PRE-BUDGET SPECIAL

Time for Progressive
Corporate Tax

A reformed tax structure for all businesses will support small
enterprises, formalise and boost the economy, and create jobs

ndia’s MSME businesses,
which are largely run by
proprietorships, partnerships
and small companies, in any
case lead a difficult life because
of high interest rates, low scale, and
high per-unit cost. The pandemic
has further bruised them hard.
Now is the right time to introduce
a progressive corporate tax for all
businesses, including partnerships
and proprietorships, with low
taxes like zero or 5 percent tax at
low thresholds, like in personal
income tax. This will lead to rapid
formalisation of the MSME economy,
as they will have no incentive to
deal in cash. Currently, corporate
profits are taxed at about 25 percent
in India, whether the entity is large,
say, 10,000 crore of profit, or small,
which makes profit of, say, Z10 lakh.
Surely the small entity need not
pay the same as a large corporate.
The corporate tax structure
for companies, partnerships and
proprietorships, could be made
progressive, with no tax or low tax of
5 percent at the lowest income levels
of, say, up to 10 lakh. This will give
relief to micro and small enterprises
and will encourage them to reduce

Indicative progressive tax slabs

Income slabs

Profit Before Tax (PBT) up to 710 lakh
PBT between %10 lakh and ¥50 lakh
PBT above ¥50 lakh up to 1 crore
PBT above %1 crore up to ¥5 crore

PBT above Rs 5 crore
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their parallel economy activities.
There could be a suggestive,
indicative progressive slab (see
box). The budget-making team
could take a decision on limits
based on fiscal calculations
and based on the conviction in
the concept. A progressive tax
structure for business income can
have the following benefits:

PARALLEL ECONOMY REDUCED OF
LATE, YET SIGNIFICANTLY EXISTS
Even at 25 percent, they (small,
informal businesses) avoid taxes if

. they could, and since they often deal
i in cash, they avoid showing business

| Tax rates

5% of PBT (could even be 0%)

 15% of PBT exceeding T50 lakh
20% of PBT exceeding %1 crore
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on the books. They use up the cash
for their personal expenses and the
exchequer never gets to know. At zero
percent, up to a small threshold, they
will disclose every income of theirs

on the books as they have no reason

to hide it, (and they) will have better
balance sheets. Our GDP growth rate
will go up, as informal businesses

will become formal businesses.

LEVELLING THE PLAYING FIELD FOR
SMALL ENTITY VS THEIR LARGER
COUNTERPARTS

Large corporates borrow at 7-10
percent, have better negotiating
power, better unit cost economics,
and can hire better talent. Micro or
small enterprises, and the MSME
sector, struggle with large handicaps
including low scale, higher interest
costs at 15-24 percent, higher per unit
cost of inputs because of lower lot
sizes, lower negotiating power, limited
access to capital markets, limited
access for foreign borrowings and so
on. So the big becomes bigger, and
the small struggles to grow and stays
stuck in the small cycle. This method
of taxation will give them a shoulder,
will improve their retained earnings

. vis-a-vis the large ones and partially
i make up for some of their handicaps.

ANY BUSINESS ENTITY, NOT JUST FOR

. COMPANIES
: . The progressive tax rate should be

: 10% of PBT exceeding 10 lakh | | applicable for any business entity

. conducting business in whatever form,
. whether it is a company, partnership,

i LLP. proprietorship. Today

fPB ing T | : :
| ZHEU POl cireeding Croins | i parmerships pay over 30 percent.
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Access to credit at lower rates will help small enterprises grow and generate jobs at the bottom of the pyramid

EASIER ACCESS TO CREDIT

With low taxes of about 0-15 percent,
small enterprises will correctly
report their income in their bank
account. This in turn will make

them eligible for credit. This will

fit in well with the government’s
intention to make credit available

to small and micro enterprises.

EMPLOYMENT CREATION

AT MICRO LEVEL

Under a low tax structure of 5-10
percent, smaller enterprises will

have better reserves, can significantly
spur employment, particularly for
less skilled or less educated people.

SMALL ENTERPRISES MORE IMPACTED
BY COVID-19

The government can supplement the
Emergency Credit Line Guarantee
Scheme (ECLGS) and other schemes
with the above low tax rate.

CONCERNS
One concern can be that the
personal income tax for salaried

people will become relatively
higher than a businessperson’s at
similar income levels under this
structure. But this situation of
differential rates already persists
as corporate tax is 25 percent and
peak personal income tax is already
42 percent. In due course as fiscal
permits, even personal income
tax could align to this structure.
Another concern could be
entity-splitting to avail the lower
rate slab. However, this has become
more difficult of late because if an
entrepreneur splits the entity, they
will need separate GST numbers
for IGST, CGST, separate income
tax filings, separate PANs, creation
of separate bank accounts, brands,
separate company secretaries for
each entity, such formalities will
be deterrence against splitting.
The government can launch
a massive educational campaign
explaining how paying their taxes
is their responsibility, rates are so
low, how it makes them eligible
for bank credit and so on.

LAFFER CURVE

There is a strong possibility that
such a progressive structure
may increase tax collections
because of better compliance.

It is recommended that we do not
offer this benefit only up to certain
turnover limits, or limit it only for
companies. Turnover is not a proxy
of profits. The benefits or support
under this structure should be scaled
based on taxable income alone,

Introduction of progressive
tax structure for corporates and
all forms of businesses will be
a landmark move to support
small entrepreneurs, formalise
the economy at the grassroot,
improve retained earnings for small
entrepreneurs, and improve their
ability to compete with larger peers,
make them credit-eligible, spur
the economy and create jobs. Such
structures exist in Australia, South
Africa, Singapore and Sri Lanka,
though not of the order of magnitude
suggested for India in this article. 3
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