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TRENDS, BUCYANCY AND ELASTICITY
OF THE CORPORATE PROFITS TAX*

I INTRODUCTION

The legal base of the corporate profits tax in India
has remained unchanged for almost two decades. In the 1959-60
Budget a major change was introduced: the income tax on
companies and the super tax were merged and the system of
grossing up of shareholders' income abolishedv/ Since then
corporate profits tax changes have touched the statutory
tex rate only twice; the other changes were mainly around
fiscal caoncessions and incentives for fresh investments in
the corporate sector, levies on capital gains, excess profits,
and inter corporate investments. Total corporate profits have
remained as the conceptual base of the taxe Yet the tax
base has eroded over time, due to the increasing number of
complicated fiscal concessions. The gap between the statutory
and effective tax liabilities has become pronounced. No systematic

* Sujata Dutta collected most of the primary data.

1/ Till this change was introduced, a shareholder was given
credit for the tax deemed to have been paid by the company .
on dividends received by him. The grossing up system was
highly complicated, and also introduced an element of
uncertainty. The rate of grossing depended on the effective
rate at which the company's profits were _.nitially taxed,
and this effective rate, in turn, was dependent upon the
composition of the company's income. Further, when the"
dividends are paid from rcserves, the determination of the
effective rate at which profits are taxed become even more
complicated. Finally, the shareholder's assessment could
be made only after the company's assessment was completed.
Under the new system of taxation, the shareholder's tax
liability would no longer be related to the tax borne by the
company. The company would deduct tax at a prescribed rate
and credit it to the government and this tax would be
reimbursed to the shareholders.
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study has however been made to ascertain the sensitivity of
the corporate profits tax system to changes in national income
since the new system of company taxation was introduced in
1959-60. The present study is an attempt in this direction.

1. Objectives

The main objectives of this study are:

i) to evaluate the trends in corporate profits tax
revenue as well as the changing composition of
assessed corporate income and tax yield obtained
therefrom;

ii) to measure the buoyancy and elasticity of the
corporate profits tax system;

iii) to identify some of the factors that explain the
changes in elasticity of the corporate profits tax;

The present exercise is of an exploratory nature, and
the results in some cases will need to be further substantiated.
Certain areas wherein further research especially at the
disaggregated level, need to be done, are identified.

In the light of the findings, some policy implications
are spelt out relating to the elasticity of the corporate profits
tax system, tax base erosiocn and fiscal concessions.

2. TPeriod
The period covered in this study extends from 1960-61

to 1974-75 (1975~76 in some cases). This period begins after
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the introduction of the revised company tax system in 1959-60;

the last year chosen depernds on the availabiliﬁy of data.

3. Data
The empirical exercises in this study are based on
data obtained from the following sources:
i) Directorate of Inspection, (Research, Statistics

and Publication) Ministry of Finance - All India
Income Tax Statistics. (Annual); hereinafter

referred to as AIITS

ii) Reservé Bank of India Bulletin - Studies on Company

Finances.

iii) Central Statistical Organisation, Government of
India = National Accounts Statistics

iv) Annual Budgets of the Central Government

v) Annual Repofts of the Comptroller and Auditor
General of India, (Civil) Revenue Receipts. (Annual)e

II TRENDS IN CORPORATE PROFITS TAX REVENUE |

The corporate profits tax occupics a significant
position in the Indian tax system, contributing 11.3 per cent
of the total tax revenue of the Governmcnt of India/39.1 per
cent of that which is accounted for by direct taxes and 40.4
per cent of the total income tax revenue in 1975-76._ Over the
years, its share in total tax revenue has slightly fallen from
12.3 per cent in 1960-61 to 11.3 per cent in 1975-=76,
though in terms of its share in total direct tax revenue
it has incr:ased markedly from 28.8'fper'cént.in 1960-61
to 39.1 per cent in 1975-76. In absolﬁte terms, the revenue

from corporate profits tax has increased more than seven-fold,



grom ks. 69410 croreg in 1960-61 to krs.861.70 croreg in 1975-76,

and then to Rs.1113.00 crorecg in 1976-=77 (revised estimates).
It is exgected to 1ncreasg o Rs.1298.2Q crg ?s in 137 -78e
aeaFheLs PEGRRRRC3S eQr %5 E3XiARravEeTh 19%6297EM 1u77-78.

Aswd d¥Budget estimates). (Table II.1 and III.1)

The average annual growth of corporate profits tax
revenue, as presented in Central Government Budgets has been
11.1 per cent during the period 1960-61 to 1975A76; the overall
growth rate however conceals sharp year to year variations as
well as inter period variations within the overall time period.
Thus for instance, during the period 1960-61 to 1964-65 the average
annual growth of corporate profits tax revenue was 30.2 per cent.
The growth rate declined sharply to 2.1 per cent during 1965-66
€o 1969-70 and then improved to 16.3 per cent during 1970-71

to 1974-75. (Table III.1)

1. Composition of Assessed Corporate Income

Ovér the périod covered in this study, there have been
some noticeable changes in the composition of assessed corporate
income and tax yield, reflecting the structural changes in the
orgahiséd cérporate sector..‘The data on assessed income and tax
are téken from AIITS. There is, of course, some difference
betwegh the ébsolute amount of corporate tax yield.pfesentai
for this analysis, compiled from AIITS and the corporate prdfits
tax revenué data presented in the annual budgets of the Central
Govérhmeht. Thevdifference arises because the Budget aéta

relate méihiy to advance payment of tax and collection of



arrears for earlier years; in effect, a large part of this
consists of non assessed collections’relating to the income
in the sa3me financial year. On the other hand, AIITS presents
data on assessmenis completed during the year relating to
the previous financial year and pending assessments of earlier
years.

The most significant increase in assessed corporate
income has been through corporate trading, manpfacturing
and service operations (i.e. "business and professions”).
The share of this source rose from 83.7 per cent of the total
' assessed corporate income in 1960-61 to 88.6 per cent in

1971=72 and further to 90.0 per cent in 1975=76.

Assessed corporate income from investments has declined
in importance over the period. Interest from
securities and dividends on inter corporate ihvestments jointly
contributed 11.7 per cent of assessed corporate income in
1960-61, but only 5.4 per cent in 1975-76. The share of
assessed income from property has declined nominally (from
1.0 per cent to 0.7 per cent) while that‘from profits oh sale
of capital assets i.e., capital gains, increased (from O.4

per cent to 1.2 per cent).

The changing composition of assessed corporate income
naturally changed the composition of corporate tax yield.
and
Tax on business/professional income contributed 89.8 per cent

of the total corporate profits tax yield in 1975-76 as against



83.7 per cent in 1960-61, while corporate income from
dividends and interest on Government securities together
contribute . 5.8 per cent of total tax yield now as against

11.9 per cent in 1960-61. (Table II.2)

2. Generation of Corporate Income:

Together with the structural changes in the composition ¢
of assessed corporate income there have been some marked
changes in the industry-wise break-up of corporate assessees

and their income and tax yields;i This analysis covers ealy

corporate income from business ‘and professions (a
source accounting for almost 90 per cent ofassessed corporate
income) and is therefore, limited to the extent that other

corporate income am not included.

The changes in éorporate.incomebriginating from
different industry groups reveal the structural transformation
that has taken place in the ofganised corporate sector. Corporate
assessees from engineering and chemicai industries (20.2 per cent
of total corporate assessees) together account for 38.6 per cent
of the assessed corporate income and 38.9 per cent of the tax
yield in 1975-76, as against 21.3 per cent and 22.0 per cent
respeciivély in 1960-61. Some other nbdern and develqping
industries like cement, rubber and péper (10.9 per cent of
assesSeeé) contribute 11.2 per cent and 11.5 per cent of assessed
cotpotate inéome and tax now as against 8.2 per cent in both
caxses iﬁ 1960;61. On the other hand, the share of traditional

service group like commerce, transport and communications and



traditional and primary industries like teitiles, leather,
foodstuff and beverages, forestry, mining and quarrying has

: maunmber. . ‘

gone down_in terms chorporate assessees, income and tax.
These groups of assessees together accounted for §&.8 per cent
of assessees, 492, per cent of assessed corporate income and
A46.9 per cent of tax yield in 1966-61, but 8b.2 per cent,

34.Q per cent and 35.8 per cent respectively in 1975=76. Among
these groups, the proportion of dorporate assessecs from commerce,
transport and communications has improved (from 34.8 per cent
to 37.1 per cent) but their proportionate contribution to
assessed corpdrate income andtax has declined quite sharply

(from 21.8 per cent to 13.2 per cent for income and from

22.8 per cent to 14.2 per cent for tax yield). (Table II.3)

These trends relating to both the private as well as
the public sector corporate assessees, correspond to the-general
diversification that took place in the industrial seétor biased
towards relati?ely modern and capital intensive industries.
Capital intensive modern industries are becoming more important
sources of corporater income and tax yield while traditional
industries and the services sector in the organised corporate
sector are declinihg in importance as a source Of corporate
tax revenue, even though the number of assessees from these
sectors has increased over time. This f£inding has significant
implications for the administration of the corporate profits

tax,



3. High Concentration ailong Assessees

Another interesting revelation from the data on
corporate essessees and their assessed income and tax yield
(relating only to income from business and pfofessions)
is that the majority of corporate assessees are still xelatively
small having annual assessed income not exceeding Rs.50,000.
Almost 60 per cent of corporate assessees fall in this
category, with 45.2 per cent of the assessees having income
not exceeding Rs.25,000. Yet, their combined contribution
to assessed corporate income and tax is negligible (1.5 per
. cent and 1.5 per cent respectively). Not only do the small
and medium sized corporate assessees contribute insignificantly
to tax revenue, but their relaﬁiVe share has also deteriorated:
in 1960-61 they together accounted for‘68.6 per cent of total
corporate assessees, 3.3 per cent of assessed corporate income
and 3.3 per cent of co;porate tax yield as'against 57.4
per cent, 1.5 per seﬁ£ and 1.5 per cent respectively, in
1975-76. On the other hand, slightly more t';han“ 30 per cent -of cor-
porate¢assessees with an annual assessed incomeJof Rse1 lakh
or more contribute as much 97.7 per cent of assessed corporate
income and 97.1 per cent of the t ax yield. If further break-
up of large corporate assessees can be obtaihed (say, into
those having annual assessed corporate income between Rs.10
lakh and Rs.25 lakh and theose with annual assessed corporate
income above Rs.25 lakh ) it would probably turn eut that the,~

degree of concentration of assessed corporate income and tax



is even more.pronounced. Even for the presently available
size wise d;stributién of corporate asseésees, the Gini
coefficient for 1§7Sf76 is as high as 0.835 andQ.g32 for
assessed corporate income and tax yield, respectively.

(Tables II.4 and II.5)

The high Gini coefficients, with less than 4,000
corporate assessees accounting for almost the entire assessed
corporate income and tax yield, besides reflecting the high
level of concentration prevailing in the Indian corpofate
sector, are highly significant from the view point of

corporate profits tax administration.

4. Pending Assessments

'The number of pending assessments of corporate
assessees is quite large. As at the end of March 1975, as many
as 28,438 corporate assessments are pending, of which more
than one-tenths are pending for threé years or more énd about
two-fifths for two years or more. These proportidns have
remained fairly constant during the last three years'(1973 to
1975) for which some data are available:; the bulk (three
fifths) of the pending assessments are for only ohe year.

One cannot of course say anything definite about the amount
of corporate income assessed and corporate tax collected
from these pending caSes.- It is, however, likely that the
amount of cgrporate income to be assessed and tax obtained
from the pending assessments may be quite large as it is

unlikely that the larger proportion of the pending assessments
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would relate to small assessees; as shown earlier in this \
section,én@ﬁaicub thfee-tenths of corporate assessees have
assessed income of m.lrlakh or more and they together account
for almost the entire assessed corporate income and corporate

profits tax yield. (Table II.6)

11T ELASTICITY AND BUOYANCY

The analysis in Section II brought out the high
degree of concentration of assessed corporate income and tax
yield in a small proportion qf_corporate assesses, as well as
indicated the trend for an increasing proportion of corporate
income and corporate profits tax arising from the modern
capital intensive areas in the corporate sector, which
received marked impetﬁs during the sixties. The Indian
Companies Act as well as the Industfial Policy Resolution
of 1956, encouraged the formation of corporate units,
particularly in capital intensive and modern industries and
this is reflected in the chahging pattern of origin of assessed
corporate income and tax. In this direction, fiscal incentives
also playedzgmportant role. A number of fiscal mezasures were
introduced during the period and the scope of the existing
ones were further enlarged to encourage fresh investments
in desired "priority" industries; The f iscal concessions
based on fresh investmenté in plant and machinery include the
development rebate or investment allowance, tax holiday,

accelerated depreciation and special deductions for export
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ianme. These concessions gave an impetus to investment
éétivity in the preferred areas because they significantly
reduced the ekkectire corporate tax liability. In a sense

the base of the corporate profits tax system, which has

always been corporate profits, was eroded. Estimates of the
actual impact of these concessions on effective tax liability;
or on the growth of the corporate sector have not been made.
Some work relating to development rebate was done in 1967 (Lall,
1967). Even work on the responsiveness of the overall corporate
profits tax system to national income is scanty, the only

work available so far being that of G.S. Sahota (Sahota, 1967).
An analysis of Sahota's findings precedes our own estimates

and ahaiysis of the élasticity and bquancy of the corporate

profits tax syStem.

1. Sahota's Estimates

The degree of responsiveness or sensitivity of the
corporate profits tax structure to changes in national income

is reflected in its elasticity and buoyancy coefficients.Z/

2/ The terms "buoyancy" and "elasticity" have been explained
in detail in the Institute's companion paper on "Trends,
Composition and Elasticity of Union Excises and Import
Duties" by P.B. Nayak and K.K. Atri. Briefly, the measure
of buoyancy shows the percentage change in the actual
yield of the tax for a one par cent change in national income
or other relevant base, while the elasticity coefficient
gives the percentage automatic change in the yield of the
tax in response to a one per cent chance in national income
or the relevant base.
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Sahota's estihates made in 1961 relate to the period 1951-52
to 1957-58. The coefificients were found to be quite high,.
the elasticity coefficient being 1.25 and the buoyancy
coefficient 1.47. These valges imrdicated a Pighly elastic

and buoyant corporate profits tax structure.

Sahota, however, did not indicate what data he used
to compute these coefficieznts. During the period which he
has covered, only the sqg?zax was shown as corporation tax
while the income tax on companies was shown under the
general category "income tax". Apparently he has included
both the sqgggax and the income tax on companies, the
breakup of which is available in the explanatory memorandum
to the budgets, because our own computation using such data
gives a fairly similar result , the elasticity coefficient

being 1.19.

Sahota did not examine the factors that resulted in the
corporate profits tax system being highly elastic; an explanation
is now attempted. During the period which Sahota covered,
the variation between the statutory corporate profits tax rate
and the effective tax rate was negligakle as the various
concessions which erode the taxable base did not then exist.
Thué, while the statutory tax rate for public limited companies
was 45.0 per cent, the average effective tax rate was 44.1
per .cent. Similarly, the average statutory and effective
tax rates for private limited companies for a part of the

period (1955-56 to 1957-58) for which comparable effective
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tax rute data ave available, was 60 per cent and 56.2 per cent,
respectively. Therefore, increases in corporate profits
tax as a result of increases in turnover and output of the
corporate sector were reflected in the tax paid by it.
Hypothetically, therefore, it could be expected that tax paid
by the corporéte sector increased in consonance with the
increase in corporate profits, and at the same rate’as the
corporate profits tax is a proportional tax. And, as the
national income as well as the corporate profits in the
industrial sector (a close approximation to the corporate
sector) grows at a faster rate than that in other sectors,
the elasticity of the corporate profits tax to national
income was higher than unity;/

.2, Qur EstimatesE/

Over a period of years, the corporate profits tax structure

in India seems to have become less responsive to changes in

3/ In general, it may be added that if the rates of tax are
not essentially regressive or progressive i.e. are proportional,
over the ranges of income, the elasticity of tax yield to
tax base cannot but be expected to deviate significantly
from 1. If the overall elasticity deviates from 1, it can
be explained only by the elasticity of tax base to national
income. If the overall elasticity is greater than 1, then the
elasticity of tax base to national income is greater than 1,
that is, tax base is growing at a faster rate than national
income. If, however, the overall elasticity is less than 1,
then the elasticity of tax base to national income is less
than 1, that is.the tax base is growing at a slower rate than
national income.

4/ The proportional adjustment method is used to clean the series
of the effects of discretionary changes for computing the
elasticity coefficient.
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national income. While ©Sahota's estimates for the period
1951-52 to 1957-58 indicated a highly elastic and buoyant
corporate profits tax structure, our computations for a
later and substantially longer period from 1960-61 to 1974-75
indicate that the corporate profits tax structure during
this period was highly inelaétic and also that the revenue
collection did nof keep pace with the growth in national
income. Over this 15‘jeaf time period, the elasticity
coefficient works out to 9;2& and the buoyancy coefficient
to Q;gég/ In other words, for every increase in national
income of 1 per cent, corporate tax revenue increased by only
0.96 per cent and would have increased by only O.7h per cent

in the absence of discretionary tax changes. (Table III-2)

3. Changing Economic Conditions and Elasticity Coefficients

The period 1960-61 to 1974-75 can be broken up into
three distinct sub-periods on the basis of the different
economic conditions prevailing in these periods. During
the years 1960-61 to 1964-65 (period I) there was an all-round
growth in the corporate sector, also marked by improvements
in output, sales and profits. The periéd 1965-66 to 1969-70
(period II) includes threz years 1967-63 to 1969-70 which
were marked by industrial recession, generated by inadequate
demand culminating in a set-back in corporate expansion, output,

sales and profits. The avera,e rate of expansion during the

5/ RZ being C.84% and 0.86 respectively.
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period was therefore low, though the slightly better performance
during the first two years of this period, as seen from

Tablé EII.%, to some extent marginally altered the otherwise
depressing periodwise results. The following period 1970-71

to 1974-75 (period III) was an era of slow recovery‘coﬁpled

"with a very high rate of inflation; to some extent, improvements

in financial results during this period are, therefore, illusory
but elasticity coefficients do take these things into consideration
as they link tax at current prices with national income at

current prices.

Table III.4 presents growth-rate data for selected
indicators of changes in the private corporate sector; worked
oniy on the basis of RBI data. These substantiate the distinct
differences brought out in thepreceeding paragraph as between
the three time periods. Gross fixed assets%per company
showed an average annual increase of 10,0 pér cent in period
I, 9.2 per cent in period Il and 9.3 per ¢ent in period III,
while total corporate gssets had an average annual growth
of 8.7 1ier cent, 8.1 per cent and 8.2 per éent respectively;
the growth rates of profits before tax and value of production
also follow a similar trend. These datazgﬁga that there was -

a distinct set back in period II and the recovery though

definite in period III, was not complete,

The sharp variations in corporate performances within

the 15 years time period can explain the overall_low_elasticity
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of the corporate profits tax to changes in national income.

The 5 year sub-periods are however too short to do any meaningful

regression analysis. OSimple year to year elasticities can
however be computed. Before the y:ar to year elasticity
resulcs are presented, some reveéling comparable growth rate
data on corporate profits, value of production and corporate
profits tax provision for the RBI sample companies as well as

of national income are examined.

The average annual growth of corporate profits tax.
provisions during period I was at 16.8 per cent, substantially
higher than the average annual growth of corporate profits
(9.0 per cent), value of production (9.7 per cent) and national
income (11.2 per cent). On the other hand, during period II,
corporate profits tax provision declined at an average annual
rate of 0.2 per cent, while national income averaged an
annual growth of 10.8 per cent. Finally, during period III,
the respective average annual growth rates were 14.6 per cent
for national income and 2.5 per cent for corporate profits

tax provisions. (Table III.4)

Using the data on company finances available in the
RBI studies, and a simple method to measure the year to year
elasticity of the corporate profits tax provision (X) to
national income (¥) within the 3 sub periods and working
out period averages gives resﬁ&s which are in harmony with the

period-wise results of corporate operationsé/ In period I,

6/ The folilowing formula is used to compu.e the elasticity

coefficient of X (corporate tax provision) to Y (national inco

g DX Y
R

me
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elasticity was very high (2.58), it slumped sharply in period
II (0.10), and partially recovered in period III (1.21).(Table III.
The less than unit elasticity for the whole period, 1960-61

to 1974-75 can, therefore, be attributable to the unusually
low coefficients for the years 1965-66 to 1969-70. These
results have limitations because company tax provisions in the
balance'sheets are mere provisions and are not exactly what

are later shown in ALITS as well as in the Budgets as corparate
profits tax assesSments and collections. Further, the RBI
data on company finances relate to sample of companies, whose
size and composition vary from time to time. Yet in the

absence of other more appropriate data, these results are useful.

4. Dummy Variable

.To capture the periodic changes within the abnormal
sub-period, 1965-66 to 1969-70 which includes the years of
industrial recession, a dummy variable was used and the
relationship between the corporate profits tax to national
income improved. While the elasticity coefficient improved
from 0.7% to G.80, the buoyancy coefficient remained unaffected
at 0.962/ The use of a dummy variable therefore improves the

elasticity of the corporate profits tax system.

7/ R® being 0.88 and 0.87 respectively. Dummy variable is
statistically significant at 5 per cent probability level
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5, Some Alternative Estimates

Elasticity and buoyancy coefiicients are also worked
out for the period 1960-61 to 1974-75 (up to 1975-76 in 3
cases) with alternative definitions of national income and
using the regression approach. These include gross national
product and net domestic product at factor cost and market
value and net national product at factor cost. The
elasticity coefficients derived are very similar, ranging
between 0.738 and 0.751. The range of variation of the

buoyancy coefficients for the different period is somewhat

longer, namely between C.901 and 0.982. (Table III.6)

As the bulk of the corporate profits tax revenue
originates from corporate entities engaged in non-agricuitural
operations, the elaéticity and buoyancy coefficients were
computed with gross domestic product and net domestic prdduct
as bases excluding income from agriculture and allied sectors
as well as from community and personnel services sectors.

The adjustments dc not affect the values of the coefficients;
elasticity and buoyancy coefficients with adjusted GDP works
out to 0.75 and 0.96 and with admsted NDP as base, these

are 0.68 and 0.89 respectively.

6. Disaggregated Results

In order to further examine the inelastic corporate
profits tax structure, it was felt that calculations may be
done at the disaggregated level, to get a picture of the

buoyancy of the corporate profits tax for different types of
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companies. Under the existing sysvem, the statutory tax

rate for public limited widely held comraznies is 55 per cent,
for private limited companies 65 par cent and\for foreign
companies 70 per cent. Further, the effective ﬁax rate
which determines the elasticity show evin greater variation
depending on the type of industries in which the companies
operate, the location of the industries, the expansion

and investment programmes and the export performances. Tax
data however,~is not available in the annual budgets for
different categories of companies having different statutory
and effective tax liabilities. The AIITS publishes data on
public limited, private limicted and foreign compan;cs on the
basis oﬁ assessed tar collected in a particular year and which
includes col1ections made for earlier years; hence such

data cannot be used to compute the elasticity coefficients

by type of companies.

Some information, which can be uscd is available in
the RBI studies on company finances. btuch data, though
suffering from certain limitation, indicated earlierg/ao
enable us to have some idea of the tuoyancy of corporate
profitg tax provision (per RBI sample company) to national
income at the disaggregated level. A set of buoyancy
‘coefficients for public limited compani%, private limited

companies and foreign companies are therefore computed.

8/ The limitations are spelt out carlier in sub-section 3 pagel?
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While for public and priv.te limited comranies the period
covered is 1960-61 to 1974-75, for foreign companies it is

1960-61 to 1972-73.

The buoyancy coefficients bring out an important
result; the buoyancy of large public limited Indian companies
is higher than that of large foreign companies which have a
higher statutory tax race. In the case of large and medium
sized public limited companies, buoyancy of tax provision to

NNP at market prices during 1960-61 to 1974-75 is 0.732/
while that of tax provision to the gross value azdded by the

companies is 0.812{ the respective buoyancy coefficients
of foreign companies for the period 1960-61 to 1972-73 are
O.#ég/ and 0.772/ In the case of large and medium sized

privace limited companies the buoyancy coefficient are -O.O119/

with reference to NN? and 0.6019/ with referencc to GVA.
(Table. I1I.7) These results, though no: statistically significant
in all cases, suvggest among various possibilities

@ - slower growth rate of foreign companics vis a vis large
Indian companies and naticnal income.
Variation in statutory tax racc thus has some bearing

on the effective tax rate and also an impact on the buoyancy

of the corporate profits tax.

9/ Statistically significant at 5 pe. cent level
10/ Statistically not significant at 5 per ccent level.
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Iv. DETERMINANTS OF ELASTICITY: SOME POSSIBILITIES
Theoretically, various factors, closely interlinked

to each other, have a bearing on the sensitivity or responsiveness

of thé corporate profits tax structure, in India as well as'

elsewhere. Some of Lhese factors are now identified. The

analysis is not wholly and only applicakle to the Indian -

of »
situation, but is rather/a general nature.

As the elasticity of the corporate profits tax to
national income is a product of the elasticity of tax yield
with respect to tax base and the elasticity of tax base with
reépect to‘national income, factors afiecting both these 2
components need to be examined. If the ratio of tax yield;
to tax base rises over time, the elasticity of the tax yield
with respect to tax base will be greater than 1 and when the
above ratio f£falls over time Gthe e%asticitY'will be less
than 1. However, under a probortional tax system, the ratio
of tax yield to tax base will remain constant and the elasticity
of tax yield with respect to tax base will be equal to 1.

The elasticity of tax yield with respect to national income
will then depend upon the elasticity of tax base with respect

to national incore only.

For a given set of concessions under proportional
taxation, if the ratio of tax base to national income decreases
over time, the elasticity of the tax base with respect to
national income and hence, the elasticity of tax yield with

respect to national income wifi be-légsgthan 1. In case

~

RER T

326-243 . 71282 f
LIST
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the type of concessions also change over time the tax structure
can be deemed to have changed. The ratio of the relative
change in tax yield to the relative chanée in national income
will then give the buoyancy rather than the elasticity of

the tax structure.

1. Erosion of Taxable Profits Base

The following analysis first relates to the erosion
6f the taxéble prof its base, examining the factors that
affect the elasticity of tax base to national income, by
widening the gép between corporate profits and taxable corporate
profits, the gap being due to fiscal concession linked
adjustments. The faster the growth of fiscal concessions,
the lower will be the growth of the taxable profits base
vis a vis total corporate profits base. In effect, the
variation in the growth rate of the two profits bases affects

the elasticity of the corporate profits tax structure.

a. Fiscal concessions: The multitude of fiscal concess}ons
result in some proportion of corporate generated income and
profits not paying the corporate profits tax, or not payiqg
the full quantum of the corporate profits tax which would
have had to be paid in the absence of the concessions; The
fiscal concessions give a direct impetus to the ékpansion
of the corporate sector, both'through expansion of existing
units as well as through setting up of new units. Not only

do the number of fiscal concessions increase over time, but
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the number of corporate bodies taking advantage of the

various concessions are also simultaneously on the increase.

The substantial growth in the number of corporate
units and in the total profits of these, will tend to raise
the elasticity of tax yield with respect to national income.
But the increasing erosion of the tax base, even if the number
of concessions do not change, will dampen the elasticity

and tend to keep it at a low .level.

b. Prority sectors: Further, in a developing econony
the industrial structure undergoes perceptible changes, as
brought out in Section II. One point that needs to be pointed
out here is that certain sSectors are specified for "priority"
treatment for purposes of fiscal incentives, lower tax rates,

- financial assistance, supply of raw materials, power, fuel

and other_infrastructural requirements. These sectors therefore,
receive an even greater impetus than sectors not considered

~as "priority". Consequently, these sectors expand at a

faster rate than othsar sectors and at thes same time their

income and profits are liable for corporate profits taxation

at lower rates or are completely exempt from the purview of

the corporate profits tax for specified periods.

Thas above factors which result in the changes in the
ratio of taxable corporate profits to corporate profits
over time lead to changes in the elasticity of the corporate

profits tax. If the ratio iImproves, elasticity will Jimprove
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and if the ratio decrecases elasticity will decrease.
Further, even if the share of corporate profits in national
income remain?bnchanged, but the ratio changes, elasticity
will change. The elasticity would rise or fall depending
on the change in the ratio. Similarly, even if the share
of corporate profits in national income falls, the ratio 6f
taxable corporate profits to corporate profits may rise and

neutralise the adverse effect on elasticity.

2. Erosion of Total Corporate Profits Base

There are certain conditions under which the corporate

profits base (unadjusted for fiscal concessions) can also

change even before the fiscal concessions can operate; in fact

these concessions can come into operation after afA ea¥liep

set of factors have al¥eady; to an extent reduced the corporate

profit® base. The effect is directly through changes

in the rate of profitability and the growth rate of corporate

profits.

a. Capacity utilisation, production cost and profits:
availability of various fiscal concessions linked to fresh
investments in priority sectors, backward areas as well as
in general industrial operations induce corporate units to
add to their fixed assets to obtain these concessions and
reduce ﬁheir effective tax liability; at times thére may be
a fall in corporate profits in the process. In some other

cases, even without fiscal concessions new investments are

The



forthcoming for other reasons and these could also affect
corporate . profité. ”Theoreiic;lly, a situation could arisé
under which additional fixed assets are not fully or adequately
utilised, with the result that while there is an 1ncrease in
fixed costs represented by guch items as interest on borrowings
to.finance the expansion programme, repgir and mainﬁenance.
cost of basic infrastuctural facilities, salaries of essential
personnel for the ad&itional;assets, among others, there

is no corresponding growth in output through full utilisation
of the additional assets to pay for the additional fixed and
operating cost incurred on them. As a result, income generated
from this as well as other operations and departments are used
to meet thé cost of maintaining the new fixed assets, leading
to a decline in the overall corporate profits and also tax.
liability.c. Theseidevelopmenté even erode the corporate.
profits tax base even as regards the profits and output f£rom
the already existing assets. Thus, while additions to thé
national  income through the corporate entities continues to
grow or is at least, the same as before, there is an absolute
decline in tax accruing from those operations because ¢f the

etosion of the
Aax base due to higher per unit cost of- production.

Partial utilisation of newly created capacity naturally
has an adverse cffect on profits. even‘though'thé tax saved
pecause of the reduction in tax 1iability linked to the

additlbﬁal.investment may be greater than the loss due to the



fall in profitability due to loﬁe; aggregate.capacity
utilisation. There could aléo be-even though it may appear
somewhat irrational-a possibility of corporate units using
tax concesSions to reduce the tax liability inspite of a set
pack in their profits. Tt has been found that industries
add to their fixed assets, for various reasons, such as to
avail ©f fiscal concessions, to pre-empt licensable capacity
and/or strengthen monopolistic control over industries: even

if there is an immediate set back in short term profitability.

b. Corporate growth, losses and carry forwards: In a
dgveioping economy, ofganiSed bﬁé;néss operations tend to
iﬁcrease and.business conéérns opéréte.as corporate entities
mainiy because they receive varioué facilities and privileges
not}available to other forhé 6fhbusiness organisations such as
sole pr"opri'etors_hip concerns, registered partnerships and other
firﬁs. Existidg as well as new entrepreneurs prefer to
operate as corpofate entities, either by setting up new
companies and/or conVerting existing non-corporate firms into
cofporaté'éntitiéé. 'In particular, the benefits of limited
liability, lower statutory tax rate on undistributed profi;s,
easier’éccesé:to credit facilities, amorig others, induce the
growth of the corporate sector. However, a large number
of corporate units are necessarily émall in size and these,
as well as large companies which are of recent origin do not

generallyiearn enough income to be taxable under the corporate



profits tax system, or may even make losses which can be
carried forward. This'fact creates a situation in which not
the whole inComeAand profits generated in the corporate sector
become liable for corporate profits taxation. As a fesulto
while the rate of growth of the contribution by the corporate
sector to national income may increase, the rate of growth

of tax revenue contributed by the corporate sector may not
increase proportionaieiy. This is a special characteristic

of a growing organised sector in all countries.

c. Concentration, recession and boom: As a result of
various factors, some inherent in the system itself,‘a few
giantesized companiés tend to account for a sizable prdpﬁrtion
of assessed capital, income, profits and tax paymentS‘ih ma jor
industrial sectors. Any significant changé in the operations
of even of a few of them has an immediate impact‘og the whole
sector and even on the economy, be it in terms of productién.
employment, profits or tax revenue. The impact beéomes'highly
pronounced‘during a period of recessidnary whirpooi 6r a
phase of booming economic conditions. Thus, for éxample;-énring
a recessionary situation the growth rate of national income
Qould be higher than that of corporate profits tax revehue'
because the production process cannot be immediately stopped
and the corporaté output produced is accounted for in national
income calculations, but the demand based recession tesults

in a slump which is reflected in increasing inventory heldings,
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lower sales, profits -and tax liabilities. _Therefore, tax
revenue has a tendency to fall faster than the fall in
corporate séctor contribution to national income or national
income itself. On the other hand, during "boom" production
cannot be immediately incr=ased in response to deﬁand pressures
(even if pricés"may rise), due to various constraints like
existing capacity, availability of bééic inputs (raw materials,
labour, power and fuel) and finances; recourse is made to
inventory noldings to meet the surging demands. As inventory
is already accounted for in the national incomé data at some
earlier point of time, but is not reflected in profits and tax
liability untii;séles are realised, there is a possibility

of profitS‘and tax liability increasing at a faster rate
during a 'boom' than the value added by the corporate sector

or national income itself.

In other words, while dpring a recession there is
a tendency for the growth in corporaté“profits and tax to fall
more sharply than the growth in the national income, during
boom, there is a tendency for éorporéte profits and tax to
increase faster than natiahal income. The'vafiations are
thus analogous to those of a "£ix pricé“ system in which
imbalances lead to changes in the volume of inventories, and
ihereby affecting the elasticity of thé corporate profits

tax structuree.



- 29 -

d. Assessment deiays. Delays in tax assessment and
determination of tax liability is another possible factor,
The corporate sactor's contribution to the national product
is already accounted for, once the output leaves the
factories; in fact, other taxes like excise duties, sales tax,
octroi, personal income tax on salaries of employees may
already have bzzn paid. Yet it is possible that the corporate
profits tax revenue - Oor, at least, a part of it - accruing
on the output and profits already accounted for in the nationél
income calculations is not yet determined or collected, and
is therefore not reflected in the data on corporaﬁe profits
tax revenue. While data on extent of delays in tax assessment
and arrears in tax collection are not available, theoretically,
the time lag between the accounting of corporate output and
profits in the national income data and the accounting of the
assessed corporate préfits tax in the tax revenue statistics
adds to the inelasticity of the corporate profits tax system
at any particular point of time, assuming that the amount of

arrears increase proportionately.

V. CONCLUSIONS

1. Need for Higher Sensitivity

To the extent that the sensitivity of a tax structure
is considered to be an indicator of a healthy system, there
is need to improve the elasticity of the corporate profitsl
tax in India. This is all the more necessary in the context
of further growth in the operations of the corporate sector

expected in the future, inspite of greater emphasis being
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given to rural and small scale industries. It is not unlikely
that over the coming years, a substantigl proportion of small
scale industries as well as rural industries will operate

as corporate units, due to the various fiscal and other benefits
that a corporate entity is eligible for, vis a vis other

forms of business organisation. The existing units also

can be expected to grow. There is therefore urgent need to
look into ways of improving the elasticity of the corporate
profits tax system sO that revenue resources can be easily

and painlessly mobilised from this sector.

2. Fiscal Concessions and the E-msion in Tax Base

As it emerges from this study, the investment based
concessions erode the tax base, and the erosion can become
more substantial when the additional fixed assets fail to be
adequately utiliged. There is therefore need to re-examine
the present system of corporate profits tax concessions and
look into the possibilities of linking corporate prbfits
tax concessions with other criteria like improvement in
production, employment and capacity utilisation, apart from
fresh investment. Measurement of capacity utilisation, of
improvement in production and productivity as well as of
employment generation, does raise basic methodological problems,

but these need to be resolved in one way or another.

3. Need for Overall}-study of all Taxes
a
There is need to make/comprehensive and simultaneous

study of the elasticity and buoyancy of all t axes, rather
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than study individual taxes in isolation. Even if the elasticity
coefficient of a particular tax, such as the corporate profits

tax is low that by itself need not be a matter for serious
concern. The elasticity of other taxes which are dependent

to a large extent on the growth anc performance of the corporate
sector need to be examined. As explained earlier in this

paper, corporate profits tax liability accrues only when

proceeds of sales are received and profits worked out. However,
much before this stage arises, the growth and operations in the
corporate sector gives rise to various other tax liabilities

and these taxes are already paid. Growth in fixed assets involv:s
payment of import duty on imported capital goods and excise
duties, sales tax and octroi on domestic capital goods,

import duty onﬁimported raw materials and excise duties, sales
taxes and octroil on purchases of domestic raw materials and other
inputs. Sales tax and octroi are also paid on salq[ipg.
transportationpf the finished goods, mFygh «===m=——m v
before profits can be earned. ¥finally, personal income tax is

paid on income received by individuals and firms involved in

the series of exchange processes.

The built up of fixed assets, inventory and
sales thus involves a process of exchanges during which various
commodity and personal taxes are levied and paid at the
Central and State levels. Therefore, a faster growth in the
corporate sector could improve the elasticity of various

Central and States taxes, but until the products are actually
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sold and profits made, there is no positive effect on the
elasticity of the corporate profits tax system. Therefére,
while there is need to think in terms of introducing measures
which can reduce the =srosion in the tax base of the corporate
profits tax, there is no need tocet alarped, at the low

elasticity of the corporate profits tax.

In fact, it can be said that in a developing economy
which is posed for growth there wuld be a tendency for the
corporate profits tax to have an elasticity less than unity,
while other tax.:s which are paid by the growing corporate sector
may have relatively higher elasticity coefficients. On the
other hand, ;t ts possible, that even though the growth rate
of profits iéZﬁaintaine& but the growth rate of the corporate
sector capacity is not high enough to bring into operation
the fiscal concessions that erode the taxable profits base,

the elasticity coefficient of the corporate profits tax may

be high.

4. Tax Administration

There is need to improve the tax administration system
to reduce the délays in assessment and collection of the
corporate profits tax. The very high proportion of corporate
income and tax accounﬁed for by an infinitesimally small
proportion of assessees highlights the necessity for placing
more emphasis on large assessees and fixing a suitable officer:
assessee ratio for these cases, taking into consideration their

geographical and zonal distribution.
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5. Data Gaps
Lack of adequate data needs to be bridged to enable
a continuous and r=zasonably early evaluation of the corporate
profits tax system. 1In particulér,studies on the impact
of the.various concessions and rebates which affect tax base
and.elasticity, and a full and periodic assessment af the

sensitivity of the tax system would then be possible.

6. Areas for Research

Various areas wherein there is a need for further
research in the field of corporate profits taxation have
emerged from éhe prasent study. There is need for quantification
of the major tax concessions to assess their actual impact and
effect on savings, investment, capital structure, production,
employment and capacity utilisation as well as on effective
tax liability. It has also to be seen to what extent f£iscal
concessions have actually served the purposes they were
intended to serve. Only on the basis of such a detailed
enquiry can one draw conclusions rz2garding the type of

concessions that should be provided on a long-term basis.

7. International Comparisions

In other countries also, fiscal concessions are
special features of corporate profits tax systems. A
comparative study of these tax systems and that of India .
together with a quantification of the effect of their incentive

provisions would be helpful in reformulating the incentives
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and concessions in our own country.

A long-term study undertaken in the Institute
would attempt to go into some of these aspects of the
corporate profits tax system, including among other things,
fiscal concessions, legal statutes, and quantification of the
impact of the tax structure. The present exeréise is a
preliminafy one covering only one aspect of this research
project. The Institute would be very happy to receive
comments and suggestions emanating from the methodology covered
in this study, and the results obtained therefrom, as well
as on other aspects tﬁat could and should be covered in a

comprehensive study of corporate profits taxation in India.
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TABIR - II.5 v

G Coefficient

. Assessed corporate Corporate tax
income yleld
1960~61 0.745 0.745
1965-66 0.730 0,730
1971=72 0.784 0.782
1975-76 0.835 0.832

Notes: 1. 1/ With respect to number of
, corporate assessees.

2. Based on data in TABLE II.4
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TABLE - IITI, 1

Trends _in Corporate Profits Tax Revenue

(Rse Crore)

Budget Ravised Actual
Year estimates estimates revenue
19£0-61 135.0 137.5 111.1
195162 141.0 160.0 156.5
1562-.63 168.0 187.5 221.5
196364 196.0 275.0 274.6
196465 295.0 342.0 314.1
(Feriod I)
1960-.61 to 1964-65 (20.8) (26.7) (30.2)
1965=66 386.0 330.0 304.8
1966--67 372.0 345.0 328.9
1967-58 350.0 319.7 310.3
1968-69 320.4 322.0 299.8
1969-70 326.2 320.0 353.4
(Period II)
1965-66 to 1969-70 (=4.7) (=1.3) (2.1)
1971-72 395.0 442.0 472.1
1972.73 493,5 558.0 557.8
1973.-74 608 .0 627.0 582.6
1974..75 661.0 713.0 - 709.5
(Poriod III)
197C0-71 to 1974-75 (19.1) (18.3) (16.3)
1975-76. , 780.5 954.0 861.7
1576.. 7=/ 1025.0 1113.0 - 4442
197 j.78= 1298.2 - -
1960.61 to 1974-75 (12.0) (11.5) (11.1)
Notzs: 1/ 197 ‘?rZi 1'9787-4—78“ revised and kbudget estimates

resoectively.
- Not available
Figures in parenthesis are average annual growth rates
for the respective periods.
Sources: 1. Annual Budgets of
Central Government

2. All India Income Tax
Statistics
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Contd. TABLE - III. 1

(Rse Crore)
Budget Additional Revenue Revenue
estimates revenue ad justed as given
of ad justed for estima~ in income
additional to tion of tax
Year r:avenue actuals elasticity statistics
1960-61 0.0 0.0 » 111.1 122.0
1961-62 1.0 l.1 155.3 195.9
1962-63 10.4 _ 13.8 206.2 175.1
1963_64 25.0 36.4 221.7 136.1
1964-65 1.7 1.8 ° 252.2 179.1
. (Period I)
1960-61 to 1964-65 - - (22.1) (4.1)
1965-66 ~14.4 -11.4 253.9 - 186.6
1966~67 32.0 28.3 250.4 274.9
1967-68 0.0 0.0 236.3 301.1
1969-70 -3.8 -4.1 275.5 301.9
(Period II)
1965-66 to 1969-70 - - (0.8) (11.7)
1970-71 0.0 0.0 288.9 -
1971-72 23.5 28.1 346.1 648.2
1972-73 13.5 15.3 397.9 387.7
1973=-74 11.0 10.5 408.0 -
1974=-75 0.0 0.0 496.9 409.2
(Period III) '
1970-71 to 1974-75 - - (13.3) -
1975-76l/ 10.5 11.6 554.7 496,0
1977-78 - - - -

1960-61 to 1974-75 - - (8.1) (10.4)

a—— — —
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TABLE III.5

Year to Year Elasticities

Years/Period Elasticity coefficient
1960-61 S -
1961-62 5.00
1962-63 3.99
1964-65 0.81
1960-61 to 1964-65 2.58
1965-66 0.16
1966-67 | -0.10
1967-68 -0, 41
1968-69 -0.82
1969-70 1.67
1965-66 to 1969-70 0.10
1970-71 0.53
1971-72 2.76
1972-73 1.50
1973-74 0.13
1974-T75 1.4
1970-71 to 1974-75 1.21
1960-61 to 1974-75 1.21

Note:

The following formula is used to calculate
the year to year elasticitiesa

2% .

o oS

Source:

National Aseounts
Statistics for
national income.

R.B.IBulletins: Studies on
finances of public limited
companies. ‘

C.S.0¢
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TABLE III.?
Byoyancy Coefficients: Disaggregated Results

Indian Public companies {Indian Private iForeign companies
jlimited companies ! _
. I II I II T . II
Tax to NNP 0.73  0.72 -0.01Y  -0.01 o8V o0.50

Tax to GVA 0.81  0.82 0.60/ -0.05  0.77  0.75

I. By regression method

II. By growth rate method
1960-61 to 1974=~75 for Public and Private limited

Indian companies and 1960-61 to 1972-73 for
foreign companies
1/: Statistically not significant
NNP : Net national product at market pfices
GVA : Gross value added
Tax : Corporate profits tax provision

S s Diad asreiert3



