture and allied sectors and
personal and'communityfservicesasectors' | |

The results of four pairs of - log~linear ‘and linear
equations are presented in Table IV. 5, uslng comparable data
~on the dependent ‘and eXplanatory variables. 1In equations 1
and 2, the dependent variable CTR is the corporate tax
provision relating to the 223 NIPFP sample companies and the
variables incorporating the effect of the tax system also
relate to this sample. In equation 1, the explanatory
variable, CPTR, is the statutory tax rate applicable to the
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Determinants of Corporate Tax Revenue

Equation number

Constéhé.

Dependent variable

Corporate tax revenue (ETR).

CPTR FRE NDP n2 F-value DU Sta-

: tistic

(1) (2) (3) (4) (s) (6) (7) (8)

1. a. Linear -83. 453 2,251 -2.861 0.008 .0.933 66.051*** 1,971
. (0.497) (0,590)  (1.639)% (4,187 %%x , (No AC)

b. Log-livear -4,645 0.126 -0.169 0.976 0.914 50,394%%% 1,321

- (0. 650) (0.048) (1.106) (2.983) %%% - (Incon)

2. a. Linear -49,922 1.230 - 0.009 0.926 B87.962%%%. 1,283
(1.489)%  (1.447)% (11.167) %% ~ . (Incon)

b. Log-linear -5, 749 0.446 = 0.931 0.908 70.300+%% 0,764
(5.132)%*% (1.666)%* (11.006) %% (Aac)

3. a. Linear -89259,110 1611, 559 -4,619 - 0,449 0.793 B, 653%x 2.610
: (2.099)*% .(1.988)* (0.009) (3.077) % - (No AC)

‘b, Log=linear -29, 376 '7.623 -0, 090 0.819 0,851 12,441%#% 2,591
(2.095)* (1.947)% (0.198) (3,353) % ~ {No'AC)
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TABLE IV.5 (Contd,)

(1) (2) (3) (4 (5) (6) (D (8)

oy

o ]

4, a. Linear -15785.736 400, 235 - 0. 454 0.596  S.426 2. 110
: (0.527) - (0.582) - (2. 465) %% - (No AC)
b, Log-linear -6,079 1.827 - 0.853 0. 729 9, 055 ##¥ 1.998
(0.726) (0.719) (2.969) % (No AC)
Notes: 1. Equations_under'1‘and 2 relate to 223 companies and cover a 15;year period 1961-62
to 1975-76.  Equations under 3 and 4 relate to 108 assessees and cover a 7-year
‘period 1970-71 to 1976-77. . - = : - S :
2+ CPTR is CPTRg in equations under 2 and 4 and CPTRg in equations 1 and 3; the
lotter group of equations also include: FRE, A -
3, Eiuations 1 and 2 include current year NDP and equ:tions_Z and 4, includes NDPt_1.
4. F.gures in parentheses are 't! values of the regre:sion coefficients.
5. Al s evidence of positive auto-correlation among th. .residuals.
Ne AC: No evidence of positive auto-correlation,
Iticons The Durban-Uatson*Statistic is in the inconclusive range.
6.

%)%, %% and %: indicate that the regression coefficient is significant at 99 per
cent, 95 per cent and 90 per cent level of confidence, respectively. 1In other

‘cases, the regression coefficient 1is not significant.
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NIPFP sample and FRE (estimated for the NIPFP sample) is
incorporated'to-capturé‘ﬁhe effect of fiscal incenﬁives, but
in equation 2,:FRE,ié nOt‘includedkas_the.estimated,eFFective
tax rate, CPTR_, for the NIPFP sample is used. The dependent
variable, CTR, in equations 3 and 4 relate to assessed tax of
a sample‘bf‘108 incoﬁe tax assessees) whereas equation 3
includes both CPTRS and FRE relating to the 108 assessees;
equation 4 includses CPTRe relating to the 108 assessees.30

In each of the above equations, adjusted NDP
represents national income; however, while in equations 1 and
2 NDP is the current year's NDP, in equations 3 and 4 we have
used a 6ne-year time-lagged NDP (i.e., NDPt_1), as assessment
data relate largely to corporate operations in the preceding
year and partly in some of the earlier years also.

A priori, the signs of NDP and CPTR are expected to
be positive, whereas that of FRE negative. 1In other words,
an in¢rease in CPTR and NDP is expected to increase CTR and
an increase in FRE would reduce it. Uhile equations 1 and
"2 cover the period 1961-62 to 1975-76, equations 3 and 4
relate to the assessment years 1970=71 to 1976-77,

The 'F' values of all the eguations
suggest that they provide a suitable eXplahation for the
changes in CTR and their R2 are also high. Further, all
the explanatory variables in these equations have a priori
signs (Table IV.5).

30/ Data was obtained from assessed income tax  raturns:
for major corporate assessees for assessment years
- 1970-71 to 1976-77. For details, see Lall (1983),
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The econometric exercises show that national income is a
very 51gn1flcant determlnant of corporate tax revenue. In all
the equatlons, ‘the regression coefficient of this variable is
S1gn1flcant at. either 1 per cent or 5 per cent level of confidence.
The 1mpact of income is substantial, showing that a 1 per cent
increase in NDP leads to Lciween. 0.82 per cent and 0,98 per cent
increase in corporate tax revenue. It is interesting to find
that taxirevenue (tax provisions) is more responsive to NDPt,
than is tax revenue (assessed) to NDP;_,. However, the corpo-
rate tax is not fully responsive to changes in income.

The tax system, on the other hand, is found to be a
less impoxtant,determinant of corporate’tax revenue. GCompara—-
tively, the fiscal incentive component of the tax system is more
important and relevant than the statutory tax rate component of the
tax system because, in the first place, the statutory tax rate has
not been altered substantially during the study period and
second ly, the statutory tax rate becomes meaningless when a
company utilises the fiscal incentives which reduce the tax base
and, therefore, the effective tax rate becomes lower than the
statutory tax rate.

The equations under 2, both in linear and log-linear
forms, are the only ones which yield significant regfession
coefficients for all the explanatory variables. These signi-
ficant results, together wiil the significant P values and high
R? values of the equations, suggest that this model offers the
best explanatlon for changes in corpqrate tax revenue. In these
equations, the explanatory variables are CPTR, and “NDI?t. ‘The
effect of the tax system is, thus, captured through the composite
tax variable, namely, effective tax rate, and not by the two
separate tax factors, namely, the statutory tax rate and the
fiscal incentive variable. Hence, the results suggests that the
compos1te tax factor is more relevant than separate tax factors
in eXplalnlng-the variations in corporate tax revehue.

The linear form of equation 2 suggests that a one
percentage point increase in CPTR leads to an increase
in actual CTR by ‘Rs 1.2% crore. In the case of the NIPFP
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sample companies who, on the average, annually provided

Rs 117.21 crore for meeting their corporate tax liability
during the period 1961-62 to 1975-76, a one percentage point
increase in. CPTR uoyld lead to an increase in CTR by 1.05
per cent For tha corporate population of 431 large manufac-
turlng companies in the private corporate sector (each with
paid-up share capital of Rs 1 crore or mora) from which the
NIPFP sample was selected, the corporate tax provision is
gstimated to incresase by Rs 2,47 crore ih/response to a one
psrcentags point_increase in CPTRG,'i;e., the total tax
provision would be Rs 208.53 crore instead of Rs 206,36
crore. In the log-linear form, equation 2b indicates that a
one per cent increase in CPTR would lead to é 0.45 per cent
increase in CTR, In sither case, the results shou that an
increase in the statutory tax rate does not lead to a subs-
tantial increase in corporéte tax revenue. This result would,
houevef, not suggest that the converse Would be true, i,e.,
a reductiom in-corporate tax rate would not lead to

a substantlal fall in corporate tax revenue.

The impact of FRE on actual CTR is expected to be

. more substantial than that of CPTR g? & one percentage point
increass in it,as shoun in equatlon 1a, resulting in a fall
in CTR by Rs 2,86 crore for the NIPFP sample and Rs 5.04
crors for the relevant Corporate population (in the same
eﬁuation,'the impact of CPTRgon CTR is lower and the coeffi-
cient is not significant). In such a situation, CTR would
fall by 2.4 psr cent in response to a one percentage.pdint
increase in FRE,



h. Some factors influencing sensitivity. Broadly, four

factors can be icentified which have a bearing on the sensi-
tivity of the corporate profits tax., These factors are

fiscal indentives, non-fiscal incentives, individual fortunes
of large taxpayers and industrial recession, unaccompénied by

recession in other ssctors.

Fiscal incentives are the most important provisions
in the income tax law which, through diminution in the
corporate tax base, leads to a substantial differenece between
corporate profits and corporate taxable profits,‘(see Lall,
1983)., Judicious tax planning at the corporate level can
either eliminate or reduce substantiéliy the tax liability
for a number of years. Therefore, while on the one hand,
the number of corporate assessees and total corporate profits
in a growing economy can be expected to rise and would have
ordinarily raised the elasticity of tax revenue to national
income under a proportional tax, the diminytion in the tax
base, on the other hand, tends to reduce the sensitivity of
the tax by affecting the tax base to income relationship.
This was seen in the analysis relating to the decomposition
of the revenue to income elasticity, when we also found that

tax revsenue was responsive to tax base.

Various non-fiscal incentives, such as concessional
finance and inputs at concessional cost for projects in
backward areas and in priority sectors, also contribute to
a fall ip the sensitivity of the corporate profits tax. The
preferential treatment for such growth-oricnted segments of

the corporate sector changes the ratio of taxable profits to
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corporate profits, If this ratio improves, the elasticity
would improve and yice-versa., Further, even if the share

of corporate profits in nationmal income does not change
but the ratio of taxable corporate profits to corporate
profits changes, the elasticity would change,y It is also
possible that when the share of corporate profits in
national income falls, a rise in the ratio of taxable
corporate profits to corporate profits would nsutralise
any adverse effect on elasticity.

The individual fortunes of large corporate tax-
payers in a system where a small proportion of corporate.
assessess account for the bulk of corporéte tax revenue
also has a bearing on the sensitivity of the tax. 1In the
Indian context, it was seen in sub-Section 3(f) that the
overall sensitivity of the cofporate profits tax was
influenced by operations in different segments of the
corporate sector, If due to some special factors, there
is a sudden setback in the corporate operations of some
large taxpayers and it adversely affects corporate profits
(and also, therefore, taxable corporate profits), the
sensitivity'of the corporate profits tax will fall, and

vice~-versa, This would be particularly so when there is

an industrial recession, which is unaccompanied by
similar sconomic conditions in the non-corporate sector.
Thus, for example, an industrial recession with stagfla-~
tion would tend to raise the contribution of the non-~



corporate sector to the national income but. eorporate
proﬁits,4taxable_corpbrate profits and the tax contribu«-
tion of the,corppfate séctOr.uould fall, resulting in a-
decline. in the sensitivity of the tax systémngDn the
other hand,. when such .largs cbrporate taxpayers experience
a sudddh. boom, there would be a tendency for eorporate
profits and corporate profits tax .to increase faster than.
the -national income and- thereby raisthhe sensitivity . of
the-tax, Such variations are thus-analogous.to_those of

a "fixed price" system,.in which imbalances lead to
changes in*vaolume.of inventories, .thereby affecting the

sensitivity of the tax,



U. THE CORPDRATE PROFITS TAX, CORPORATE
INVESTMENT AND PROFITABILITY

1. Introduction

as, ‘Objectives. In any comprehensive study of a tax
measure; an analysis of the effect of the tax on the
economic transactions to whiech it is related is not-only
desirable but also necessary, Houeﬁer,“the simultaneous
pperation of other tax measures and public expenditure
~programmes within the ambit of fiscal policy as well as
other economic policies makes it -difficult to isolate and
guantify the separate effect of the tax measure under
'Conéideration;' Econometric techniques can, houever;
isolate to a reasonable extent the effect of individual

factors.,

In this and the following Chapter, we .study the
determinants of corporate behaviour;’and-in particular;
-assess-the effect of a change in the-corporate profits
tax rate on-sélient-aSpboEs of operations of large

mahufacturing Indian companies, The aspects;studied are?

i corporate investment or qross fixed
p g

asset formation;
| (1i) corporate rate of return or prefitability;
(iii) corporate dividend policy; and

(iv) corporate capital structure,

The gross fixed assets represent the fixed

capital stock in the‘corpbrafe sector and changes in its
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level as well as in its rate of grouwth are important
indicators of corporate behaviour, The traditional
hypothesis is that the corporate profits tax has a
detrimental,efﬁsct on gross fixed assets formation

activity, An increase in the tax rate leads to-a set-

back in the rate of corporate capital Formatidn; Such an
effect is expected to occur as an increase in the rate of

‘the ‘corporate profits tax reduces the nst disposable profits
and, therefore, the rate of return on investment, A fall

in the rate of return reduces the availability of internal
resources as well as the capacity of the Eorporate-entity

to mobilise external resources;Adébt'as~uell~as equity;

In this study we therefore assume that-the profit- -

investment relationship‘Operates,-i;e;, an ‘increase in .
profitability or the rate of return stimulates investment;éi/
The rate of return is measured here by profits after tax as

a per cent of net uorth, which is one-of the- accepted measu res
of efficiency of corporate operatiohs{- The traditional
hypothesis on the tax effect on profitability is that an
increase in-the corporate profits tax has an-adVerse-impact on
profitability after tax; An explanation -of the-determinants
of corporate capital forwation would, therefore, dlso need

an assassment of the determinants of corporate proFltablllty.§2/
Ve, thereForo, study the determinants of corporate ‘investmnt

and profitability and in particular; assess the tax impact.

31/ For an exhaustive and interesting discussion on the
alternative theories of investment, see Jorgenson
(1967, 1971).

32/ ThlS kind of analysis requires a simultaneous exami-
‘ngfion of the determinants of profitability and invest-
ment but in the present study, the problem of simulta=-
neity has been kept outside the purvieu.
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Dividend pclicy, represented by the dividend
rate (i.e., equity dividend as a per cent of equity share
capital) ié another important indicator of corporate
operations, It shows the changing rate of dividend in
response to a change in the level of distributable
profits following a change in the tax rate as well as gther
determinants, The results would throw light on an
important corporate policy, whether or not corporate
managements maintain a specified dividend rate. The
traditional hypothesis is that over the long-run,

companies tend to maintain a stable rate of dividend by

changing the dividend pay-out ratio in response to a
change in the amount of distributable proFits.éé/ A

second hypothesis relating to corporate taxation and
dividend policy is that dominating shareholders may

try to adjust the dividend policy in such a way as to
minimise their total tax liability by converting corporate
retentions into a tax shelter zone for the dividend
component of Uheii “oiaw Ziicume. These two hypotheses
relating to dividend policy, namely, dividend stabilisa-

tion and tax shaiter, are, therefore, examined,

33/ Only when the change in the level of profits is
expected to be of a permanent nature, the company
- may change the dividend rate. The maintenance of
a stable dividend rate may be termed as the
dividend stabilisation policy.
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Finally, we study the determinants of the ratio of
debt capital to cquity capital, which represents the
corporate capital structurs and reveals the financial
strength of the companies; with increasing capital
intensity of corporate ocperations, there has been a
tendency for the debt-equity ratio to fall, As far”as-
tax policy i concerned, the tax proferential treatment
granted to interest payments, it is held, tends to make the
corporate capital structurs biased in favour of debt, The
traditional hypothesis is that an ‘increase in the tax rate
would make the capital structure more prone towards debt
financing; as the tax savings gencrated by the use of debt
increase with an increase in the tax rate applicable to

payments for use of equity capitaly

The four specific aspcects of corporate operations
that are studied are inter-related-and; together, they-can
be considered-to cover the corporate strategy of finan-
cing én investment;: While a numbefzof-studies in the
country ‘have attempted to assess ‘the detgrminantsof'éorporate
behaviour, such as investment, capital structure, profitability
and dividend policy, their-objective uas-not,-speciﬁi@illy,
to analyse the effects of the corporate profits tax 4.,
which is the primary objocctive of this stqu} Among'
recent studies, Lall (1983), Sarma (1982), Lall,
Srinivasa and Atri (1982) and Venkatachalam and

o e

34/ See,‘For example, Johar, Kumar and Singh (1982),
Rao (1979), Krishnamurty and Sastry (1975), Rao
and Sarma (1971).




Sarma (1978) have assessed spec1flcally the effect: of the
corporate proflts tax and/or Flscal incentives granted to
companies on corporate operations,

b. Data, The econometric exercises in this study
are based on data of a purposive sample of 223 large
public-limited compamies operating in the manufacturing
segment of the prlvate corporate sector (hereinafter
called the: NIPFP sample)?E . The tlme-serles data cover
a 15-year perlod from 1961-62 to 1975-76. - The data were
obtalned from annual reports of companles, as published
in the Bombay 3dtock- Exchaqg_:Dlreetdgy.

The Reserve Bank_oP-India!(RBI) data on~company
finances were not used as the RBI detjonly-keeps on:
changing the-companies-constitutihg-the'semple'but slSO
the size of the'sample. Rs such- the RBI-data were not
found to be su1table for the kind of analysis: undertaken
in this study. The RBI data also do not allow for an analysis
to be-made at thehdisagg:egated‘level<For groups that are-
felt to be more relevant; this problem does not erise when

data are-available for individual companies and in a
| Speéially‘constituted-sample; In'vied of these
considerations, only the data for NIPFP sample companies

have been -used.' -

35/ The selection of the sample and its composition are
discussed in Annexure I



2. Corpprate Profits Tax and Corporate Investment

a. Choice of dependent variable. " Studies on the invest-
ment function have taken as the dependent variable the flow

concept of investment, i.e., investment or incremental

capital stock betueen tuwo points of time, These studies have
examined mainly the impact of factors like the accelerator
factor, represented by sales or output, profitability and
selected sources of funds.used for the purpose of fixed
‘asset formation or investment. The impact of the tax sy stem
on corporate investment has largely not been studied.

A study of the effect of the tax system raises the
guestion as to whether the flow or stock concept of corporate
investment should be taken as the dependent variable. The
important fiscal incentives which can be utilised by a
-corporate entity under the income tax law in India are
related to some stock base or can be claimed against profits
generated by operations using the total capital stock or
gross fixed assets (GFA) and not necessarily corporate
investment or incremental GFA, Thus, in the past develop-
ment rebate was available, and at present the investment
allowance is available, at a specified percentage of the
-value of neuw plant and machinery installed. But investment
allowance (and development rebate earlier) can be claimed
not only against profits generated by the relief-generating
investment but also by investments made earlie; in the same
plant or any other plant of the company, in the case of -
multi-plant units., Similarly, the tax holiday and backward
areé reliefs are calculated as a percentage of profits and
gains generated by the use of the total productive capacity



~or assets installed-after-a'certain-date and they are,

‘during the entit lement period (eight and ten assessment years,
respectively), hbt' raelatcd to profits and gains gene-

rated by ificremental value of .productive capacity or

assets in each oF_thé-relieF - eligible year§f Qouever,

these tax reliafs cannot be claimed unless investment is
mada,’

Uhile‘oh;the'basis of the imcome tax lau, there
may be justification in using the stock of capital,
economic theory on investmenﬁ functions would justify only
the use of the Flou concept,-as at any particular point of
time,vit’ismthe decision. on the new: investment that -is
relevant and the-capital-stock is only the sum of invest=-
ments in-the pastf Also, the fiscal -incentives are gensra-—
lly granted-only in response to an investment or -expenditure.
incurred aftér a-certain-date even though the tax benefits
may -spread over to-profits gemerated by earlier'investmenté;
Ue have,'thereforeglselected the flow concept -of
corporate investmenmt -as reflected in incremental GFA as tre

dependent variable,

The useaof'data in real or in nominal terms is
another issue that-necds to be~c0nsidered;'*1n~a cross~
section analYSiS,ttheTé is no need to- deflate the variables
like GFA, salesi and financial resources, for all the
data relate to a common period, but in a time=series -
analySLS, deflation becomes necessary due to an extended

time horizon;éﬁ/ Prcblems;arise in the selection of

36/ Some time=-series sfudlea have usod the variabletdata
in nominal terms and for a.discussion, see, for

example, Anderson (1964).



,?EPFODPiatB deflators and. the selection often has to be
done-arbitrarilys.. :The general purpose machinery

deflator has been used to deflate GFA, accumulated
depreciation and Finénciai'resources and the wholesale
price index to deflate sales.o¥ hile technically, the
land and-buildings components of GFA -should be déFlated-by
the construction index; this-is not absolutely necessary
as land and buildings account for about one-sixth of the
GFA.

be - Explanatory variableg, Theoretical developments
and quantitative evidence in the area of determinants of
investment- behavlour relate largely-to-three economlc prln-
ciples, namely, the accelerator Factor, the profit motive,
and the liquidity factor. In addition to testing the
effect of these theories of ihvestment-behaviour;.ue‘
have incorporated an additional’Factor; némely, the tax
effect factor, lHeﬁce;'the explanatory variables

selected in the model measure four categories of effects;

(i) the accelerator effect (Acc.);
(ii) the proFitability effect (Prog):

(iii) the liguidity or fipancial resources
availability. eFFect (FRAe)

(iv) the tax effect (Te).

R

37/ As the process of deflation is based on some
restrictive assumptions regarding price effects,
an alternative could-be to use prices’ also as an
BXplanatory variableyd
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(i) The accelerator effect. The accelerator effect
rests on the technical relationship between output and invest-
ment.gﬁ/ The adjustment of capital stock to the desired level
is, however, not‘hécessarily instantaneous but it may be a
gradual process due to time lags betueen a change in demand and
an adjustment in corporate productive assets because of technolo-
gical, institutional and eXpéCtéfional factors, Further, it is
assumed/that there is no excess capacity which might be utilised
to meet the increase in demand and that the change in demand is
of a psrmanent character. Flnally, the accelerator effect can

be assessed only with respect to new investment.

Sales is most commonly used to represent the accelerator
principle in investment Funbtions, both in time-series and cross-
section analysis. The sales-investment relationship is based on
the hypothesis that an increase in sales (which represents the
effective demand), would ordinarily encourage an entreprensur to
- expand his operations to meet the increasing demand, and, there-
fore undertake an investment programme, In this study, sales is
represented by net sales, i.e., gross sales, less excise duties.
Alternatively, we could use value of production (i.e., sales plus
net stock), ‘as a measure of the accelerator but we did not do so
because the valuation of stoeck is not exposed to the full impact
of the market prices as in the case of actual sales, 1In the
Indian context, stock holdings are also influenced . by
speculative pressures and, therefore, they may vitiate

38/ 1Investment behaviour studies centre around either the
accelerator principle or the profit hypothesis, though in
recent years some variant of profits has been brought into
the context of accelerator models to account for cons¢.-
raints imposed by the supply of funds in an imperfect
market,
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the output and investment relationship. Finally,;most
studies have used the sales measure é;Eee, for -example
Eisner (1963), Krishnamurty and Sastry (1975)7.

The change in Caeital stock is a function of a
change in sales/{S; - St_,l)orﬁ- SJandv not of the total
level of sales in the respective or the preceding year/s.
Therefore, we have used the change in sales as the
explanatory variable to capture the ‘accelerator effect,
Further,‘the demand factor may have a lag and so we have
taken *S; - St-rl; where r is the number of the year
preceding the current year 't!, The period (t-r)
represents the period taken to fructify an investment
proposal into imcremental GFA in response to an increase
in sales, and it takes into account procedurél delays and
infrastructural bottlenecks which confront the
implementation of an investment programme; Investment
theory does not-give any clue as to what should be the
‘distributed lag, Two RBI studies (1968 and 1969) have
provided-evidence of a time lag of 3 to 4 years in: Indian
industry, We experimented with 1, 2 and 3fyear-1ags~and
found the 2-year lag to be statistically most appropriate,

(ii) The:profitability effects Investment
theory suggests that another i%portant determinapﬁ‘of
inVestment is profitability or-the-rate of return., The
economic viability of an investment rests in its
potential to earn an.attractive rate of returns Hence

the profit mofiVe is expected to play an important role.

The assessment of the profitability effect -on
corporate investment is attempted though the profitability
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indicator, namely, profits befowe tax as a-per-cent of

net -worth (PBT/NUt;Q , uhere 'r! denotes the time lag

in terms of years), As an investment decision will be
inFluencéd-more by the rete of return-in the past-than in
the present year; Wwe experimented with lags of 1;12 ’
and 3 years and found that only the 2-yecar lag profitability
aftef.taxayielded- a coefficient with the apnropriate
sign. A pgriori, profitability is expected to have a
positive impact on corporate investment because an

increase in it generates hopes and expectations for the
Futuref Investment will be, therefore, attracted to take
advantage of the higher profits potential of the specific
investment'programme.

(iii) The liquidity or firancial resources
availability effect, The-profitability
factor represents only the price effect and not the

quantity effect; for supply of financial resoureces would
still be a constraining influence on investment, To -
accommodate this- supply inFluence,'an explicit resources
availability factor has to be introduced in the '‘model to
explain the variations 1in investment., The availability
of- financial resources has been found generally to be an
important determinant of corporate investment in Indian
industries (see;lfor example, Krishnamurty‘and-Sastry;
1975): In fact, the financial resources-investment -
relationship is very close,-as an investment programme
depends upon the availability of fimancial resources, uwhich
alone can procure -the physical inputs needed to-build up
GFA, It is,-thus; a good proxy for the capacity to
procure inputs that-are needed to meet the demand for

goods and services provided by the corporate sector,



Total funds or total capital employed would
represent all financial ‘resources available and this may
‘be-split up into two parts; namely, internal finances (IF) and
external Finances(EF). I~%2rpal finances include retained
profits and depreciation,'uhile external finances include
fresh equity and preference share capital, debentures and
long~-term loanms from all-India Financial’institutions
like-the IFCI, IDBI, ICICI, and the commercial banks,
Short-term loans are ordinarily not expected to be
utilised for a GFA formation but this is not nécessarily

aluays the caselég/

In an investment determinant analysis, the above
variables are taken as flouw variables and not as stock
variables on the ground that incremental financial
resources are used for capital formation, Conceptually,
however, there is a difference betueen the external
resources variable and the intermnal resources variable,
While resources mobilised extefnally are available to
finance an investment as soon as they are'mobilised;-
the amount of internal resources géhefated during a year
can, houwever, be decermined only at the end of the

financial year and would not be available during that year,

33/ It is possible to use short-term loans for long-term
purpose and studies on resource mobilisation.in-_the
private corporate. sector have brought this aut [/ see,
for example, Lall, Srinivasa and Atri (1982)7 .
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Therefore, in any given year incremental financial

resources available for investment would be:

FRA = AEF, + ATF, . (1)

The above formulation would, huowever, not take into
account the available capital stock at the beginning of the
year, Such financial resources may be particularly important
in the case of established companies and as our study relates
to companiss established and in actual operation for 15 years
or more, it would be desirable to include such resources also
in the financial resources availability variable., The capital
stock at the beginning of the financial year is partly
invested in fixed assets and inventory and this proportion of
the total capital stock would not be available for an invest-
ment that would be undertaken during the year but the capital
stock net of investment in fixed assets and inventory would
be available for any investment during the year, Hence, FRA

is represented as follows:

FRA = NAAL, , + AEF + AIF, . .. (2)
whers, NAAIt_1 = TOEL 4 - NTAIp g (or net available assets

for investment, i.e., total capital
emploved net of the sum of net fixed assets
and inventory);

AEF =EF,_, - EF; and

4 IFt_,' = IF,_, - IFt_,]
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(iv) The tax effect. Investment theory does not
take cognisance of the tax effeect. It is; however, held
by the corporate sector and investors that the corporate

profits -tax has an adverse effect on the investment

climate, the investment decision making process and
corporate investment., This is generally known as the
investment-inhibitive effect of the tax hypothesis, %he
effect is expected to take place through a reduction in
cogporate capacity to mobilise resources for finmancing a
capital formation programme: The resource mobilisation
capacity is affected in tuwo ways., In the First.pladé;
there is a direct reduction in the level of internally
generéted resources (statutory as well as free reserves),
and secondly,-a fall in profitability after tax will
affect the capacity of the company to mobilise resources
from external sources; like the equity market,‘Financial
institutions, commercial banks and trade associates; As
such, an increase in the tax variable is ordinarily expected
to have a negative or depressive impact on incremental GFA
through its direct and indirect effect:on mobil?sation

N 1
of investible resources by the corporate sector,'

The tax effect-variable is defined as tax provision
as a per-cent of profits-before tax, iie., T/PBT, This
variable, also known-as the effective tax rate, is prefe-
rred to the statutory tax rate-as given in the Central
government budgets because it takes into accqunt all the
deductions, exemptions and fiscal incentives. The use
of the statutory tax rate as the tax effect variable would
have needed another variable to capture the effect of

fiscal incentives available under the tax lau,
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c. [odel spe clflcatlth. The investment function
has been estlmabed from the Folloulng equations

ATl = f(Acc,y Progy FRAG, T.) (1)
where, I = capital stock or GFA;
Acoe = accelerator variable;
Pro, = prof itability variable;
FRAé = financial resources availability or ligquidity

variablej and

i

"tax variable
The above equation may be expanded as follouws:

Ig=Relq) = (8¢-5, ) s (PBT/NU_.), (TCEt_1fNFA1t_1),
(EF-¢-EF, ), (1B ~TR, ), (T/PET) .. (2)

The equatlon is derlved only in the linear form
as the Acce variable was negatlve for some years and that
reduced - the number of observatlons. The a priori sign
of Acce, Prqs and FRA variables-would be positive and

that of the T uar;able.negaﬁive;

de R’al gig- 0F\results.~ Seyeral comblnatlons of
the, eXplanatory variables wvere tested, ~The accelerator
factor and the profitability ‘factor were trled
simultaneously with 1, 2 and 3 year lags and also
individually ‘with each of these lagged time perieds, I
the case -of the accelerator Facfor;vonIQ the tuwo-year lag
accelerator yielded statistically-aCCeptable coefficients .
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and -the one;year-lag and three-year lag accelerator yielded
insignificant regression coeFFicients;iuhich<also had the
urong-signs;ﬁ-ln the case of the proFitability factor-also,
only the two=-year lag variable had the proper sign: but- u
the regression coefficient was not found to:be signifi;
cant in any of the models in which this factor was

included,

The -model which was finally selected includes
the tax factor as represented by tax provision as a per
cent of profits before tax,-a-tuo;year lagged accelerater
factor as represented by change-in nét sales;‘the Finan;
cial resources availability factor as represented by the
net assets available for investment at the beginning of
fhe year~(uhich-excludesjthe value:-of neﬁ-Fixed assets and
inventory from the total'capital<stock); resources
mobilised during fhe'year-From external sources and -
resources-intefnaliy generated in the preceding year.
The profitability factor was not included because inclusion
of this Factor;ltogether<uith~the other- factors in the modsl,
only marginally improved the explanatory power of the
model but the regression coefficient of the variable
itself was’ not found to be ngniFicant.énd the sign of
the coefficient was not proper (see equation 2 in
Table V.1). The exclusion of the profitability factor
from the model also does not reduce the significance of
the ether-varisbles; in Tact, it improves the significance
of the accelerator and the tax variables.
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TABLE V.1
Determinants of Coqﬁprate Investment

Dependent Variable: A GFA

iggg- Intercept T/PBT NS, _, NAALy 4 GB1F_, AEF »QBT/ F value r2 SEE
No. _ . t-2
1. 1064,225 -19.565%xx 0, 236% 2, Ot)s*** 1.787%% 0, 296 ~ 10.885%#% 0,886 116,098
(1.996) (1.667) (4.822) (2.661) (1.146) -
2.  2367.947 =15.237  D.160  2.026 1.670°°" 0,271 -10.060 8.740""* 0.807 119.025

(1.3 13) (1.122)  (4.742)  (2.375)  (1.014) (0.812)

R

DUs

W o e e

1. 498

14633

Notes: 1. Equations are in linear form.
2, Figures in parentheses are t-values of the regression coefficients.
3. *%% and * indicates that the regression coefficient is significant
at 1 per cent or 10 per cent level of confidence; in other cases,
the regression coefficient is not statistically significant.
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The main conclusions which emerge from an analysis
of the results on the daterminants of corporate investment
are as follouws:

(i) The three important determinants of corporate
investment are the availability of financial resourcss,
the accelerator and the corporate tax. UWhereas the availa-
bility of resources and the accelsrator have a positive
impact on corporate 1nvestmentu ‘the tax factor has an
inhibitive effect on incremental GFA. The model is statis-
tically acceptable, as can be seen from the high and
significant F values, and it'aaptures 88.6 per cent of thg
variations ip-cOrporate;ipyestment. The‘regressioh-coeffi-
cients of all the explanatpry variables have a priori sigha'
and they are'significant at 1 per cent leval in the case of
the net assets available for'inveaﬁment, intérhaliresources
and tax factors and at 10 pe:'Cent level in_the case of the
accelerator; only in the case of the exterﬁal rasources
- factor the regression coefficient is not found to be
31gnificant. This 1n31gniflcance of the external resources
factor is due to the fact that established companies have
sufficient financial fasqurces internally generated, to
largely implement an investmert prOgramme; Recent studies
have shown that corporate savings constitute a major
proportion of total capital employed in the case of the
Indian manufacturing companies and one of the reasons for
such a_situation was the low rate of capital formation in
real {arms. (See,'Fér,axample, Lall, srinivasa and Atri,
1982). o
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(i1) The model provides empirical evidence in support
of the investment inhibitive effect of the corporate profits
tax:hypothesisa The sign of the tax effect coefficient is
negative as expected, implying that corporate investment is
adversely affected by an increase in the effective corporate
tax rate, ——/ Our results indicate that a one unit increase in
the effective tax rate leads to0 19.6 units decrease in
corporate investment.

- Our results on the tax effect on corporate investment
indicate that a one unit increase in the effective tax rate
in percentage terms, as far as the sample companies are
concerned, would reduce corporate investment by 6.2 per cent
from Rs 315.15 crore in 1975~76 (last year of the study) to
Rs 295.55 crore and for the census population of 431 large
manufacturing companies, corporate investment would reduce
from Rs 554.84 crore to Rs 520.44 crore.

It needs to be pointed out. that the above result
measure the tax effect in temms of the effective tax rate,
i.e., the statutory tax rate as prov1ded in the income tax
law, minus the tax base diminution effect of fiscal incen-
tives that would have been availed of. As has been shown
in a recent study (Iall, 1983), fiscal incentives in the
case of companies successfully undertaking investment
programmes and having substantial profits, significantly reduce
the effective tax rate, and in many cases postpone tax
liability for several years. Therefore, when the effective
tax rate rises, in spite of the tax base diminution effect
of fiscal incentives, there would be an inhibitive effect on
new investment. Such a situation is likely to arise when
either the statutory tax rate is raised and the utilisation of
the fiscal incentives remains unchanged or the statutory tax
rate is unchanged but the utilisation of fiscal incentives
remains unchanged or the statutory tax rate is unchanged but
the utilisation of fiscal incentives is reduced.

40/ A similar evidence on the deépressive effect of the
corporate tax on corporate investment is provided by
model 2, which includes the profitability factor also
as an explanatory variable.
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Itjﬁey”be mentioned that while our reeults show that
an increase in the effectlve tax rate may lead to a reduction
in corporate 1nvestment the converse may not be true, i. C
a reduction in ‘the effective tax rate may not necessarlly lead
to an increase in ‘corporate investment due to the p0331b111ty
of asymmetrical effect, and unless this asymmetrical effect of
changes in corporate tax rate is actually tested, no firm
conelusien can be derived, '

In addition to the multi-variable model, we also
experimented with a single varlable model, testlng the effect
of only the tax variable on corporate investment and Found
that by 1tselF the tax factor offers a very poor eXplanatlon
of the determinants of corporate investment.

(iii) The results on the financial resources factor
bring out the dominant role of the financial inputs on
corporate investment., The results substantiate the hypothesis
that,establiehed companies take recourse to net assets availa-
ble with them to finance a new investment programme, and
internal resources like depreciation and retained profits
generated in the preceding year. We thus, find a high
| respon31ueness of the net available assets and 1nterna1
resources factors on corporate investment, A one unit -
increase'in the NAAI leads to a 2.01 units increase in
corporate investment, and a one unit increase in IF leads to

a 1.79 units increase in investment.

The significant contribution of outstanding net
available asseﬁs and freshly generated internal resources-
reduced the dependence on external resdureee, particularly
becauss the;availeble resources uere_largely adequate.
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‘Henceé, we found that in the case of established large Indian
manufacturing campanies, the external resources factor is
not an importanu ueuermluaun of investment. The 1mportance

of financial 1nputs or the llquldlty factor in investment
determlnatlon has8 also been brought out in several other |
studies, such ad those of Swamy and Rao (1975) and
Krishnapurty and Sastry (1975). Venkatachalam and Sarma
(1978) have found both -internal finances and external
finances playing an important role in financing corporate
fixed investment.

(iv) The accelerator investment relationship is
found to be relevant in the Indian- corporate sector but it
‘A8 less important than the liquldlty and tax factors: a
unit increase in the variable results in a 0.24 unit
increase in corporate investment. This finding is contrary
toithe findlngs of Johar, Kumar and Singh (1982) and
Somayajulu (1977) who found .a weak relat ionship between
the accelerator and corporate investment. However, the
finq;ngs are in line with those of Krishnamurty and Sastry
(1975), who observed the importance of the eccelerator v
factor, along with the financial factor, as was also
observed in the present study. Swamy and Rao (1975) also
identified:the accelerator, ‘along with internal and
external funds. and capital intensity as significant
determinants of corporate fixed investment and Krishnamurty
\(1974) found public investment exPehdituro, a surrogate for
aggregate "d@emand, to be a ma jor: determlnant; More recently,
Venkatachaiam and Sarma (1978) found the’ aocelerator prov1d-
1ng an" acceptable expianatlon of corporate fixed investment
the" long-term elastlclty of capital stock with respect to
sales being generally in the range of 0.70 to 0.80.
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It. is interesting to find that appropriate time
lag in the case of the accelerator factor is two years,
WhiCh is supported by?RBIistudies:onvthe'gestatiOn period
in the Indian manufactaring sector.

- The two-year lag arises as an increase in net sales
at the existing level of production is only the first
indicator to the corporate investor that there might be an
economic and financial viability of undertaking an invest-
ment programme. Therefore, the relationship between sales
and‘ihvestment is not a straight or a simple one in thgjactual
corporate situation. Discussions with leaders of induétxy'
have revealed that a corporate investment programme is
‘formuléted and implemented when there is an expectation

of the projectvbeing'viablé‘and yielding a positive and
attractive rate of"%eturn.v This decision has to be
followed up by a series of actions involving several
clearances from different government ministries and depart-
ments, financial institutions, and suppliers of equipments
and inputs, and then encounter construction and production
bottléﬂecks, étc. These factors may also eXplain the
relatiVely low significance and magnitude of the accele-
rator effect on corporate investment.

(v) The profitability factor is not found to be
a relevant determinant of investment, partly‘becauSe the
past levels of profitability in the Indian manufacturlng
sector were on the low side. That the prOfltablllty factor
is irrelevent is seen from the lack of any effect on the
explanatoxy power of the model or the quality of the
results by its-exclusion from the model. In an
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economy subject to price controls and other regulatory
practices, which inhibit the free play of market prices,
the*profitability factor may not have much of a bearing
on investment Gecisiuum. 1v uas been shown recently by
Johey, Kumar and Singh (1982), that industries like
cotton textiles and cement which were subject to price
controls, had a lower rate of growth of investment than
industries like chemicals (including drugs), which were
largely outside the ambit of price controls and
experienced high rates of capital formation. It

was also found in the same study ' 2% when prize control
was removed in cement industry from January 1966 to
January 1968, the rate of growth of fixed investment
was 11.2 per cent against the cut—off rate of 9.0

per cent and in cotton textile industry, the rate

of growth from 1954 to 1963, when price control did

not exist, was 9.1 per cent against 7.8 pef cent

during their entire study period of 1950-51 to

1974-75.

‘Further research work may be required
before coming to a firm conclusion on the role of the
profit motive on the investment decision making process.
Among the issues phat»neesto_be:examined are the "non-profit"
benefits that may esccrue o the corporate entity (and more
importantly, to the dominating shareholders and/or management)
from an investment programme that may not yield an attractive
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rate of" return after tax, the, formulation of high expecta-
tions of the potentlal of the new. investment, unrelated to
the past experience and the role of price controls and
regulatory practices.

D;gaggregated analysis. In order to assess whether
the determlnants of corporate investment differ at the
disaggregated level, the NIPFP sample data on' 223 companies
were reclassified under three broad categories, namely, by
industry, rate of growth of GIA and the gize of total assets,
with 5 disaggregated groups under the first category and
3 disaggregated groups each under the other two categories.

The disaggregated results show that for 8 out of the
1 dlsaggregated ‘groups, ‘the models provide an acceptable
explanation of the variations in corporate investment, as
can be seen from their high and significant F-value and also
the high R? valués, the latter ranging from 0.79 to 0.96;
only in the case of engineering industry , average growth-rate
and fast growth-rate companies were tae F-values and R? values Jow.

The regression coefficient of the tax factor is
found to be highly significant in the case of chemicals,
smaii‘COﬁpanies, food products, medium-size companiesvahd
miscellaneous companies. The signs of the coefficients
-are also apprqprlate in the case of the last 3 mentloned
groups. We may, therefore,conclude that the tax factor is a
relevant determinant of corporate investment in
relatively small and medium—sized companies bat
it is not a significant determinant in large companies.

Further, the tax factor is a relevant determinant of
corporate investment in industries which have grown quite

substantially during the study period, as can be seen from their
annual compound rates of growth of GFA presented in Table V.3



Determinants of

Dependent variable: 2\ GPA
Categzgories Intercept T/PBTt'
(1) (2) (3)
I. Industry Gfoﬁps v
1. -Enginecring 706.77 3.81
, (0.67)
2. Textiles 113.19 2.28
‘ (1.63)
3. Chemicals 411.0% ~6.35" "
_ (3.50)
4. PFood ~47.9% 1.58% %%

. products



TABLE V.2

Corporate Investment: Disaggrezated

Analzsis

aNS,_, AIP, ABF,_, NAAL_,

F-value

2 SEE pDWS

R
(4) (5) (6) 7) (8)  (9) (1) (11
-0.03 1.49 0.31 1.07 0.28  0.17 106.13 0.0
(0.08) (0.44) (0.44) (0.41) ,
0.16 %5 2.00 0.6 1.72,0x 27-10°°  0.95 13.93 1,80

(2.13) (1.78) (3. 36 (7.66)

0.39 ~0.29 0.62 1.20 5.28°  0.79 27:05 1.48
(1.07) (0.14) (1.18) (2.16) : o ,
0.08™ 2.38%  0.48F 0.76"" 16.20 0.92 2.97 1.89

(1.95) (4.04) (4.99) (2.93)

Contd.
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TABLE V.2 (Contd.)

(2)

@) (9 (10

(1) (3) (4) (5) (6) (7) (1)
5. Miscellaneous ~TTSIT 13.41 7 0432 5.1277 7 0.3 0.46 ** 0.82 44.05 2.29
(4.44) (1.74) (3.96) (2.22) (1.34) .
IT. Size Grouvs v o
1. Small companies 189.09 =1.52""° 0.06  -0.22 0.78™ 552" 18.52"" 0.93 11.08 0.97
| (2.35)  (1.03) (0.23)  (5.58)  (7.60) , ‘
2. Medium size companiss ~1.30  3.84  0.21 " 1.69 0.67°" 48 715,91 0.92 17.43 1.69
. o | . (188)  (2.37)  (1.12) (3.53) (6.68)
3. Large companies -109.52  =4.87 0.02 137 0.65°7  1.217732.01""" 0.96 51.43 1.85
(1.17)  (C.17)  (1.23) (3.02) (10.54)
II1.Growth Rate Groups |
1. Slow growth rate 338.08 =5.15 0.21 2.28 0.8 - 2.87 ** 0.80 49.90 1.00
companies (1.43) (1.20) (0.76) (2.18) (3.48) ‘

Conta.
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TABIE V.2 (Contd.)

(8)

(1 (2) (3) (4) (5)  (6) (7 (9)  (10) (1)
2. Average growth 857 .64 -0.58 ~0.09 -0.30 =0.02 -0.09 0.09 0.06 90.20 0.78
rate companies (0.22) (0.29) (0.12) (0.16) (0.49)
3. PFast growth 1ute 246,48 ~8.41 -0.04 -1.35 0.85 2.60° %" 2.34 0.63% 169.40 0.9%)
companies (0.65) (0.10) (0.34) (0.83) (2.97)
Noteszv As in Table V.1.
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TABIE V.2 (Contd.)

(8)

(1) (2) (3) (4) (5) (6) 7 (9)  (10) (11)
5. Average. growth 857.64 -0.58  =0.09 =-0.30 =0.02  =0.09 0.09 0.06- 90.20 0.78
rate companies’ (0.22) (0.29) (0.12) (0.16) (0.49)
. N | * Hn
3. Fast growth zuate 246.48° -8.41 *-0.04 ~-1.35 0.85 2.60 2.34 0.63 169.40 0.6)
companies S (0.65) (0.10) (0.34) (0.83) (2.97) : o

Notes: As in- Table V.1.
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as there is a collinearity between the tax variable and the
profitabiiity variable, - and we have experlmented with
excluding the profitability variable only. It may also be
desirable to experiment with the profitability variable but
exc luding the tax variable.

TABLE V,3-
Annual - Compound Rates aof Gr0uth of GFA
(1961-62 to 1975-76)

(Per cent)__

" ——— e .

1. Chemicals 13. 41
2. Food products 10. 45
3. MlscellanGOUS 10. 45
4, Textlle 10. 23
5. Eng;ngering | 9. 80
6.  TOTAL 10. 40

The econometric results show that the corporate profits
tax has a substantlal 1nh1b1t1ve eFFect on corporate 1nvest—
ment in the fastest ‘grouing ,lndustry gQroupd, namely,
chemicalsy) and that the relétlonshlp between the tax\factqr'
and corporate investment is also significant and substantial,
In food products and miscellaneous industry, .
vhich had & faster rate of growth of capital forma-
tion durihg the study period than the corporate sample taken
as a whole.

In line with our findings at the aggregated level,
we found that at the disaggregated level also, the liquidity
factor is an important determinant of corporate investment,
The net assets available for investment is a highly
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signiF}Canf*Heterminant in the case of textile industry,
chemical industry, and food product industry; among the five
industzy groups, whose data were studied; it is also significant
in all the size groups and in slow-growth rate companies and
fast-growth rate companies., The internal resources factor

is a relevant and significant determinant in food products
industries and miscellaneous industries. We, however, found,
contrary to our Findings‘atvthe aggregated ievel, that

the external resources factor is a significant determinant

of corporate investment at the disaggfegated level (in 7

out of the 11 groups studied).

The accelerator factor has some relevance to
corporate investment, but it is highly significént only
in the case of textile industry, food product industry
and medium-size companies; in other groups, the relation-
ship-is either weak or irrelevant. It is must be-.pointed
out thét in the engineering industry; in particular, the
accelerator-irvestment relationship is irrelevant. The
profitaﬁility:ﬁactor is found to be significant only in
the size-wise analysis and in the’ engineering industry,
but the regression coefficients generally do not have

a priori signs.
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3. Corporate Profits Tax and Carporate Prafitapility

a, Choige 'of depepdent variable,  The analysis of
the determinants of corporate investment indicated that
the profit-factor is not a major determinant of
inveStmentl We have, thereFore, attempfed to assess the
determ&nants of corporate profltablllty. The traditional
hypothesxs is that the corporate profits tax has an adverse OT
depressive effect on profitability after tax because a1increaseln
it leads to a fall in the amount of profits after-tax that
can be allocated betueen dividends and.retentions;

‘The dependent -variable, profitability aFter tax
or net rate of return, is profits after tax as a per cent
of net worth, the latter being share capital plus reserves.
This measure of profitability (PAT/NW) shouws the-rate -of-
return after tax on the owned funds of the shareholder and
is,Athe;eFore;.preFerred'tm-other-measuresﬁof the rate of
return; such as those related to total capital employed
or net worth plus debt, The return to-other categories of
capital;‘Suchias debt; deferred credit; borrouings‘From
associates, etc.; is determinnd in-advance and is paid
before the-rate of return to equity shareholders can be
cqnsiderédg

be- Explanatory variables. Uhile it is not possible
to capture quantifatively the impact~bf éli-the-possible-
factors, an attempt is made here to assess the tax eFPect
the capacity utilisation effect and the F1nanc1ng pattern

effect, factors which g priori have an important bearing

on the net rate of return on corporate investment,
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(1) Finaneing pattern-effect, The -pattern of
financing corporate fixed assets has a beariﬁg~dn'the'
rate -of return,as debt capital receives-a prefefential tax
treatment as compared to equity Lapital:* FUfther; in-
the case of a high-profit company; with a good dividend
record, debt capital turns out to be even more economical,
if the rate of dividend exceeds the rate of interest on
debt capital,

The -pattern of financing of corporate-fixed assets
is represented in the model by the debt’equity-ratio (t.es,
D/E). An increase-in the D/E ratio suggests that a larger -
proportion of assets are being financed through debt and this
would have a favourable effect on-profitability through re-
duction in post=tax cost of-capital; A fall -in-the D/E
ratio will indicate a larger use of owned Funds;.intérnal
plough=back and/or fresh equity;- An increase in -‘the
variable would, thus,'improve netvprofitability and
conversely,

(i1) Turnover effect, The percentage of net-sales
to gross Fixed-assets‘(NS/GFA)-is-takeh'to measure the

turnover effect, An increase in the variable«sqgggsts
that sales are growing faster than fixed assets;i~To the
extent that sales may reflect actual production; the
increase in the variable would also.suggest that capacity
utilisation is improving; As NS is measured in-terms of
currént prices,:it takes into account not only-the
increase in output in physical terms but also the increase
in it due to changes in prices."- An-improvementvinlthe
variable would favourably affect net profitability,
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(iii) Tax-effect: The effective tax rate (T/P8T)
is-the final factor that determines the rate of return
after tax, fAn‘incréasa-in’T/PBT would reduce net:
profitability and the traditional hypothesis is, the*efore,
that the ‘tax eFFect is detrimental to net profltablllty.

c. ModBl spscification, The profitability function

has been estimated from the following equation:
P = f (FPg, Turg, Tg) R €))

rate of return or profitahility after tax
variable;

where, P

FP, = financial pattern variable}
Tur = turnover or capacity utilisation variable,aand

T = tax variable.

The equatlons ‘are derived in the log-llneax and
linear FormsJ A priori, while the sign of Te uould .be
negat1Je, those of the other determlnants uould be
p031t1ve, suggestlng that an increase in Te would reduce P,

while an increase in the other determinants would improve P,

d.” Analysis-of results." ‘The model offers an econo-
metrically acceptable explanatlon of the determinants of
profltablllty after tax, as can be observed from the -
31gnlflcant F: values in’both its llnear and- log—llnaar Fomm
and the high: values of R2, namely, 8 75 in llnear and 0.83
in log—llnaar variant’  of the model. There 18 also ‘no
auto=correlation among ‘the residuals and the model 13'
found to ba useful for p:edlctlve‘purposes. Further,
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the regression coefficients of tuo of the three exptana-

tory varlables have-a orTﬁrv signs-and they are also
SlganlCant Only the regression coefficients of the tax effect
variable are not significant and they also do not have a

priori signs,suggestlng that the factor-is not a relevant
determinant of profitability after tax.

TABLE Vg

Determinants of Corporate Profitability

Dependent variables PA;ANU

Inter- T/PBT  DJ/E  NS/GFA  fevalue R° SEE  DUS
cept £

1. Log=- = 4,814 ~ 0,554  0.440 1144~ 17,900 0.830 0.1611,'662
linear (1,022) (4,095) (1,987)

U Limeap oif o L - o
2, Linear«15.,538 0.258 19,688 0.069  11.007 0.750 2.72951.'794
(1.377) (2.788) (1.201)

- - S

Notes: 1, Fiqures in parentheses are t-values of the regression
coefficient,

2o (HW® 1ndlcates that the regression coefficient 15
issignificant at 1 per cent level of confidence.’

The main conclusions that emerge from an-analysis
of the results of the model presented in Table v;a are:

() The important determinants of corporate profita-
bility are the pattern of corporate financing and the turnover
rate. The regression doefficient of the two .variables are
slgnificant at 0.1 per cent level of confidence in the log-
linéar form and that of the former only in the linear fomm

of the model.
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‘(1ii) The econometric results on the effect of the

" pattern of corporate financial suggest that an increase in
expenditure on debt has a favourable impact on profitability,
through the preferential tax treatment granted to payuments
made for use of debt capital under the income tax law. We
find that a one per cent increase in D/E leads to a 0.44 per
cent rise in profitability after tax.

A study of the ‘trends in the proportion of external
finances and retained profits in their combined total
finances provides further evidence in éhpport of the impact
of the pattern of financing on profitability, for we find
the former to be the dominant component.

(1ii) The turnover ratio also has a favourable impact
on net profitability and the magnitude of the impact is more
substantial than that of the pattern of financing. A highér
turhover.oflGEAwreduces the operational and overhead costs per
unit of output and sales, resulting in higher gross profita-
bility and net profitability, assuming that the tax rate does
not increase. The regression coefficient of the turnover
variable is 1.14 in the log-linear model, indicating a more
than elastic response of nel profitability-to a change in
sales turnover.

(iv) Among the three explanatory varisbles whose
effects on net profitability were assessed, only the tax
effect variable has regression coefficients which are not
significant, bbth}in the log-linear and linear forms of the
-model. Further, the signs of the coefficients are negative,
which is contrary td'g priori éxpéctations. The: results
suggest that the tax factor is not a relevant determinant
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of net profltablllty, because while other factors have a
bearlng on pre-tax profits, the tax factor, as 1ncorporated
in “the model, has no influence on pre-tax profits and it ‘has
a bearing only on post—tax vprofits.

We, thus, see *hat in the context of large manufac-
turing companies in India, the profitability after tax is
most substantially influenced by the turnover ratio and the
paﬁtern of corporate financing. Improvement in sales turn-
over, by resulting in lower average per unit cost of produc-
tion and of sales improves profitability after tax. Debt
capital, with its inherent tax benefits, also has a favourable
impact on profitability. The impact of the tax factor
does not seem to be significant and we may consider the tax
variable to be an unimportant factor in determining net
profitability. The fiscal incentives blunt the re gressive
effecté of the corporate tax. In fact, if profitability
before tax does not improve (and which is influenced by both
the pattern of financing and sales turnover), there is no
possibility of the p;u¢Lulellty after tax improving, unless
‘the tax rate is reduced.

e. Disaggregated analysis. Among the determinants of
corporate investment at the Aisaccregated level, we find
that the past debt equity ratio and the effective tax rate
are significant determlnunvs of corporate profitability

after tax.

The tax factor has the expected depressive effect
on corporate investment in four out of the five disaggre-
gated industry groups and the regression coefficients of the
tax factor are found to be highly.significant in chenmicals,food
products and miscellaneous industries. The size-wise'
analysis reveals a significant relationship between the tax
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TABIE V .5

Determinants of Corporate Profitability : Disaggregated Anslysis

Dependent Variable; PAT/NW

NS /GF A

o2

‘Categories Infercept T/PBT D/E ~ F-value R SEE DUS
D) (@) () (4) - 5) _(b) [@D) 8) [€D)
I. Industry Groups - -
1. Engineering a. -0, 66 0.08 =0.61 4ux 0.47 2.27 0.38 - 0.17 1.5%
(0.192** (2.52) (0.99) , '
b. 14.40 0.04" -20.94 4xx 0.04 2.50 0.41 2.06 1.58
) - (0.34) (2.65) - (0.95) :
2. Textiles a. 5.77 ~0,35 0.30 s.x =0.34 2.17 10,37 0.12 1.40
. 13.34 ' <0.51 ~4.58 xux 0.04 3.13" 0.46 1.20 1.49
| (0.85) (2.99) (1.47) K '
‘3. Chemicals a. 8.86 "'1.96 * N -0017 %6 0.22 6307(7(.** 0095 0.08 1.92
| ‘ (7.77) (2.84) T (1.04) | -
b..  34.78 =0.51 sux -4.58 4sx  0.04 yyy 8984 0.96 0.83 2.66
(9.85) (3.8%) (2.28) | ‘
4. Food products a. 11.30 2.1 yxx  =0.06 -8.09 8.37°*% 0.70 0,17 1.28
(3.35)° (0.67)  (0.22) |
,'bo 45 -31 "-0056 F%¥% “8. 66 "'O‘o 04 . 8-17*** Oo 6q 2.29 1.41
4 ; (3.32) (0.43)  (0.22) -
5. Migeellaneous a. 2.53 =0.65 wx 0,21 C0.41 2,12 0.37 0.14 2.02
b. 19.54 =0.19 .. =13.17 0. 03 1.98 0.35 1.85 2.07
(2.08) (1.43) (0.95)
II. Size Groups . - . : :
1. Small . 0.51 -2.34 4. -0.57 1.95 15.,95%%% 0,81 0,14 1.
on > S ED S 1D MG 0D - : >3

companies
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TABIE V.5 (Contd.)

) @ ) RCO I ¢ ® M ® (9
Cb. 12.78 -0.35 26,48 yup  0.12 16.28°%  0.82 1.0 2.12
2™ Gl (st ’
2. Medium size  a. -1.23% 0.57 1.32 gux  0.68 yxy 8.86°° % 0,71 0.09 2.22
companies (1.26) (3.04) (3.84) ,
b. -15.66 0.13 62231 4uy  0.04 4oy  T.06°* 0,66 1,05 2.28
| (1.24) (2.82) (3,35)
3. Large a. 3.57 -0.55 -0,11. 0.18 1.03 0.22 0.13 1.8
© | .71y (0.85)  (0.49) | ’
b | -
© 19.61 -0.18 5.2 0.02 1.36 0.2 1.56 1,
III. Growth Kate Groups : (1-.92)** ('15;1;), (0.54) , ? ‘ }7 ° o7
1. Slow growth a. 4.19 -0, 69 0.14 0.17 .~ 0.69 0.16 0.20 1.45
‘rate (1.21) (0.36) (0.28)
comparies be 11.75 -D.15 6.15 0.02 0.75 0.17 1.73 1.42
R (1.32) (0.40)  (0.49) » ‘
2. Average growth a. 4,20 - =1.20 4ux 0,62 yyx 0.41 21 .70**_* 0.86 0.17 1.06
rate companies ‘ (7.89) a.71) - (0.92) | |
b.  31.90 SR e —24.06 0,21 wux 13.20°°%  0.78  5.55 0.91
(6.19)™  (oi62)  (2.2m)™" S
3. Fast growth  a. 6,42 -0.64 -0, 02 -0.27 4,467 0.55 0.09 -~ 1.59
rate | | (1.70)" (0.22) (1.22) S -
companies b.  33.92 =0.32 gy D71 ~0.02 4 5.99°° . 0,62 1,11 1.58
* 2.71) (1.50) ~ (.77)

Notes: 1. a. ILog linear
b. TIinear | |
2. Other notes as in Table V.1
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factor and net profitability in the case of small companies
and large cdmpanies but not in the case of medium-size
compani€s. The tax factor is also found to be highly
significant, and has a depressive effect on net profitabi-
lity in average growth-rafe companies and fast growth-rate
companies. We, thus see that for groups of companies which
experienced an average rate of growth or above average

- rate of growth of capital formation, the tax factor is a
more relevant determinant of corporate net profitability
‘than companies which did not experience a good rate of
growth of capital formation. This can also be.seen from a
comparison of the results presented in Table V,3 and

Table V.5.

As regards the effect of past debt equity ratio
on corporate profitability, the disaggregated results
support the aggregated level findings of a substantial
impadt of the capital structure factor on corporate pro-
fitability in the case of. 6 out.of the 11 disaggregated
groups, but in some of the equations, the sign of the
regression coefficient is not appropriate. As regards
the effect of sales turnover or capacity utilisation on
corporate-netiprofitability,‘ﬁhe econonetric results
support the aégregated~level'findings in the case of 4
disaggregated groups.



VI. THE CORPORATE PROFITS TAX, DIVIDEND
POLICY AND CAPITAL STRUCTURE

1~ Introduction

We examined in Chapter V the determinants of
corporate investment ‘and profitability and in particular,
have assessed the effect of the corporate profits tax.

In this chapter we study the determinants of corporate
dividend policy and capital structure,

As far as the policy relating to.variable dividena
{i.e., equity leldend)i—/is concerned, the traditional |
hypothesis is that under the classical system of taxation
of corporate income, the personal income tax liabilities
of dominating shareholders may get reflected in corporate
dividend policy. TUnder the classical system of taxation
of corporate income, as the one we have in India, the
corporate entity and the individual shareholder are
regarded, for purposes of income taxation, as separate
entities, and this results in double taxation of the
dividend component of shareholder's incomeig/ The
incluslon of dividend income in the personal 1ncome tax

gl/ The dividend policy is expressed only interms of
variable d1v1dend, since the rate of preference
dividend is pre-stipulated, Further, we have
assumed in this study that dividends form the active
core of the profit allocation decision,

42/ Alternative systems of taxation of corporate income
vwhich seek to integrate, partially or wholly, the
taxation of corporate income with that of personal
income, attempt to reduce or eliminate such double
taxation of dividend income, These systems would
therefore, restrain the use of pressure tactics by
flominating shareholders to influence corporate
dividend policy.
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base of the ipdividual dividend recipiersy under a progressive
system of personal income taxation, as in India, might

change the marcirel iwname +ov rote brocket of the dividend
recipient. -Such a possibility can, theoretically, induce
the dominating grclup or shareholders to influence corporate
dividend policy in such a way as to reduce their total tax
liability under the perscnal income tax law by changing

the dividend rate.

Secondly, it is hypothesised that companies tend
to maintain the dividend rate and this is known as the
dividend stabilisation hypothesis. An increase in the rate
of the corporate profits tax would ordinarily affect the
corporate capacity to maintain the dividend rate, because
it reduces the amount of distributable profits.

As regards the corporate tax effect on corporate
capital structure, the traditional hypothesis is that the
preferential tax treatment granted to intérest payments as
COmpared to dividend paymeonts makes the tax system inheren-
tly biased in favour of debt financing and against equity
financing and an increase in the tax rate would further
accentuate these biases.®® As such, the corporate tax
has an impact on capi*e? structure decisions.

43/ As long as the marginal personal income tax rate is
higher than the corporate profits tax rate, such a
bias in favour of debt financing exists and only
when the marginal personal income tax rate is lower
than the corporate profits tax rate, would equity
financing get a preferential tax treatment. The
income tax-system would be neutral in its effect
on equity and debt financing when the marginal
personal income tax rate is.identical to the corpo-
rate profits tax rate.
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2e Qg;porafe Profits Tax and Corporate Dividend Policy

a. Choice of dependent varisble. Dividend policy
is represented by the dividend rate, which is the ratio
of equity dividends to equity share capital (ED/ESC).
Earlier studies in India and abroad / (Venkatachalam and
Sarma, 1¢78), (King, 1977), (Swamy and Rao, 1975), (Rao
and Sarma, 1571), and (Britain, 1966) among others / have
taken the level of dividends as the dependent variable
and have attempted to assess its determinants. The level
'of annual dividends, however, is not an adequate indicator
of corporate dividend policy for we do not get any idea -
of the dividend rate. The level of dividends may change
following a change in the size of the equity share capital,
without any change in the-dividend rate or the dividend
pay-out ratio. Similarly, the dividend rate and the divi-
dend pay=-out ratio may change with or without a change
in the level of dividends. Finally, to examine the dividend
stabilisation hypothesis, the level of dividends would not
be a suitable indicator of dividend policy. The dividend
rate and the dividend pay-out ratio are better indicators
-0f corporate dividend policy than the absolute level of
dividends, 'We have uecd *hc dividend rate to represent
corporate dividend policy.

b. DBxplanatory varisbles. The explanatory variables
included in the model attempt to capture four effects which
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have a bearing on dividend policy. The four effechstd/
studied ‘are:
(1) the tax effect (T, )i
(il) the 1agged-dividend effect O ),
(iii) the sharcholder*s marginal personal income
. tax iability effect (PIT )s and
{1v) the profitebility effect (P )

(iQ The tax. eff,cfﬁ The effective tax rate
CIIEBT) affeoﬁg thé:dividend rate through.tta direct” effect
, ' tits after tay available for a)location
as. dividends and=retentions.» Ordinarily, an increase in
T/PBT would ‘reduce the profits available for allocation
between dividen&s and retention, and depending on the
corporaie diviéf afpolicy. (&ivxdend stdbilisation or -not ),
their respgetive ahéres wculd be altered.' If the company
wanta to maintain the goodwill of the ahareholders and
this may ‘be conaidered desinable if it ‘expects to brlng out
an eqpity 1asue 1n the ‘near future, it would mainmaln the
' *fb&‘raising'the dxvidend pay~out ratio when
the 1eve1’a£‘pro£ita\after tax falls due to"an incréase

44/ Some_of tha other varisbles 1nc1uded in le1dend mpdels
are-raté of interest, level of investment, internal
‘1iquidity jugrowth rate of profits, level: of, gales and
degree of liberality of depreciation allowance. The
‘well=kuown Lihtner model ingludes laggéed divxdend,'“
apd alt eznativ& measures ~of  income, -

Theré is o’ ungnimty on the selection of the vari-
hrymhes and Kurz (1967) bring out a significant
’relationﬂhi ‘between invegtment and dividends. KXuh

3 alsc established some influence of investment
lvidepds but Brittain” (1964 ‘and 1966) found that
1nveatment and also internal liquidity did not. make

.any significant cortribution to the exglanation ‘of

dividends. It must be mentioned that these variables

are more;relevant in explaining the level of:dividends
than the ratio of dividends to profits after tax or
the rate of dividends., For: details, see. (Brittaln, ~

(19663 (Fama and Babiak, 1968), (Fama, 19‘74 (Darﬁing,

(957), (King, 1977) and (Swaiy and Rao, 1 3
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in T/PBT. - This possibility is. greater if the fluctuations
in the tax rate are not a regular feature of the tax system
and/or the magnitude of the fluctuations is small. However,
if the shifts in the tax rates arec substanthl and/or they
have become a regular feature of the tax syatem, an increase
in the tax rate. mlght have a negative effect on the rate of
div1dends.

The g priori sign of the T, varisble is expected to
be negative. i.,e.y an 1ncrease 1n T/EBT would reduce the
dividend rate, and would prov1de ev1dence agalnst the
dividend. stgblllsatlon hypothe31s. A pos;tlve 51gn of the
T variable would be indicatlve of the operatlon of the
dlvidend etablllsatlon pollcy., The latter ev1dence,
‘however, might. not be, conc1u31ve as the divxdend rate nay
be maintained or lncreased due to an 1mprovement in proflt—
ability and. it may -not necessarlly be due 1o the adoptlon
of a dividend stabilisation pollcy.

(11). The legged-dividend effect, The past rate
of dividend is generally believed to have a bearlng on the

current d1v1dend rate and so the popular v1ew is: that
companles tend to malntaln the dlvidend rate, especlally

in the short-run._ The past. d1v1dend record is incorporated.
imo the: model by a lagged average of the: div1den& rate

o, ) in the precedlng “two years. 'An increaee in the'D
variable would raise the dividend rate and converaely.

The a 2 ori sign of the‘n varlable would he posltlve,

and this ev1dence may be auggestive of the corporate
management'a ‘policy of protecting the leldend rate.'
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(iii) . The shareholder 8 marglnalopersonal income -
Lox liability effect. The personal income tax lisbility of
shareholders is consn.dered to have an important bearing on
the dividend rate,_because under a progressive income tax
system, an addition to income can change the tax rate of
the sﬁareholder. To capture the influence of dominant
sharehclders on the dividend rate, the marginal personal
income tax'rate-(PITe)‘variable is included in the model,

The practice of retaining a part of corporate
profits~within;the companj’provides‘a-t&pe'of tax shelter
to the shareholder and this can taken four forms. Firstly,
and immediately, the non-distribution of the retained
component of profits may reduce the marginal income'téi
rate otherw1se appllcable to an 1nd1v1dua1 dividend income
recipient; secondly, corporate retentions may lead to
realised capital gains which are taxed at rates lower than
those applicable to ordinary income; thirdly, if dividends
are declared subsequently out of the profits rétained
-earller, the investor benefits from tax deferral and,
flnally, capltal gains unrealised at the time of the
investor's death completely escape tax, even though they
are realized from the heirs, |

The behaviourisl ratioriale underlying the tax
shelter hypothesls is, to quote Brittaln (1966,p.13),
"that the pay-out ratio adopted by boards. of directors is
influenced by the desire of stock-holders for a tax
shelter. This influence could be transmltted in a number
of ways so that pay-out may lag as income tax rates rise
if directors themselves are interested in a tax shelter,
or are forced to take the 1nterests of stockholders into
account”, An important implicit sssumption, as Brittain
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emphagises- (p.79), is that. the shareholders do not 1nter-
pret the dividend lag as 1ndlcat1ve of a dark future,
reqp;rlng d;sposal of existing stocks. Thus, it is believed
that the progressive nature of the personal-income tax,
under which different; income categories of shareholders are
liable to income tax on their dividend income at different
marginal rates, offers a stimulus for manipulating the
dividend rate to reduce the total tax burdenof - the cont-
rolling shareholders on their corporate-source income,

A priori, the personal income tax will have a negative
effect on the dividend rate, an incresse in the marginal
personal income tax rate will encourage the_dividend policy=-
influencing shareholders to lower the dividend rate in order
to reduce the level of their dividend income. A positive
sign of the ?ITe varisble would, however, suggest the non-
operation of the hypothesis, i.e., the shareholder's personal
income tax lisbility does not influence corporgte dividend
policy. |

As different sharchclders are lisble for personal
income tax at differend marginal rates, we used the assess~
ment data on divident income distribution according to
ranges of total assessed income of individual'shareholders,
~ as published in the All India Income Tax Statistics (AIITS)
by the Ministry of Pinanée, Government of India. The

marginal personal income tax rate applicable to different
~income ranges was applied to these data to obtain a per--
centage distribution of assessees with dividend income
taxed at the respective marginal personal income tax rates
in different years. The arithmetic mean of the marginal
income tax rates applicable to dividend income was worked
out from these assesged dividend income data and is used
to measure the personal income tax effect on the dividend

rateo
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(iv) The profitability effect. = The préfitability effect
is measured through the profitability rate, iiéa; profits before
tax as a per cent of net worth (PBT/NW). The pré-tax, rather
than the poét-tax,_measure of profitability has Been included in
the model in view of the inclusion of also the tax variable
separately. A change in profitability has a close bearing on the
dividend rate because it affects the level of profits available
to corporate management to decide upon the amount of dividends
that may be paid to equity shareholders. An ingrease in profitabi-

lity would tend to raise the dividend rate.

c. Specification of the model. The model for assessing the
determinants of corporate divicend policy takes the following
functional form:

ED/ESC f(Te° Dé, PITe, Pe)

where

ED/ESC = dividend rateg
Te = tax variable;

De = lagged dividend variableg
PIT = sharcholders marginal personal income
tax liability yariable; and
P, = profitability variable.

d. Analysis of results. Table VI.1 presents the results of
two models on the determinants of corporate dividend policy,
incorporating the tax effect, lagged-dividend effect and share-
holder's marginal personal income tax effect in model 1, and
including also the profitability effect in model 2. Both the
models offer us statistically acceptable explanations of the
determinants of dividend policy as can be judged to their
significant F-values and high R2 values. We have accepted the
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TABIE VI.1
Determinants of Dividend Policy

Intercept T, D, PIT_ P, F-value . R°  SEE  DWS  RHD
1 L o 156 -0.213°  0.253° %% _0.415 7.565 % 0 71-6 1.2¢
. Q. lneaxr o ! Ve . F¥w Ve = . . 2.3552 203 0,
(1.463)  (2.796)" (2143 . > > 035
. #H *
b. I)O linear 4‘0816 "10150 1.461 3 -1 .146 - 7.239 0.707 0.200 1.18 O.
8( (20015)** (2.786)* * (1.633)*- 0 8 404
2 Li 9912 -0.173 0.285*  _0.387" 0,125 5.401° " 0,730 2 1,236
. Qo lnear . Ve . ~\Ve =Ve . . .433 .23 O. i
(1.052) (2.650) (1.890) (0.637) >
: : * " : 3% % '
b. Log linear 4.181  =0,977 %  1.582 -1,086 20,201 5.024 0.715 0.209 1.212 0.392
(1.514)"  (2.823)"™  (1.459) (0.481) 2o
Notes: 1. Figures in parentheses are 't' values of the regression coefficient.

2. %, %k gnd ¥%¥% ; regression coefficient is significant at 10 per cent,
5 per cent and 1 per cent, respectively, level of confidence.
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explanationfproviqu'by model 1. BEven though model 2 explains
a marginally 1argéf;§roportion of the variations in dividend
policy than model 1, the sign of the regression coefficient

of the profitability factor is not significant and also
inappropriate. On the other hand;’thg regression coefficient
of all the explanatory variables in model 1 are significant
and they also have a priori signs.

The accepted explanation of corporate dividend
policy thus rests on the corporate tax varigble, the lagged-
dividend variable and ithe personal income tax variable. In
other words, the income tax system and past corporate
dividend rate provide an adequate and acceptable explanation
of corporate dividend policy of large manufacturing companies
in India, and profitability, in particular, is not found to
be a relevant determinant..

The major conclusions that emerge from{ah analysis
of the econometric results presented in Table VI.1 are:

(i) Dividend policy is responsive to all the three
determinants whose effects were studied in the
model. It seems to be more influenced by the
past dividend rate and the personal income tax
ligbility 'of shareholders than by the effective
corporate profits tax rate.

(i1i) The highly significant regression coefficients
.of the past dividend rate variable in model
1, with a positive sign (and also signifi-
cant coefficient in model 2) provides evidence in
support of the dividend stabilisation hypothesis.
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The log-linear results show that a 1.0 per-
cent‘ipérease in the past dividend, rate
would lead to\1.5.pér,cent increase in the
present dividend rate, The highly elastic
regponse of the current dividend rate to the
past dividend rate may be due to the high

‘expectations aroused among the shareholders

by rising dividend rate in the past and
which corporate management may try to neet.

Corporate managements seem to keep in pers—
pective the personal income tax liability’
of dominating groups of shareholders, when
deternining their current dividend rate,
The regression coefficient of the PIT effect
varisble (log-linear equation) suggests that
a 1 per cent increase in the marginal personal
income tax rate of shareholders would lead
to & 1.1 per cent fall in the dividend rate.
The highly elastic response of dividend rate
to the personal income tax variable may be
due to the progressive income tax rates
applicable to individuals, Our results
indicate that corporate dividend policy

is used to provide a tax shelter to major
grouijs of shareholders, but this may act as
a contraint to the operation of a dividend
stebilisation policy.
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(iv) The corporate profits tax has a-depressive
effect sn‘the'aiVidehd rate because an
1ncrease in the rate reduces the profits
availdble fU¢ uslucation between dividends
and retentlons._ As a proportion of profits
after tax are stamutorlly required to be
retained to aveil of the fiscals lncentlves
like the investhent allowance, such propor=-
tion of net profits cannot be used for
distributlon. The econometrlc results
(1og-11nea.r equatlon 1), therefore, show
that a 1,0 per cent increase in the effective
tax rate (i.e. after investment allowance
and other'incentives have been taken into
account ) would 1ead to a 1.2 per cent fall
in the rate of dividend. The estimates
reveal that corporate-dividend policy is
highiy'sensitive.to_the corporate tax,

The -negative sign of the regression
coefficient of the corporate profits tax
effect variable on dividend policy- 1nd1cates
that cornorate mqnsgements do not necessa-“
rily try to malntaln the dlvidend rate when
there is ah 1ncrease in the effective tax
rate. Ev1dence on the personal income tex
1mpact also suggests that the dividend
stabilisation policy may not be followed if
the corporate entity has to provide a tax
shelter to domlnatlng group of shareholders.
The past dlvidend rate. 1mpact, however, suggests
the operation of_thsfg;v1dend stabilisation
policy, We may, therefore, conclude that the
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net effect of the tax factor (corgorate tax and
personal income tax) and the past dividend rate
factor woulu vauﬂa on which of the two forces
play a more dominant role.'.In the present
exercise, we find that the tax factor is a more
important factor 1ndlcat1ng, that corporate mana-
gements of 1arge manufacturlng companles in Ingdia
do not necessarlly follow a dividend stabilisation
pollcy.¢‘

It is interesting to find that the result on the
impact of the P_ variable (in model 25" suggests
that an 1ncrease in profltablllty after tax would
lead to a decline in the dividend rate. This
result is contrary to general expectations,
because ordinarily the dividend rate, even if it
does not increase, should not fall when profita-
bility after tax is rising. Such an unlikely
situation may arise only when companies follow a
policy of large retentions either to increase
their equity base or for reinvestment, or alter-
natively, as is also euggested by our resulté on
the PIT variable, to prov1de a shelter to the
d1v1dend-1nfluen01ng group of shareholders. A
study of the correlation between,proflts after
tax ~and retained profits prov1des ev1dence on the
tax shelter hypothesis (as the two are posltlvely
and highly correlated, the correlation being of
the order of 0.7). It may, however, be pointed
out, as was shown earlier in chapter V, that
under a system of price controls and regulatory
praétices;"the profitability factor may not be
freei& operativevahd the insignificant regression

‘coefficient of the profitability factor, therefore,
rightly suggests that it is not a relevant deter-

minant of dividend policy.
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e, Disaggregated analysis. At the disaggregated
level, the model which assesses the effect of the effective
corporate profits tax rate, the personal income tax rate
and the past dividend rate offers a somewhat less acceptable
explanation of the determinants of'corporate dividend policy
than at the aggregated level. In only one group, nanmely,
food products, the model captures 70 per cent of the
variations in corporate dividend policy and in five others,
it explains between 52,0 per cent and 68,0 per cent of the
variations.22/ oOne reason for this may be the inappropria-
teness of the aggregated-level measure of PITe variable used
in the disaggregated-level exercises due to non-availability
of such data at the disaggregated level. It is also likely
that there are some special factors having a bearing on
dividend policy at the disaggregated level, which may not
have been captured through the other two variables included,
namely, past dividend rate and effective corporate profits
tax rate.

Among the six disaggregated groups for which the
model is able to explain more than one-half of the varia-
tions in cbrporate dividend policy, the PITevvariable is a
significant explanatory variable in engineering industry,
miscellaneous industry, medium-size companies and large
companies. The corporate profits tax variable is found
to be important in food products, engineering and large
companies and the past dividend rate in slow-growth rate
companies (Table VI.2).

45/ Among the other five disaggregated groups, the model
explained between 30 per cent and 40 per cent of the
variations in dividend policy in 3 groups and between
14 per cent and 20 per cent in the remaining 2
groups.’
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TABLE VIe2 _ o
Determinants of Corporate Dividend Policy ! Disaggregated Analysis _

Dependent Variable : ED/ESC

s

va— - oL o o r

Categories Intercept Te De PITev F—yalue R2 SEE DWS R HO
(1) | (2) (3) (4 (s) (6)  (7)  (8) (9) (10)
I. IndUStr! .
1« Engineering ao 1195 De13%%% . 0e06 =0e23% 4e57 060 1405 173 013
| | (2.02) . (0.86) (1.82) :
be 402 0 o6 G¥¥% 0.08 =1 0] GHHX 3485 O+ 56 012 1¢76 0611
(2+14) (0.39) (2.07)
2+ Textiles ' ae T¢14 =010 0e19. 0.12 141 032 114 1¢77 010
| | (1.58) (0.75) (1.42) | | -
be 1469 ~0e41 0«19 0.+46 113 0s27 0612 1467 015
‘ (1+46) (0.73) (1+23)
3. Chemicals  ae 12487  =0e14_ 0487 -0.06 1063 035 2423  1.44 0.05
' ‘ (0e66) (1.22)  (0.24) :
be 4457 -0.61 074 - =037 2.06 De41 021 1+57 0.01
(0.66) (1.55) (0.34) »
4+ Food products ae 30,90 —0.38%%% 1475 = .=0.05 Be16 073 134 155 016
- © (3432) (1.32)  (0.42)
be 9.80 —].86%%% " 0426 . =0.02 . 7.75 072 0e11 1¢64 013
(3+40) . (7.01) (0.05) .
S5« Miscellaneous Qe 634 . U':005 ' ‘.:-Uo’] 7T 05 16%%* 390 057 0e75 186 006
- (1.37) (1.24) (2.12)
b . 067 017, =031 48957 yx  3e30 052 007 1475 De12
(1.10) = (1.09) (1.98) - C
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TABLE VI.2 (Contds
(1) (2) (3) (4)
II. é_j;_rz,e‘

1+ Small ae 0«21 - 0e02 . De36
(0.50) (1.29)

Do -0e27 011 0e34

(D+34) (111)

2. Medium ae -6 468 0.18.  =0.36
(1.40) (1+15)

be —be74 0.93 052

(1.57) (127)

3. Large as 1361 Oe11% 003"
(1.76) (0e51)

be 3e52 0.38 . 003

(1.77) (0.12)

I11. Growth Rate
1. Slow ae 7422 0.08 0 « 20+

be 7428 0e43 0e27

(D.89) (159)

2. Average ae 615 0.02. 0.02
(0«54) (0e01)

boe 0«99 002 001

(0.24) (0.02)

3. Fast ae 2449 0.04_ .  0.06
(0.67) (0.69)

be -0 «01 0e12 0.18

(0.54) (0.88)

Notes: ae ¢ Linear
be ¢ Log linear
t-values in parentheses.

i

e cgsezn

-




(s) (6) (7) (8) (9) (10)

Doog 0074 DOZU 1032 1018 0038
(0.97)

OCe34 0«51 0e14 0«15 1415 039
(0.72)

0031*** 3'26 0052 1015 1-88 D.OFS
(2.65)

1e20%%% 3,24 0e¢52 011 1.81 0.03
(2.65)
~-0e17 206 0ed1 105 1¢87 ~0e01
(1.67) -

~0 68 . 1492 0.39 0.09 203 ~0.04
(1.81)

~0+10 651 0.68 1446 1¢73 0e11
~0 91 7424 0+52 0.18 1481 0.07
(1012) :

0611 073 020 1418 1e22 037
(1+20)

0.38 0.48 0«14 0e11 1408 D43
(1+14)

Ce13 3¢57 0e54 0487 2415 =022
(1.07)

038 302 0.57 00\07 2¢09 ~0.16

(0.79)
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No firm conclusions on the depressive effect of
the corporate profits tax on the dividend rate, of the tax
shelter hypothesis and wue uividend stabilisation
hypothesis can, however, be drawn from the disaggregated
level results, in view of the insignificant regression
coefficients for many of the explanatory variables.

3, Corporate Profits Tax and Corporate Capital Structure

a. Choice of dependent varigble. The dependent
variable is the debt equity ratio, defined as the ratio of
debt (i.e., long-term borrowings and debentures or 1LID) to
net worth (i.e.,_equity share capital and reserves or EQ +
gP). While the optimal ratio is traditionally taken to be
131, with increasing capital intensity of operations,
higher ratios of 2:1 and %31 have become acceptable, both

by economists and financial analysts.

b. Explanatory varisbles. The explanatory variables
chosen in the model assess the impact of the tax effect
(T_), the risk effect (R,) and the cost of debt capital
effect (CD_) on the corporate capital strusture.

(i) The tax effect. The preferential tax treat-
ment of interest under the corporate profits tax system
has given rise to the traditional hypothesis that the tax
system encourages debt capital and discourages equity
capital. The bias towards debt gets accentuated wheh the
tax rate is increased, for the interest-deductibility
benefit, in terms of tax saved, increases. However,
the hypothesis is that the corporate tax constrains
corporate capital structure decision, |
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The tax effect is measured by the effective tax
rate (I/PBT). An increase in the T_ varisble will bhave a
positive effect on the debt-equity ratio through its
direct negative impaet on retentions if the dividend rate
is not slashed, and through its indirect negative effect
on mobilisation of fresh equity if the dividend rate is
slashed. It is possible that mobilisation of fresh equity
capital is affected by redueed retentions (even if the
dividend rate is maintained) as lower retentions reduce
the possibility of a bonus issue, and consequently, an
appreciation in the equity share price on that ground. An
increase in the T, variable also increases the tax benefits
derived from use of debt capital. The a priori sign of the
“Te'variable would thus be positive and it would provide
evidence in favour of the debt-bias hypothesis.

(ii) The risk effect. The difference in the tax
treatment of the cost of debt capltal and equlty capital
is expected to create distortions in corporate capltal
structure. While the cost of debt gets a preferential
tax treatment yis-a-vis the cost of equity capital, the
use of debt also incrcaccs the cost to the company, the
marginal risk of bankruptcy and the bankruptcy cost
(a fall in the market value of the company as a result
of an increase in the debt-equity ratio). Such a possi-
bility makes it non-optimal to have only debt capital in
the capital structure. As such, the lagged past debt-
equity ratio has a bearing on the present one. An
increase in the lagged past debt-equity ratio increaseg
risk as it allows for a lesser recourse to be made to
debt, and vice-versa. While a negative sign of the risk
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faetor would suggest that the risk factor is relevant in
the determination of corporate capital structure, a positive
sign would suggest that it is not an important factor.

The risk factor effect is measured by a tw gﬁy@&f
(t-2)

moving average debt-equity ratio Ry = (t 1)

(iii) The cost of debt effect. An increase in the
cost of debt tends to lower the ratio through its negative
effect on use of debt and would_support the hypothesis
that an increase in the cost of any source of capital would
lead to a reduction in its use. A4 shift is then expected
in favour of lower-cost capital, and the variable would
have a negative sign. A positive sign of the variable

would provide evidence against the increasing capital cost
and falling capital use hypothesis. Such a possibility
exists, especially in the case of capital-intensive opera-
ticns, for irrespective of the cost of borrowed capital,
the operations of a project under implementation cannot

be immediately stopped when the cost of that source:of.
capital funds may increase. At best, there may be a
‘slow-down in the rate of project implementation.

We have used two measures of the cost of debt
variable, namely, interest as a per cent of proflts before
tax plus interest (1/PBT+1), and interest as a per cent of
1ong-term loans and short-term loans (i/LTT+STL). The
i/PBT+i measure is the commonly used one and shows the
share of debt cost in corporate earnings.
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c. BSpecifications of the model. On the basis of the

above considerations, the following is the specification
of the model used to assess the determinants of corporate
capital structure.

DE = f(Te,RKe,GDe);
where, D/E = debt equity ratio;
Tg = tax variable;
' Re = rigk variable; and
CDe = cost of debt variable.

d. Analysis of results. The model offers an
acceptable explanation for the variations in the debt-
equity ratio, as can be observed from the significant '’
values and high Re values, The model using i/PBT+1i as the
measure of cost of debt yields statistically superior
results than that using i/loans as the measure of cost of
debt, and the regression coefficients of the past D/E and
CD variables are both highly significant. There is also no

correlation among the¢ residuals.

The main conclusions which emerge from an analysis
of the results on the determinants of corporate capital
structure, as presented in Table VI,3, are:

(i) The positive sign of the regression coefficient
of the risk variable suggests that an increase in the past
debt~-equity ratio, while it does increase risk, it does
not, however, reduce recourse to debt capital in the case
of large manufacturing companies in India. Outstanding
debt is found to be highly and positively related to
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TABLE VI,.3
Determinants of Capital Structure

Intercept  T/PBT D/E (i/PBT+i) (i/loans) F—valpe ®e SEE DViS RHC
1. a. Iinear -0.008 0. 001 0.887 0,004 4, - 246,320 0.987 0.119 1,754  0.006
(1.162) (22.155) + (3.214) " ' (o A7)
b. Tog linear 1,680 0.112 0.876 wux  0e343 us - 384.739 " 0.991 0.041 1.610 .06
. (1.101) (28.128) (2.912) (No A%)
2. a. Iinear ~0.011  -0.00004  0.970 ..x - 0. 003 123,401 " 0.974 0.017 0.799  0.591
(0.022) (14.283) (0.567) : (AC)
b. Tog linear -0.166  -0.039 0.942 s - 0.125 215,483 0,985 0.055 0,784 0596
- (0.160) (18.004)" (0.648) | | (A0)

Note: As in Table VI.1.:
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current debt and this relationship is thrown up in all the
equations, The relationship between the past debt equity
ratio and the present debt equity ratio is, however, less
than unity. Our results, show that, in the 1og—1inear
form of the model, a one per cent increase in'the past
average debt equity ratio leads to a 0.9 1ncrease in the
current debt equity ratio.. .

The above results indicate that in the Indian
context the risk effect factor does not work. There is
an economic explanation for this, namely, that when
projects are under implementation (and the data used in
this study relates to existing companies only), they cannot
be euddenly abandoned and their progress can be, at most
slowed down. Therefore, companles would mobilise. resources
from whatever channels available to them in order to
complete an on-going project. This would be particularly
'so during times of recession (a period covered in the
study) when retained profits and other sources of
finances do not yleld adequate funds. The risk factor,
thus, is non-operatlve when there is’ é faster growth of
borrowings thaufcgu;ej CTote on the 2273 udmple companies
indlcate that the average annual compound rates of growth
were 9.8 per cent {or debt and 8.6 per cent for equity
for the study period. - A study of corporate operations
also shows that debt financing is more easier to obtain
than equity financing. -Financial institutions generally
regafd it as a prudent long-term policy to sdpport on-
301ng proaects when other sources of finances dry up, or
are not reallslng as much resources &s may be needed for
the frultful completion of the progect.
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(ii) The results on the cost of debt factor subs-
tantlates -the above 1nterpretatlon.» An: 1ncrease in the
cost. of debt 1s not found to have a negative impact on
recourse 1o addlthnalAdebt capital mainly because on-
going projects cannot be suddénxy given up. Further, a
study of the trends in the cost of interest during the.
study perlod does not deplct any sharp and sudden increases.
What is more relevant than the cost of debt is the inves-
tor's ex-ante expectations on future profitability,
irrespéctiVe of what'aggregated-level ex-post data on
profitability may indicate. An increase in the cost of
debt would not deter additional investments if ex-ante
lexpectationsxare bright., Disaggregated level case studies
at the company level would be necessary to provide-conclu-
sive ev1dence on the role of ex-ante expectations on

orporate investment and, in turn, on the capltal structure.

(iii) The tax effect scems to-bé an irrelevant
determinant of capital structure. In none of the equations,
the regression coefficient of the varisble is found to be
significant. The insignificant result on the corporate
tax impact on the capital structure can be explained by
our findings on the impact of the cost of debt capital.
Our results show that a corporate investor does not give
primary consideration to changes in cost of capital when
he.implements an investment prbgramme. Therefore, changes
in the effective tax rate, which may further accentuate or
reduce the theoretical bias of the tax system in favour
of debt capital, would not really matter in the final
determination of the capital mix, and as such, the
corporateftax.does hotrconStrain capital structure
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decisions. Rao and Rao (1975) also found the insignificant
influence of sorporate tax on financing decisions.

e. Disaggregated analysis. The analysis of the
determinants of corporate capital structure at the disaggre-
gated level provides an acceptable explanation for all the
11 disaggregated groups studied as can be observed from the
respective F~values and B? values presented in Table VI.4,.

As at the aggregated level, the risk factor is not
found to be operative in all the 11 disaggregated groups. An
increagse of 1 per cemtin the lagged debt-equity ratio
leads to an increase in the present debt-equity ratio by
almost the same proportion in most of the disaggregated
groups, and by more than one per cent in the case of
textile indugtry, chemicals, food products, large companies,
average growth-rate companies and fast growth-rate
companies. We, thus, find that while the past debt-equity
ratio has a close bearing on the present debt-equity ratio
of large manufacturing companies in India, it does not
reduce the recourse to additional debt capital.

The cost of debt is not found to be a material
factor in determining the corporate capital structure.
The regression coefficient of this varisble is found to
be significant only in the cas® of chemical industry,
small-size companies, large companies and slow growth-rate
companies in model 1,and it is significant in the case of
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TABLE VI.
Determinants of Capital $tructure : Disaggregated Results

4

Explanatory Intercept °T/PBT D, i/PRT+i i/L, ¥-value R SEE  DWS  RHD
variables . L ‘
 Group ,
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11)
1. Industry , | . o | |
a. Engineer- la 0.042 0. 0002 0.944, x4% -0.0003% - 1.03.579 0.969 0.015 2.3%40 -0.248
ing (0.022) (14.819) (0.241) , - |
: 1%  =0,060 0,013 0.9%2 4.y =-0.008 - 125.784 0.974 0.0%36 2.18%5 -0,169
= (0.162) (16.802) = (0,091) N ok
2a  0.054  0.0002 0.931 suu - 0.0003  105.171 0.969 0.015 2.355 -2.25p
| (0.160) (7.725) (0.141) -
2b  -0,049 -0, 001 0.955 yiew - 0.014 126,629 0.974. 0.0%36 2.198 -2,205
| (0.012) (9.457) (0.272) . , - e
| f 1 (1.208) (12.684) (0.683) o cxs ‘
1 0.125 -0,141 -0.897 xxy% 04081 - 122.866 0.974 0.059 2,082 -0,068
_ - (0,987) (12.1780). (0.774) -
2a 0. 031 0.00004 1.006 4., - -0, 003 934993 0,966 . 0.013 1,790 -0,014
2b 0.258 0.038 . 1,003 4pn - -0.168 127.497 0.975 0,058 1.657 0.057
(0.181) (11.717) (0.994) | . : |
c. Chemi- 1a =0.308  0.008 ygy  1.299 yyx =0.009 - 129.138"°° 0.975 0.043 1.239 0.334
cals | (3.314) (9.935) (2.448) ) . R |
1 -1.416 0.720 16273 xxx =0.375 wn =~ 220.823 0.985 0.071 1.751 0,011
G.9gn)™ Y a5y @hasnT ‘ ‘
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TABLE VI.4 (Contd.)

e
"

(6)

(10)

(1) (@ (3) (4) (5) M) 8)  (9) (1)
2a  -0.070 0:004 0.993 wxn' = -0.014 102,219 0,968 0.048 1.323  0.290 -
- (0.,976) (16.616) (1.651) e o o
2b  -0.116 0,183 1,029 wxx - -0.298 4xx 285.555 0.988 0,063 1,702  0.001
| (0.820) (27.885) : (3.997) ‘ .
B | | — ‘ | ke
d. Food 1a  0.036  .-0,001 0.996 wyy  0.001 - 66.512 0.952 0,010 2.209 =-0.208
product (0.803) (7.658) ~  (1.061) s
b 1.470  -0.%44 1,033 xxx 0.012 - 79. 002 0.960 0.137 1.862  0.020
| (0.516) (1.612) - (0.079) o - ,
ca 0,024  -0,001 1,049 yux - | 0, 001 60.470 0.948 0.011 1.909 -0,067
(0.550) (7.787) (0.405) cn
b 0.704 0.102 1,123 gy - -0.338 94.160 0.966 0,126 1.844 =-0,069
(0.155) (11.533) (1.360) T |
e. Miscel- la 0,068  -0,00 0.889 xyx  0.001 - 32.707% 0,908 0.017 1.747 0.072
laneous _ : (1.028) (6.546) . (0.329) e ' .
b 0.50% -0.131 0.926 yux =0.035 - 32,129 . 0.906 0,065 1.612 0,138
| (0.727) (6.498)  (0.267) e |
2a 0,026 0. 001 0,955 sy - =0,009 yx 62.348 0.949 0,012 1,757 0.062
(1.457) (12.562) | (2.902) s _ o
2b "00251 v 00229 E ' _oo 973 *H% - ‘ "Oo 320 *%*% 910 737 Oo 965 O. 040 1 . 879 -O. 031
| (1.904) (15.421) (4.123)
2. Size - .
a. Small 1a 0.048 -0, 001 % 00640 ERveTs 0;002 EETETY - 146.912 0.978 0.007 2.651 -0.424
(1.594) (6.228)  (3.372) e / R |
1 - -0,878  -0.093 0,663 xxx 0.214 Ly - 170,209 0.981 0.0%5 2,214 =0,242
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TABIE IV.4 (Contd.)

a)

"3

4)

@ | ) (6) M ® @ a0 an
2a  -0.029 (8fggg§ (82882)*** - 0 0% e 36.989f**_ 0,917 0.010 1.739 0. 082
oo GEL QEe T @SRy T o oeu e o
‘b, Average la  -0.067 (figgl) (ézggg)***:_zgzggg) - 32.231%** 0.906 0.016  1..603 0. 052
hoom ole Qe 2, T BT 00 0o L oo
5 -
% 0.088  0.099 0042 s - 0:18 48.293 ° 0.935 0,044 1.971 -0,081
c. Fast 1a 0.189 Zgzggg)‘ (0369 wnn 70003 - 66,760 0,952 0.039 0.768 . 0.610
o 1.8 -0.262 ‘(g:gggjg** zg:gg?) - 103.964""° 0,969 0,099 0.883 0.540
2a 0,137 28:28%) »(2:3325*** - Zgzggg)* 91.930f**. 0.965 0.034 o.752  0.592
2b . 0.200 (82333) (11;?2;5***' - zg:ggi)*** 193,365 " © 0.985 0.073 0.878 0.480
Notes: 1a a = Linear

b = Log-linear |
2. Other notes as in Table VI.1.
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chemical indusiry, miscellaneous industries, large
companieé, slow growth-rate companies, averége growth-
rate companies and fast growth-rate companies in model
2, but the magnitude of the effects are not substantial.

The corporate tax variable also does not seem to
be relevant factor, The disaggregated results pro-
vide evidence of ‘a sighificant impact of the tax factor
only in the case of chemical industry, medium-size
companies and large companies at five per cent level of
confidence and in miscellaneous industries, small
companies, medium-size companies and‘average growth-
rate cbmpanieswat only 10 per cent level of confidence.



Annexyrse 1

THE SAMPLE AND ITS SELECTION

1. 5amgley$election

The list of all medium and larne public limited
companies operating in the private corporate sector with a
paid-up share capital of Rs 50 lakh or,mgre.uaSijtained
from the Company Law Board, Ministry of Company Affairs;
there were 14138 companies in this list compiled for the
year 1975-76., From thié list we first eliminated compénies
having a paid-up share capital of less than Rs 1 crore and
secondly, from the remaining companies, also the cdmpanies
which were not'engaged in manufacturing activitieé but
which were operating.in the areas oﬁ'trading,‘services,

finance, agriculture and mining,

The company p0pulétion from which the sample was
constituted then consisted of 431 compénies with a combined
paid-up shars capital of Rs 1,537 crore., UWe intended to
have a sample coverags in t2rms of the number of companies,
of about one=half of the company population as defined
above., The sample of 223 companies finally selected
constituted 51.7 per cent of the company population, with
56.8 per cent of its paid-up share capital.

A number of considerations were taken into account
in the selection of the sample companies. As the basic
purpose of the exercises for which the sample data were to
be used was to assess the ef fect of the corporate profits
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tax on the operations in the private corporate sector, such
ag corporate investment, corporate profitability, corporate
capital structure and corporate dividend policy, the sample
had to include companies whose data could appropriately

shed light on these issues., "As such, the specific considera-
tions on the baéis of which the sample companies were
selected were that the companies should satisfy one or more
of the following tests:

(i) The company generally paid corporate profits
tax during the study period.

(ii) The company had some investment activity.

(iii) The company operated in diverse manu facturing
lines, and

(iv) The company had, in some of the years, non-
taxable profits or even incurred losses and/
or did not benefit from fiscal incentives.

As such, the sample is purposively selected for
examining the issues relevant to the .problems to be studied,
The Samplé, however, is representative of the major industry
groups and the weightage for major industry groups bompates
favourably with that in the RBI sample of large and medium
public limited companies,
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R special advantage of the sample is that it is
homogenogs,throUghout the study period and, therefore, a
classification of companies, according to their growth rate
is possible, which is not possible in the case of the RBI
samblés,.uhere the sample size changes within the. study
period, and even for a sub-period when the 'sample size is
unchanged, .the constituting companies are changed.

Another advantage of a special sample is that, as
the identities of the individual companies included in the
sample are known (unlike in the RBI sémple), disaggregated-
level analysis under classifications thought Qseful, can be
undertaken. Thus, in this study the disaggregated analysis
is done on the basis of the size of the companies as
measured by their total assets (and not share capital), by
the growth rate of their gross fixed asssets, by their age
and by the main industrial activity.

The limitation of a homogenous sample, howsver, is
that it does not reflect the operations of companies set
up in more recent years. To some extent, the age-wise
analysis of the sample companies reflect the position for
companies which were "new" in their initial ysars of

opsrations.

The sample finally delected, constitutes of 223
medium and large public limited companies engaged in manu-
facturing activities in the private corporate sector. #8s
in 1975-76, the combined paid-up share capital of the
sample companies ambunted to Rs 873.16 crore or 56,8 per
cent of that of the company population from which the

sample was constituted.
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2, Sectoral Break-up

The analysis of the tax effect is made at the
‘disaggregated level because it appears that dif ferent
segments of the corporate sector might be affected differen-
tly, depending upon their specific characteristics and
operational differentials. A disaggregated sample also
enables us to see how representative is the sample as
compared to that of the RBI, |

Table A1.1 presents the distribution of the sample
paid-up-capital by five major groups of industries, three
size groups as measured in terms of total assets, three
growth-rate groups as measured in terms of average annual
compound rate’ of growth of their gross fixed assets, and
three age groups as measured in terms of their year of
registration as a public limited company.

The size-wise analysis for the NIPFP sample for
the three size groups was based on the following definition
of size in terms of total assets:

(i) sSmall companies Less than Rs 15 crore

(ii) mMedium size companies Rs 15 crore to less
than Rs 30 crore -

(iii) Large companies Rs 30 crore and above.

Total assets rather than paid-up-share capital is
taken as the base for the size-uise clagsification of
companies in the'light of the increasing debt component
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of corporate capital structure. The classification into
*small', 'medium', and 'large' companies, as defined above,
is with reference to only'the NIPFP sample of 223 companies.
If we take the corporate population as a whole, none of the
NIPFP sample companies could be termed ‘as smally in fact,
they,cqqld be more appropriately termed medium and large

- companies. Hduever, for facilitating our analysis of
groups of companies within the NIPFP sample, the three-fold

classification by size, as defined above, was adopted.

The age-wise anélysis was made under the following
three age groups!

(i) Very old companies: incorporated before and
upto 19353

(ii) 0ld companies: incorporated between 1936
and 19553 and

(iii) New companiess incorporated between 1956
and 1961.

It may be pointed out that the age-wise classification into
'very old', 'old', and 'neu' was only introduced to
facilitate the analysis of the differential thaviour of
companies within the sample. As none of the sample
companies were incorporated after 1961, and, therefore, all
of them were in existence for 15 years or more, none of

them could strictly be considered to be neuw.
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An efficiency-wise analysis was made under the
following three groups in terms of the annual compound rate of
growth of gross fixed assets:

(¢) Companies with lou average rates: less than
7,5 per cent;

(ii) Companies with average ratss: between 7.5
per cent and 12,5 per cent; and

(iii) Companies with above average rates: above
12,5 per cent.

3. Data Limitations

The problems and data limitations that arise in any
study based on aggregation of financial data from annual
reports of companies are épplicable to this study also, In
particular, the variations in accounting years among the
sample companies, changes in currency values and amalgama-
tion of companies by the sample companies over the study
period are most relevant, Some other specific limitations
which necessitate the interpretation of the results with
caution are that the sample reflects the situation of
large manufacturing companies oniy and cannot be taken to
hold equally true for the corpofate sector as a whole,
becauss, firstly, the sample was purposive and secondly,
particular segments of the corporate sector were
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excluded; namely, small companies, private limited
companies, public cectocr companies, and trading, financing
and servicing companies. The only justification for the
restrictive coverage of the sample was that within the
private cofpo;ate sector, the large sbale manufacturing
sector is most important in terms of industrial capacity,
value added, resocurce mobilisation and tax contribution

to the national exchequer, Another limitation arises from
the homogenity of the sample. The operations of new
companies are not fully captured (i.e., companies which
were established within the study period). The analysis
of new companies, as in this study, relates to new

companies only in the context of the sample companies,
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TRBLE A1.

1

Distribution of 223 Sample Companies, 1375-76

Categories

Number of companies

Paid-up capital

Number Per cent - Re rrore Per cent
A. Size Groups
~1.: Small-companies 173 77.58 341.75 39.14
2. Medium size companies 34 15.25 227,84 26,09
3. Large companies 16 7.17 303.57 34,77
B. Growth Rate Groups
1.” Slow growth rate 62 27.80 208. 88 23,92
companies _
2. Average grouth rate 76 34,08 296, 75 33,99
companies
3. Fast growth rats
compani es 85 38,12 367.53 42,09
Ce Age Groups
1. Very old companies 90 40, 36 348,19 39.88
2. 0ld companies 86 38.56 357, 43 40.93
3. New companies 47 21.08 167,55 19. 19
D. Industry Groups
1. Engineering 72 32.29 314, 26 35.99
: | (411) (24.91)  (496.88) (26.15)
2. Textiles 51 22.87 139. 50 15.98
| (320) (19.39)  (288.09) (15.16)
3. Chemicals 23 10. 31 96.93 11,11
(185) £11.21)  (318.13) (16.74)
4, Food products 19 8.52 31.94 3.65
: (105) (6.36) (99. 24) (5.22)
5. Miscellaneous 53 26.01 - 290,53 33, 27
(629) (38.13) (698.07) (36.73)
TOTAL 223 100,00 873,16 100. 00
| (1650)  (100.00) (1900.41)  (100.00)
Note: Figures in parentheses relate to the RBI sample of 1650

medium and:large public limited companies in the private
corporate sector (RBI Bulletin,September, 1977).
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RATES

(Ber cent)

‘Normal rate

Capital asset as per cent

of actual
cost
(M 2)
I. Buildings
1. General rate 5

2. ©Special rate in respect of factory buildings
(excluding offices, godowns, officers' and 10
employees' quarters, roads, bridges, culverts,
wells and tubewells)

3. Purely temporary erections such as wooden
‘structures 100

II. Furniture And RPittings
1. General rate 10

2. Special rate for furniture and fittings used
in hotels, restaurants and boarding houses;
schools, colleges and other educational
institutions; libraries; welfare-centres;

- meeting halls; cinema houses; theatres and 15

circuses; and for furniture and fittings
let out on hire for use on the occasion of
marriages and similar functions

I11. Machinery and Plant
1. General rate
2. ©Special rates

a. (1) Cinematograph films - Machinery used
in the. production and exhibition of
cinematograph films (N.E.S.4A.)

1. Recording equipment, reproducing
equipment, developing machines,
 printing machines, editing
machines, synchronisers and studio
lights except bulbs

-3
U

N N N N o N
n
o
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(iv) Barthmoving machinery employed in
heavy congtruction works, such as
dams, tunnels, canals; etc.
(N.E.S.4.)

(v)fG;aSé manufacturing concerns except
direct fire glass melting furnaces -
Moulds (N.E.5.4.)

) (2)
2, Projecting equipment of film )
~exhibiting concerns )
(ii) Cycles (N.E.S5.A.) 3
(iii) Datasprocessing machines including )
‘computers (N.E.S.A.) )
(iv) Electrical machinery - Batteries; g
X-Rey and electro=therapeutic !
apparatus and accessories thereto )
(NQED'S'.A.) o )
(v) Glass mbnufacturing cohcerns except )
direct fire glass melting furnaces = )
Regugerative and regenerative glass ) 20
meltihg furnaces )
(vi) Juice boiling pans (karhais) %
(NoEoSQAa) ’ )
(vii) Machinery used in the manufacture of )
electronic goods or components )
(viii) Motor cars, motor cycles, scooters g
and other mopeds (N.E.S.A.). )
(ix) Sugarcane crushers (indigenous )
kolhus and belans) (N.E.S.A.) )
b. (i) Aeroplanes. - Aircrafts, aerial photo-)
graphic apparatus (N.E.S.A.) )
(ii) Concrete pipes manufacture - Moulds g
(N.E.S .A. )
(iii) Drum container manufacture - Dies )
(N.E.S.A.) )
' ) 30
)
)
)
J
)
)
)
)
)

(vi) Moulds in iron foundries (N.E.S.4.)
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(1)

(2)

{vii) Minerzl oil concerns - Field

(viii)

operations (above ground) -
Portable ovoilers, drllllng tools,
well-head tanks, rigs, etc.

(.\] L S-l’&n)

Mines and quarries - Portable
underground machinery and earth-
moving machlnery used 1n open
cast mining (N.E.S.A.) -

(ix) Motor buses and motor lorries other

than those used in a business of
running them on hire (N.E.S.A.)

(x) Motor traotors, harvesting combines

(xi)

(N.E.S5.4.)

Patterns, dies and templates
(N.E.S.4.)

(xii) Renewable energy devices, being -

1. Flat plate solar collectors.

2. Concentratihg and pipe type
solar collectors

3. Solar cookers

4. Solar water heaters and systems
5. Alr/gas/flula heating systems
6. solar crop driers and systems

7

» Solar refrigeration, cold ,
storczges and air-conditioning
systems

‘8. Solar stills and desalination
systems

9, Solar powér generating systems

10, Solar pumps based on solar thermal
and solar photovoltaic conversion

11, Solar photovoltaic modules and
panels for water pumping and
other applications

M N N M S S N N N Mo N/ Naas? e e N o ol N N\ Mo o N Nl Nl N\l N S oo Nl N NP o N o o o S N S o ot o

30
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)

2)

(xiii)

12.
13,

14.
15.

16.

17.

18..

1.

Wind mills and any specially

‘designed devices which run on

wind mills

Any special devices 1nclud1ng
electric generators and pumps
running on-wind energy

lBiogas plants and biogas engines

Electrically operated vehicles
including battery powered or
fuel-cell powered vehicles

Agricultural and municipal waste
conversion devices produclng
energy

Equipment for utilising ocean
waves and thermal energy

Machinery and plént uged in the
manufacture of any of the above
sub-items

Air polluliicn control equipments,
being -

a. Electrostatic precipitation
systems

b. Felt-filter systems
c. Dust collector systems

d. Scrubber - counter current/
ventul1/packed4bed/cyclonlc
scrubbers

Water pollution control
equipments, being -
a. Mechanical screen systems

b. Aerated detritus chanbers
(including air compressor)

c. Mechanically skimmed oil and
grease removal systems

Nt Nas? N e N N Novl Nl ot Nasl N o N el s N NP S e Nt e Nn o S Nt S o o o S e “asd? Nt N N N S N it o N oS
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(1)

@)

O.

- Chemical feed systems and

flash mixing equipment

Mechanical flooculators and
mechanical reactors

Diffused air/mechanically
aerated activated sludge
systems

Aerated lagoon systems
Biofilters

Methane-recovery anaerobic
digestor system

Air floatation systems
Air/steam stripping systems
Urea hydrolysis systems
Marine outfall systems

Centrifuge for dewatering
sludge

Rotating biological contractor
or bio disc

3. S0lid waste control equipments,
being -

ae.

Caustic/lime/chrome/mineral/
cryolite recovery system

(xiv) Ropeway structures - Ropeways ropes
and trestle sheaves and connected
paI"bS (:N .EQS oA.c)

(xv) Shoe and other leather goods
factories - Wooden lasts used in
the manufacture of shoes

30
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(1)

(2

)

c. (i) Aeroplanes - Aero-engines
(N.E.S.A.) o
(ii) Motor buses, motor lorries and
motor taxis used in a business of
running them on hire (N.E.S.A.)

(iii) Rubber and plastic goods factories -

d. (1) Artificial silk manufacturing
machinery - Wooden parts

(ii) Cinematograph films - Bulbs of
| studio lights
(iii) Energy saving devices, being -
1. Specialised boilers and furnacess
a. Inguifluid/fluidized bed
boiler
b. Flameless furnaces

c. Fluidized bed type heat
treatment furnace

d. High efficiency boilers
(thermal efficiency higher than
75 per cent in case of coal
fired and. 80 per cent in case
of oil/gas fired boilers) |

2. Instrumentation and monitoring
system for monitoring energy flows

a. Automatic electrical load
monitoring system

b. Digital heat loss meters

¢. Micro-processor~based control
systems ‘

3. Waste heat recovery equipmént’and
co-generations systems:

a. Economisers and feed water
heaters

*0
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(1) (2)
b. Recuperators and air pre-
heaters
c. Backpressure turbines for
| co-generation
d. Heat pumps
e. Vapour absorption refrigera-
tion system
f. Organic rankine cycle power
system
g. Low inlet pressure small steam
turbines
4. Pcwer ;actor corrceting devices:
Shunt capacitors and synchronous 100

(vii) Iron and steel industry - Rolling mill

condenser systems
(iv) Ploor mills - Rollers

(v) Gas cylinders including valves and
regulators

(vi) Glass manufacturing concerns - Direct
fire glass melting furnaces

rolis
(viii) Match factories - Wooden match frames
(ix) Mineral 0il concerns -

Plant used in field operatlons
(above ground) - Distribution -
Returnable packages

1.

2.

Plant used in field operations

(below ground), but not including

assets covered by sub-item (ii)B(9)

above

N Nt M N Nt N Nl N N Nl o NN oV ol oV N oV NP o ot S sl NP oV o ol NP o N ) Nl ot oot o st i
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) | @)
(x) Mines and quarries - )
1., Tubs, winding ropes, haulage %
ropes and sand stowing pipes )
2. Safety lamps )
) 100
(xi) Salt works - Salt pans, reservoirs )
and condensers, etc., made of )
earthy, sandy or clayey material )
or any other 'aimilar material g
(xii) 8Sugar works - Rollers )
Iv. Ships
1. Ocean-going ships -
a. Pishihg vessels with wooden hull 10
b. Other ships 5
2. Vessels ordinarily operating on inland
waters -
a. Speed boats 20
b. Other vessels 10

Notes: 1/ Double the normal rate for Source: Income Tax Rules,

factory buildings, but (1962) Appendix
excluding offices, godowns, I (Part 1),
officers' 'and employees' Reproduced in
quarters. U.K. and Bhargava,
2/ N.E.8.A. : No Extra Shift B.P. (ed.)
Allowance. Bhargava, G.X.

(1983 ) Taxmann's
Direct Taxes
Manual, Voiume I1,
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3.

4.
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