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The paper evaluates the general tax reduction
in lieu of investment allowance., The general tax
reduction affects the tax rates and has universal impact,
while investment allowance helps lowor the tax base
and thus, affects differcnt tax paycers differontly. By
analysing the impact of o alternatives on acceptance
of a new project and relating it to existing operations,
it is concluded that under the Finance Minister's proposal
of reducing tax rates from 52.5 per cent to 45 per cent
in lieu of investment allowance, the companics to be
adversely affccted arc those which heve at minimum more

ahrl ‘

than 20 per cent growth in their profits. Not many
companies are growing at that rate., Furthcr research
is advocated in the arca of replacement cost depreciatioen
and productive capacity creation, utilisation and its

profitability,
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The paper evaluates the general tax reduction
in lieu of investment allowance., The general tax
Teduction affects the tax rates and has universal impact,
while investment allowance helps lower the tax base
and thus, aifects different tax pavers differently. By
analysing the impact of “we aliernatives on acceptance
of a new project and relating it to existing operations,
it is concluded that under the Finance‘'Mdinister's proposal
of roducing tax rates from 52.5 per cent to 45 per cent
in lieu of investment allowance, the companics to be
adversely affcected gre thosce which have at minimum more
than 20 per céa%wérowth in their profits. Not many
companies arc growing at that rate, Furthcr research
is advocated in the arca of rcplacement cost depreciation
and productive capacity creation, uiilisation and its

profitability.



Investment Allowance Vs,
General Tax Reduction
Evaluation of Policy Option

BY

Hamesh Gupta and G. Srinivasan

The Finance Mihister in his budget speech indicated
the possibility of reducing éorporate tax rates in the
followingﬂtwg;years in lieu of investment allowance
gurrently available. Reduction of corporate tax rates
bénefits all the tax payers who have taxable income,
while investiment allowance benefits are dvailable to only
‘those who make new investment in specified assets. The
general tax reduction affccts the tax rates and has
universal impect, while investment aIlowance helps lower
.+he tax base and thus, affectis different tax payers
aifferently.‘ Ideally, Finance Minister weuld like to
offer both, hut revenue considerations demand a choice,
According to the Finance Minister the alternative to the -
scheme proposed by him is "to continue the invastment
allowance with no further reduction in the rates of
corporation tax and surcharge! This scoems to be like
a Hobson's choice. How do we go about making the choice?
Let us look at what is involved in each proposal? How

do they affect the economic decisions of corporate bodies?



Companies with what kind of characterestics would get
_affected and in what way? Once we identify these
-characterestics and pattern of their cconomic behaviour
we can leave for puulﬂc policy makers to decide what they
Want to encouraoe/dlscourage to give a reasonable direction

to the corporate world via fiscal policy.

Investment allowance is currently available at the
. Fate of 25 per cent of cost of specified new assets
abought. This sum can be deducted from taxable income
brovided that 75 per cent of such deduction is compulsorily
retained out of_current-profits for ;einvestment purposes,
Thus, Investment allowance provides a tax benefit by
reducing taxable income prov1dod that corporation
accepts certain restriction on utlllzatlon of its profits,
Therefore, we need to investigate how far these tax
benefits motivate investment behaviour and how material

these dividend restrictions are for an individual

‘corporation,

Let us first look at how the investment allowance
affects the investment behaviour. For a corporation to
accept a new project, benafits accruing from it should
outweigh the costs involved. For a given cost of capital,
at the margin project is accepted so long its net

present value is not negative. Such a policy ensures



the desired rate of 'return. Net prescnt value gets

af fected by the tax nolicics by enhancing or reducing
the cash flow available to the investor. In our present
system, tax policioes affoct cash flow in the following
two ways,

Te On new investment in specified assets, an
irmmediate, may be a veer from novw, reduction in taxable
income is available up to 25 ner cent of the new assot
createds This helps in reducing the present tax
liability from other operations and is.awailable only if
a new investment is made; and thus, benefits can be
attributed directly to new nrojects.™ It is one time

deduction.

t a
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2. Profits earnéd in cach year is taxed
statutory tax rates., To compute profits, one is allowed
to deduct depreciation in addition to othcr operating
expenses from revenuc. #ethod and rate of depreciation
can affect tax liabilitiecs substantially., Accelerated
depreciation in carly years arc most oeneficial, as
present value of such benefits is much larger due to
carly write off., Our tax laws accept double doclining
balance method for charging depreciation and have a
provision for extra shift allowance if asscts are used for

more than one shift a day,
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To assess the impact of alternate tax proposal,
(i.c., roduction of %tex rates ve. continuation of
investment allowance) on acceptabiiity of a project,
we did a study using simulation. e considered the

followings:

d+ In licu of investment allowance, three
alternate tax rates, namely, 50 per cent
{only surcharge. reduction, 47.5 per cent
(5 per cent reoduction) and 45 por cent (5
per cent reduction and surcharqe romoaval)
arc considereds. We took thesc rates because
Finance Minister has proposed 47.5 per cent
rate for 1986-87 and 45 per cent for years
tfollowing, We have considercd 50 per cent
rate as an additional altornative for this
study, '

be On most of tho assotls, current deprociation
rate for tax purposecs is 15 per cent for one
shift, 22.% pcr cent for double shift and 30
per cent for three shifts. We have considered
all the three rates of depreciation covering
possible alternate situation,
Corporatinn would invest in a new project only
if on the margin the nct present value of a project
is positive. To compute present value, we need a
suitable discount rate, the initial investment, and the
net cash flow during the life of tho project. Discount
rate is the minimum rceguired Iate of roturn which
a company must earn viz. its cost or capital, e
have assumed three alternate cost of capitaxr s, provide
flexibility in interpretation of our resuits. Our
assumed rates are 10 per cent, 12 per cent and 15 per cent.

These are after tex cost of capital.



Proposed tax changes l.c., tax reduction in licu
of investment allowance, would affect the acceptability
of new project because once saot of benefit would be
substituted by the other. Investmeont allowance gives
onc time benefit while tax rote reduction provides
benefit spread over life of the project. However,
investment allowance benefits are substantial and
immediate, while tax rate rcduction benefits are small
and spread over the life., When we take the discounted

4

value of alternate benefits, benefits due to investment
~allowance arce far more than benefits_gccruing from
proposed maximum reduction of 7,5 per cent in tax

rate (i.c., from a currenf tax fato of 52,5 to 45 per
cent). According to our calculations, for a projcct

to be acceptable, reduction required in tax ratce 1s

a minimum of 20 poer centage points if we assume 12 per
-Cent cost of cepital and a singlce shift opcoration. Forx
alternate assumptions, roquired‘roduction in tax rates

are_tabulated in taple I.
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Table 1

Reduction Required in Tax Rate for Projcct to Remain Acceptable
Present Tax Rete 52,5 per cent
. . Cost of Capital (in Percentage)
Depreciation _
Rate 10 12 15
Single Shift .15 24 20 16
Double Shift .225 33 26 20
Triple Shift .30 45 34 25

Such are the bencfits of investment allowance on
'aécqptability of a new project,. H0w5ver, for an
existing corporation, proposed iax scheme offers
advantage on existing oporatibns also, The tax rate
reduction in lieu of investment allowancc would also
reduce the tax lisbility on existing profits, Therefdre,
dhe fair compdrison to be made would he {o compare the
Eehefits lost duc to withdrawal of investment allowance
on new_projegts and the savings accrued due to lower
?fgxiliability on existing profitse. To maké comparison,
we would have to relate the scalc of new opcrations
with existing operations. If the proportion of new

projects to the existing operations is large, a



company would boe a loser under new tax proposal and
vice versa®*, In other words, under the proposed

' schems, a high growth company would lose while a low
growth or no growth company would benefit. What would
be the break-even point? ¥e have tried to answer this

question through simulated results,

Let us assume tﬁat a project is acceptable at the
margin. This implies %that the cash inflow from the
project is just sufficient toAmoet.the‘cost on a
'preseht value basis., Under the proposed tax scheme
which has no investment allowance and reduced tax rate
the projéct may not be aéceptébla unless additional
cash flow is available. The additional cashflow thus
required can be computed., These additional cash flows
on annuity basis can be expressed as a percentage of

‘eupected net profits and are to be compensated from tax

savings on existing operations,

R SRV C e - LR P RIS,

%
‘This is true for a new project, because benefits due
to investment allowance are much higher compared to
benefits due to any proposed reduction in tax rates.



Percentace savings on existing profits would be the
Jifferance betwoen existing tax rates (i.e., D2.5 per cent)

fne proportion of these two

L)

end proposed tax rates.
percentage poinis {one computed on new profits md the
ther isting profits), should indicate to what

other on existing profits,;, shou indicate to wha

extent company can grow in terms of profits without heing

a galner or a looscr,

To illustrate, for a company operating single
shift and with 10 per cent cost of capital, the increase
in profifs‘on new projects reguired is 32 per cedt to
be indifferent between investment allowance and 7.5
percentage point reduction in existing tax rates. The
percentage tax reduction on existing profits are
7.5 per cent, therefore if existing profits as a
proportion of new profits are more than 4 times,

(i.e, 32 —=—7.5 = 4,25), only then the proposcd tax

-

scheme would be bencficial to the existing companye.

To put it differently if new profits generated as a
proportion of existing profits "are morc than 23 per cent
(i.e.7.5~f—32 = 0.234), then a company under proposed
tax schedule would be a loser, Percentage increase in

profits .can pe termed as growth percentage for a company.



The results for other combinaticns of tax rates,
cost of capital and numbor of snilfs, the "brock—even®
growth rates (in terms of neutrality of altcrnate tax

proposals) are tabulated in Table 2.

TABLE 2

Cut=off Growth Rates At Which a Company would be
Indifferent between Aliornate Tax Proposal

A. Cost of capital 10 per cent

4

- P - - -

If proposed tax rate is (in ¥ age

Depreciation Rate - , 45 = 47.5 50
Single Shift (.15) 23 13 5
Doublk Shift (.225) 18" 10 5
 Triple Shift (.30) 15 g 4

B, Cost of Capital 12 per cent

Stngle Shift (,15) 32 17 7
Double Shift (.225) 24 14 6
f?fiple Shift (.30) 20 12 5
‘C. Cost of Capital 15 per cent o | )

Single Shift (.15) ' 48 24 9
ggpuble Shift (.225) 36 19 8

“Triple Shift (.30) 29 16 7
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From the table 2, cne would notice that higher the

tax concession from prosen

ot

tax rate of 52.5 per cent,
the cut-off point for growth increases before a company
'gets adversely a.sected. All it implies is that larger
the tax cut fewer the number of companics which would be
adversely afifected., Further, interesting results are
with respect te utilization of assets and required

rate of return. As the nurber of shifts increascs
(i.e., machine utilisation increases), the growth cut-
off point decreases. Triple shift operations double the
rate of depreciation, and thus, a-larger amount of
depreciation is provided in the ipitial years of a new
project. This results in @ larger discounted value of
ggg_saving. With the reductién of tax rate there is

& loss of this savings which has to be compensated from
reduced tax liability on existing profits. With a

given tax rate reduction, this is possible only if
proportion of existing profits to new profits is high,

and that memns a lower growth rate in profits,

Similarly, with an increase in cost of capital
(i.e., discount rate), cut-off growth rete for companies
1o be adversely affectied, increases, This follows fxrom

-the fact that as recuired rate of return increases,
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higher cash flow is nececed for project acceptability,
and thus, loss due to nonavailability of investment
allowance is off=set to & greater exient by gain én tax
reduction from an increasad required cash flew from the
project. Hence, the contritution needed from existing
profit is reduced, and thus, proportion of proiits {rom
new project can be higher in relation to profits from

. existing business,

Having analysed the results, it ig intercsting to
note that under the Finance Minister's proposal of
reducing tax rates from 52.5 per cent to 45 per cent in

lieu of investment allowance, the companies to be
adversely affectea are those which has at minimum more
than 15 per cent greowth rate in their profits. Twelve
per cent after tex cost of capital may be more appropriate
to identify companics which would be adverseiy affected
dndey the proposal. The cut-off growth rate in this
" case is at minimum 20 per cent for triple shift and 32
per cent for single shift operating companies, Next
?ﬁestion, which is more of an émpirical nature, is how
Q“ma6y companies in Indian economy are growing at that
~rate, We did cursory analysis of the past tuwo years
gata (1982-83 and 1983-84) published on 250 giant and

mini—aiant companies by Economic Times, and found that
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only 40 and 42 companics in 1982-83 and 1983-34 respectivel&
were growing at that rote., Policy maokers necd to decide
shbuid they worry about o hnondful of companies or grant
a gceneral concesslon to every ceompany ~ old, new,
growing, not so growing. We advocate the later, reduce
the tax rates and do away with investment allowance for
averypody's benefit. In the end, we list the areas of
fqrther research in this field, This may alsc be

considered as limitations to our study,

4

1. The Investment allowance is related to acquisition
cost of now physical assets where-as proposed
changes in tax reduction 'is profit related.
Proper analysis is needed to translate growth
in assets to growth in profits, This takes
us into the whole area of capacity creation,
utilisation and its profitabiliiy =~ a neglected
arca of rescarch in Indian context, As a
general comment, it can be said that a company
growing fest in terms of asgsset acquisition
irrespeciive of its profitability would be better
off wit!. investment allowance. hilce reduction
in tax rate should prompt them to worry about

growth in proiivs « Giowing fast in assets may
not be enough'growth in assets utilisation

and profitability may be a valid incentive to

providoe at this junctur@.
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Most often retonticn of invostient allowance

2

is defended on ths nlna that it compensates

for inflation irn wenlacing the assets. One

. l . .
needs to ask'Should replecement cost be

basis of charging use of assets to the profitsi®

We do not quite understand why a businessman's
deductions Trom profits should bo indexed,

when we do not have indexcd tax system for other
tax-payers, Even if, one bélicves‘that for
economic growth,depreciation on replacement

cost is an appropriate incentiwe, we would argue
that business man arce more than adequately
compcecnsated for inflation with respoect to
deprecciation on assets. A company can write

off a large chunk of its asscts cost at a very

high rate, comparced to its wconomic ratd'of depdeci-
ation,in carly years of assets acquisition,

These deductod amcunt reinvested in business.

would grow in much larger amount than the money
neceded to replace the asset. It is irony

that none of the advocates of replaccment cost

for depreciation takes into account the returns
carned on accumulated depreciation funds reinvested

in the busincss before actual replaocement takes
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place. Such interest carnings on accumulated
depreciation funds should out-weiah the inflation

cost,

3. 3. Further, onc¢ need te investigate the effective=
ness of statutory reserve requirement of the
investment allowance., Equivalent to 75 per Gent:
of the claimed investment allowance is not
available for dividend disiribution and should
be credited to a seperate reserve account out
of profits. The behavioral and financial
implications of such a statutof§ reguirencnts
on docisions relating to dividénd; bonus issue,
capital expenditure and borrowing capacity

needs an indepih study.

Probably to 311 the «r2ve, one need to undertake
aﬁ extensive empirics ,z.-.ady wsing data which can only
be providod by official agencics -~ like RBI, IDBI, Board
of Direct Taxcs etc. Since most of the data needed are
not confidential and the issues to be addressod are
significent the institutions should not hesitate in
sharing the info- " »n, Onlv a united offort of the
institutions on .o, mtoand the acedemicians on the

o

other can answer se P60 lssues meanlgfully,
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