CHAPIER . VII
TIONS_AND C 0

The total tax burden on a company is arrived at by
firding out the rate of tax and the taxable income. The first
component (i.e. the rate of income tax and super tax) has
been dealt with in the preceding chuptere This component will
also be discussed in separate chapters on "Taxation of the
controlled companies"™ and "Some Special corporate Taxes in
India"s In this chapter; all those factors =- deductions and
concessions in the form of tax reliefs and holidays == which
influence the computation of texable income will be discussed,

In order to assess the real burden of income tax
and super tax (and also of other corporate taxes), it is
necessary to take into asccount the deductions and concessions
permissible under the Indlian Income tax Act. Deductions and
concessions certainly i'edu,ce the burden of ta:;t by either redu=
cing the profits assessable for tax purposes or by exempting
corpanies from paying tax on their profits. The deductions are
generally governed by certain principles. In India, the princie-

ples governing the deductions are as follcws:-

¢> (1) The allowances and deductions are enumersative and not

&

exhaustive,

(2) There is no allowance for exhaustion of wasting assets
such as mines etc,

. (3) Expenditure must be incurred wholly and solely for the

purpose of business whose profits are taxede Expenses
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in relation to profits which are not assessable fall
outside the scope of this provision,
.» (4) Expenses cannot be claimed, in respect of business
) which is ygt not set up, nor in respect of business that
is "dea,d';, since in either case, there is no carrying on
of business,
(5) Expenses, to be admissible, if other conditioms are ful=.
" filled, need point out no resulting profit on the credit
side. Expendliture, which does not effectuate into income,
may yet be en exbenditure wholly and exclusively for tﬂha
_ purpose of businesse
(6) Expenses which are admissible must be revenue expenditure
" " 2nd not capital exﬁéndituxfe. |
These principles, though_applieable to all
businesses in general, are significant in the calculation of
the deductions and exemptions avalilable to companies., There may
be a few other principles which w;ll have to be referred to
whenever necessarye But, the above are the most importants
It should be remembered that deductible
expenditure 1is an i.nhportant factor in the coﬁputation of net
tazable income, In the Indian law, each head of income is
listed separatel:} along with the deductions allowable in
respect of ite The law relating to deductions in respect of

business incomes of 'conpanies is contained in section 10(2)

-
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of the Income tax ActeClsuses (I) to (XIV) enumerate specific
types of admissible expenditure. The s chee of each clause is
that 1t 1s self sufficlent as regards the nature of deductions,
the purpose or purposes for which they are allowed, and the
extent of and the conditions:uhder which the expenditure is
adnissibles Clause (XV) is of the nature of a residuary clause
and 1s applicable to all types of e xpenses other than those
covered by Clauses (I) toCKIV5e\The expehses referred to in the
Clauses (I) to (XV) ére‘aliéﬁéd in the year in which they are
actually incurred,

Deductible 1tené corprise mostly items of

current expenditure such as cost of income, promotionsl costs,

expenditure on sclentific research etc, In regard to the expendi-
ture on research, it may be pointed out fhat Clause CXIV) of
section 10 emables a company to write off the entire cost of the
capital expenditure incurred by him on scilentific research related
-0 the business of the company in one or more years, If the ‘
business runs -for five years, the cost is written off over these
five years, If, howevp;; the assets used in scientific research
ceased to be used for such purposes at any time before the

end of five years from the ¢ cmmencement of the business, although
the business continues and the assets remsin the property of

the company, the entire depregiation of the asset is allowed

over the perlod the assets have been in use. If at a later
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period, the assets are socld at a price lower than the
price on the basis of which the depreciation was allowed,
a further sum equal to the difference between the value of
the asset and the sale price is allowed in the year of sales.
Thus, ultimétely, a compeny is able to recover its entire
cost of the capital expenditure on researchs

 Ofcourse, it should be pointed out that most
of the items of current expenditure differ in amount and
nature, from company to company. SO, it can only be said tkat
companies are given reasonable chance to juétify the deducti-
ble items from their total taxable income,

. While cémenting on the gystem of allowing
deductions, MroKaldor in “Indian Tax Reform" has compared the
British and Indian systeméLin this regard and has ably pointed
out that in the British Income Tax Act, the items which are
not deductible for tax purposes are emmerated. Whereas, the
Indian Income Tai Act gives a list of items which are allowed
with a general sweeping up clause which asserts positively
that any expendimre laid out or expended wholly or exclusively
for the purposes of such bizsiness etc, qualifies as a permi-
ssible deduction, Mr,Kaldor points out that, "It shows that
the definition was originally intended to strengthen the

hands of Revenue in disallowing deductions, By the time the
law was appiied in India, it bhas come to serve the opposite
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i:urposé of ensuring that no type of expenditure which come? D
within the scope of thisdefinition should fail to qualify“

So, the system of deductions in India is worth reconsidering,
though ofcourse, the Taxation Enquiry Commission of 1953-54
-(Vol.II, para 18, page 58) suggests that the status quo should
be maintained.

Over aﬁa above the deductible items mentioned
apove, depreciation allowances also are a sort of deduction
allowed from gross profits for the calculation of taxable
profits, This and other tax concessions will be discussed in
detail in the pages to follow,

W-- Historically spea,k:lng, there was no

o v e D

specific provision for deduction on account of the depreciation

in the Income Tax Act of 1886, However, depreciation was permie

ssibtle under the executive orders issued by the Govermment of

India. Depreciation was allowed in the following manner:e

- (1) 4 deduction of 5 percent of the cost in respect of depre-

©- ciation in the case of machinery. No separate charges for
repairs and rehewals of machinery were allowed.

(2) A deduction of 2% percent in respect of depreciation ofi

O buildings which housed heavy machinery, instead of the

actual cost of repairs and maihtgnance.

(1) "Indian Tax Reform", 1956, by Nicholas Kaldor,
.footnote on page 63. : ,

e 9‘14..60



- 146 =

The “allowance was perm:l.ssible in respect of the
(actual premises of the company and not bungalows, chawls and
other subsidiary premisesa In the case of the latter class’
of buildings, ‘the actual amount of expenditnre on repairs,
upte a maximum of 10 percent of the annual rental valuation
was to be allowed,

The orders for depreciation allov}ance igsued by
the Goveroment were neither inifsnmnor comprehensivee 'E'ér
the first time, the Income tax Act of 1928 took stock of
the precarious situation and introduced & provision for |
depr’eéiat‘ion allowances on the basis of the straight line
method, Under this préwiision, “the rate of depreciation for
any year was not to h;e allowved to exceed a pei'centage of

" the original cost of the asset concerneds Again, the rate’
of depreciation was to be fixed for different assets having
regard to the estimated life thereof. The cost of curfent

: repairsg was separately allowed. ‘ )

Under the Income tax Act of 1922, the rates of
depreciétioh were laid down statutorily. They were revised

" in 1939 wher the wkitten down value method was substituted
for the straight I:lne method of charging depr:eciatiom

During the period of the Second World Wa,r, the
provisions regarding depreciation allcxWances had to be
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anplified from time to time, taking into account the special
problems facing the corporate sector of the economy. For

instance, from 1940-41, specigl depreciation was alléwe& for
plant and machinery which were used for double ani triple
shifts,.

After the end of the Second World War,
depreciation allowances were further liberalis eds An initial
allowance of 20 percent 1n4respe'.ct of new plant and machinery
installed after alst‘ March, 1945, and an additional allowance
egual to the normal allowance available for a period of 5
years in respect of new plant and machinery installed after
31st March, 19248, were introduced in order to encourage
investment in fixed assets in the post-war period, However,
the aggregate of all these different types of depreéiation
allowances was not to exceed 100 percent of the original cost
of the asset. 3 .

' Regarding the method of computing the depreciation
allowances, it should be pointed out that, in India, these
allowances are computed on the basis of the "wfitte:; down"
v#lue of an asset or a group of assets. This is ana1<>gous“to
the "declining balance” method now in practice in the United
States. The percentage rate of depreciation allowed for the
asset is taken agalnst the Original cost less depreciation
alloyed in previous yearé. This method of computation
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accelerates total depreciation allowable into early years,
as compared tc the "straight lipe®™ method which allows the
same amount of depreciation each year, usually calculated as
a percentage of the original cost,

Initial depreclation allowance which was replaced
by development rebate in 1955 was given on the following assets:
(a) In the case of building the erecticn of which had begun

and been completed between the period 1.4.1946 and
3143,1956 at 15 percent of the coste 4
(0 In the case of other buildings i.e. the construction of
 which had began and been completed botween le4.1945 to
~ 31.3,1246 at 10 percent of the cost, A
(¢) 1In the casé_qf machinery or plant at 20 percent of .
" the cost thereof _

5 The in:!.tial depreclation —allgwance‘ as admissible
on the above assets was not tc be deducted while calculating
the "written dovn value" of the assets. However, it was toc be
taken :lntcg account for ﬁegsuring the totgl depreciation
allowances that were admissible to a coméany during t he whole
life of the assets. The totzl amount of initisl depreciztion
allovance and other deﬁreciation ‘allowances that would
be allowed over the whole life period of the asset were not
to exceed the original cbsh
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Normal depreciation was and is allowed at percentage
rates based on the useful life of an asset. It has been claimed
that the rates of depreciation so established are in fact
higher than those revealed by actual experience, and also
higher than those used by many companies in their account books.

Ofcourse, the rates vary from asset to asset, In some cases,

the companles are allowed to avall themselveé t:.\f the "group
rate" for the entire companye . , “

An extra shift allowance ccmes to one half of normal
depreciation for plant and machinery worked for two eight-hour
shifts per day and is pro-uratedfor the total d ays during the
year for which this condition obtains.

Also, an additional depreciation allowance was
available upto 1959-60 ifz respect of all kinds of assets except
furniture. In respect o’fﬁ new bulldings or machinery or plant
which had been erected or installed after 3l.3. 1948, additional
depreciation allowance was admissible for five consecutive years
of assessments, commencing from the year in which the building
was erected or the plant or machinery was installed, The amount
of the additional depreclation allowance in every accéunting
year was equal to the normal deprecistion allowance, However,
no extra allowance under this categoery of gllowance was
available in respect of double or multiple working of the

¢ee150¢



= 160 =

machinery or plant as was admissible while caleculating the amount

of normal depreciation allowances. Ofcourse, the a dditional
depreciation was deductible in detérmining the written down

value as the normal depreciation allovance,

3 The above mentioned depreciation allowances are
cunulative, But, as it 1s already pointed out, they are not to
exceed the original cost of the asset, There is no time limit
for which the unused depreciation allowances cen be carried
forward. Therefore, there can be no loss of beneflt if the
operating profits of a company arelnot adequate in the early
years to absord the accelerated depreciation permissible.

Since the aggregate depreciation allowances are not
to exceed the original cost of the asset, when the asset is sold
or discarded or demolished or destroyed, a sum équal to the
‘difference between the written down value and its sale or serap
value 1s further allowed as a deduction from the computation
of income. This is known as a balancing allowance, If, hovever,
the sale proceeds exceed the "written down value", such excess
as equals the difference between the original cost and the
written down value is charged as profits énd gains and the
balance by which the sale proceeds exceed the original cost is
treated as income under the head Heaplital gains“. It mﬁst be
clearly pointed out that the deduction for depreciation from
assessable income of any yeaﬁ,is not dependent on the increazse

or decrease in the earning capacity of the asset used in the
businesse

Obdlsl.
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Some important changes were made in the provisions
of the Act relating to the depreciation allowances by the
Finance Act of 1955, The most important of them'was the
substitution of the "develqpment rebate'.in place of the
initial depreciation sllowance for certain kinds of new
fixed assets,:Under Clause (‘fI ‘o)v which was.inserted by
section 8 of the Finance Act of 1955, a sun by way of .
rdevelopment rebate® in respe ct of plant or machinery, being
new and installed after 31. 36 1954, became allowable as a
deduction frem the computation of the income under the
head "business®, -

" ) To sum up, the current position in regard to
depreciatioix ailggances is that normal- depreciation allowance
and shi:éjth;,li];wance are admissible in; respect of all kinds
of assets, namely, buildings, macninery, plant and furniture.
Additional depreciation allowance is now not availablase SO
also, the initial depreciation allowance is not. now. adnissible,
50, there 1s at present no accalaréticn oé the deprecilation
allowances avallable to companieé,

W-- The Taxation Enqilury Commission

(Vol,II, 1953—54, page 99) recomended an allowance of
O development rebate for selfected industries of national

importance, as an incentive to development of productive

enterprise in India. The Commission suggested an outright
(> allowance of 25 percent of the cost of plant and machinery
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newly added in the nationally important industries. This allow
~ance was recommended with a view to affording a direct
stimulus to expansion and quicker replacement so as to
increase the efficieagy and .éoﬁﬁetitigg power of the industries,
Since the allowance is directly. linked to the act of fixed
investment, i:t provides. a s{méi way of encouraging such
investment by all cpmpaﬁies;‘: new and old. §‘ur€her, in course

of time, to the extent that expansion would be stimulated by
this allowance, there would be a larger flow of taxable profits
and greater receipts..In the words of the National Council

of Applied Economic Rgéearcp, A"cylevelapmentmrebate acts as a
poverful stimulus to new industrial capital formation. It

also constitutes in part a provision against the effects of
inflation on replacemé;iﬁ cog'\i(:g)’gnd the depreciation reserves
accunulated to finance them," .

The important advax/‘@age of the development rebats is
that 1t 1s neither to be taken into account in determining the
written down value of the asset in later years, nor in deter~
mining the sum total of all depreciation allowances that will
be admissible in the computation of income under the heading

"businass® over the period the assst has been used in the

- -~

(2) Taxation and Foreign Investment, 1958, by N,CoAeEeR,,
. . page 36, . - Lo
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business, The result is that a company was and is able to
write off the entire cost of the asset over a number of years

by claiming depreciation allowance, and over and above that )
the company is able to claim a further relief in the compu~-
tation of business income whiqh was equal to 25 percent of
the cost of the asset upto i%o and is 20 percent since 1961,
This means that upto 1960 actually a company was allowed to
write off 125 percent and 'ndw 120 percént of the cost of

a new }plant or machinery brought into use in the business
over the entire period of the 1ife of the asset used in the
business. '

There are two' Important aspects of the development
rebate, Firstly, the rebate is admissible only for thoée
itens whdlly_ used for the purposes of business, Seconddy,
the rebate 1s available for the year in which the plant or
machinery was installed. This second aspect gave rise to
a difficulty comnected with the problem of unused amount of
the develepment rebate in a year, The Finance Act of 1955
did not make a spocific and clear provision for the carry
forward of the unused amount of the rebate, If a company
could not manage to set-off the rebate fully'against net
operating income in the year for which it accrued i,e. the
year in which the relesvant plant or machinery was installed,

the unused rebate was loste Also, since there was no
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limitation on the income agalnst which development rebate

could be set-off, the provision favoured the existing
comapnies more than newly established companies. An established
company with regular income was less likely to lose the
advantage of development rebate; whereas a newly\started
company may not be able in some cases to use development
rebate fully. Therefore, from all quarters, a request had been
persistently made to make a clear and specific provision
regarding the carry forward facilities of development rebate,
The Finance Act of 1958 made a clear provision for
carry forward of the unused portion of the rebate, This
facility of carry forward has‘been limited for a pefiod of
eight years as has been the case also for carrying forward
operating losses. Thbugh the Téxaticn.Enquiry Commission had
suggested this rebate not for all industries, at present the
rebate with its facllity of carry fobward is available for
all the industries, | |
 Also, under the Finance Act of 1958, a restri-
ction was introduced to impose certain conditions to ensure
that funds made available to companies through this rebate
are reinvested for the expansion of the industry and not
frittered away otherwise, Those conditions. are: _'
0. fl{ An amount equal to three quarters of the development
rebate must bae debited to the profit and loss aceount of the
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relevant year and credited to a reserve account.
(2) This amount must be utilised by the company within ten
O years only for the acquisition of assets for the purposes
of the company or for investment in the company.
(3) The asset on which the development rebate is allowable ',
@ ninét not be sold or otherwise transferred by the company
prior to tén yeérs from the end of the year in which the new
agset was first puf; to usé.
if a company fails to abide by any of these
O conditions, develox)ment rebate is not allowed, A specific
provision exists for the retrospective disallowance of the
rebate, On the whole, the rebate will certainly help promo=- .
tion and expansion of the coﬁpanies in the years to come,
After having discussed the systems of depreciation
allovances and the development rebate, it would be quite
interesting to compare the broad features of these two (
systems, Tpis comparlison would throw light on the merits and
demerits of both these systemso
(1) The development rebate is available only in respect of
plan‘h and machinery; whereas, the depreciation allowance is
avallable for buildings, furniture, fittings, machinery and
plant, o |
P (2) Development rebate is permissibla only 1f the plant and
machn.nery are new. Depreciation allowances are given for gll
types of assets whether new or not,

0 .
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O (3) The plant and ﬁachinery on which development rebate is
allowed must be "installed”, An item of plant and machinery
{7 such as motor cai&ggfcyéleé'eﬁe. when purchased cannot be
said to have "installed", Though they may fall under the
broad category of "plant and machinery" for depreciation
purpose, no development rebate would be avallable for these
items, f
(4) Development rebate is pérmissible only in respect of
;ﬁpéuéhqplanx and machinery as is "wholly” used for the purposes
" of the business, By contrast, depreciation allowance is
avallable not ouly for assets which are wholly used for busi=
ness but also for those assets also vwhich are partly used foxr
’business and partly for the personal -use of the proprietor,
For instance, the use of a rerrigerator.
(5) Development rebate is avallable only if the plant and
ﬁaéhiﬁery are used for the company's own business. If they
are used for some other company's Eusinoss, the devélOpmenx
rebate is not allowed. Whereas, the depreciation allowance
is permlssible oa plant and machinery which are the property
of the assessee, although fhese may be let out by the assessee
and be in use for another company's business.
(6) The development rebate is available only for the year
of ‘actual installatlion and not in the subsequent year, Whereas,

the depreciation allowance is admissible over the entire period

L X} 01570



- 157 =

~70f the life of an assete.

(7) TUnder the Finance Act of 1958, it has been lald down
that the unabsorbed amount of development rebate can be
carried forward from year to year, but not for more than
eight years, which is also the mmber of years for which
business loss can be carried forward, Also, it has been
provided that development rebate for current year is to be
given only after alloéanse ofcievelopmeht rebate brought

exhausted
forward from earlier year is/esbamrsmk and further that if

there is an unexhausted amount of development rebate carried
forward for more than one past year, the £irst year's amownt ~
of unexhausted development gebate will be adjusted %1rst, and
s0 on for subsequent years. -

| Whereas, the piovision for carry forward of
depreciation allowance states that the unabsorbed allowance
will be added to next year's allowance with a proviso that
as between a business loss to be carried forward and also
unabsorbed depreclation to be carried forward, business losses
shall first be carried forward and the unabsorbed depreciation
only later. Again, in respect of unabsorbed depreciation,
there is no-limitationiof time upto which the same can be
carried forward -- it may’bejmgfe_than 10 or 12 years, On
the other hand, the unabsorbed amount of development rebate

i
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can be carried forward only for not more than eight years,
and if during those eight years the amount of unabsorbed
development rebate is not utilised for adjustment against
total income, the unabsorbed amount would lapse,
(8) It may be noted that it is not the actual date but the
actual year of installation‘which is material for the purpose
of the development rebate, On the other hand, depreciation
allowance is given on the basis of moathly use so that if
the newly installed machinery has Qorked only for three months
in a year, only 1/4th of the amount of depreciation would be
allowed thereon.
(9) Under the Finance et of 1958, 1t has been 1a1d down that
unless 78 percent of'the develgpment rebate to be actually
allgwed have been debited to the Profit and Loss Accounts of
the relevant previcus year and credited to a reserve account,
no development rebate would be allowede The obviocus effgct
of debiting 75 percent of the development rebate to the Profit
and Loss Account is to reduce the disposable profits in the year.
' While such reductions in the disposable profits
will not be of any consequenée in companies baving a small
percentage of fixed assets in relation to the volime 6f busi-
ness, and may not even be félt ver§ ﬁuch in companies in which
capltal additions are more or less evened out; the effect of
debit of 75 percent of the development rebate will certainly .
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be felt very acutely in those companies which have launched
upon heavy expansion programmes as a result of which the amount
of ﬁevelopment rebate to be debited would be very considerable.

This provision can also be criticised on the ground
that the nevw plant may not, and usually does mot, start earn-
ing profits in the very year of installation, and that there-
fore it is 1llogical to strain the year's profits with an
amount, on account of the develocpment rebate on the néw machi-
nery which has made no contribution to tke earniag of thgne
profitse. ) '

In this respect, the depreciation allowance system
has no such harsh treatment. '
(10) Another harsh condition regarding development rebate
is that the amount of rebate debited as mentioned above should
be utilised dufing the next ten years for the purpose of the-
business of the compeny except (a) for distribution by way of
dividends or profits and (b) .for remittance outside India as
profits or for creaticn of ény asget cutside India. i: the
amount of the rebate reserve is not utilised for the business
of the ccmpany, but is utilised for any extraneous purpose or
for somebody else's business, this amount wouvld be forfeited.

Neo sucﬁ regtriction stands for the deprecistion
reserve, A
(11) Another limitetion in regard to'the development rebate 1s
tbat if the plant and machinary are sold or transferred to' any
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person or a company before téh yearé frcm the end of the year

of installation, the rebate previously allowed will be with-

drawne This restriction is vary;striﬁgent. The ten year period

is too long in regard to the modern rapid techmological advancess
The above-mentioneé‘features of development rebate

and depreciétion allovance éystems reveal that there are some -

restrictions on the deveiopméﬁt rebate; whereag, the deprecia-

tion allowances are quite 11ber§l anﬁ free from harsh condie

ticns,

<J

288 _HOLIDAYS: = Two types of tax holidays are available to

. the companies.Oné is section 15 C and the other is section .

56 A. Some more exemptions are made availsble to the companies
in recent yearé. These will be referred to, after having
discussed section 15 C and section 56 A provisions.

Under section 15 C-of the Indian Income tax Act
of 1949, a provision‘exists that compény profits or gains from
any industriszl undertakxng,vupto 6 percent of "total capitel
employed“ in the undertzkirng, should be exempted from income
tax and super tax in the first five years of operstion. Within
the limitation of this period, the exemption from these taxes
is also extended to the shareholders if their dividends have
been paid by the company frém the funds exempted by section 15 C.
But, if a company wants to avail of the benefit of this section,
it has to satisfy the following conditions:~ ‘
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(1) The company must not be formed by the splitting up, or
the reconstructicn oi‘ ‘business already in existence or by the
transfer to a new business of building, machinery or plant
previously in use,

(2) The company must begin to mamufacture or produce articles
in Indla by April 1,1961. |
C 3(3)~ The company must employ ten or more workers in a process.

using power, or twenty or more workers in a process not using
power,

The applicatibn of this section is subject to the
approval of the Central Govermment or the Central Board of
Revenue. 4180, the section does not exempt any company from
the application of penalty super-tax bn dividends over 6
percent of paid-up capitzl and on the face value of bonus
shares, Under this s'eétion, "total capital employed" means
depreciable assets at their written down value, plus certain.
non-depreciable assets, such as land and working capital,
minus debts owned and taxes due. This much about secticn 15 C,.

Section 56 A was inserted under the Finance Act of

y

1953, Under this section, an exemption is granted from super~
tex those dividends which are received by a domestic or
foreign compeny from an Indlan company, if the Indian company

-~ was formed and registered after March 31, 1962, and is wholly
or malnly engaged 1n:one of the twenty industries listed as
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“nationally important” industries which ares- (1) coal,

(2) Iron and steel, (3) Motor and aviation ‘f'uei, "kerosene,
crude oils and synthetic oils, (4) Heavy Chemicals and.
fertilisers (5) Heavy machiﬂéryﬁu%e'd in industry, (6) Machi-
nery apd equipment for the generation of electric energy,

(7) Non-ferrous metals, (8) Paper, (9) Internal combustion
engines, (10) Pover-driven pumps, (11) Automobiles, (12)
Tractors, (13)Cement, (14) Electric mé;érs, (15) Locomotives,
(16) Rolling stock, (17) Machine tools, (18) Agricultural
implements, (19) Ferro-manganese and (20) Dye-stuffs,

It should be remembered that the exemption under
section 56 A‘:!.s subject - to fhé same conditions of size and use
of power as those under section 15 C. The exemption is avail-
able without any time 1imit and extends to any transfer of
inter-corporate dividends, whether the Indian company is a
subsldiary of the receiving 'company or x'mt.v The ‘exemption :‘rom
super tax on inter-corporate dividends also applies to divi-
dends paid in respect of any fresh capital raised after
Feburary 28, 1953, by public subscription to initlate or
éxpand production in any of the above-mentioned twenty
industries. o , A

This tax exemption apparently does not exempt
income tax in any way since it applies only to super. tax on
inj:er- corporate dilvidends, But, under normal circumstances,

in fact no income thx will be payable by the compeny
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'receiving such dividends. So, in most of the cases, complete

tax exemption will be possible. However, the tax exemption

of this nature should be thought of in relation to the
following four situations:-

(1) When inter-corp;orate "dividends are pald from funds which
: aré free from income tax and super~tax under seetion 15 C, the
_ same exemption will continue for shareholders too and no
income tax will be payable by them.

- (2) When inter-corporate dividends are paid from funds which
aré not glven tax exemption under section 15 C (beczuse

the funds represent profit exceeding 6 percent of total capitd
employed) and wh:l.ch are thus kiable to income tax, the
dividendé will carry an income tax credit to meet the income
tax liability of the receiving company and thus section 56 A
obviates the need to pay super-taxe

(8) If dividends are paid from funds made available to the
ﬁa&iné company from the one-~guarter of development rebate -
which 1s not reqguired to be placed in reserves, they will be
éubject t0 income tax on the recelving ccmpany.

(4) A situation similar to nc:3 mentioned above may arise, if
dividends are paid from funds made available to the paying
company by depreciation allowances, on which the company pay-
ing the dividend has not got to pay income tax or super=tax.
If this happen$, the receiving company would be subject to
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income tax at a rate of 25 percent on the net dividend received,

eventhough section 56 A exempted the same dividend from super-
tax on the’réceiving company. if section 56 A did not apply,
income tax and super=-tax would both apply on the receiving
compeanye .

Thus, these two tax exemptions are meant especially
for the new industrial investment and the impact of these |
exemptions is certainly significant for the first five years
of a newly started company. )

Ofcourse, i1t is quite possible that due to certain
circumstances, companies may not be able to fully utilise all
these ezemptions, if they do not have sufficient operét‘ing
profits against which to set them off, This is mostly not ‘
likely for developmeni; rebate and also for depreciation allow=~
ances and for operating losses themsélves, because of the i
carry forward ‘fac’ilities available for thenm, (

But, this criticism may apply to the tax exemption
available under secfion 15 C which does not provide for carry
forward facilities. That is why it has been often alleged that
section 15 C has may remain unused or less used. In this §enée;
it has proved to be a superfluous incentive whose benefits
can meither be used in the first five years nor carried forward

to future years.
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Some other taklexemptions made gvallable to the
companies are as follows:- ’
(1) In respect of capital gains, exemption is given on capital
éréfiﬁ arising on transfer of assets by a 100 percent holding
company to a subsidiary Indian companye. The reverse is not l
true i.e. if the transfer of assets is made by such subsidiary
company to a 100 percent holding company, this exemption 1is not-
applicable. . |
(2) BSection 23-A does not apply to a company 100 percent of
whose shares are helé bi a non~section 23=A. Under this section
recently the percentage of shares to be held by efmpany public,
in the case of industrial companies,has been reduced from 50%
to 40%, thus permitting the majority holding of a company and
at the same time not applying section 23-A.
(3) Another tax exemption conferred recently by the Finance
Act of 1961 is for a company 75 percent of whose share capital
is held by a charitable institution or a fund whose profits
are exempt unier section 4(2), is exempt from section 23-A,
(4) Under the provisions of the Finance Act, 1261, rebate
of super tex 1s given on inter-corporate dividends.
(5) From the assessment year 1961-62, on the royalty payable
by an Indian company, in pursuance of zn agreement made after
April 1,1961, the tax rate is reduced from 63 percent to 50

percent.

L 0166'



- 166 =

The other reliefs are:aboliticn of the wealth
tax and excess dividend taxz, With effect from 1960-61, the
list of basic industries to be benefited under section 56‘31
is considerably increased. Further, the profits deposit scheme
introduced by the Finance (No:3) Act of 1956, was abolished
in the financial year 1968-59. Under tbis provision, if a
company failed to deposit with the Govermment a prescribed
percentage.of its accumulated reserves and of its undistributed
current profits, it would lose the benefit of devgl@pment
rebate and depreciation allowances. Novw the companies are
spared from this pﬁnishment. , o

Thus, there is no doubt that the tex incentives
especlally for newly started industrial companies are quite
libteral for the first five years of their operations. No
doubt, the impact of these incentives is bound to vary with
-the capitzl intensity and profitabllity of particular indue
strisl undertakings,

In the conclusion, it may be pointed out that
Indian tax éystem 1s based on deductions and tax concessionse
' First, deductions aré“given in such a mamner as to reduce the
taxable profits and thereby the tax 1liability of the companies.
Second, outright taex holidays and exemptions are granted to
bulld uwp tbg‘resources for the industries, These measures have

assisted the expansion of productive emterprise in India.
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Development rebate along with depreclation allowances has
-éerved the good purpose of. mcreasing the tempo of industrial
activity in the corporate se’étoi‘ of the econmmy. In order to
enhance the utility of the development rebate, it would be
necessary to tone doz«mi the restrictions already referred to.
Moreover, if India's dépreciatign.system, which is 1liberal,
no doubt, could be made flexible sc as to generate contrae
cyclical effects, 1t would certainly go a long way in
regulzting the corporate sector during the periods of boom .
and depressions. This aspect of. deprecistion sy stem will be
discussed separately in chapter XII,
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