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The tax deductibility of interest cost seems to be the major
reason for the existing very high level of corporate borrowings in
India, Tt is therefore suggested in this peper that interest cost
may be disallowed as a deductible expense and simultaneously, the
corporate tax rate moy also be reduced in a2 way that not only the
corporate sector's tex burden remcins unaltered but also the
government does not suffer any loss of tax revenue, In view of the
existing corperate tax rate of 60% and interest to profits befcre
interest and texes ratic of 40%, the proposed tax rate cen, thus,
be fixedwst 36%, disallowing the interest deductibility.

The preposed change woulc camse reallocation of the aggregate tax
burcden among companies, Thus, although the corporate sector's
aggregate tax burden would not change yet individual compenies
would bhe affected favourably or adversely, All profitable nonlevered
companies would gain, saving 24% of profits as tex, by the change.’
The highly profiteble levered companies, whose rates of return
exceed two and a helf times of their interest rates, would benefit
more than the profitable nonlevered companies, The moderately
profitable levered companies, whose rate of return are in excess of
two and a half times of their interest rates into debt ratios, would
elso gein hut legs then the profitable levered compenies,

The less or marginelly profitable levered companics would
lose (they will have to pey more texes) on account of the proposed
change, Mexismm loss will be suffered by the campenies with
lov profitebility and high leverege., lLoss-msking existing and
nev campanies and sick companies would not be affected immediately
&s they do not incur any tax liability, but they would suffer when
they would become prefiteble in the future ap wouléd not be allowed
to carry ever the interest porticn of the esccumlated losses to be
adjusted ageipet profits for tax coomputation, All those caupanies
‘vhich would suffer due to the proposed chenge should be given
narginal reliefs at the tize of the proposel's inmplementation,

Ts the proposed change worthwhile? It is useful in two ways,
First, a lerge number of profitable, levered and nonlevered,
conpanies would irmediately benefit as their tax liebility would
be reduced under the proposed system. What is more importent



however is that the proposed change would be in the long-term
Anterest of all campanies, By proposing a substential reduction
in the corporate tax mate (bringing it downfrom 60% to 36%), it
potentially provides enough motivetion for compsanies to improve
their profitsbilities by eliminating wastef.l expenses and
controlling costs., The change may thus help to increase the
corporate sector's profitgbility level in the long-rum, and
consequently, provide impetus tc the cepitel market via

improved share yields, Secand, it would encourage 2 large number
of moderately and merginally profiteble campanies to reduce their
existing levels ~f debt to take full adventage of the proposed
chonge, Thus the pressure for funds on financial institutions
and banks may decline. Debt now wculd be a costly source of
finence, As a resalt, unlees a campeny is highly profitable, it
would gain more and more (in terms of tex saved) under the
suggested systen by reducing its levels ~f debt. The prcposed
systen may however tempt very highly prcfitable companies to employ
nore debt, The number of such compenies is not large.



A CASE F(P_DISALLOWING INTELEST LEDUCTIBILITY AND
REDUC ING CORPORATE TZX BATE

It is comuonly argued that companies in India employ high levels
of del:r!;,1 and that the major part of the corprorate borrowings cames
from banks and financial iﬁstitutions% Such & pattern is suspected
to result inte relatively inactive stock market, -lop-sided capital
structures, concentration of corporate wealth and control and
finencial insti{-,ut_ipm finding it extremely difficult to adequately
assist those sect;rs which are underdeveloped and to act as development
banks in the true sense, The most campelling motivation for compenies
in Indie to use high'degreee of financial leverage scems to be the
tax deductjhilitypf interest char,ges.3 It is therefore suggested

that in order to reduce levels of borrowings in gemeral and too

1 See, Pendey I.M., The Pattern of Financial Leverage 3 A Cross- .
Section Study of Listed Indian Companies., Working paper No,472.
Indien Institute of Management, Ahmedebad 19833 and Patil, R.Z.,
"Tax Treetment of Interest Cost’} Economic end Political Weekly,
S8eptember 22, 1979,

2, Patil, op.cit.

3. Pendey, I.M., "Financing Decision-making : i Survey of Menagement
Understanding? Unpubiished Paper.



much dependence of compenies on banks sanéd financial institutions in
particuler, the interest cost, like dividends, .be disallowed for tax
compﬁtation.4’5 Viewed logically, since a compeny is regarded as a
separete entity from its owners and lenders and since total funds
employed by it are considered a pool of capital, it does not make

a2 sense to distinguish between earnings of owners and lenders for
tax purposes, The suggestion however needs a detailed examinetion
‘for its implicatTons for company financing and tax revenues to the

government,

INTEREST DEDUCT IBILITY AND CORPCLATE TAX RATE

The present system treets interest =s o deductible expense,
With the existing high corporate toax rate, a suggestion of dis-
elloving interest deductibility would cause great hardships te
companiesj their tax burden would significantly increase. Thus
if the nggregate tex impact of the proposal of disallowing interest
is desired to be nil, then it shoulé be ensured thet the corporete
tax burden does not increcase and also, that the govermment does not

suffer e loss of revenue. It is thus required that if interest

L, Petil, op.cit. For disagreement cn the suggesiion, sece,
Chitele, M,P,, "Finance for Industry," Chartered Accountant.
Vol. XXIX No,7 January 1981,

5. Once interest is disellowed as deductible expense, in a well-
functioning capitael market the choice of financing, debt vs,
2quity, or one type of debt vd. cther type, would become irrelvant,



is disallowed, the corporaste tax.rate should be simvltencously
brought down sufficiently, What shouléd be the reduced corporate
tex rate? This weould depend on the cxisting corporate retio

of interest (INT) to profit before interest ené taxes (PBIT), and

the cornorate tex rote.

Let us assume thet T 1 is the current corporate tax rate and
o is the ratio of interest to PBIT (INT/PBIT). Under the present
system, compenics have to pey t-xecs on profit before tnxes
(PBY = PBIT - INT), Thus,

Texes = PRT x T1

(pRIT - INT) T, (1)

The prcposed system would not allow d:ductibility of interest,

Consequently, taxable be.se6 would be PBIT, -Since the objeetive
is tc keep the aggregate tax burden unchenged, the new tax rete
(say, T2) sheuld be cetermined in such & wey that the cmount of

toxes remains same, Thus Eq, (1) may be writt:: as follows:

)

Taxes = PBIT x T, (PBIT - INT) T,

T, = (- S5 ) T,
T2 = (1 -AC ) T1 (2)

It mey be observed that for the corporate sector ~ is positive but
less then one ( O<ap <& 1); thus T2-<T1. Let us use the data given

in Table 1 (latest available) for 1720 selected medium end large

6. BExcept the treatiment of interest, it is sssumed thst taxeble
earnings under both systen:arc arrivec at exectly in the sepe
way, viz,, revenues minus all zllowablc expenses, allowances
ond rebates,



public limited companies, compiled by the "eserve Bank of India for

illustrating the proposed systen,

Table 1t Financiel Deta for 1720 Selected Medium and Large Public
Limited Companies
(Bs. in lakhs)
197576 197677  1977-78
1. Gross profit 1192,50  1315,18  1435,8%4
2. Less: interest _ 482,81 539,50 590,84
3« Operating orofits 709,68 775,68 845,00
4, Nonoperating surplus 67,82 38,03 51,30
5. Profit before tax (PBT) 772,51 813,17 896,30
6. Less 1 tax provision 154,86 492,31 514,94
7. Profit after tax (PiT) 322,64 321,40 381,36
8, Profit before interest end tex
: (eBIT) (2) + (5) 1260,32  1352,67 1487 ,14
9. Borrowings 3945,04 1247 64 610,90
10, Net worth 3916,85  4082,52  4342,92
11, Total funds (9) + (10) 7861,89  8330,16 8953 ,82

Source: RBI Bulletin, Mey 1980.



The following relaticnships (Table 2) are calculated from date

given in Table 1,

Table 2 : Eelected Corporete Datios
1975-76  1976-77  1977-78

1. Interest % of PBIT 38.3 39.5 36.7
2, Tax % of P3T ; 58.5 6.5 57.5
3. Tax % of PBIT 36.1 36.5 3k.5
4, Interest % of Dborrowings 12,2 12.7 12,8
5. Debt/equity ratio 1:1 1:1 1.1:1
6. Debt ratio (%) 50.2 51.0  51.5
7. FBIT % of total funds 16.0 16,2 16.6
8. TLT % of net worth 8.2 7.9 8.8

It is indicative from the above calcuvlations that currently the
corporate ratie of interest to PBIT would be %0% (¥ .=.4), interest
rate 13% (4= .13), tax rste 60% (T1 = .6); debi retio (all borrowings
to total funds) 504 (9= .5) and retc of return on totsl fumds 16.5%
{(r=PBIT to total funds = .165). Since > = 4 =nd T, = .6, the

7

proposed corporate tax rate should be’:

Ty

T1 (1-‘.\{_,-)
6 (1=, k)

.36 or 36%-

It can be seen from Teble 2 also that the corporste tex as a
percentage of P3IT is about 36%., Thus if interest is disallowed as
a deductible expense and the corporate tex rate is reduced to 36%,

7Va1ues assigned to o and T1 could be slightly different in the judgement

of others. Accordingly, T, cculd be different. However, the conclusions
of the poper wculd not be sffected by such differences.
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the =zggregeate tax burden of compenies would not be nffected end nor
would the exchequer lose. However, individual campenies would be
affected differently - for some the effect woulé be favourable while
unfavourable for others., The implications of the proposcd change are

discussed in the following scction.

PLESENT VS PLOYOSEL SYSTEMS

The propoéed system, ~s contrasted to the existing system,
would sffect the tex lisbilities of individusl compenies depending on
their existing profitabilities, levels of debt and share of interest
in totsl eernings (PBIT), The increase or decrease ih the tax burden
would constitute a net loss or gein to shareholdérs, Thus the
impact of the proposed systom cen be analysed in terms of the

differentie] effect on the sharehclders' return (or distributable

surplus),

The following equation can be used to determin: the return on

equity under the present system.a

ROE = [ r+ (r-i) B/B | (1-T,) e e (3)

8 If 3 = borrowed funds, E = shareholders' funds, C = B + E,
r = rate of return (PBIT‘i‘C), +,= interest rate, and T1 =
Tax rate, then

ROE re=iB (I-Ti)

1 _r fyag) -iB (1T )

M (1+3y-iB | (1-1.)
L E E 1

it

| L
= '[i- + (r-i) B/B | (1-1.)



If B/C =3, then E/C = 1+~ and B/E = £/1~&. Thus Zquation(3}can

also be written ass

BB =+ (e-1) 355 | (2-1,) creee(B)

Using the corporate sector's 'average'! values for various veariables

in Bq, (4), the'existing return on equity (ROEl) iss

ROE, = |.165 + (.165_—.13)ﬁ—?—5]‘ (1-.6)
= .08 or 8F )

The 8% is the corporate sector's book return on equity and corresponds

with the figures in Table 2 (obviously !).

Under the proposed system interest would be nondeductible. Thus
the :toliowing equation will be used to calculate return on equitys
R r(1-L.) + [r 1-1.) - i] B
or ROE2 =r(1-1,) + | r(1-1,) =i caeeslB

Substituting velues in Eq. (5) we pgsirn get:

ROE, = «165(1- .36) +[.165 (1-.36) -.13}-1:5_-3
= .08 or 8%

It is obvious that T, (the proposed tex rate of 36%) hes been

determined in such a way that the eggregate impact of the

proposal is nil, Howevei, values of variables in Eqs (4) and (5)

for individual companies would be different from the bverage',

As e result, they stand to gain or lose, or could also remain

unaffected due to cancelling effects cf veriebles,
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It is clear from Eq; ( ) that under the present system, for
any company for which r and i are constant (or changing) and
r>i, R0E1 would increase with 89 /1- @ (or B/s, debteequity ratio),
On the other hand, debt will not be beneficial from the shareholders’
point of view (that is, R(IE2 would not increase) under the proposed
system (Eq.5) unless r> i/1~T,. Thus i/1-T2 being grester than i,
a campany will have to earn a higher before~tex return under the
proposed system to tke advantage of leversge, Thns, if interest
rate is 135"3:11& the corporete tax rate is 36%, it will not pay to
the sharcholders of a company to emnloy debt under the proposed
system unless it carns more then 20,3% (thst is, .13-3-— (1+.36) = ,203)
return on its funds, The higher the interest rate, the higher
w'ﬂi be the required return on totnl funds to reap the benefits
of 1e-verage_? In contrest, with the present systemrof tax
éeductibility of interest, the compeny that pays interest at 13%
needs to carn a rate of return greater then 13% to take advantage
of debt. Moreover, under the present system, with a 60% tax rate,
the effective cost of debt for compenics in Indie works out around
5-06. The present system thus motivates even a marTinally
profitable compeny {an after-~trx return of 5-6% is merginel) to
cuploy debt, The use of debt by marginally profitable compenics
is ¢ denge®cus financial policy since leverasge increcses earnings

per shere but also chences of insolvency and fipancial distress,

9. 1If & company, for exarple,can borrow cnly fron benks at a rate of,
say, 18% it will kave no leverage advantsge unless its return {r)
is greater then 28‘/’:[01.18 2 {1~ .36) = .28J -
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The net effect of the proposed system for an individual campany
is the difference between the tax saved due to refuced tax rate and
tax lost due to nondeductibility of interest, Subtracting Eq.(k)

from Eq.(5), this difference can be expressec as follows:

{ L2
RCGE = ‘I‘(Tl - T2) + \Lr(?i_TQ) - TI 1‘_.1:_.:33
= r27 4+ {(rAT - 2, i) L. (6)
- - 1 1-c

Since we have assumed T1 = .60 and I, = .36, Eq. (§) can be rewritten

asfdlmmam -

BOB = .24 r +(;24r - .6 i) 3_2.5 (7)
Using the 'average'! values to Bg, (7), we get;
RE = .2k x ,165 + (.165 -.6 x .13) g?s = 0.

It is wor%h repeeting to say that the proposed tax rate is
cuggested on the basis of the current ‘'average'! raties of interest
to PBIT, debt to totel funds ete, As e consequence, individual
compenies different from the 'average' would be affected by the
proposed change;

It should be obvious from Eq. (7) that nonlevered compenies
(i.e., those which do not employ debt) would seve tex equal to
24% of PBIT, The sharcholders! rate of return would consequently
increase by 2% r11. The higher the profits of the nonlevered
campeny, the higher would be the amount of tax saved, end thus
distributable surplus, It is noteworthy that under the existing
tax policy, the government pays 60 peise while the compen
EBT_%ETI?§LZ;;—Z§EO be prescnted in the follovwing weys

i U .
R@ = mi:2zn' -.6 1-;} (7A}

11, For the profitable nonlevered caapenies, the zxpression

(.25r ~,6 i) i?'b” 0, since@= 0.
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peys 40 paise (40%) in every rupee of its (company's) expense.
Now the compeny will heve to pay 6% paise (64%) and the government
36 paise (36%). As a result every rupee of xpense saved will
bring additional profit of 24 paise. Generally speeking, a
substentially lov cornorate tax rate under the proposed system
should motivete & large number of componies ¢o improve their
vrofits by controlling expenses, perticulerly discretionary
expenses,

The profitable levered compcnies mey gzin more or less
tpan the nonlevercd compenies or mry lose due to the proposed
change. Those i—évered carpeny, for which the cxpression (.24 r - .6i)
ig positive (thet is the tax seved due to reduced corporate tax
rate is greater then the tax lost due to nondeductibil ity of
J'.nterest\), would gcin more than the nonlevered compenies by the
?rcpcsed chenge. The expression (.24 - .6i) would be positive
when ,24r > .6 i or r>2.5 132 Thus, a levered cmp;ny paying
interest =ty say, 13% wculd heve ko earn a rste of return cf rwore
then 32,5% (i.e, .24r>.6 x ,13 or r>.325). Similarly, r should
. be greater then 22.5% if i = 9%; or r >45% if i = 18%, It can be
thus stnted that those levered coupenies vwhich heve rates of
return of less than two anc helf tines cf their interest rates
could be motiveted to reduce the levels of cdebt if they want to take
full adventage of the proposed system, On the other hand, levered
ccopanies satisfyirg the condition of r >2.5 i cculd be terpted to employ

more anc more debt thsn their present levels sinee thet weuld help

12 Stated cifferently, r would be grester then 2.5 i when intercest

(INP) ee e retio of prefit beforc interest and tax (PBIT) is
less thon 40% (or ifr = .4).
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them to sove more =nd more tax under the proposed changeﬁ.
Given the present interest rotes on various types «f debt, it
cen be safely concluded thet e lcrge number of cowpenies' rates
of interest would be close to 13%. Thas in most of the cases

r will hrve to be quite h{éh (say, grecter than 32,5%, or crcund
25% in some other cases)ﬂ* for the existing companies to be
motivoted in the direction of employing more debt duc _to the
pronosed change, Tbere may not be much objeeticn to highly

15 The number

profiteble compenies employing high level of debt.
of highly profiteble compenies in Indis woulé be quite small,

however }6

13, Other things remaining same, such companies woulé have maximum
ROE when debt retio is almost 1 (say, @ = .99). Financicl risk
will al=so reduce for those compenies under the proposed system
vie=a~vis the cxisting syster.

14, The nunber of companies paying interest at below 9-10%
is unlikely to be large,

15, The optirmm (rather appropriate) level of debt for a campeny
would depend on the risk-return trade-off. Debt increesecs
shareholders' earnings but alsc risk of insolvency.

16, A recent study based on the dsta of 743 ¢ .mpanies selected
from the Bembay Stock Exchange Directory showed that in the
year 1980~-81, only &5 of couponies had return on capital
higher thean 30%, and 19% of companies higher then 20%, About
a2 half of compeanies! returns varied between 5=15%, It was’
also reveslcd that there wes no significant relationship
between the company prcefitability enc degree cof leverage
employed, See, Pandey I M, "Pattern of Financizl Leverage",
op.ait,, Exhibit 26,
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How would less profitable compenies be effected? Eec.(7) cleerly reveals
thet for those levered companies whick have r 22,5 i, the expression
(.24 - .6i)-1—?_-6- woul. be nzgstive. These levered compsnies would however benefit
from the proposed chanzge, .but less than the nonlc.2reé companies, for which the
ovarall contribution of the reduced tax rate is more than the loss of interest tax
shi¢¥d, Gemerally, =11 these compgnies would benefit which satisfy the following
condition:

2hra (2hr - 64 T >0

1 -
or ,2hr (1 = 0)> 6 i

.60 .
or r>.2410
or r >2.51i68 | .ee (8)

For example, if w2 assume i = 13% end 8 = 50%‘ for e company, it will benefit

by the yproposed chenge if its r 16,5% (i.c., r >2.5 x .13 x .5 or r >.165).
Supnose the company's r = 16,5%; it would ncither gain nor lose by the proposed
change, Fowever, it would gain under the proposed chenge if it reduces its debt -
the meximum gain (of .2% r) occuring when the company does not heve eny debt, Fur-
ther, assume thet the comp-ony's r is grester than 16.5%) (r>2.5 i @); for example,
it is 19,56, Since nov r = 19,5% is greester than 2.5 i @ = 15.5%, it can .
fncrease its debt level upto 605{'16 and still gain by the proposed change,

But the motivation for the corpany should be to reduce rather than

incrense, the level of debt since it c¢can save tax on account of the

16. r ~2,51i

«195 2.5 x .13 &

o195 >,325 &
0195 = 0325 X 06

& , by definition, should be less than 1, Thus, for r >32.5%, ¢ comprRy
would meximize tax benefit by employing mexirum debt (say, 8 = .99).
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propoesed cienge, It is thus clear thet cll those levered compenies
vhich fall under the boundary Z,5:(F . r< 2.5 i will berefit by the
progosedl change, Companies with returns fezlling within the range
of 2,5 igeand 2,5 i for fiven levels of debt would be encoureged
to reduce debt since the proposced sysiem provides them an opportunity
to reduce téx ancd thus increase distributchle profits by deing so,
As stated earlier, compenies with r>2,5 i would reap maximum
benefit of the change by increasing debt as much es possiblej the

number of such companies is not large, hovever,

The rpropoaed system would pemalise levered companies with
rL2,5 10, Thus lese profitahle and lesg or highly levered companies
would have to pay more texes {es comparced to the present system),
which would reduce their distributable profits(in other words, the
differential ROE would be negative, RCE< 0). The combination of
lov prititablility and high level of costly debt would cause the
mexirmun penalty under the proposed system. The chenge thereforc
should force managements of such companies to iJ-nprove their profitezbili-
tiealj end with gufficient generaztion of funds _ven tc liquidete existing

levels of debt,

The propesed systen cculd change marginelly profitsble levered
compeny into loss-nmeking company. These campenies which ere presently
carning just sufficient t5 pay interest cost or less (iece, r< i )
would show losgses gince they will heve to pay taxes once the proposeal
of disallowing interest deductidbility is implemented., The change
wouléd alsc have adverse effect for loss paking or sick canpanies end

new compenies in the long-run.,. There would not be any immediate

17« 4 reduction of 24% in the corporate tax rate shoulé be tempting

encugh for corpenies to tighten up the cost incurrence.
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effect as these types of companies presently would not be paying
any taxes, They woull suffer in subsequent years when they would
become profitable anc woulc not be allowed to carry the interest part ‘
of the accuml:ated losses for adjusting egainst profits feor computing
taxes (but they would save as puch as 24% tex on the remeining profits).
Sick and new compenies arc specizlly treated presently and erc given &
number of concessions ancd incentives. While implementing the proposed
chrnge, they cen be given some relief for a fow vears, The merginally
profit;bie compenics which would show losses becousc of the proposed
change could alsc be given some concessicn at the time of the
proposal's irplercentction. 4s a leng-run policy,however, incfficient
comtenies nced not be supported by financial institutions or others
indefinitely.n The proposed chenge, bcecanse of the reduced corporate
tax rate, is generelly in the benefit of the corperete scctor, the
profitsble sné prudently financeéd companies‘bencfiting the nost.
The existing irefficiently rmanagenent companics.wculd therefore be
notivated by the proposed chenge to beccme rcre profitable and meke

use of debt cautiously.
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CONCLUDING OBSZRVALTI ON

It is suggested in this paper that interest mey be disallowed
as a2 deductible z2xpense to reduce the corporeste sector's excessive
dependence on borrowings, narticularly borrowings from financiel
institutions end banks. The cérporate tax ratc is also suggested
to be reduced simultanecously so that the =2ggrzgete tex burder of
compznies remain unaltered end the govermment docs not suffer any
loss of tax revenue. The existing corporate ‘tax rate is sbout 60% and
intercst teo profit before interest and toxes rotio 40%. Thus the
proposcd tox rate con be fixzed ot 36% while disallowing the tax

deductidbility of interest,

The proposcd system would however ccuse reallocation of tax
burden emong individuzl com:zanies - some benefiting by tex savings
while others losing by paying more taxes., Onec consequence of the
proposed change is that debt would become & costly source of finance,
and conseguently, now a company will hove to be more profitable than‘
under the existing system to tzke adventsge of ieverage for increasing
the shareholders' return, The proposeé change weuld result in
incremental benefits to ¢ll prcfiteble nonlevered companies; they
would seve toxes equal to 24% of their earnings (PBIT), These
compenies woulC be encouraged te teke greater acvantzge of the proposed
chenge by increasing their profitabilities through improved operations
end cost controls, The highly profitsble levered ccmpanies (r>2.5 i)

wculd benefit more than the profitchble nonlevered companies. To
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maximise benefits of the proposed chenge, they may employ more debt
then their present levels, %“he number of such companies is not
very large, The mocderately profitable levered companies would also
benefit, but less then the profiteble nonlevered companies, provided
they do not earn less than two gnd half times of interest rete into
debt ratio (rj:2.5 i0). The proposéd gystem is expected to
influence menagements of such cdmpanies either to incresse their

profitebilitics snd/or reduce levels of debt to take full advantege

of the change., Thus {ie memitude and cuality ef such companies'
distributable preofits is likely to improve in future. The imcreased
distributoble surpluses, occuring immedistely and/or in future to a
large number qf cormpanies cn account of the propesed change, when pro-
perly utilised; either distributed as dividends‘to shareholders znd/
or reinvested in profitobleoperations, should help to improve

yields on shares, =nc¢ thus, may bolsterup the flow of capital fram

the stock market. A shift, although gradually, in f.vour of the

stock market by gompanies for reising funds wcu:1d help relieving
pressures on financial Institutions aond bapnks, anéd bringing capital

structures into balance,

The less profitable levered compenies (r < i&) would be
adversely affected by the proposed chenge. The marginslly profitable
/i
Ay

but highly levered companies would suffer the mﬂximumgif‘the suggestion

for disellowing interest for tax computstion is implemented. Such
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companies would lose more by way of loss of interest tax shield than

the gein arising from the reduced tex rate. At the time of the proposal
implementation these companies should be given merginal reliefs and
concessions tormitigate or eliminate the immediate adverse effect

of the change. The proposed system, Ly providing a substantial
reduction in the corporate tax rate, would motivate the less profitable
compenies to improve'théir profitabilities and/or reduce levels of debt

in the long-run,

Théié would not bé any immediate effect of the chenge on sick
end loss-meking, existing end new companies. They would be affected
however in later years when they would become profitable and would
not be allowed to adjust interest portion of accurmlated losses
against profit; for cimputing taxes, Such companies shoud also
be provided with reliefs and concessions while introducing the proposecd

systen,

The detailed exenminstion of the suggestion of disallowing
tax deductibility of iﬁterest cost and reducing the corporate
tax rate shows thet a large number of profitable campanies weuld
irmsdiately benefit as they would be enabled to save texes. What
need to be emphasised however is that the proposed change would
be in the long-term interest of all companies. The proposec change,
by suggesting a substentis) reduction in the corporate tax rate,
would motivete compenies te improve their profitabilities by eliminating
vasteful operations oné contrclling costs, A lorge number of companies
would also be encouraged to reduce their levels of debt to take full

adventage of the proposed cthenge. It is thus hoped that corporate
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sector's dependence on finsnciel institutions end banks would

reduce and perhaps the stock morket would also get activated,

One unfavourshle effect of the propeeec change cculdd be theat
éue to nondecductibility cf interest, companies poy be discouraged
to raise debt (in the forw of debentures/bonds) freon the capitel
narkct, This prcbler can be cveréomc by zllowing, fully or
pertially, decuction of interest on debt raiscad. from market,

In trot cese, the proposed cerporate tex rate would heve to be fixed

ot & rate higher then 36®,



