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I
1.

Abst ract

Taxation plays a major role in economic activity? as a 
prime source of revenue and as a tool of economic mangement 
for all governments in either developed or less developed 

countries.
This thesis contains a comparative analysis of the tax 

treatment of companies in the United Kingdom(UK) and in 

Egypt- The study is particularly concerned with the effect 

of taxation on investment and financial policy decisions of 
UK multinational companies operating in Egypt? and incentives 
which have been offered by the Egyptian Government to attract 
foreign investors to operate in Egypt.

The comparison is made by examining both the UK and the 

Egyptian positions? with emphasis on UK experience in 
applying different systems of corporation tax. The purpose 

of this comparison is to identify the most appropriate system 

of company taxation for a developing country.
The impact of taxation on business in Egypt has been 

examined by using survey techniques supported by content 

anlaysis and ratio analysis where possible. However? use 
has had to be made of information published by the General 

Authority for Investment and Free Zone (GAFI). The survey 
has been carried out with particular reference to Egypt? and 

the findings are also supported by analysis of interested 
academic staff in the Universities in Egypt as well as 

opinions of administrative staff in both Tax Administration 

and GAFI. A separate examination was undertaken of the



2.

perceptions and responses of Multi-National Corporations 

(MNC's) operating in Egypt.
The structure of the thesis is thus as follows:
Part one provides a general introduction involving a 

over-view of the taxation of companies with reference being 

made to the separate legal entity of the company; different 
forms of companies* and their tax treatment. The specific 
analysis of the taxation of companies in the UK includes an 
outline examination of company profit measurement and the 
problems associated with the taxation both of profits and 
company distributions. Double taxation* both economic and 
juridical* is. considered as are the needs and methods for 

mitigating such double taxation. Reference is also made to 
aspects of tax avoidance and evasion in the UK and Egypt.

Part two examines the Egyptian tax system and its effect 

on the Egyptian economy before the Egyptian Revolution and up 

to now. It also analyses the tax treatment of companies 
under the old and new systems. As part of this the meaning 

of distributions is considered* as is tax treatment of 

dividends.
Part three focuses on the Egyptian policy on foreign 

investment which was promulgated to attract foreign 
investment by offering many inducements including tax 
incentives. This part also discusses the concept of the 

multinational company and the taxation of such companies. 

Issues such as transfer pricing and taxation of return on 

investments in the form of dividends and interest form part 

of th i s .



Finally discussions and conclusions contained in chapter 

fifteen embody suggestions for reform both of tax law and 

investment laws in Egypt as a means of enabling more 

effective incentives for investors to operate in Egypt.
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INTRODUCTION



CHAPTER ONE

A GENERAL REVIEW OF THE TAX TREATMENT 
OF COMPANIES ACCORDING TO UNITED 

KINGDOM AND EGYPTIAN TAX SYSTEMS



Chapter One
A general review of the tax treatment of companies
according to United Kingdom and Egyptian tax systems

1-1*. Introduct i on

In their quest for economic development* the poorer 

nations of the world* such as Egypt* need to develop a public 

fisc* and in particular a tax system which is compatible not 
only with economic* social and political systems* but with 

other financial policies in particular* as well as with the 
overall economic policies of the state in general.

Taxation plays a major role in economic activity as a 

prime source of revenue and as a tool of economic management. 

Taxes are also major recurrent outgoings for businesses* 
including multinational companies (MNCS). Economists and 

tax experts have debated the need for tax systems for many 
years* mostly at a theoretical level* but without coming to 

any consensus. Some have expressed deep scepticism about 

the usefulness and feasibility of tax systems in poor 

nations. Others agree that the role of tax systems is* at 
most* limited* while a third group believe such systems to be 

a necessity while granting that they are usually difficult to 
administer in poor nations and could not be expected to 

perform as well as in rich countries.
The role of taxation in the past was essentially 

confined to coverage of public expenditure. Thus* the 

financial purposes were the main concern of taxation to the
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exclusion of any direct objectives in the economic or social 
fields. However? in the light of the developed and enhanced 
economic role of the state coupled with the evaluation of 
economic and financial objectives? a concomitant change in 

the role and function of taxation has taken place. 
Consequently taxation has become an instrument of economic 

and social planning as it has been increasingly resorted to 
as a means for directing investment? the checking of 
inflation and in redistributing incomes and wealth? as well 
as other goals which go beyond its traditional function.

More specifically? in addition to raising the revenues 
required for financing the public sector? the tax structure 

of a developing country should seek to curtail superfluous 

consumption; to provide resources for governmental use or 

capital accumulation; to discourage investment in projects 

which have little benefit on growth; to furnish incentives 

and to engage in economic behaviour which favours 
development. In other words? the tax system ideally should 
provide a set of major incentives to work? save and invest.

In Egypt the forms of taxation? particularly company 
taxation? are important at the present transitionary stage 

when efforts are being channelled towards the rapid economic 

development of the country. One unmistakable sign of this 

is growing industrialisation. For several decades in the 

past? companies have played an increasing part in the 

economic life of both developed and developing countries 
and this can be expected to continue.

In every country the form of company taxation has been
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the subject of both academic debate and political 

experimentation, The existence of a separate corporation 

income tax on companies has been defended on a variety of 

grounds and this form of taxation seems to be a permanent 

element of most countries tax structures. This is due to

the intervent ion in publ i c policy towards carporations to

influence their behaviour* The increasing dominance of

corporate forms of enterprise has led to this separate form

of taxat i on <2> and is seen as a major element in the rise in 

the rate of economic growth. However? the incidence of CT 

and its effects upon economic areas such as growth? stab 11 i ty 

and income distribution have led to a. great deal of 

intellectual dispute and disagreement among economists 

leading to repeated and various suggestions for reforming the 

s vs tern of corpora! i on ta. x =

svstem? has for long been in need of ma. j or reform* Year 

after year successive Finance Acts attempted to close 

loopholes? to re!ieve injustices? to impose new penalties and 

to grant new i ncentives? but these piecemeal reforms have not 

been developed on a systematic pa. t tern and have added to the 

complexity of the law*

It is perhaps important to mention here that up to 1981? 

the Egyptian company taxation system was similar? 

approx irately; to the British system which operated before 

the introduction of CT in 1965. Since then? the British 

Government ha.s itself changed its company tax system twice?, 

once in 1965 and then in 1973. In Egypt? on the other hand?



up to 1981 companies had paid commercial and industrial 
profits tax at a rate of 39.7 per cent. An individual paid 
at source tax on movable capital assets at a rate of 40.55%.

In the seventies? the Egyptian Government introduced a 
new policy the so called Open Door Economic Policy (ODP)? to 
encourage Arab and foreign funds to invest all over the 
country. Because of the amendments which were made to the 
Tax Law No. 14 of 1939 and for other reasons the Minister of 

Finance established a technical committee on tax

modernisation to carry on the technical work of reform.
There were many discussions of the Egyptian Tax Modernisation 
Group 1978-1980 and reports on"Egyptian Tax Modernisation 

Project** were presented by consultants of the Egyptian Tax 
Modernisation Committee. They reached a consensus that a 
separate tax on corporations should be established.

In 1981 the Tax Law No.14 of 1939 was repealed by the 
government? which replaced it with the new Tax Law No. 157 of 

1981. Companies according to the latter (tax) law? have been 

subjected to corporation tax (CT) at the tax rate of 32 per 

cent for industrial companies and 40 per cent for commercial 

compan i e s .
Corporation tax in both UK and Egypt produced a

significant amount of revenue; in fact? the CT proceeds 

during the year of 1984 were £6883 mn. in United Kingdom(3> 
and for the same year were LE2023 m n . <4> in Egypt<**> -

As a rule? CT is both administratively and politically 
preferred as it is easier to collect a given amount of

revenue through a separate tax on corporate profits than
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through additional taxes on personal income. A great amount 

of the total revenue comes from the largest corporations? 
which generally tend to have the best records and are the 
easiest to deal with administratively.

It is therefore appropriate that in Egypt where 
companies are making high profits? the state should partake 

of those profits through the instrumentality of the law of 

company taxation to meet its wider requirements. The 
purpose of this study is to attempt to see what system of 
company taxation will be the best suited and indeed the most 
responsive to Egypt’s national policy objective. Indeed? 

the choice of any particular system of CT for Egypt will have 
to be made on the basis of providing for conditions in the 
country. In addition? this study attempts to answer the 

fallowing questions:—

— What is a corporation for tax purposes'?
— Why should a corporation be taxed?

— What results follow from the imposition of tax on 
corporati ons?

- What are the other results of changes in the 

respective CT systems in Great Britain and Egypt?
- What specifically? are the economic effects of CT?
- Has its pattern or volume been affected by saving and 

i nvestment?

- Has there been any effect on the way in which the 

corporations are financed?

— To what degree has foreign investment in Egypt been 
st imulated?
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- Is there a serious double taxation problem from the 
taxation of corporate income and the subsequent 
taxation of dividends paid to the shareholders?

— If so: Has tax law any rules to prevent or alleviate 
it?

- What is the best way to prevent tax avoidance and tax 
evas i on?

For the purposes of the above? the thesis will be
concerned with the taxation of the profits of companies and 
of distributed dividends. I shall examine mainly the 
historical evolution of the United Kingdom (UK) Corporation 
Tax system in order to establish its virtues and defects at
its various stages and on the other hand I uiill consider
Egyptian Company taxation to evaluate its suitability? if

any? to the present conditions in the country. I will also 

look ahead in the light of British experience at some
possible future developments in the field of Egyptian Company 
taxat i o n .

Finally? it therefore becomes necessary for a proper 

appraisal of Egyptian company taxation to examine the
structure of UK corporation tax law for guidance? more 

especially as there is a serious paucity of decided cases on 
company taxation (especially in MNCs) in Egypt so that one is 
unaware of the drawbacks and shortcomings of the present 
systems.

This thesis will start by considering the concept of a

corporation for tax purposes? it will then be divided into
three parts:



Part one will deal with United Kingdom Company Tax systems. 
Part two will deal with Egyptian Company Tax systems.
Part three will deal with field study and will cover the 
future reform of Egyptian Company Tax system and findings.
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1.2s The concept of corporation as a separate entity for 
tax purposes

The word "corporation" comes from the Latin corporare as 

a meaning ’to form into a body’ . <<s>> A corporation has been 
defined by the encyclopedia of social sciences as a form of 
organisation which enables a group of individuals to act 
under a common name in carrying on one or more related 
enterprises holding and managing property and distributing 

the profits or beneficial interests in such enterprises or 

property among the associates? its share is transferable? its 

life independent of the lives of the individuals? its debts 

do not usually create any liability for the latter- <:7>
It is really a voluntary association of certain people 

who pool their resources together and undertake some type of 
activity for the express purpose of making profits. If the 
members of a corporation choose to function thus? it is 
because of the many benefits that this form of organisation 
confers on them. The corporate form of organisation has 

become so popular a feature of the world of business and in 
all countries with a free economy that the corporation is 

almost the dominant type of the business structure.

The concept of company and its types according to British Law 

The word "company" has no strictly legal meaning. It 
is difficult accurately to define a corporation? it is almost 
impossible to give a clear and correct definition of a 

company. In the case of Re Stanley.* Tennant v. Stanley



Buckley J-? said. <s>
“The word company has no strictly technical 

meaning. It involves? I think? two ideas - 
namely? first that the association is of
persons so numerous as not to be aptly 
described as a firm? and secondly? that the 
consent of all the other members is not 
required to the transfer of a member’s 
interest. It may? but in mmy opinion here it
does not? include an incorporated company.
The words "corporation or company" here mean?
I think? an incorporated body or an
unincorporated body which is "municipal? 

commercial or otherwise" and which is of such

a kind as not to be what is commonly called "a 

firm".
On the above view? the words "company"? "corporation" 

are wide enough to include municipal corporations and 

commercial or business carrying on companies abroad. <<?>
On the other point? the Company Act of 1908 recognises 

as companies some purposes of the Act those which are 
constituted regulated by Act of Parliament? contract of
co-partnery? cost book regulation? letters patent? or royal 
charter. Some of these are corporations and some are 

n o t .<10>
Evans F. attempts to give a definition of a company 

as "A company is an association of two or more 
individuals united for one or more common objects? whether



10.

incorporated or unincorporated.^ Lord Hailsham gave the same
definition a s  a b o v e , he said:<11;>

“The word ’company’ imparts an association of 
a number of individuals formed for some common 

purpose? such an association may be 
incorporated (that is* a body corporate with 

perpetual succession and a common seal) or it 
may be unincorporated."

The definitions above include an incorporated company 
which is a legal person separate and distinct from the 
individual members of the company and an unincorporated 
company which has no such separate existence and it is not in 

law distinguishable from its members.
The Taxation Dictionary defines the company as:

"An association of persons formed for the purpose of business 
or undertaking carried on in the name of association? each 
member having the right of assigning his shares to any other 
persons? subject to the regulations of the company". <1:2>

Therefore? according to these viewpoints we accept the 
Buckley idea that the word "company" has no strictly 

technical meaning? it has a variable meaning and can be used 
in many way s . The meaning depends on the context.

There follows an examination of separate legal entity of 

the company? of the forms of business organisation and a 
classification of these forms for tax purposes.



.11.

1.3 The separate 1eqal entity of the Company

Far the purposes of the law? the definition of a legal
person is not always confined to a human being so a legal

person can be described as any person? human or otherwise? 
who has rights and duties at law i.e. who can seek the aid of 

the court and against whom the aid of the court can be sought 
by others.

A human being is a legal person all his life? i.e. from 

birth to death? but it is important to remember that for some 
purposes he has pre-natal rights and the courts protect him 
even before he is born while for other purposes his rights
remain enforceable after death for specified periods. While

all human beings are legal persons? not all legal persons are 
human beings. Nan-legal persons include corporations.

Buckley L.J. said in the Court of Appeal in Cont inental 
Tyre and Rubber Co. (G?B.) Ltd. v. Daimler C o . <13>.

“The artificial legal person called the 

corporation has no physical existence. It 
exits only in con tempiation of law. It has 

neither body? parts? nor passions ...11 can be 
neither friend nor enemy. Apart from its 
incorporators it can have neither thoughts? 
wishes? nor intentions? for it has no mind 
other than the minds of the corporators." 

and Lord Parker had the same idea mentioned above? he saids 
"A Company is not a natural person with mind 
or conscience... no one can question that a
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corporation is a legal person distinct from 

its shareholders."

The famous case which clearly established the independent 
legal personality of the company is Salomon v. Salomon and Co. 

Ltd . < .
Thus the company is a person in the eyes of the law? 

quite distinct from the individuals who are its members. 

The company as a legal personality is described as an 
artificial person in contrast with a human being. <XS5>

The same principle established by the House of Lords in 

Solomon’s case applied in the case of Lee v. Lee’s Air 

Farming Ltd.tx<i>> . Although the argument was that "a workman 
is a person employed under a contract of service" it was 
further argued that no compensation was due because Lee and 

Lee’s Air Farming Ltd. were the same person? but the Privy 
Council applied Salomon’s case and said that Lee was a 
separate person from the company he formed and compensation 

was payable.
English Law refuses to impute to companies those 

characteristics of natural persons which appertain to their 

human and social nature? and which may form the basis of a 

vast range of individual rights and duties. In particular? 
at law a company is recognised as having no physical 
attributes and no mind of its own<17).

Moreover? Salomon’s case opened neu* and wide 

possibilities to the small businessman and its importance in 
the world of commerce is immeasurable. As Gower said.<ls>

"This decision opened up new vistas to company
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lawyers and the world of commerce. Not only 

did it finally establish the legality of the 
one-man company and showed that incorporation 
was as readily available to the small private 
partnership and sole trader as to the large
public company? but it also revealed that it
was possible for a trader not merely to limit
his liability to the money which he put into
the enterprise but even to avoid any serious 
risk to the major part of that by subscribing 
for debentures rather than shares. This

result seems shock ing".

The corporation is a construction of law established by 

the authority of the state and presumably operating within 

the confines of its charter from that state. While it 

depends on its shareholders? directors? and officers for its 
organisation and operation? the corporation has been accepted
as having a separate and distinct existence as a “person" in
the eyes of the laMJ for centuries. Consequently?

corporations have been permitted to take? hold and dispose of 
property? make contracts? and to sue or be sued in their own 

names. All rights enjoyed by a corporation are vested in 

the corporate name and not that of any involved individual. 

Also any responsibilities or obligations of a company are 
charged in the first instance to the independent corporate 

entity? rather than to the people behind and within it.

The purpose of the corporate form is just and foremost? 
to provide for continuation in interest; whereas individuals
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grow old and die? corporations simply grow old. As the 
original owners and managers leave the service of the 
corporation? new shareholders? directors and offices take 

their places? continuing the functions of the corporate 
ent i ty .

An additional advantage of the corporate form which has 
proven to be more popular than the potential for perpetual 
existence is the limited liability which it has provided for 

shareholders? directors and officers. Being a distinct 
’person’? the corporation must see that any debts or other 
responsibilities are satisfied by the appropriate application 
of the assets.

Moreover? it is a fundamental concept of English Law 

that a company is a ’person’ and as such an entirely distinct 

and separate entity from its member. Goyder 6. stated that 

“a company is a formal legal arrangement governing the 
relationship of the parties in a business."

According to the viewpoint of taxation? the existence of 
corporation tax has been defended on a variety of grounds and 

this form of taxation seems to be a permanent element of most 

countries in their tax structures. Professor liusgrave stated 
the different viewpoints toward the CT. He said: <=2 0 * .

“Treasuries like the corporation income tax 
because it is a convenient way to get revenue. 

Labour Unions like it because they think it 

falls on profits and makes the tax structure 
more progressive. Businessmen do not mind it 

because they tend to believe that the tax is
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passed on* and consider it objectionable only 
when management decisions are interfered 
with.-.still others view it as an instrument 

of economic policy* "and he concludes?" for 
these and other reasons* an absolute 

corporation tax has remained popular and 
continues to receive support from both liberal 
and conservative circles* but all this* alas* 
is an explanation* not a justification for 

such a tax."
The controversial issue in the debate is derived from 

the questioni Are the corporation and its shareholders 
really synonymous? In attempting to answer this question* 
politicians? economists and businessmen alike differ among 

themselves. The law* as mentioned* provided the corporation 

with a legal personality. Therefore* the independent legal 

personality of the company is a well known principle 

established years a g o « c:2;t> The company as a legal
personality is often described as an artificial person in 

contrast with the human being who is described as a natural 

person .
The fiction theory? whose principle English advocate is 

Salmond* regards the legal personality of entities other than 
human beings as the result of a fiction. Real personality 

can only attach to individuals. Corporations? although they 

cannot be the subject of rights attached to individuals* are 

treated as if they were persons<23).

From the above discussion* it will seem that the natural
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result shows the company as a legal personality. However* 
does the corporate income belong to the corporation or to the 

shareholders? If it belongs to the former then a 
justification for a separate tax on corporation exists; but 
if the latter then there is no justification for its 
ex istence.

Two diametrically opposite views have been used by each 
side to support their viewss 
Viewpoint One

Behind the company lie the individuals who own it* and 

some people argue that it is these individuals who should be 
taxed on the profit* especially as the corporation is no more 
than a legal intermediary between the shareholder and the 
income. It is creating a production process. A corporation 

in comparison with other forms of enterprise* is considered 

to be the form adequately equipped to sustain the 

increasingly large scale of operations demanded by changing 

technological and economic conditions* and it is clear that 

businesses would have been constrained in their attempts to 
raise capital and in the extent of their activities if the 

corporate form had not been devised. The law provided a 
corporation with a legal personality separate from that of 

its shareholders. However* it remains an artificial 
creation and even though shareholders may have only limited 

control over their corporation* they are the ultimate 
recipients of the income* and the ones who have the taxable 

capacity. Therefore* the existence of separate tax on



corporate income and the absence of any link between the 

personal and corporate taxes are 'unjustified. Professor 
Musgrave says<24>.

“All taxes are ultimately paid by people? and 

equity deals with the distribution of the tax 
bill among individuals or families. 
Corporations as such cannot bear the ultimate 

burden. They are important legal entities 
and powerful decision making units but they do 
not have a taxable capacity of their own.

Even though shareholders may have only limited 

control over their corporations? they are the 
ultimate recipients of the income and the ones 

who have the taxable capacity. If the tax is 

not shifted? it is the shareholders who pay 
it? including the tax on undistributed profits 

as well as on dividends? and if the tax is 
passed on? it will be paid by consumers or 

workers".
Thus? according to this view? the corporate personality 

is just a convenient short— hand expression to convey the 

attributes of these associations of persons and the company 

is subjected to corporation tax on behalf of its 
shareholders.
Viewpoint Two

There is a second school of thought where the approach is 
in line with the law? which recognises the corporation as a 

legal entity separate from its shareholders. The company is
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a ’person' in the eyes of the law? quite distinct from the

individuals who are its members. Hence it is capable of
enjoying certain rights and discharging certain dut i es <2=5> . 
The company as a legal personality owns its own property in 
which the shareholders only own shares? and any income to the 

company belongs to that separate legal identity which should 
be taxed. It is sometimes compared to a river because? just 
as a river is the same river “though the parts which compose 

it are changing every instant"? so also a corporation is the 
same corporation? though the people who own it may change 

from time to time. Therefore? the existence of CT is 
justified on its own merits and hence should not be closely 
integrated with the personal income tax. Professor Van den 
Temple says: <26->

“Modern industrial development has meant that 
notably the public share company of which the 

shares are quoted on the stock exchange? when 
seen from an economic and social point of view 
has an existence of its own? independent of 
that of the shareholders".

This viewpoint accepts that the interest of the

corporation is to be found in the sphere of production and

that it may not coincide with the shareholders’ interest.
The view which is adopted in most tax systems is that 

of the separate legal identity and therefore most companies 
are subject to CT. The corporation? therefore is no more 

than a legal intermediary between the shareholder and the 
income creating production process. A corporation is
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considered to be the form adequately equipped to sustain the 

increasingly large scale of operations and it is clear that 
businesses would have been constrained in their attempt to 
raise capital and in the extent of their activities if the 
corporation form had not been devised.

In the light of this view which is adopted by UK

statutes? the company is seen as a separate legal entity. 

It is no surprise to find that in some cases? mainly in
connection with taxation? the courts have held that a comany 
is capable of having a domicile and can have a place of
residence. As Macnaghten said in the case of Gasque v .
IRC.

"A body corporate cannot have a domicile in 
the same sense as an individual any more than 
it can have a residence in the same sense as 

an individual. But by analogy with a natural 

person the attributes of residence? domicile 
and nationality can be given and are? I think? 

given by the law of England to a body
corporate".

and Lord Loreburn L.C. said in the case of De Beers
Consolidated Mines Ltd. v. Howe.

"In applying the conception of residence to a 
company we ought? I think? to proceed as 
nearly as we can upon the analogy of an 
i nd i v idual.

But still the company is an artificial person that cannot eat

or sleep? therefore the residence of a company is in fact
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determined according to where its central management and

control actually ab i des . <:2!e>
Perhaps the most important arguments for a separate tax 

on corporation income arise from the fact that corporations 
usually do not pay out all of their income in the form of 
dividends. If all profits were paid out in dividends? 

corporate profits could be taxed in a straightforward manner 
as part of the income of shareholders. However? the non CT 
solution creates problems when some profits are retained in 

the corport ion. These profits are usually returned because 
corporate managers or shareholders? or both? think they will 

be useful to the company and will probably increase the
future profitability of the company. Higher future

profitability or its prospect? is likely to increase the

market value of the companies shares. For the shareholder? 
the increase in share prices are realisable capital gains and 

are thus in effect income. If capital gains are not taxed? 

or if they are taxed at lower rates than income this creates 
problems of horizontal equity between taxpayers.

On the other hand? in both Great Britain and Egypt? CT 

produces a significant amount of revenue. As a rule it is 

both administratively and politically easier to collect a 
given amount of revenue through a separate tax on corporate 

profits than through additional taxes on personal income. 

In Egypt? most of the revenue comes from a small number of 

relatively large companies? mostly organised in the corporate 
form. A great amount of the total revenue comes from the 

largest corporations? which generally tend to have the best



21..

records and are easier to deal with administratively.
In the light of the discussion above and in my view? it 

is obvious that the corporate personality is at once similar 
to? and distinct from? the individual personality. Just as 
the individual earns and pays taxes? the company also earns
and has to pay tax. Moreover? the foremost trait of the

modern corporation is the separation of ownership and 

control. Furthermore? the corporation is a separate legal 
entity and it is also treated as a separate taxable entity.

Some conclusions for the first chapter can now be drawn:

(1) Although there is no strictly legal meaning of a 
"company" in both countries (Great Britain and Egypt)? the

definition of a "company" according to British Law is I
think? more precise than the definition of a "company" 
according to Egyptian Laws. Therefore? we can accept the

following definition of a "company" for tax purposes.
"An association of persons formed for the purpose of a

business or undertaking carried on in the name of the 

association? but excluding a par tnersh i p " .
(2) The types of company in both countries are approximately

V

the same? except the public company shares-^;^ which are
owned by individuals according to British law? and belong to
the -State according to Egyptian Laws.
(3) Partnership is a legal personality according to Scottish 

and Egyptian Laws? while not a legal personality according to 

English Law.
(4) The company has been regarded as an entity distinct from 

the individuals who own it and those who direct its
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act i v i t i es «
(5) The company as a legal entity has the power to sue and to

be sued in its own name.
(6) The shareholders are not entitled to the income of the 
company unless a dividend is declared or other distribution 

made «
(7) The assets of the company are distinguished from those of 

its shareholders.
(8) The company continues to exist irrespective of changes in 

its membersh i p »

In the case of IRC v. Blott we can deduce some of the 
facts mentioned above:

Holden said:<30>

"A shareholder is not entitled to claim that 
the company should apply its undivided profits 

in payment to him of dividend. Whether it 
must do so or not is a matter of internal 

management to be decided by the majority of 

the shareholders. He cannot sue for such a 
dividend until he has been given a separate 

title by its declaration. Until then? no 
doubt? the profits are profits in the hands of 

the company until it has properly disposed of 

them? and it is assessable for income tax in 
respect of these profits".

(9) The company continues to exist irrespective of changes in 

its membership.
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1 .4 Forms of Business organisation

English Law provides two main types of organisation for 
such associations? the partnership and the incorporated 
company registered under the Companies Acts.c31>

Fartnershi ps 
General partnerships 

Under the Partnership Act 1890 a partnership is the 
relation which subsists between persons carrying on business 

in common with a view of profit.<3:2> Although the 

partnership is normally established by express agreement 
between the partners? the existence of partnership is
determined not by the nature of their relationship. Thus 

section one of the Partnership Act determines that business 
includes every trade? occupation or profession. The minimum 

of the number of partners is not less than two partners and 
in most cases no more than twenty. The liability of partners 
is unlimited.

(2) Limited Partnership

A limited partnership consists of one or more general 

partners and one or more limited partners by virtue of 

Section 4(2) of the Limited Partnership Act (LPA) 1907.<33> 

The general rule is that a limited partnership must not 

consist of more than 20 persons. Although in a general 

partnership the liability of each partner for the firm's 
debts is unlimited? it is nevertheless possible for certain 
partners to enjoy limited liability. To achieve this it is 

necessary to register the firm as a limited partnership under
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the LPA 1907- This form is rarely used? however? as there 
must be at least one general partner with unlimited liability 
and none of the limited partners may take any part in the 
management of the firm.
(3) Registered Companies

Any two or more persons may form themselves into a 
company by following the simple procedure for registration 
set out in the Companies Act 1948- The company so formed 

acquires a legal personality independent of its members? and 
each of the members will normally enjoy limited liability for 

the company's debts.

The registrar of companies must allocate to every company 
a number known as the company's registered number? under the 
Companies Act 1985 S-705 (l)-(34) He may? in addition?

allocate to any company a letter which is then deemed for all 
purposes to be part of the registered number. The word 

'company' includes (i) An overseas company? and (ii) any 
incorporated or unincorporated body to which any provision of 
the Act applies by virtue of SS.705? 718 and (iii) Management 
is separated from membership? and members? as such? have no 

power to bind the company Working capital is more easily 
raised? for example? by issuing different classes of shares 
or by borrowing money against the security of a floating 
charge on the assets.

(4) Private Company
This is a logical development from the partnership? and 

frequently found where a family business has needed to expand 

beyond the resources of the partners? but the founders have
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needed to retain control - Such companies are restricted to 
fifty members and must have at least two? restricting the 
right to transfer shares.<35)

Accordingly section 2 of Companies Act 1967

abolished the status of exempt private companies. All 
companies however small are now bound to file accounts with 
their annual return and no company may make a loan to a 
director.
(5) Publi c Company

This is a form that embraces the very largest 

manufacturing units in the private sector. The mass 
production of such things as steel? motor cars and chemicals 

generally needs more capital than can be raised by fifty 
shareholders although there are some substantial and 

nationally known firms which have remained private companies. 

A public company must have at least seven members? 
shareholders may dispose of their holdings at will and the 

company may appeal to the public for funds.
The directors of public companies are usually unknown 

personally to members of the share—buying public? so it is 
necessary for stringent control to be exercised over company 

formation and behaviour to protect shareholders from fraud. 
Such control is provided by the Department of Trade and 
Industry (formerly the Board of Trade) and the Registrar of 

Companies within the framework of the Company Acts of 1948 

and 1967.

(6) Limited and Unlimited Companies
The provisions of the Company Acts are in all
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significant respects equally applicable to public and private 
companies after incorporation. In particular since 1967 a 

private company has enjoyed no exemption from the obligation 
to publish annual accounts? although smaller private 
companies are relieved from disclosure of certain specific 
i terns . <3<5>>

The usual form of business organisation which undertakes 
large scale operations is called a limited company. The 

principal attraction of this business unit is that 
shareholder liability is limited to the nominal value of the 

share held. The facility was conferred by Act of Parliament 

in 1856. In this way a large number of people can 
contribute f unds t o an enterprise w i t hout r i sk i ng their 

entire personal possessions. Furthermore the company has 
its own legal existence quite separate from that of the 
shareholders? so its continuity is not threatened by the 

death of one of them. Such compan i es name always end in the 

word 'limited7 .
The Company is unlimited when it does not hav6 any limit 

on the liability of its members.8.1(2)(c) of Company Acts
1985.< ̂ ^ >

1.5 Classification of business organisation for tax purposes

According to the UK Tax system the tax treatment of
partnerships and limited partnerships differ from the tax 
treatment of companies. The main features of partnership 
taxat i on i s . <3e«>
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(1) Although a partnership is not a separate legal entity

like a company? a joint assessment is made in the name of the 
partnership in respect of its trading income under -S.52 F.A 
of 1970
(2) Trading income is computed in accordance with the normal 
rules of income tax- Partnership? salaries and interest on 
capital charged in the accounts are added back in the
computation as they are allocations of profit.
(3) Trading income is allocated to the partners after taking

into consideration salaries and interest on capital and

profit sharing ratios pertaining to the year of assessment. 

The total allocation is earned income? except for a sleeping 
partner.

(4) Each partner must file an individual tax return in the
normal way. Personal relief is usually given against 
non— trad i ng i ncome f i rst .

(5) Capital allowances are available in respect of
partnerships assets and these are deducted from the adjusted 

prof i ts before any al1ocati on i s made. Cap i tal al1owances 

claimed on non—partnership assets are deducted in the

individual partners31 personal tax computation

<6) The normal basis of assessment for income arising under 
schedule D cases (i) and (ii) applies? that is the preceding 

year bases.
On the other hand? the Company as a separate form of 

business is subject to corporation tax? according to U.K. Tax 
Law.<3<5>>
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General Review of company tax systems

2.1 Introducti on
It will be obvious that a number of countries have been 

changing from one system of company tax to another < x y . The 
choice of a particular system has been dictated by both

domestic and international considerations. The incidence of 
the various company tax systems and their effects on
companies and shareholders differ markedly? thereby raising 
important questions for legal and economic policy

considerations for the states in their choice of particular 
systems.

Two main issues arise from the domestic policy 

consideration which have led governments to choose one system 
of company taxation rather than another and the consequences 

which they believe have followed from their choice. Firstly? 
the policy question of how far "economic double taxation" 
should be mitigated and? secondly? if it is to be mitigated? 

the more technical question whether this should be done at 
company level (split rate system) or shareholder level
(imputation system)<2>.

International considerations have also played an 

increasingly important part in influencing the choice of 

governments as to which system should be adopted. These 

considerations concern? in particular? the impact of a system
upon the balance of private capital transact ions? upon the 

form taken by private direct investment from abroad upon the
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government's share of revenue from international investment 
income arising within its own frontiers or according to its 
residents from abroad.

The effects of taxation on inward and outward movements 
of portfolio and direct investment capital can be very 
different according to the system in force and to the 
adaptations made to it with the balance of payments in mind 

and also according to the systems in force abroad. Some of 

the effects on the tax positions of investors (individual and 
firms) are deliberate. Others are more as a consequence of 

the method of taxing dividends435.
The company tax system could have an influence on

national policy objectives in that it is deemed necessary? to
examine these systems critically because of the relationship 

between company tax systems and national objectives? in order 
to show their relative advantages and disadvantages? 

specially from the standpoint of a developing country.
Many different approaches can be made to the whole 

concept of corporation tax. There are those who regard a 

system which imputes the whole of the corporation tax to the 

shareholder as a system which constitutes a nil rate of
company tax on distributed profits coupled with the full rate 

being charged on the shareholder<4>. Another view is that
such a system results in a full rate being levied on the 
company whether profits are distributed or not? with complete 

relief to the shareholder for the tax already suffered.
The study of these matters requires the discussion of

the three broad types of company tax systems. These are the
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'classical system’? the 'two rate system' and finally the 
'imputation system'. They will be treated in that order

2.2 The Classical system

The classical system (the separate system) means that 
company profits are taxed at the same rate whether they are 
distributed or undistributed. Companies deduct income tax 
from dividends and pay it on behalf of the shareholders to 
the Inland Revenue so that there is a complete separation 

between corporation tax and personal income tax.

The classical system owes its name first to the fact 

that it was the prevalent company tax system in Western 
Europe after the Second World War and second? to the legal 

interpretation of the corporate personality as a distinct 
separate entity from the shareholders.

This system avoids creating a situation where a 

non-resident in receipt of dividends from the country 

applying can be treated differently from a resident. Where 

the same system is applied in the other country? the flow of 

profits between them is not affected on either side by 

considerations of the right to tax credits or to a lower rate 

of tax. Other considerations? just as under other systems? 
will still have an effect on investment yields of course; 

for example? profits earned abroad may be taxable in the 
country of residence only when they are repatriated? and 
withholding taxes paid abroad may not be fully recoverable.

Briefly? the classical system taxes the total profit of
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the company equally? whether distributed or not. No income 
tax relief is given to shareholders for corporation tax paid. 

Low and higher income shareholders pay the same corporation 
tax? but? possibly a different income tax on their dividends. 

One of the merits of this system is the easy collection of a 
great amount of revenue. In addition to the legal
interpretation of the corporate entity? the supporters of 

this system emphasize its simplicity in many respects. Its 
administrative simplicity lies in the fact that it consists
of one flat rate on all profits of the corporation and the
distributed part of profits is taxed under the personal 
income tax without providing any relief. Keeton and Frommel 

sai d . <=5>
"It is said that one of the merits of the 

classical system is its simplicity...I could 
perhaps illustrate this simplicity by saying 
that I do not really need to elaborate any

more on our present tax system".
Moreover? the advantages of a corporation tax? according 

to this system? where it favours retained profits? are that 
it would promote saving and investment. The incentive is to 

retain profits regardless of whether or not they are 

invested. It may become easier for some companies to 

finance growth out of retentions? but it will become 
correspondingly more difficult for other companies to expand 

by ra i si ng new cap i tal.
The disadvantage of the classical system is the problem 

of economic double taxation between company and shareholders.



This system is operated in its pure form in 'Australia?
Denmark? Luxembourg? the Netherlands? Spain? and Switzerland. 
In its slightly modified form? it is found in Iceland and

Sweden? Austria? Finland? Japan? Norway? Portugal and the

United States (US) <<£>> .

2-3 The Two—Rate system

The two-rate system? also known as the double rate?

two— tier system? owes its name to the fact that two different
tax rates are applied to corporate profit? as described in 
the Green Paper? one the higher? applies to the retained
prof i ts .

In the words of the Green Paper on the Reform of

corporation tax? the two— rate system is described as
folio ws * 1 ~

"Under a two— rate system? distributed profits 

would be liable to corporation tax at a lower 

rate than undi stri buted prof i ts . In add i t i on
distributed profits would be paid under
deduction of income tax and this tax would be 

paid over to the Inland Revenue and would be 

advance payment of shareholder’s own eventual 
tax liability".

The system was employed in Germany for a long period 

(1953/76) and the rates of CT applicable in Germany were 15

per cent on distributed and 51 per cent on undistributed

profits**31. Recently this system was replaced by a combined
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Germany replaced it are first? its desire to fully alleviate 
economic double taxat ion of dividends? and second? to obtain 
a stronger bargaining power in its negotiations with other 
countries as far as international double taxation is 

concerned.
The existence of two tax rates applied to corporate 

income creates the so-called "shadow ef f ect " . <s>> Th is

implies that where all profits were distributed they would be
taxed? not at the nominal tax rate? but at the effective tax

rate? which is higher. clo> This is so because the tax paid 
on the distributed profits is deemed to be paid from retained 
profits which bear a higher tax rate. For example? in
Germany? the nominal tax rate on distributed profits was 15 

per cent? whereas the effective rate was 23.44 per cent.

2.4 The imputation system

Under the imputation system the company is taxed at a 

flat tax rate for the total amount of profits? irrespective 

of whether they are retained or distributed. The Green

Paper describes the 'Imputation System" as fol1ows = c 1 1 y .

"Under the imputation system?? all profits? 
whether distributed or not? would be liable to 
corporation tax at the same rate? but part of 

the tax on the distributed profits would be 
available to be set as a credit against the 

shareholder's own tax liability and could in
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appropriate circumstances be repaid to him".
The system is called imputation and owes its name to the 

fact that part or all of the corporation tax paid by the 
company related to the distributed part of profits is 
ascribed or imputed to shareholders.

The main features of this system are as fol 1 owss <1:z> . 
Firstly this system is used as a means of achieving specific 
objectives which it would be difficult or impossible to 

achieve by other methods. For example? France uses it as a 

means of promoting the function of the capital market; 
Canada uses it as a means of making share ownership 
attractive and American economists see it as a crucial part 

of the conduit theory<13:> « -Secondly? from a political point 
of view? this system constitutes a compromise between the two 

extreme views of integration. Thirdly? full integration 

would result in a greater drop of government revenue. 

Finally? the partial elimination of economic double taxation 

may reflect uncertainty regarding the incidence and shifting 

of the C T . In the words of the White P a p e r " w e  consider 
it likely that some level of CT is shifted to consumers in 

the price which they charge for their goods and services".
According to this system? credit mechanism works at the 

shareholder level and it takes place in two stages. In the 

first? the shareholder includes in his income tax declaration 
not only the net amount of dividend which he received but 

this amount plus the amount of credit received. At the 

second stage the credit is off-set against the final tax 

liability of the shareholderC1S), The result of this is
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that the shareholder is taxed at the progressive personal 
income tax rate as far as the distributed part of profits is 
concerned.

2.5 A comparison of the systems

The choice between these systems is a matter of the 

differing goals which the government tries to achieve. 
Inevitably some factors may represent the secondary goals of 

government and the final choice is a compromise between the 
principal and collected goals. The latter may include tax 
evasion and tax avoidance? tax shifting? flexibility for the 

government for exercising its counter cycli cal policy and 
revenue policy.

Principal goals include allocated efficiency? equity and 

income d i s t r i fa u tion...etc.
The classical system does not differentiate between 

residents who invest at home or abroad? since the residents 

get no credit or special rate treatement when they invest at 
home. Under other systems? which give some kind of relief 

in respect of domestic corporation tax paid out ? they do not 

extend it to foreign corporation tax and there is a logical 
presumption that investment at home? of residents? is 

encouraged.

Therefore? where direct investment is concerned? the 
situation can differ. As regards inward direct investment? 
according to the split— rate system foreign firms are 

encouraged to set up subsidiaries rather than branches; the
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imputation system discourages both the setting up of branches 

and subsidiaries whilst the classical system appears neutral 
between the two. The systems as such have no effect on 
outward direct investment? though it may be noted in passing 
that outward direct investment is usually discouraged either 
because of the overspill problem or because of intermediary 
withholding taxes paid in the country of investment but not 
fully cred i ted < „

Apart from its possible effects on investment flows? the 

choice of system may have an effect on revenue sharing 
between countries. When the same rate of withholding tax is 

levied under a fax treaty by a country with a split— rate 
system and a country with another system and the latter 

employs the credit method of eliminating double taxation? it 
is the Treasury of the other country which gets the benefit 
of the relief granted by the country with the split—rate 
syst e m «

Finally? other tax features may be of considerable 

importance for international decisions such as corporate and 

personal income tax levels? the basis of computation of tax 

liability or the practices adopted by the country operating 
the various sy5tems<17> .
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Highlight for Part One
The purpose of this part is to review the company tax 

system in the United Kingdom. This inevitably involves an
analysis of existing knowledge but by evaluating the 

development of United Kingdom company taxation we will be in 
a better position to understand the various systems of 

corporation tax that have been devised and the purpose 
underlying such systems. Consequently we will be more 
competent to point out their virtues and defects.

Thus the current part is divided into four chapters* 
Chapter Three — General scheme of Company Taxation in 

the United Kingdom.

Chapter Four — Income Measurement for Tax Purposes 

Chapter Five - Taxation of Overseas Profits 

Cahpter Six — Tax Avoidance and Tax Evasion
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IN THE UNITED KlW&OM
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Chapter Three

General scheme of company taxation in the United Kingdom 

3.1* Introducti on

Corporation tax is chargeable on all companies resident 

in the U.K.? which includes not only a body registered under 
the Companies Act? but also any body corporate or 
un incorporated association? but does not include partnership. 
As the taxes statute has not defined “residence" for company 

taxation purposes it has been necessary for the courts to 

provide a working definition so that the scope of tax could 
be known. Thus the Courts in numerous cases? have decided 

that a corporation resides where "it keeps house" or"does its 

real business" at "where it exercises its central management 
and control" . (1) In this legal view? it has become possible 
to say whether or not a particular company is resident in the 

U.K.? and whether or not it is liable to U.K. tax both on its 
domestic and overseas profits.

Non resident companies trading in the U.K. through a branch 
or agency are subject to corporation tax. It is necessary? 

in considering the present form of U.K. company 

taxation? to look at the historical evaluation of U.K. 
company tax systems.

In the light of this? we propose to discuss in this 

chapter the three major periods in the history of the U.K. 
company taxation. Also we shall attempt to make comparisons 

between the three systems of company tax showing their
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relative advantages and disadvantages.
These systems are*
(1) The pre 1965 period?
(2) The Classical system (1965 to April 1973? and

(3) The Imputation system (CT from 1973 onwards).
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3.II The Pre - 1965 per i ods

Before 1965 Company taxation was in fact part of a tax 

system which contained only income tax and virtually no 
progression. It was a form of taxation at source? the idea 
being that the corporation recovered the tax for itself ujhen 

it distributed the income among the members. In para. 50 
of Royal Commission? June 1955. (2)

“The arrangement which assesses corporate 
bodies to income tax. upon their gross 

profits before payment of any dividend 

but requires those who draw dividends 

therefrom to submit to a proportionate 
deduction in respect of the income tax 
chargeable on the corporation is as old 
as Addington's Income Tax Act of 1803.
Corporate taxation? then? began as part 

of tax system which contained only income 
tax and virtually no progression."

Income tax ujas introduced by Pitt in 1799. When income 
tax was re— imposed by Addington in 1803 he introduced the 
income tax schedules into his Act of that year. Therefore 

companies? as taxable persons? became subject to income tax 
from t hat t i m e .

Companies were liable to income tax at the standard rate 

an their total income? irrespective of the amount? just like 
i nd i v i duals but unii ke i ndi v i duals t hey were not al1 owed the 
benefit of- personal reliefs and al1owances.(3) The



of their income tax liability and the company could retain 
the sum deducted as part of its own fund. Accordingly? 

companies were allowed to deduct a sum equivalent to tax at 
the standard rate and to retain the same as part of their 
funds. This sum was retainable where no income tax had 

actually been paid? where? for instance? in those 
circumstances where the profits had been relieved from 

liability to income tax by capital allowances or by losses 
brought forward.

Thus the profits of a business carried on by a company 

were taxable against the company under the schedules of 

charge and were not taxable again? <4>after distribution? in 
the hands of the shareholder because the dividends were 
treated as a distribution which derived from profits which 
had already been taxed at the source. In the case of Neuman 

v . CIR Lord Wright said. <!=i>
"A shareholder was not separately taxable 

(disregarding sur— tax) on a dividend as a 
profit individual to himself under 

Schedule D."
At the same time the company was permitted to deduct 

from the dividend the proportionate part of its income tax 
liability and the company could retain the sum deducted as 

part of its oujn funds. In the case of Broadbury v. English 
Sewing Cotton Co. L t d . Lord Phillimor said.<<:>>

"Apparently for revenue purposes a joint 
stock company was treated as a large 
partnership? so that the payment of 

income tax by a company discharged the



quasi—partners«"
-So? it should be mentioned that the company was at first 

treated as the agent of the Inland Revenue (I.R.)through 

which it collected the individual’s liability to income tax. 
Thus the company was paying income tax on behalf of its 
shareholders.(7)

• Hoiuever? from the shareholder’s standpoint? his income 
was treated as consisting of the gross sum without allowing 
for the sum which the company had deducted and the rel event
tax was attributed to him in his account with the Revenue.

He was therefore entitled to claim against this tax any of 
the personal allowances and reliefs which were due to him? 

and would thus obtain repayment of the whole or part of the 

tax. If? on the other hand? his total income was so small

that he was exempt from tax or taxed at the lower rate of
income tax? he could recover the income tax which had been 
deducted from the dividend 8165 of the Income Tax Act of 

1842(8).
Thus? it can be seen that companies in this period were 

regarded as convenient tools for taxing the aggregate income 

of the individual members? the idea being that it was much 

easier to tax the collective income of the shareholders in 
the hands of the companies before distribution? than to tax 

its aliquote parts in the hands of the several shareholders 

widely dispersed.
Through the definition of the companies’ residence? 

overseas income was taxed on a remittance basis? but only in 

those special d i g s  where no part of the activity that
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produced them took place in Britain- The measure of the 
income for the purpose of assessment was only that which was 
brought over to Britain? section 100 of the Income Tax Act 

(ITA) of 1842- Pickering and Prest hold the view that the 

remittance basis was introduced by the decision of the House 
of Lords in 1889, They said;

"The uncertai n ty on this point was f i nal1y 
resolved by the decision of the House of

Lords in the Colquhoun v» Brooks where it
was held that there were 'insuperable 
difficulties in giving full effect to 
universal language' of the predecessors 

of the cases IV and V provisions? and the 

remittance bas i s was esta.bl i shed , " (9)

In the case of Colquho un v . Brooks an English V' e s i d e n t 
had invested a large sum in a business of glass? oil and 
colour merchants and storekeepers in Melbourne? Australia.

In 1S84— 1885 he received £3000 from this business in England 

but the Inspector of Taxes contended that his true profit
from it for the year included a further £9219 which had not 
been remitted- It was held that the Inspector i.uas wrong 
because although the Act was worded in wide terms? it 
contained no machinery for the assessment of the profits of a 

trade carried on entirely outside the U.K. Tax was held to be 

chargeable only on the amount of income received in or 
remitted to his country.(10)

In fact section 100 of the I.T.A. of 1842(11) provided 

for the taxation of overseas income on a remittance basis
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under schedule D. Under the case V of Sch.D section 100 of 
ITA of 1842 tax was chargeable on the possessions in the 
British plantations of America or in any other of Her 
Majesty’s Dominions out of the U.K. and foreign possessions 
and was assessable on a sum not less than the full amount of 
the actual sums annually received in the U.K. In the 

case of Colquhoun v. Brooks Lord Macnaughton said:(12)
"Upon the whole therefore I have come to 

the conclusion that the profits and gains 

arising from the respondent’s Melbourne 
business fall under the "Fifth case" of 

schedule D. of Income Tax Act 1842"? and 

are chargeable accordingly on the actual 
sums received in the United Kingdom."

Add i tonal Company Taxat i on

The treatment of additional taxes on company profit from 

1915 onwards must also be considered. There were six methods 
of imposing excess levy on the profits of companies which 
were introduced and later repealed. These different mthods 

i ncluded:
(1) Excess Profits Duty (EPD) which was introduced in 

1915413’ and retained until 1921.<1‘a>

(2) Carport ion Profits Tax (CPT) wh i ch^as effective' from- . 1920 
to 1924.



(3) National Defence Contribution (NDC) 1937<17r> to 1947 <xeo
(4) Excess Profits Tax (EPT) 1939<1S>> to 1946< 2:00
(5) Excess Profits Levy (EPL) 1952<:2X> to 1953<s:2:>
(6) Profit Tax (PT) 1947<S3> to 1966

The Excess Profits Duty was intended to be a special tax 
in respect of business profits which had increased during the 
war period. The EPD applied to all trades and business of 

any description carried on in the UK or carried on elsewhere 
by a company resident in the UK. The profits arising from a 
trade or business were separately determined for purposes
of EPD on the same principles which determined the profits or 

gains of trade or buinesses for the purposes of income tax.
After the First World War? the willingness to pay tax 

which had existed during the war ended and avoidance and 
evasion of tax increased and the Government’s revenue 

consequently decreased despite the fact that profits were 

unreasonably high.
In 1920 the Budget introduced a new tax called 

Corporation profit tax.<25) The rate of that tax was 5%. 
The rate was reduced to 2.5% on profits accruing after 30th 

June 1923.
This tax (CPT) applied to the profits accruing after 

31st E«ecember 1919 to (1) A British c o m p a n y c a r r y i n g  on 
any trade or business or undertaking of similar character
including the holding of investment. (2) A foreign company

carrying on (in the UK) any trade or business or any

undertaking of a similar nature<27> so far as those profits 

arose in the U K .
Profits for CPT purposes and were the actual
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profits arising in the accounting period and computed on the 
same principles as the profits of a trade would be computed 

for the purpose of income tax under Sch.D. whether such 
profits were assessable to income tax under that schedule or 

not . Excess Profits Duty paid for the same accounting
period was allowed as a deduction in computing profits for 
CPT purposes.

Corporation Profits Tax was not in any way a high 
profits tax. It imposed a burden similar to that already 
imposed ' by income tax -Sch.D. It was a poor affair? uneven 

in its incidence and easily evaded. (2,?>

It was also criticised as a tax which was to the 

advantage of the rich and disadvantageous to the poor who 
were taxed more heavily than the wealthy.

So in 1924? the Chancellor of the Exchequer announced 
his intention to abolish CPT. This repeal left the company 

again liable only to income tax at the standard rate? which 
was 4 shillings in the pound? with the basis of assessment on 

its trading profits on the preceding year bas i s as with

individuals. In fact only the 1926 Budget altered the basis 

of assessment under -Sch.D from three year average to the 
preceding year basis? Section 29 (1) of F.A. of 1926.

In the 1930s the revenue law caught up with this
separation and companies began to be taxed in a different way 

from i nd i v i dual s . <aso> As is frequently the case with
taxation? the change was associated with the need to finance

warfare. In 1937 the need for extra revenue? especially 
when defence expenditure arose and business profits
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increased? drove the Chancellor of the Exchequer to introduce 
a new business tax called the National Defence Contribution 
(NDC)? which was merely another version of CPT.

This tax was intended to be a tax not on the company’s 
profits but on its rate of expansion. The rates of charge 
would have varied according to percentage of growth so that 

if there had been no growth of profits? no charge would have 
been made.

According to NDC corporation profits of less than £2000 were 
exempted from NDC. Also there were further improvements in 

EPT. There was a new minimum standard? which provided a 
more ingenious and useful exempt i on from EPT.. The minimum

standard was defined as £1000? or £1500 per working
proprietor? up to a limit of £6000.<3i>

The profits liable to NDC were computed by taking the 

adjusted profits for income tax purposes and adding:
(1 ) the net annual value of premises owned and occupied for 

the trade.

(2 ) investment income not received from bodies corporate 
1 iable to NDC and

(3) excess directors'renumeration if the company was director 
controlled. The principles of the Income Tax Acts under 
which deductions were not allowed for interest? annuities or 
other annual payments payable out of profits? were not 

followed in computing profit for NDC purposes.
Moreover? a new business tax entitled "Excess Profits

Tax" was i mposed<352> aimed at taxing profit in exess of the
peace-time rate of 60 percent.
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The reasons for the profits tax were as fol 1 ows: —

<1) there was the need to find some means of reducing the 
loss to the Exchequer arising from the termination of the
1939—45 war. Therefore? EPT (which was a temporary tax to
meet an exceptional emergency) had the effect of taking in
tax a large portion of the company's profits.

(2) profits tax was generally associated with the policy of
restraining inflation in the sense that its differential rate 
encouraged the retention of company profits and discouraged 
their distribution; and

(3) the tax was linked with a long term objective of 

encouraging productive investment in the form of 
pioughed— back profits.

Despite these salutory objectives the profits tax was 

severely criticised by the majority of the members of the 
Royal Commission on Taxation (1955). They said:

"a tax on profits? the effective rate of which 
varies according to the proporat ion between 

those retained and those distributed is not 
calculated to produce an equitable 

distribution of the tax between different
companies? because though they are equally 

free to make profits? they are not equally
free when it comes to distributing them."

They also questioned the proposition that an advantage 
can be gained by more retention of profits.

The dissenting members of the Royal Commission? on the
other hand? argued in defence of the profit tax. They 
sa i d .



"We consider that* in the special circumstances 
of the post war years* the measures taken 
since the war by successive Government for the 
prevention or discouragement of dividend 
increases were an ineluctable necessity in 
order to maintain full employment without 

serious inflation. The measure of wage 
restraint* in the years 1948-50 would not have 

been attained without dividend restraint* and 
to prevent an enormous untaxed increment to 

the wealth of a particular group in the 
community. The social and economic

inequalities which such a shift in the 
distribution of wealth would have created 

would not have been compatible with the sense 
of fairness and equity of a modern democratic 
community."

In 1951* the new Conservative Government which was 

formed in October of that year<3A> presented its Budget in 

March 1952<3 r̂> and announced its intention to reduce 
government expenditure and make a significant start in 
reducing taxation.

The first tax measure was the imposition of a new levy 

on companies entitled "Excess Profits Levy" (EPL)* designed 

to prevent "the fortuitous rise in company profits because of 

the abnormal process of rearmament.<3e> It was therefore* 
imposed to operate only during this exceptional per i od . <35‘5° 

Thus EPL was introduced by Finance Act of 1952* and repealed



as from January 1» 1954«<‘*°>

EPL was imposed on all companies and other bodies 
corporate* or unincorporated societies except for any trade 

or business carried on by a company as personal 
representative* certain overseas companies* S.37(4)FA 1952* 
and cerrtain one-man companies whose incomes had been 
apportioned for surtax purposes.<A1) Individuals and
partnerships were not affected by EPL. For EPL purposes* a 
company's profits and losses were computed in the same way as 
for profits tax* S.45 of F.A.1952. The rates of profits tax 
were accordingly reduced to 22.5 percent on distributed 
profit and 2.5 percent on undistributed profits* S.33 of F.A. 

1952. Therefore these differential rates were highly

criticised by the Royal Commission on the Taxation of Profits 

and Income.<42> Thus it was recommended by the Commission 
that the differential rates should be brought to an e n d <4*3> 

and that the tax be converted into a flat tax rate on the 
total profits of a company.

However* as from April lst_ 1958 the two— tier profits tax 
on companies was abolished so that all profits of corporate 
bodies were taxed at a flat rate of 10 percent. The 

underlying purpose for this change was purely economic to 

increase investment in fixed assets by encouraging the 

retention of profits in the business. As the Chancellor of 
the Exchequer* in introducing the change* said: <̂ >

"This is generally agreed to be a desirable 
reform. Those responsible for the management 

of industry and commerce have emphasised to me



most strongly that it would strengthen the 

financial structure of industry* improve the
supply of capital to firms which needed it 
most* and help to remove distortions in 
company finance. This will all help in
modernising and expanding our industrial 
system. It will also greatly simplify the tax 
code and work of administration."

So the situation at this point in time* i.e. 1958* was 

that companies paid profits tax on their whole profits 
whether or not distributed. This tax was also not repayable 

to shareholders. In addition* companies were also liable to 
income tax at the standard flat rate.

Companies were subject to the complexities of the 
commencement and cessation provisions and they were

influenced every year by the alteration of the rate in the

personal sector.<AS> Furthermore* complexities were due to 
the fact that profits tax was on a current year basis whereas 

income tax was levied according to the preceding year basis.

These complications* caused by the existence of two 
taxes* income tax and profits tax* levied generally on the 

same income* and the fact that the present system for taxing 
corporate profits did not provide sufficient incentive to 

companies to plough back profits* led to the 1965 Reform.
Moreover* the main characteristics of the pre— 1965 

system were as follows*
(1 ) the company profits were chargeable to income tax at the 

standard rate and in addition to profits tax and then to flat
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rate profits tax*

(2 ) at one time the distribution of profits was encouraged 

and* at another time it was penalised (profit tax with 
differential rates) and

(3) capital gains and receipts as such were not taxable but 
the old concept of the tree and the fruit had been eroded 
over the years.<A&>
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3 .Ill Classical system

Up to 1965* companies paid income tax and profits tax
(at a rate of 15 percent since 1961)* thereby paying more tax 
than would be due from the shareholders as individuals. 
Where an individual received a dividend from a Company* the 
income tax paid by the company was treated as an advance

payment of income tax due from the individual who had to
reclaim the tax and add to it according to the rate for
which he was assessed on his total income.

A number of arguments were put forward to justify this tax.
In the 1961 Budget speech* the Chancellor of the

Exchequer* Mr Selwyn Lloyd* announced that he was asking the 
Board of Inland Revenue to undertake a future examination of 

the possibilities of combining company income tax and profits 
tax into a single corporation tax. He was confronted at 

once with the adverse recommendation of the majority of the 

Royal Commission. He would not be deterred by the
difficulty which was stressed in the Report (House of Commons 
Official Report) that of the possibility that the companies 

tax might become lower than the standard rate of income tax. 
He also said there was a great complication in the case of 

dividends paid by one company to another.

In 1963* the Chancellor* Mr Maudl ing* < + ' * > in his Budget 
said that his predecessor had referred to the question of 
amalgamating income tax and profits tax into a single 
corporation tax.

In April 1964* the Inland Revenue had published a White



paper? in which a Scheme for an accounts basis for Income Tax 

on company profits<=50> was set out wh i ch described for 
accountants? economists? businessmen and others? the very 
considerable transitional problems of bringing company income 
tax (assesed on the profits of the previous year) into line 
with profits tax (assessed on the profits of the current 
year). Once this difficult transition had been made? it 
would then have been comparat ively easy to bring in a 
corporation tax which would rationalise the structure of the 
system whilst preserving its general effects.

In 1965? Mr Callaghan's proposals involved far-reaching 

changes in the substance as well as the form of the tax 

system. Some of these changes were deliberate? some perhaps 
accidental? and some of these could have been avoided by more 
careful drafting. For example? the proposed CT would 
penalise dividends compared with profits retained by public 
companies. It taxed companies more heavily than
part n erships ? an d g r ow i ng p r i va t e compani es mo r e heavi1y t han 
public companies. It imposed heavy penalties on the income 
from overseas investment? but in a somewhat random and 
haphazard way? and it made, preference dividends much more 

expensive than debenture interest? altered the investment 
policy of Charities? and discouraged portfolio investment in 
the U.K. by foreigners. The merits of a CT were not to be 
confused with a quite separate issue of the changes in the 
level and incidence of taxation which Mr Callaghan had taken 
this opportunity to introduce.

The main objectives of change and reform in the company
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taxation were:
(1) To modernise the arrangement for taxing compan i es by 
establishing a separate system of company taxation? so making 
the company taxation more responsive to fiscal policy to aim 
at influencing the economy through the corporate sector;

(2) To simplify the company tax system and remove a number of 

anomalies which had led to significant tax avoidance and to 
i n f1uen c e distribution policy in favour of the p 1o ug h i ng back 
of large shares of company profits into productive 
investment;

(3) To modify a number of features of the pre— 1965 tax system 
said to favour investment overseas compared with investment 
in the U.K. The most important of these features? perhaps? 
was the question of relief for foreign taxes. Under the 
pre-1965 tax system? there was no tax charged on dividends as 

such. Credit for overseas tax was thus available to reduce 

or even extinguish the whole of a company's liability to 

profits tax and income tax on its income from abroad. At the 
same time? the liability of its shareholders to standard rate 

income tax on their dividends was regarded as having been 
satisfied by the company.
(4) The preceding year's basis for the assessment of income 

tax from companies profits under the pre— 1965 Code was not 
very satisfactory. Furthermore? complexities arose due to 
the fact that profits tax was levied on a current year basis 
whereas income tax was levied according to the preceding year

t

basis.<=51> Tiley said:
"Profits under the two taxes were computed
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differently. Not only was profit tax levied 

on current as opposed to a preceding year* but 
some items were deductible in computing 
proVpfs^for profits tax which were not for 
income tax."

The above complication* caused by the existence of a two 
tax rate system*income tax and profits tax* which levied tax 

on the same income* did not provide sufficient incentive to 
companies to plough back the profits. It thus became clear 
that changes were inevitable. A number of commissions were

set up to enquire into the income tax acts with the aim of

suggesting a panacea for these ills. Moreover* the status 
and position of companies had been extensively changed* 
progressive rates and personal allowances had become more and 

more important and a basic feature of the tax system. As
quoted in Hansard* Mr Callaghan said.:<!5:2>

"These changes have made obsolete the idea 
that companies and individuals should be 
treated for tax in the same way."

The Finance Act of 1965 changed the previous system of 

company taxation in two fundamental aspects:

(1) It abolished the charge to income tax and profits tax on 

a company's profits and introduced a charge to a new tax 

which was known as Corporation Tax (classical system) . <=S3> 
According to the new tax* all companies resident in the U.K. 

became liable to CT. <=5̂ > A company not resident in the U.K. 
would not be chargeable unless it carried on a trade in the 
U.K. through a branch or agency.<==> Individuals and



partnerships were not liable for CT* except that a company 
which-was a member of a partnership would be chargeable in 
respect of its share of the partnership profits<s<5>>
(2) It imposed liability to income tax on the distributions 
which a company made. CT became chargeable for a financial 
year ending 31 March at a rate to be fixed by Parliament each 

year. Financial years are referred to in the Corporation 

Tax Acts by naming a single calendar year? being the calendar 
year in which the financial year begins. S.?89(2)(e) of F.A.
1965. Thus the “financial year of 1966" means the year 

ending 31 March of 1967. The rate of CT for the financial 
years 1964 and 1965 was 40%. So CT was levied at a lower 
rate than the combined rates of income tax and profits tax. 
The rate of CT for future financial years was expected to be 
fixed by the Budget Resolutions immediately following the end 
of the year? and to be embodied in the Finance Act giving 

effect thereto. Although the rate of tax is fixed for 

financial years? assessments are made on companies profits of 
their accounting periods. Where an accounting period 
straddles two financial years one which has a different rate 
of tax from the other? a time apportionment of the profit has 
to be made so as to impose each rate on a proportion of 
profits corresponding to the proportion of the accounting 
period which falls in each financial year? S.49(3) 1965.

All the income (except the dividend and other 

distributions received from companies in the U.K.) and all 
chargeable ga ins of the company are chargeable to C T . ? 

S.47(1). Income for this purpose means income within the



61.

meaning of the Income Tax Acts? S .89 (3) ? <*=̂ > whether in the 
form of trading profits? investment income or any other kinds 
of income? and chargeable gains means chargeable gains within 
the meaning of the Finance Acts relating to capital gains 

tax. The CTA use the word "profits" as meaning a company's 
income and chargeable gains? SS.46(5)(6) and 47(1). 
Therefore? a company was to be liable to CT on its total 
profits i.e. both income and capital gains and was required 
under a new schedule F. not only to deduct income tax at the 
standard rate on distributions but also to account for the 
tax deducted to Revenue. The shareholder's position was to 
remain unchanged: the distribution in his hands was still to

be regarded as having borne income tax at the standard rate. 

Thus? if he was exempt or liable to income tax at less than 
the standard rate? he was to be entitled to claim the 

appropriate repayments? but if he was a standard rate 
taxpayer? no further payment was to be required of him? and 

if he were a surtaxpayer? the grossed-up amount of the 
distribution was to be included in his total income for 
surtax purposes.

The underlying purposes of this tax were as might have 
been gathered earlier? firstly to modernize the arrangements 

for taxing companies by establishing a separate system of 
company taxation so as to simplify the system and remove a 
number of anomalies which caused significant tax avoidance. 

Secondly? to create a framework under which companies would 
be encouraged to retain profits for expansion? rather than 

distribute as dividends to their shareholders. As the



Chancellor said:«se)

"It gives a strong incentive to all companies to 

plough back more of their profits for
expansion. Finally? the incentive to cut 
costs and to raise efficiency through new
investment are much stronger."

The CT scheme variously known as the classical system 
separated the taxation of companies from that of individual 
shareholders. Section 47 of F.A. 1965 provided that
companies were to deduct or deemed to deduct income tax at
the standard rate from the dividends they paid to the 

shareholders and to account to the revenue for the dividend 

tax so deducted so that in the hands of the shareholders the 
dividends had already borne income tax. The deduction of 

income tax at source also applied to the receipt and payment 
by companies of yearly interest? royalities and annual
payment etc. Therefore? there was corporation tax on the

profits of companies and income tax on the dividends it
distributed thereby? "separating the tax on companies from
the tax on individuals."

Dividends and other distributions paid by a company
resident in the UK are chargeable to income tax under

Schedule F? the tax being collected from the paying company? 
which has the right to deduct income tax at the standard rate 
and the obligation to account to the Commissioners of Inland 
Revenue for the tax so deducted? S. 47 of F.A. 1965. Thus 
companies have to pay their dividend gross? in part to the 
shareholders? and in part to the Inland Revenue? instead of 

net of income tax as under the previous system.



The charge of income tax under Schedule F extends to 
dividends paid out of capital profits as well as to dividends 

paid out of revenue profits. It also extends to the issue 
of bonus redeemable preference shares and bonus debentures? 
and the repayment of share capital to the extent to which the 
amount or value repaid exceeds to the amount paid up on the 

shares and to certain other distributions of a special 
character? sch.? 11 of FA 1965? and s c h . 5 para. (13) of FA
1966. it does not extend to distributions in respect of 
share capital in winding up? S.47 (5) of FA 1965.<=5<i'>

The Finance Act of 1965 introduced other basic 
principles? for example? assessments to CT were to be made on 

a company's accounting period of a maximum length of twelve 
months from its commencement? that is? on a current yearly 

basis<<£>0> and not on a preceding year assessment as was the 
case in the past.

It is interesting to consider the implication of 

changes in CT structure for company formation. Companies 
which were director—control 1 ed for profits tax purposes? and 

those that were liable to have their income apportioned among 

their members for surtax purposes were fused into one 

extended class? to include other types of closely controlled 

companies? with a new name “close company" . >

The 1965 Finance Act included special provisions for 
closely controlled companies to deal with the temptation to 

withhold profits from distribution? which would be greater 
under the CT system because income tax? as well as surtax 

would be avoided? whereas under the 1958 system only surtax



was avoided. Provisions were included to impose income tax 
and surtax on a closely-controlled company? i -e.? a company 
controlled by its directors? or five or fewer participators? 
which failed to distribute a reasonable proportion of its 
profits? having regard to its needs for maintaining and 
developing its business. The 1965 changes? in combination? 
altered the circumstances and levels of profits at which it 
became advantageous for tax purposes to trade as a company 

rather than as an individual? or in par tnersh ip.
The close companies were subject to restrictions on 

deduction for directors remuneration in computing for CT
purpose. They were liable to income tax on the shortfall in

distributions. The shortfall was arrived at by comparing a 
close company’s distribution for an accounting period with 
what was called “the required standard"? and the amount by 

which the distribution fell short of the required standard 

was called a "shortfall". A shortfall was therefore? 

treated as if it were a distribution made by the company and 
so income tax became chargeable on the company 

accord ingly.<<£>ac> If a close company made any loan or 
advanced any money to a participator or an associate of a 

participator (if he was an individual) it incurred a

liability equivalent to the income tax on the grossed up

amount of the loan or advance. (6,4>

In computing CT chargeable for any accounting period? 
there are allowed as deductions against total profits charges 

on income paid after the year 1965—66 in the form of annual 
interest and annuities and other annual payments from which



deduction of income tax is authorised by the Income Tax Acts? 
provided that such payments do not rank as “distributions" 
and are not charged to capital? S.52 of FA of 1965. It is 
this rule allowing interest to be deducted in computing 
profits for CT purposes which makes it cheaper for a company 

to pay interest rather than dividends. The Company will 
have to account to the Commissioners of Inland Revenue for 
the income tax deducted? S.48 of FA of 1965? instead of being 
allowed? as under the former system? to retain the income tax 
if the charges on income were paid out of profits brought 
into charge to tax.<65>

According to the classical system? the credit for 
overseas tax was limited to the company’s own CT liability on 
its profits. In other words? it did not allow this credit 

to pass through to the shareholders’ liability on the 

dividends they received so that it could not give them a 

credit for tax they had not in fact paid.

Other modifications introduced by the classical system 

included the withdrawal of the overseas trade corporation 

scheme under which a U.K. Company operating overseas might 

secure exemption from U.K. tax on its trading profits. Also 
withdrawn was the allowance of relief for underlying tax? 
i.e. the tax borne by an overseas company on its profits? in 
the hand of a portfolio shareholder. The pre-1965 tax 

system in the U.K. had charged a higher rate of tax on inward 
investment than most other developed countries and the 

introduction of CT? in conjunction with the renegotiation of 

double taxation agreements served to bring this charge into
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line with general practice.<&&> Therefore, there were some 
fundamental changes in the schemes of relief in respect of 
foreign and U.K. taxation formerly available to companies 

operating abroad e.g. some compensation in the form of
"overspill relief" was given to U.K. companies with overseas 
interests to make up for the tax credit in respect of foreign 
tax paid by the company which was now restricted to CT.
Thus the shareholders had to pay the full tax on their 
d i v i dends.

Also, a company should not be subject to capital gains 
tax in respect of gains accruing to it so that it is liable

in respect of them to CT. <<s*e> The Revenue has been given
power to recover the liability from the recipient of the

capital distribution in cases of failure on the part of
companies to pay the tax involved.

The main advantages of the classical system are:
<1) Its simplicity of administration, and
(2) Its fiscal neutrality in many respects. The most 

important aspects of its neutrality are:

(a) The classical system imposes the same rate on distributed

and retained corporate profits, but companies had to bear the 
gross cost of distributions.

(b) The classical system does not discriminate between 
resident and non resident sharehol ders.

(c) Dividends distributed by a resident subsidiary company to 
a resident or non-resident parent company are basically 
treated ali k e .

(d) The classical system was to encourage companies to raise



capital by loan issue, e.g. of debentures, rather than by 
share issues interest payment but not distributions, were 
deductable from total profits.
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3 - ivImputation system

In 1971 7 a new Government announced its intention to 
reform the sturcture of CT in order to remove the
discrimination against distributed profit- In a Green Paper 

issued at that time it was pointed out that<:iro>
"The changes must have regard to the timing
and direction of developments in company 
taxation within the European Economic 

Commun i ty -"
Since the introduction of the CT in 1965? company profits had 

been taxed in two stages? once when the profits were earned 
(CT) and again? as a separate source? when those profits? or

a part of them? were distributed to shareholders (income
tax)- The distributing company was under an obligation to 

deduct income tax (IT) before payment and to account for such 
deductions to the Inland Revenue- It therefore was much 
criticised both here and on the continent of Europe for over 
taxing distributions? under taxing retentions? and 

interfering with the working of the capital market.
The Green Paper set out the various methods by'which the 

reform of the structure of CT might be achieved? and a select 
committee of the House of Commons considered these 
alternat ives? and made recommendations- The Green Paper 
intended to promote discussion of alternative systems but 

expressed the Government’s preference for the two-rate system 
under which distributed profits would attract a lower tax 
rate than undistributed profits? i.e. the two— rate



system? the distributed profits of a company would be taxed 
at one rate? and its undistributed profits at a higher rate. 
In this way the shareholder would continue to bear income tax 
on his dividend income? regardless of the CT paid by the 
company? and the machinery for deducting and accounting for 

income tax on the distribution would? presumably? remain in 

being. Under the alternative proposals of the imputation 
system? a company would pay CT on its profits? distributed or 

undistributed? at a uniform rate but the shareholder would be 
entitled to have part of the company’s tax imputed to him? 
so as to discharge? wholly or in part? the tax which would
otherwise be levied on him in respect of that income. The
tax deducted from dividends and paid to the Revenue would 
represent an advance payment of the company’s liability to 
corporation tax. ^

There would be little to choose between the two systems 

if the problems were confined to those of companies operating 
in the U.K. and their U.K. resident shareholders? but in the 

field of international taxation the two-rate system would 
have unwelcome implications. Whatever system was adopted?
double taxation agreements with other countries would have to
be renegotiated. The adoption of the imputation system 
would carry with it a higher rate of tax on company profits 
than would the alternative and would strengthen the position 
of those who were negotiating on this country’s behalf with 
those countries where company profits would be taxed at
similar levels. Also? with the need to harmonise the tax 

systems prevailing or to be adopted within the EEC? the
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select committee decided to choose "imputation system" and 

the Government accepted that recommendation.
Under the imputation system a company's profits are 

taxed at a flat rate? assume 50 percent? and part of 
company's tax is allowed to the shareholder as a credit 
against his personal tax liability on his dividend. Under 
the two—rate system? no tax credit is given to the 
shareholder? who has to pay income tax at his personal rate 
on his dividend? but the tax on the company's profits is 
charged at a reduced rate to the extent that the profits are 

paid out as dividends.

The effect of the two-rate and imputation systems as 
were proposed in the UK compared with the classical system 
which operated in the UK from 1965 until 1973 is illustrated 

in the example shown below? where it is assumed that the 

company makes a full distribution of its profits? CT rate is 

40 percent according to the classical system and 50 percent 

according to the two-rate and imputation systems? and income 
tax rate is 30 percent.

(a) According to the classical system

£ £
Prof i ts 100

Corporation Tax 40
Less Distribution Relief

40

D i v i dend 60
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Income Tax (60 x 30/100) 18

Net income of shareholder 42

This figure illustrates the major objection to the 
classical system because it involves the double taxation of 
dividends- The double taxation arises because the dividend 
is subject to both corporat ion tax and income tax -

(b) According to two— rate system 

Prof i ts
Corporation Tax

Less Distribution Relief
50
21

£
100

29

D i v i dend
Income Tax (71 x 30/100)

71

21

Net income of shareholder 50

(c) According to the Imputation System

Prof i ts
Corporation Tax

Less Distribution Relief
50

£
100

50



D i v i dend 
Income Tax

Less Imputation (ACT) 3/7
21
21

50

00

Net income of shareholder 50

The example above illustrates that the two-rate system 

and the imputation system are identical in their effects? and 

this point also emerges when various other aspects of company 
tax are considered? for example? as in double taxation 

relief. Both systems attempt to alleviate part of the
double taxation of dividends either by giving shareholders 
credit for tax paid by the company or by charging a lower
rate on distributed profits than on und i si r i but ed «

The Green Paper intended to promote discussion of the 

alternative systems mentioned above. The Committee pointed 
out that they had confined their enquiry to a consideration 
of the Government’s intention to reform the structure of CT 

in order to remove the discrimination against distributed 

profits. The Committee did not examine the arguments for or 
against Advance Corporation Tax (ACT) nor those for or
against discriminating against distributed profit? but they 
took some account of developments in company taxation with 
the European Economic Community (EEC).

As indicated in the example above? the two-rate and the 
imputation systems can both be designed so as to afford
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relief from double taxation of profits earned by U.K. 
companies overseas up to the limit of U.K. corporation 

tax.<73> The Select Committee had recommended that the
imputation system? rather than two— rate system? should be 
adopted? and it seemed likely that the Government would agree 
with this view? although it was contrary to its own original

expressed preference. The Select Committee was mainly
influenced by international considerations in reaching its 

conclusion. In the U.K.? therefore? it would be more likely 
that the imputation system would eventually form the basis of 
tax harmonisation in the EEC? of which it was due to become a 
member in January 1973? because it would itself adopt an 
imputation system.

The question was referred to a Select Committee which

recommended the imputation system? largely because the 
inevitable renegotiation of a double taxation treaty would be 

made easier.c74) The recommendations were implemented in 
the Finance Act (FA) 1972? and came into effect in 1973.

Under the imputation system the company is treated as 

paying part of its CT in advance when it accounts for ACT on 
its dividend and the payment in advance is deemed to be 

income tax deducted from the dividends as far as the 
shareholder is concerned.

The ACT paid by a company on distributions made by it in 
an accounting period would be set against its liability to CT 

for that period. It should be noted that only distributions 
made in the accounting period were counted not dividends 

declared for that period but paid after the end of i t .
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But the limitation is that ACT may be set off against CT on 
income^ and not against tax on chargeable gains. For this 
purpose charges on income? management expenses and other 
deductions of a general nature in the CT computation? must be

deductions equal? or exceed the income therefore? no set-off 
of ACT may be claimed for that accounting period. There is 
another limitation for the amount of ACT which can be set 
against the CT liability? again excluding the chargeable 
gains. This is equal to the following:—

Maximum ACT set off = 30% (Corporation tax income Sched. 
D charges on income).

For the purpose of determining the maximum amount of 

ACT? set-off charges on income are deducted from the 

corporation tax income first smd then the chargeable gains. 

This is contrary to the normal rule that such charges are 

deductable from the total of CT income and any chargeable 
gains. For example? A Ltd.? company had an accounting 

period ending 31st_ March 1986. It has the following
profits chargeable to C T .

attributed to income? not to chargeable gains. If these

£
Sched.? D 850,000
Chargeable gains less abatement

(10,000 -1/4) 2,500) 7,500

857,500
Less charges on income 7,500

95



A dividend of £.800000 was paid on the 20th March 1986

For computing the ma i ns.tream 1 i ab i 1 i t i es are:
(1) Maximum Act set off:

Sched.D. Case 1 850000
Less charges on income 7500

842500

(29% X 842500 i.e. £ 244,325)

Corporation tax payable: 
850000 X 35%

Less ACT set off 
ACT on franked payment 

Max imum set off
326761
244325

297500

244325

Surplus ACT 82436

Mainstream liability 53175

In the above example the maximum ACT criteria applies, 
and this has given rise to what is known as a surplus of ACT. 

The remaining ACT on the dividends paid in 1986 which can be 
set off in another accounting period will be £326761 —
£244325 = £32436.

From the above restriction the ACT on distributions in 
an accounting period cannot be fully used against the CT of 
that period. It may however, be used to reduce the CT
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liabilities of earlier periods and repayment may be claimed 

accordingly. The accounting periods available are those 

beginning in the six preceding yearsj <77> and the later or 
latest of those periods must be dealt with before the earlier 
or earliest. The same restrictions on set-off will apply to 
a preceding period as they will to the period in which the 
ACT originates, and to obtain this relief the company must 
claim ujithin two years after the end of that originating 

per i od, <̂ re> S .85 (3) , which declared:
"That is to say, advance corporation tax which 
cannot be set against the company's liability 

to corporation tax for that period because the 

company has no income charged to corporation 

tax for that period ...the company may, within 

two years after the end of that period, claim 
to have the whole or any part of that amount 
treated for the purposes of this section ..."

ACT which cannot be utilised for set-off in the period in 

which it originates, and which has not been used for an 
earlier period, should be carried forward to subsequent 

periods, without time limit. S.85(4) of F.A. 1972. In 

whichever period it is used, the same rules restricting the 

set-off will apply.
Income tax will continue to be chargeable on all 

dividends and other distributions made by a U.K. resident 
company, unless specifically exempted. Where a tax credit 
attaches to a distribution, the amount chargeable to income 
tax will be the distribution plus the credit. This much is



made evident in the new Sched «F? T -A.. 1 9 7 0 . Here and 
elsewhere a distribution is to be taken as its amount or 

value, thus covering the case where it takes some form other 
than cash 8.87(2) F.A. 1972.

Persons? including companies? resident in the U.K. will 
be entitled to tax credit? but only in respect of qualifying 
distributions received from a U.K. resident company. The tax 
credit will be such proportion of the distribution as 

corresponds to the rate of ACT in force for the financial year 

in which the distribution is made. s.86(l)and (2). Where 
a distribution is deemed to be the income of some person 

other than the recipient? the residence status of that other 
person will determine the entitelement or otherwise to tax 

cred i t .

Where a distribution does not carry with it tax credit? 
if it is a non—qualifying distribution? or the recipient is 

not resident? it will not be assessed to income tax at the 
basic rate. It will be subject to assessment at the 

additional rates? but without any notional addition for tax 
credit. It will not be available to cover taxed charges 

under SS.52? 53? T.A. 1970 and 8.87(5) of F.A. 1972. There 
was a provision to obviate the double taxation of a bonus 
issue which? having borne income tax as a non— qualifying 

distribution would become liable to tax again when redeemed. 
S.87(6) The essential elements in the imputation system were 
contained in the F.A. 1972? 88.84 to 111. These can be

summarized in the following points:
(1) A Company pays CT at a single rate on all its profits



whether distributed or undistributed? S.84 F.A 1972? 
provides that company making a qualifying distribution 
including dividends shall be liable to pay ACT to the Inland 
Revenue (IR) at the basic rate.

(2) Such advance payments made by a company in respect of any 

distribution in an accounting period shall be set against its 
liability to CT on any profits in that accounting period and 
shall accordingly discharge a corresponding amount of the 
1 iability.<eo>

(3)A United Kingdom resident of a distribution in respect of 
which ACT has been paid is entitled to a tax credit.<QX> An 
individual recipient is therefore entitled to set the tax 
credit against the income tax chargeable on his total income 
for the year of assessment in which the distribution is made. 

Where the credit exceeds that income tax? he shall have the 

excess paid to him.<e2> A shareholder who is a basic rate 
taxpayer will not be required to pay an advance tax on his 

distribution. If he is liable to tax at the higher rates or 
to the investment income surcharge? the credit must be 
included for the purpose in his total income.

From April lst_ 1973 the classical system of corporation 
tax was replaced by an imputation system. On April 6th
1973? Unified Tax replaced income and surtax. Under the 
imputation system a company pays CT at a flat rate subject to 

special provisions for small companies on all its taxable 
profits? which include its chargeable gains whether
distributed or undistributed. A company distributing profit 

in the form of dividend or other distributions makes to the



79.

Inland Revenue an advance payment of C T .

Where a company paid a dividend or made a qualifying 

d i str i but ion<83) after April 5 t h  1973, an imputation credit 
of three/sevenths (3/7) of the amount of the distribution was 
attached to it. The company at the same time became liable 
to pay an ACT of an amount (also) equal to three/sevenths of 

the distribution except to the extent to which there was 
franked investment income (Fll). So the introduction of the 
imputation system required some changes in the treatment of 

distributions and the main requirements of the system were 
summarized as folloujs: <szv>

(1) The company would pay CT at a single rate on all its 
profits whether distributed or undistributed.
(2) The company would not deduct income tax from payment of 
d i v i dends.

(3) When companies paid dividends to shareholders,they were 

required also to make an advance payment of CT at a rate of 

27/73ths in 1987 of the actual dividend paid to the 
shareholder.

(4) Advance payment made by reference to distributions in an 
accounting period would be set against the CT liability of 
the company on profits for that accounting period; and
(5) The recipient of a distribution in respect of which ACt 
was payable would be entitled to tax credit. For example:
If a company paid a dividend of £73 to shareholder, it would 
be required to pay 27/73 of this amount, £27, as an advance 

payment of C T . The shareholder would be treated as if he had 
a tax credit of £27 with the result that if he is liable to



the higher rate of tax or investment income surcharge, this 
will be made on the aggregate sum of £100, being equal to the 

dividend of £73 which he has received, together with the tax 

credit of £27. On the other hand, a taxpayer who is liable 
to income tax only at the basic rate of 27 percent, would pay 
no tax on his dividend. A shareholder who is not liable to 
tax would be able to claim repayment of his tax credit. It 

will be appreciated that the company will be obliged to pay 
ACT if it pays a dividend, without regard to whether it has a 

liability to CT in the normal way. For instance, it may not 
be liable to CT as its total income for the purpose of the 

tax may be nil because of high capital allowances, although 
it may have a profit for the purposes of commercial accounts 

and may therefore, pay a dividend. Alternatively, it may 
pay a dividend out of its profits from an earlier year.

The White Paper, (Cmnd.4955) states that the imputation 
system is one under which<e=5>

“Part of the company’s liability to corporation 
tax is imputed to the shareholder, i.e. is 

treated as satisfying the basic rate income 
tax liability of the shareholder. The 

mechanism by which the imputation is given 

effect is the tax ,,credit“ which is conferred 
on each resident shareholder when a qualifying 

distribution is made to him."

In general, distributions for the purposes of the 

imputation system follow the provisions in SS.233 to 237 of 

the Income and Corporation Tax Act 1970, but there is a



distinction between qualifying distributions in respect of 
which ACT must be paid, resulting in a credit being conferred 
on the recipient, and non-qualifying distributions which are 
payable without ACT and carry on tax cred i t .

ACT is not a withholding tax but is exactly what it says, 
an advance payment of CT. In the majority of cases the 

payment of ACT will not affect the company’s total ultimate 
liability but it will bring forward the actual date when part 
of this liability has to be met.<er7>

Any qualifying distribtution plus ACT is referred to as 
a franked payment. The amount of value of dividends and 
other qualifying distribtutions received by a U.K. resident 
company from another U.K. company plus the tax credit is 
known as franked investment income. Where a company making a 

qualifying distribution has received Fll, advance corporation 
tax is only payable on the amount of the qualifying 

distribution corresponding to the excess of the franked 

payment made by the company for the period over the Fll 

received. Any excess of Fll over the amount of franked 

payments made in the accounting period may be carried forward 
i ndef i ni tely.

The principal purpose of requiring a company to pay ACT 

in connection with the payment of dividends is to ensure that 
the Revenue can never be required to grant an imputation 
credit unless they have collected at least a corresponding 

amount of tax from the company. In other words, ACT creates 
a double tax credit (a) against the company’s liability for 

CT and (b) against the shareholder’s liability for income
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tax .
The corporation will also continue to be under an 

obligation to deduct and account for income tax when paying 
charges on income such as interest. It will? however? no
longer be required to deduct and account for income tax on 
distributions. The change in CT system which came into 
operation in April 1973 rendered it necessary to make some 
alterations to the treatments of groups concerning the 
treatment of group income. Accordingly section 91 of FA 
1972 provided that for subsection (1) of section 256 there was 
to be substituted a neu* subsection (1) which was set out in 

part 11 of Sch.15 of the 1972 Act and which has effect from 5 

April 1973. Where a company resident in the U.K. receives 
dividends from another company also resident here? and the 

company paying the dividend is a 51% subsidiary of the other? 
or they are both 51% subsidiaries of another resident 

company? or the compay paying the dividends is a trading or 
holding company owned by a consortium? the members of which 
include the company receiving the dividends? then that 

company and the company paying them may jointly elect that 

those dividends shall be exluded from sections 84(1) and 86 
of the FA 1972? and are accordingly not included in reference 
to franked payment made by the company paying the dividend of 

the Fll of the company receiving them. They are therefore? 

to be known as group income of the recipient company.(88) 
part 11 of Sch.15 includes new subsecton (4) and (4A) in 
substitution for the subsection (4) of section 256?(89) to 

operate from 6 April 1973. These deal with the position



which can arise where companies wrongly omit to pay ACT? 
possibly because of an invalid election. Accordingly the 
new subsection (4) provides that where a company purports by 

virtue of an election under S.256 (1) to pay any dividends?
without paying ACT? or by virtue of an election under 
S.256(2) to make any payment without deduction of income tax? 
but ACT ought to have been paid or income tax ought to have 

been deducted? as the case may be? the Inspector may make 

such assessments? adjustments or set off/ffas may be required 

for securing that the resulting liabilities to tax? including 
interest on unpaid tax of company paying and the company 
receiving the dividends at payments are? so far as possible? 
the same as they would have been if the ACT had been duly 
paid or the income fax had been duly deducted.(90)

The imputation system provides a special lower rate to 
certain small companies whose profits do not exceed a 

specified level. A small company is defined in S.95 F.A 1972 

as any company whose profits for any accounting period do not 
exceed the lower maximum amount. Where the profits are 

greater than the lower maximum amount? but less than an upper 
maximum amount? then the mariginal relief provisions apply.

For the purposes of determining whether or not the small 
company rate is to apply? then profits are defined to include 
the following.

(a) Profits on which corporation tax is chargeable? i.e. 

corporation tax income and chargeable gains;

(b) Franked investment income? excluding any distribution for 
group companies? and
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(c) The basic rates and relevant maximum amount of’ past five 
years as follows:
F i nanc i al years Rat e Lower level Upper level
1983 to 31 .3.1984 30% £100?000 £500,000
1984 to 31 .3.1985 30% 100,000 500,000
1985 to 31 .3.1986 30% 100,000 500,000
1986 to 31 .3.1987 29% 100,000 500,000
1987 to 31 .3.1988 27% 100,000 500,000

Under the imputation system special treatment has been 

applied to chargeable gains to include Unit Trusts and 

Investment Trusts. <<yi> Chargeble gains were included in a 
company's total profits for any accounting period and were 

reduced by a fraction? and the full corporation tax rate was 

applied to that reduced amount . <<?2) For instance? companies 
resident in the U.K. are liable to CT in respect of their 
chargeable gains. The tax payable is paid as CT and? not 

capital gains tax? it is provided that the amount of tax 

payable by a company must not exceed that payable as an 
individual. To achieve this the capital gains of a company 
are to be reduced by "such? a fraction as Parliament may from 
time to time determine". The reduction rates at past five 
years as follows:

Financial Years 
Year to 31.3.1983 
Year to 31.3.1984 

Year to 31.3.1985 

Year to 31.3.1986 
Year to 31.3.1987

Reduction Rate 
22/52 

2/5 
1/3 
1/4 

1/7
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The normal rate of corporation tax is applied to the 

reduced gains. Chargeable gains will have deducted from 
them for the purpose any allowable capital losses incurred in 
the same accounting period? or brought forward capital 
losses? which must be deducted from capital gains before 

applying the fractional reduction.
Income arising from possessions outside the U.K. not 

being income consisting of any emoluments of any office or 

employment? are liable to CT under the case V. of Sched.D.

A company’s income which has borne foreign tax will remain
the subject of a credit for that tax up to the amount of the 
CT attributable to that income. For this purpose? a 

company’s foreign income will be reduced by charges on 
income? management expenses? etc.? but if there are other

profits against which those charges may be set? only to the

extent that the company may decide to allocate the deductions 
between the foreign income concerned and chargeable gains as 

it thinks fit. S . 100(4) (5) . <<73>
If a U.K. company carries on a trade overseas? whether 

through a branch or subsidiary company? then if control is 

exercised by the U.K. company? the foreign income is 

chargeable to CT under Sch.D. Case I or II? and not case V. 
For tax credit purposes the corporation tax attributed to a 

source of foreign income will be the corporation tax as 
reduced by ACT which can be set against it. If there are 
other sources of income? the company may allocate the ACT 

between the various categories of income (but not chargeable 

gains) as it thinks fit? within the prescribed limits for
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each part of the income? 8.100(6) this way the
company can ensure that the amount of foreign tax which goes 
unrelieved will be reduced to a minimum. Nevertheless?
companies ujith major sources of overseas income taxed at 
higher rate which aim to distribute a high proportion of 
those profits? will find that the new system offers fewer 
advantages to them than to companies with similar levels of 

profit derived from the U.K.
The parent company will be chargeable to CT in respect 

of any dividend income received and this will carry with it 
the availability of unilateral or double taxation rel i e f .

The Finance Act of 1984 enacted provisions whereby certain 
U.K. resident companies with interests in a controlled 

foreign company may be charged on CT on an apportionment of 

the profits of the controlled foreign company. SS.82—91? and 

schedules 16— 18 of Finance Act 1984.
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Organizations liable to corporation tax

Corporation tax? as mentioned? is chargeable on:

(1) All companies resident in the U.K.
(2) Non-resident companies trading in the U.K. through a 

branch or agency.
The term "Company" includes not only those incorporated 

under the Companies Acts? but also any body corporated or 
unincorporated association? SS.238(1) and 526(5) T.A.1970? 
such as a Sports or Golf Club? or Social Club. The profits 
of the latter which are classified as mutual profits? i.e. 
income arising from its trading relationships with its 

members? may be excluded from the charge. But where? for 

example the club receives interest on bank deposits or other 

investments it will be chargeable to CT and income tax.

The case of The Conservat ive and Unionist Central Office 

v. Burrell (Inspector of Taxes) <<y<s> emphasized that the 
Conservative Party was not an unincorporated association and? 
as such? it was not chargeable to C T . Although the Crown 
accepted that the Central Office was not itself an 

unincorporated association? and Vinelott J. adjudged that 
the Central Office was nothing more than an administrative 
unit of the Conservative and Unionist Party and therefore not 
liable to CT? on the other hand? Lawton L.J. confirmed the 

Central Office was an unincorporated association and indeed 

subject to C T . He said:<s>7r>
"The special commissioners had decided that 

Central Office was an unincorporated
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association and as such was chargeable to 
corporation tax on its profits under the
provisions of S S .238(1) and 526(5) of the
Income and Corporation Tax Act 1970-“

The main organizations liable to CT are as follows:

(1) Companies resident in the U.K.* and this includes foreign 
owned companies operating in the U.K. through resident

compan i e s .
(2) State owned corporations such as the Bank of England.
(3) Unincorporated associations. These are not defined but

may be taken to include any form of Club or Society including 
voluntary associations.
(4) A branch or agency of a non-resident company.

(5) Building societies* provident societies? and insurance
companies - special rules apply to these organizat ions.

(6) Registered Friendly societies (where exemption from CT 

can be obtained in certain circumstances) and

(7) If a company enters into a partnership then it is charged 

to corporation tax in respect of its due share of the 

partnership profits.
Main organizations exempt from corporation tax

The main organizations exempt from corporation tax are:

(1) Partnerships.
(2) Local authorities.
(3) Approved superannuation schemes.

(4) Char i t i e s . A charity which is defined as “any body of 
persons or trust established for charitable purpose" is 

exempt from CT. If a charity carries on any trade then any
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profits arising will be exempt providing that

(i) they are applied solely for the purposes of the charity? 
and (ii) either the trade is exercised out of a primary 
purpose of the charity? or the work is mainly carried out by 
the beneficiaries of the charity.
(5) Agricultural and scientific societies
(6) The British Museum? subject to certain restrictions? and

(7) The Crown.
The Imputation System as seen by the Company

From the viewpoint of the Company? the imputation system 

will work in this w a y .
(1) Whenever profits emerge in the form of a dividend or 
other qualifying distribution? the company must pay ACT equal 

to 3/7ths of the distribution in 1973 or 27/73ths in 1987.
(2) The CT on the company's profits will be assessed at the 

rate of 50 percent in 1973? which reduced to 35 percent in 

1987? and normally becomes payable nine months from the end 

of that accounting period? or if it is later? thirty days 

from the date of the issue of the notice of assessment.

However? the advance payment will be set against the CT 

assessed on the profits of the accounting period so as to 

reduce the amount of tax then payable. It may help in the 
discussion of the imputation system to describe the amount of 

tax payable after the end of the accounting period? as 

reduced by an ACT? as the mainstream tax bill. For example? 
a company with income of £600?000 will be assessed after the 

end of the accounting period to £300?000?(assume the 

Corporation Tax Rate (CTR) is 50%)? CT. If it pays to its



shareholders a dividend during the period of £73?000 it will 
be required at the same time to pay to the Inland Revenue ACT 
of £27?000 (27/73). The advance payment will be set off at 

the end of the year so as to reduce the mainstream liability 
to £273?000.
The imputation system and shareholder

The effect on the U.K. resident shareholder can be 
described as follows:
Instead of receiving a net payment representing a gross

dividend from which income tax has been deducted? he will 
receive a dividend of a stated amount which will carry with 

it a tax credit. This credit must be included in his income 
for tax purposes? but? as it will correspond in amount to 

27/731 hs (suppose the basic rate is 27 percent)? of the

dividend? it would serve to satisfy the basic rate charge at 

27 percent on the total of dividend plus credit. The basic 

rate taxpayer will not therefore? be asked to pay additional 

tax on the dividend. A shareholder who is not liable to tax
can claim payment of the credit? if he is liable to tax at

the higher rates or to investment income surcharge? the 
credit must be included for this purpose in his total income.

Under the imputation system the company will declare and pay
to the shareholder a dividend of £70 which will carry a tax

credit of 3/7ths = £30; any liability to the higher rates of
tax or to the investment income surcharge will be on the 

aggregate of £70 plus £30 = £100.

ACT and the shareholder's tax credit form the core of



this system? they are the essential link between the 

company's corporation tax and the shareholder's own tax 
liability. In this way a single rate of 'imputation' can be 
applied to all distributions regardless of the effective rate 
at which the company is liable to tax. In its absence there 
would be difficulties where dividends are paid out of profits 
which? for one reason or another? have not borne UK 
corporation tax in full. Clearly it would be in such cases 

to give the shareholders a credit for tax which has never 
been paid? and the select Committee therefore? regarded some 

such preliminary payment as an essential element in the 
imputation system.

General structure of imputation system

The main features of the imputation system are as 

fol1ows:
(1) The Company pays CT on all its profits and gains whether 

distributed or not? generally at a flat rate. A special 
lower rate applies to certain small companies whose profits 

do not exceed a specified level. This rate was initially 

fixed at 29 percent for the financial year 1986? as opposed 
to the normal rate of 35 percent for the same year.
(2) When a company distributes profits it makes a payment of 
tax? called "Advance Corporation Tax". As the name implies? 
this is an advance payment of CT and the amount paid is set 
against the company's eventual CT liability for the period in 
question. Initially? the rate of ACT was set at 29/71ths?
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for 1986, of the amount of the distribution.

(3) A shareholder who receives a dividend* or other
distribution* is liable to personal income tax upon the
amount of the dividend plus the advance CT paid in respect of

it* but receives a "tax credit" for that tax? so if all 
shareholders paid income tax at the basic rate* that would be 

the end of the matter. But some shareholders have higher 
marginal tax rates and others* lower* and this complicates 
matters somewhat? because we have to calculate the amount of 

extra tax or a refund which is due,<100>
(4) The corporation tax rate is chargeable on profits whether 
distributed as a dividend or not.
(5) Within certain limits the payment of advance corporation 
tax in an accounting period is set against the company’s 

liability to corporation tax on its taxable profits for that 

accq unting period.

(6) The shareholder is regarded as having imputed to him* a 

tax credit equivalent to the amount of advance corporation 
tax payment* which is also equal to the basic rate of income 

tax. Any income tax liability which he may have at the 
basic rate is thereby satisfied.

(7) Income tax as such is not deducted from dividends. 
However? it is deducted from annual payments such as loan or 

debenture interest* royalties and deeds of Covenant.



V. A comparative analysis of company tax systems

In this section? comparisons and conclusions concerning 
the three types of systems? i.e. classical? two— rate and 
imputation systems? are made. This is done on a theoretical 
level and the comparison demonstrates the following main 

pa i nts* —
Cl) the resemblance between the three tax systems;
(2) the three systems and legal forms of enterprise;
(3) the three systems and economic double taxation;

(4) the three systems and choice of financing; and
(5) the three systems and distribution profits.

Resemblance of Company Tax Systems

In respect of CT? the three tax systems have many 
important similarities which are as follows*

(a) All of them include a synthetic? progressive individual 

income tax which affects the income of natural persons? 
including the dividend income.

(b) The Corporation tax is an independent tax on the profits 

of ent i t i es;
(c) The CT is imposed on the entire profits of share 

compan i es;
(d) The CT is at any rate partly a ’real corporation tax’ in 

the sense that it is imposed without trying to prevent 

economic double taxation. But the economic double taxation



is moderated according to the two— rate and imputation 
systems;
(e) None of the three tax systems is neutral in respect of 
the legal form of the enterprise. The individual income tax 
is in all systems progressive and the CT proportionate.

Company Tax systems and Legal Forms of Enterprise
An important object of any CT is providing neutrality in 

terms of fiscal consequences in selection of the form of 

doing business. Thus? small and medium size businesses 
should be able to choose their legal form solely for economic 
and legal reasons disregarding taxability? and as regards the 

possibilities of expansion financing corporate business.
Forms of business organization may also be influenced by 

the sturcture of the corporation tax rate (C.T.R.)? whatever 

the system. A lower rate for small profits may encourage
the growth of a number of small companies controlled by a
group? except where the benefit of the reduced rates are 

available only to one member of a group<loi>

Because of the nature of the proportionate corporation 

tax and the progressive individual income tax (IIT)? none of 
the three tax systems is completely neutral with respect to 

choosing a business form? e.g.? as the marginal rate of IIT 
increases? it may seem desirable to do business in a 
corporate form. The choice should be made? however? taking 

into account the necessity of dividend distributions which
may result in a more or less significant double taxat ion of
such distributions depending on the system chosen.<102)



The individual income tax is in all systems progressive and 
the CT proportionate. When the income of individual 

entrepreneurs increases? the difference between the mariginal 
burden of the individual income tax and rate of CT becomes 
increasingly significant. In total? where circumstances 
which make the corporate form more advantageous than the 

direct conduct of the enterprise? the size of the profit is an 
important factor? but numerous other circumstances are also 
important? such as the amount of the deductible compensation 
of the management and the necessity of distributions by the 
share company which again are subject to incme tax.<103>

It will be sufficient to note that the two-rate and the 

imputation systems are more neutral than the classical system 

in so far as both the prospect of fiscal advantage and the 
prospect of fiscal disadvantage in consequence of the 

transformtion of the business into a share company becomes 
smaller. There is less advantage because the rate of the CT 
on retained profits is higher in the two—rate and imputation 
systems than in the classical system? and the distance to the 
top— rate of the individual income tax smaller. There is 
less disadvantage because the EDT on distributed profit is 
moderated in the other (two— rate and imputation) systems.

With regard to the problem of financing enterprise 
expansion in comparing the corporate form to the sole trader? 
the advantages to the former in this respect tend to be less 
in the two— rate and imputation systems because the pressure 

to make distributions erodes in part the ability to 

self— f i nance.
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The three systems and choice of means of financing
Non-fiscal consequences should determine decision-making 

in respect of the means of financing- As between equity and 
loan financing? fiscal discrimination can be observed in the 
usual deductiblity of loan interest and the usual 

non—deductibi1 ity of dividend distributions? i-e. interest on 
loan capital is deductible in computing the taxable profit? 

while the interest on the equity capital? or on the paid-in 
capital? is not deductible (This is generally true in all 
three systems)- This difference in fiscal treatment could 

be a stimulus to the use of finance by loan capital instead
of f i nanci ng with equ i ty cap i tal.

In choosing a particular means of raising finance a 
number of factors are involved and taxation is one of them. 
In the survey? our field study in Egypt? about 75% of the 

firms (MNCs) replied.K " Yes" to the question (“Have 
taxes any effects on your borrowing policy decision'?")

Under the classical system? no part of dividends can be 

offset against liability to CT and on the other hand? 

interest on loan capital is tax deductible and its relative

attraction theory enhanced- The classical system tends to

encourage self-finance rather than distribution of profits.
With the imputation system? dividends are partially 

deductible for CT purposes? e.g. if £100 paid out as gross 

dividend reduces the final CT liability by £27 (assuming 
personal tax rate (ITR) is 27%)? while £100 paid out in 
interest would reduce it by £35 (assuming the CTR is 35%). 
Moreover? the two—rate imputation systems are all neutral as



between retentions and distributions.

From a theoretical viewpoint the idea of a more
neutral attitude of the fiscal attitude in respect of the 
choice between the use of equity capital or loan capital is

attractive. Whether the effect in a concrete situation can

be considered as favourable or unfavourable is dependent on 
whether or not the total number of factors which determine
the method of financing? prove to lead to a degree of

financing with loan capital which evokes drawbacks.
At the first glance? from table (3.1)? it might appear 

that the tax system has influenced the issue of shares or of 
debentures. According to the classical system the issue of 
debentures was greater than the issue of shares for the first 
few years of the classical system? but this trend did not 

continue for long.

Under the imputaton system? the issue of shares is to 

some extent encourged as compared with the classical system. 
Table (3.1) below shows that the issue of shares is much 

greater than the issue of debentures following the 
introduction of the imputation system.<10=>

The three systems and distributed profits

Academic argument relating to distributed profits 
centres on two questions: firstly as to whether dividend

decisions are actively made by companies or whether dividends 
are residual funds after meeting requirements for 
reinvestment? and secondly? as to whether the value of the



company and its share prices are affected by the proportion 
of earnings d i st r i buted . c 10<£>)

Miller and Madigliani have argued that.
“ ...the irrelevance of dividend policy given 

investment policy is obvious? once you think 
of it... in a rational and perfect economic 
environment.. values are determined solely by 
’real' considerations? — in this case the 
earning power of the firm's assets and its
investment policy — and not by how the fruits 

of the earning power are packaged for 
d i str i but i o n .“

They further postulate that any shareholders in need of 

current income can always sell part of their holding and so 
substitute home-made dividends for corporate dividends or
that a company will attract a clientele of shareholders whose

dividend expectation match its payout policies.
Company tax systems assess distributed profits 

differently from undistributed profits. When a company is 
charged CT on its profits and shareholders are again charged 
on dividends received? the effect is that distributed profits 

are taxed twice while retained profits are charged only to 

C T . <xo:7> To the extent that such retained profits are 
reflected in share prices? capital gains will arise. If 
capital gains are taxable? these will usually be chargeable 

at the time of sale of shares? which may of course be at a 
much later date and often at concessionary rates.

The Classical system is expected to promote a greater



retention of profit. Thus the aim was to encourage 
re-investment of profit at the expense of distribution? so as 
to accelerate the growth of investment by the corporate 
sector. On the other hand? if no distribution is made? the 
retained profits? which give rise to capital gains on 
realization? will be taxed at a later date.

The two-rate and imputation systems aim at encouraging 
the distribution of dividends so as to re-activate the 

capital market? and reduce reliance upon financing out of 

pioughed—back profits.
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Table (3.1)
Net issue of share and net issue of 

debenture and tax systems

Years Net issue 
of shares 

£

Share price 

index (Indus 
:trial 500

shares

Net issues 

of deben— 
s ture

£

Rate of 

redemp— 
s t i on of 
deben— 
s ture 

1 oan 
stock

Tax
systems

1964 157.6 113.31 241 .3 000.00 Prof i t 1
1965 62.7 113.31 357.0 7.07 Tax & IT
1966 121 .8 107.59 422.4 7.70 Class i cal
1967 60.9 114.92 337.6 7.56 system
1968 298.5 162.4 194.1 o <l il

1969 176.6 160.5 336.2 10.30 Ki II

1970 39.1 142.2 142.2 10.50 fl II

1971 149.0 168.1 202.8 10.05 II II

1972 295.4 214.0 241 .8 9.72 •1 II

1973 98.1 185.8 29.6 11 .40 Imputat i on
1974 37.4 108.8 -71 .6 16.44 System
1975 954 .7 136.0 30.1 15.95 It 11

1976 769.7 162.9 -11 .7 15.15 II II

Sources Financial Statistics? 1965? 1968? 1974 and October
1978.
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3 . VI;Distributions of Profit

(I) Introduct i on

When a distribution is made by a company resident in the 
UK the recipient is liable to income tax under Sched. f ? <10,s> 
If the distribution is a qualifying distribution the company 
must make a payment of advance corporation tax (ACT)? at that 

time? to the Revenue at the appropriate rate«<10<;0 Almost 
all distributions are qualifying distributions.<110>

Distributions are not deductible from profits in a 

corporation tax computation and are income in the hands of 

shareholders.

Since 6th April 1973 the UK has changed from the 

classical system to an imputation system whereby? whenever a 
company pays a dividend? or more precisely makes a qualifying 

distribution? it must pay ACT to the Revenue. This ACT is 
equal to income tax at the basic rate on the dividend? which 

is therefore available to the individual shareholder in the 
form of a tax credit or set off against his personal income 

tax liability and to the recipient company against its actual 
corporation tax (CT) liability on profits.

United Kingdom companies are now taxed at a rate of 35% 
on their profits (as against 40% corporation tax which 

previously applied under the classical system) so that with 
the imputation of a tax credit of 27% in respect of 

dividends? a company’s Mainstream Corporation Tax (MCT) on a 

full distribution is therefore 8%. The advantage ujith the



system is that it does not discriminate against distributions 
as did the system in UK between 1965 and .1972 so this 
provides incentives to the public to invest in companies.

In this section we shall discuss the definition of a 
distribution for the purposes of payment of advance 
corporation tax? franked investment income? qualifying and 
non—qualifying distributions? restriction of advance

corporation tax set-off? and accounting for advance 
corporation tax.

( 2) Meaning of distribution

In relation to company “distribution" means:<111}

(a) dividends paid including a capital dividend. A dividend 
is regarded as paid when it becomes due and payable? that is 

when it becomes an enforceable debt? not necessarily the date 
of the resolution;

(b) any other distribution out of assets of the company 

(whether in cash or otherwise) in respect of shares in the 

company? except to the extent of any repayment of capital on 

the shares or of any "new consideration" received by the 

company when the distribution is made.<113> Consideration is 
new if it is external to the company? that is? it is not 

provided directly or indirectly by the company i tsel'f . «1 
Thus amounts retained by the company by way of capitalising a 
distribution are clearly not new while money paid by the 

shareholder from his own savings is equally clearly new? 

even though it may have originally been earned in the employ
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of the company; so a bonus issue is not a distribution since 
there is no cost to the company; nor is a rights issue since 
the consideration is new. For example? company A has held 
shares in company B for many years and decides to distribute 
these to shareholders. The market value of each share in 
company B is £2.50 but company A offers them at £2. So? the 
distribution is 50p per share;

(c) bonus redeemable share capital and bonus securities 
issued by the company in respect of shares or securities of 
the company provided there are not issued for a new 

consideration.K1 Thus the issue of bonus redeemable 
preference shares or debentures and loan stock are all 
treated as company distributions;
(d) any interest or other distribution (such as premium on 

redemption) on the following securities of the company? which 

are bonus securities as indicated above; securities 

convertible into shares in the company other than securities 

quoted on a recognised stock exchange or those issued on 
reasonably comparable terms with securities so quoted; 

securities where the interest or other return is dependent on 

the result of the company’s business or represents more than 
a reasonable commercial return on the use of the principal; 
securities issued by a company which is a 75% subsidiary to a 

non-resident parent company; and securities "connected with" 
shares of the company i.e. securities with rights? terms and 
conditions which make it necessary or indeed profitable for a 

corresponding amount of shares to be held by the same person. 

Also within the definition of distributions is any benefit



104.

received by a member from a transfer of assets by a company 
to its members or a transfer of liability by a member to the 

company.<114-> The benefit is the excess in market value of
the asset provided that the company does not receive full 
consideration for the transaction;

(e) also within the definition is any excess in the market 
value of an asset transferred by a company to its members or 
where a liability is considered to be new if it is external 

to the company? it is not to receive full considerat ion. <117> 
Special rules apply to transfers by subsidiary companies to 

parents . < 1 x & >

The term "distribution" does not apply to distributions in 

respect of share capi tal in a winding— up of a company? 

but it includes a bonus issue of any redeemable share capital 
or any security (otherwise than wholly for new 
cons i derat i on) •
(i) issued by the company in respect of shares in the 

company; or

(ii) issued by company after 5tjh April 1972 in respect of 
securities of the company.

Finally? in relation to a close company the meaning of 
"distribution"? as it ordinarily applies for CT purposes? is 

extended to include:
(1) certain expenses incurred by such a company in providing 
benefits or facilitaties for participators and participators' 
associations? and
(2) certain interest paid to directors and directors'

assoc i at e s .
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It should be borne in mind that while amounts treated as 
distributions cannot be deducted in computing the profits of 
a close company for CT purposes they are to be taken into 
account as distributions of the company for the purposes of 
apportioning any excess of the company’s relevant income over 
its d i str i but i ons « <1;zo>

For the purposes of the “Imputation System" 
"distributions" are divided into "qualifying" and 
“non—quali fy i ng“ d i str i but i ons„
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(3) Qualifying and Non-qualifvinq Distributions

All distributions are qualifying distributions excepts
(a) bonus redeemable shares and bonus securities; and

(b) any share capital or security which the company making 
the distribution has directly or indirectly received from 
another company in the form of bonus redeemable shares or 

securi ties.<121> In other words a qualifying distribution 
is any distribution other than an issue of bonus redeemable 

shares? bonus securities and a redeemable bonus share or 
debenture issue received by the company from another
company and then distributed to the former company’s

shareholders<122>) Therefore all company distributions are 
qualifying distribution except the above two which are
non-quali fy i ng d i str i but i ons .

The importance of this distinction lies in the fact that 

a company making a qualifying distribution is liable to pay 

ACT which confers a tax credit on the recipient. If the 

distribution is a non—qualifying distribution no ACT is 
payable and there is no tax credit. However there is a 

liability on the recipient to tax under Sched.F but only to 
the extent that he is liable to higher than basic rate;<123> 
he is taxable on the normal value of the distribution plus 

any premium on redemption. As far as the person who paid
tax at the higher rate on the issue of the securities is 

concerned? he can use it to set off against any excess 
1 iab i1 i ty on redempt i o n .

The total of a qualifying distribution and the relative



ACT is called a franked payment. For example - 

qualifying distribution?July 1986 was £205900

Advance corporation tax 29/71 x £205900 84100

Franked payment 290000

A franked payment corresponds to the amount included in 

a shareholder’s income for income tax in the fiscal year in 
which the shareholder receives a dividend. If such payments 
are received by other UK companies they are referred to as 

"franked investment income".tl24> A U.K. resident who 
receives a dividend or other qualifying distribution from a 

U.K company is entitled to a tax credit. The amount of the 
credit is equal to the ACT paid by the company in respect of 

the dividend.
When such a dividend is received by a company? the total 

of the dividend and the tax credit is called franked 
investment income. It is called franked because the income 
out of which the dividend has been paid has been charged or 

"franked" with CT. A company receiving franked investment 

income is entitled to a tax credit? as is an individual? but 

the use to which it may be put by a company is peculiar to 

companies themselves. Thus the tax credit in franked 
investment income may be set off against the liability of the 

company to pay ACT on its own qualifying distribution; more 

precisely the ACT payable on distributions is calculated with 
reference to the excess of franked payments over franked
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investment income.<12s) From the standpoint of companies, 
these two phrases represent the dual nature of the imputation
system; namely that on one hand the payment of ACT represents
a tax credit to the company making it, and on the other hand
it represents a tax credit to the recipient company, not

least to its shareholders. It is now proposed to consider 
how the tax credit can be used in each si tuat ion.

(4)Set-off ACT against Corporation Tax

The basic rules governing the set-off of ACT against 
liability to CT are:<12&>
(i) When a company pays a dividend, it will at the same time 

become liable to pay an ACT except where that distribution is 
matched by franked investment or where the distribution 

constitutes group income. In the absence of these 
exceptions the ACT paid by the company in any accounting

period can be set-off against its liability to CT on its
income for that period.

(i i) The set-off of ACT is restricted to a company's

liability to CT on its income charged to CT for the

particular accounting period. There is no set— off of ACT 
against CT on chargeable gains.

(i i i) The amount paid by way of ACT in respect of an

accounting period is deductable from the CT liability for the 
accounting period to arrive at the amount of the mainstream 
tax payable on the due date for payment.

The legislation provides for a restriction of the amount
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of ACT which may be deducted from the CT charge. The 
restriction is to that amount of ACT which when added to a 

qualifying distribution equals the income of the company for 

the accounting period chargeable to C T « <1=ao> The reason for 
this restriction is that if a company makes excessive 
distributions, in relation to the taxable profits of a 

particular period, which arises for example out of profits of 

an earlier period or out of reduction for tax purposes by 
capital allowances of its commercial profits, it would be 
inappropriate to allow the company to use the whole of the 

payment of advance corporation tax (which must be paid) to 
escape liability to CT in any accounting period. Hence ACT 

where unpaid cannot be set off against the chargeable gains 

of the company. This is understandable as the chargeable 

gains of the company attract a lower rate of CT than its 
revenue income. It is therefore provided that the amount of 
the chargeable gains to be excluded is that amount before any 
deductions for charges on income, expenses of management or 

other amounts which can be deducted from or set against or 

treated as reducing profits of more than one 

description. This is to ensure that the company does
not get any tax advantage via manipulation of chargeable 
ga i n s .

The amount paid by way of ACT in respect of an accounting 

period is deductible from the CT liability for the accounting 
period to arrive at the amount of the mainstream tax payable 
on the due date for payment. A company does not have an 

unlimited right to set off the payments of ACT for an



accounting period against its liability to CT on it (its 
income) of that accounting period. It is therefore provided 
that the maximum amount of ACT so creditable must not exceed 
the amount of ACT that would have been payable in respect of 
a distribution made at the end of that period which together 
with the ACT so payable in respect of it is equal to the 
company's income charged to CT for that per i o d . < For

example* the chargeable prfits of "A" Ltd.* for the 

accounting period ended March 31st* 1987 are as follows:

£
Schedule D.* Case I 600*000
Unfranked investment income 53*000

653*000
Charqes on income 33*000

Profit chargeable 620*000

The payyments of ACT are as follows:

Franked investment income 5*000

Dividend paid Jan. 1987 650?000
Corporation tax rate is 35% and 
advance corporation tax rate is 27%

The amount of ACT paid and the ACT amount deductible from CT 
are as follows:

ACT paid in respect of accounting period ended March 31st 87
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£
Dividend paid 650*000
ACT 27/73 x 650000 240,411

Franked payment 890*411
Franked investment income 5*000

Excess of franked payment 885*411

Advance corporation tax 885411 x 27% 239*061

Restriction of ACT deductible

Profit chargeale to CT 620,000
LESS:

Chargeble gains (as abated) 50*000

Income for restriction 570*000

Amount of restriction 570000 x 27% 153,900

Mainstream corporation tax payable 
Corporation tax liability

£ £ 
620000 at 35% 217*000
Less ACT paid 239*061

Restricted to 153,900

63*100
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Surplus of advance corporation tax

£
Advance corporation tax paid 239? 061
Less advance corporation tax set-off 153,900

Excess of ACT paid over ACT relieved 85,161

From the above example the amount paid on advance 
corporation tax was in excess of the restricted amount of ACT 

which it was possible to set-off against the company’s
liability to CT for the accounting period. This excess is
called a surplus of advance corporation tax. So the surplus

of advance corporation tax arises whenever more advance
corporation tax has been paid in an accounting period than it 

is possible to set off against CT for that accounting period 

by reason of the restriction as shown in the above example.
For an accounting period ending after 31 March 1984 a 

company can carry back surplus ACT and set it against MCT on 
income profits of the six accounting periods immediately 

preceding the period showing the surplus.<130> . A refund of 
CT will only result if the permitted level of set-off has not

been reached in those years.<131> If a surplus still
remains it can then be carried forward without time limit and 

set-off against MCT on future income profits in the first 

year when the full quota of dividends has not been paid. 

The company can carry the surplus back six years to be offset 
against previously unrelieved CT and then in so far as any 

part of the surplus remains to carry it forward indefinitely.
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To carry a surplus back the company must make a claim within
two years of the end of the accounting period in which the
surplus rises.<132)

If it cannot be relieved in the next accounting period it 
will be carried forward as a surplus to the next accounting 

period again and so on »
The advantage for a company with a surplus ACT is that it 

will help it to get off the ground when the business is in 
decline and when it is not making huge profits.

(5) Franked Investment Income (FII)

A resident who receives a dividend or other qualifying 
distribution from a U.K. company is entitled to a tax credit.

The total of the dividend and the tax credit is referred to
as "franked investment income". Thus the FII is income which

has already been taxed and accordingly it is exempt from

further C T . <133> For example, a dividend of £73 incurs ACT 
of £27, amounting to FII of £100 in the hands of a U.K. 
recipient company. Hence a U.K. company which has paid that 

dividend to another U.K. company would already have paid CT on 
the profits out of which the dividend has been paid. The 
latter company would have therefore received the dividend 
which forming part of its FII would not be subject to further 

CT. Where in any accounting period a company received FII
the company shall not be liable to pay ACT in respect of
qualifying distributions made by it in that period unless the 
amount of the franked payment made by it for the same period
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exceeds the amount of its FII.<13'*> The FII reduces the CT 
that has to be paid in advance. It can also happen that FII 
received in an accounting period exceeds the amount of 

franked payments. When this occurs we have what is called 
surplus of FII. A surplus of FII can be carried forward 
from one accounting period to the following accounting period 

and set-off against franked payments in that accounting 
period. If the sur Pi us plus any FII received in the
following accounting period again exceeds franked payments 
the new surplus is carried forward to extent and

succeeding accounting periods until the surplus is absorbed 
by franked payments. In other words ACT is only payable on 
the amount of dividend that corresponds to the excess of the 

franked payments made by company for the period over the FII

received by it. If therefore there is such an excess of
franked payments over FII advance corporation tax is payable 
on an amount which is, when the ACT payable thereon is added 

to it, equal to the excess. Assume that the following
facts refer to “B" Ltd. for the years stateds

Accounting Period Accounting Period 
one two

Sched. D, Case I 100,000 200,000
FII 20,000 30,000

Dividends paid —  32,500
It is assumed that rate of ACT for all relevant years is 

27/73 and CT rate is 35%.
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Accounting period (1) 

FII

Franked payments

£
20? 000

Surplus of FII carried forward 20000

CT payable 100,000 x 35% 35000

Accounting period (2)

Surplus of FII brought forward 
FII

£
20,000 
30,000

Franked payments:
D i v i dends

Add ACT 27/73 x 32,500

£
32,500

12,021

50,000

44521

Surplus of FII carried forward 5479

CT payable £200,000 x 35% 70,000



As we have observed from the above example FII for both 
years is accordingly the gross amount of such income. 

Franked payments are qualifying distributions (dividends) 
plus tax credit- The tax credit received when a qualifying 
distribution is received by a company affords no ultimate 
relief from C T . The franked investment income is not 

included in profits of a company for tax purposes- A company 
which has a surplus of FII for any accounting period, 
excluding any surplus brought forward, may, alternatively 

claim to have that surplus treated could be repaid by 
setting it off against the following reliefs and allowances 
which are usually deductible in computing general profits of 
the company.<135>

)Accounting for Advance Corporation Tax

For the CT purposes the accounting periods will usually 

be the successive periods for which the company makes up its 
accounts- An accounting period cannot exceed twelve months. 

A period of account is simply the period taken by the company 

in computing its accounts.<13&> Where the period of account 
exceeds twelve months the accounting period will end after 
twelve months and a new one begin.

The scheme of tax is designed so that the period of 

account will usually coincide with the accounting period and 
is designed to interfere as little as possible with the 

freedom of the company to take whether period of account it 
takes.

However the accounting period of a company is divided
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into a number of what are called "standard return periods". 

These periods end on March 31st? June 30_th, September 30t_h 
and December 31st ? quarter dates of a calendar year. If the 
end of the accounting period does not coincide with one of 
the quarter dates then the end of the accounting period is 
also the end of another standard period.

The return of dividends and ACT payable is made with 
respect to the same return periods. The returns are made in 

different parts of the same revenue for "CT 16". The return 

and payment of ACT are due within fourteen days from the end 
of the standard return period.

When a company has made a franked payment in a return 
period? it makes an ACT return in terms of Sched. 14
F.A.1972. If it has not paid dividends it does not require 
to make a return. However if the company receives some FII 

in a return period and in an earlier return period in the

same accounting period it has paid a dividend and ACT? it
will make a return of the FII even if in the return period in 

question it has paid no dividend. This is because by this 

means it will be repaid the ACT which has been paid earlier 
in the accounting per i ad . <13IS>

Any FII received in a return period will be set-off
first against franked payments made in the same return
period. Any excess of FII over franked payments for that 

return period will be repaid if ACT has been paid earlier in 

the same accounting period or carried forward to the next 
return period or? as a surplus of FII be carried forward to 
the first return period.<139)
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3-.VIIThe three tax systems and economic double taxationn

The imposition of two taxes? the CT and income tax (IT)? 
on corporation income creates the so—called phenomenon of 

double taxation. If corporate income remains in the country 
of origin it is taxed twice by the same domestic tax system. 

It is taxed first to CT in the hands of the corporation and? 
in turn? the distributed part of corporate income is taxed to 
income tax in the hands of the recipient shareholders. 
Therefore? the distributed part of corporate income is taxed 
twice. This phenomenon is called economic double taxation 
(EDT) and it differs from international double taxation which 

arises if the corporation and the recipient do not live in 

the same country.<1AO)
None of the three systems?however? provides for a 

complete avoidance of EDT on dividends. The ’classical 

system’ results in the profits being taxed twice? first in 

the hands of the company paying its CT and again in the hands 
of the shareholders paying their IT on the dividends.

Under the 11 two— rate system"? in order to reduce the EDT 

on dividends? a lower rate of CT exists for the distributed 

profits of share company than for its other profits. Then 
the dividend is taxed just as any other income? for the 
purposes of the individual income tax. The relief to 
mitigate EDT has therefore been performed at the company 
level.<***>

In order to reduce the EDT of dividends? under the 

"imputation system" part of the CT on distributed profits is
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credited against the individual income tax. The relief to

mitigate EDT on dividends has been applied here at the

shareholder level. However? the fact still remains that
these systems all stem from the question whether or not the 
EDT should be mitigated. The classical system appears to 

adopt the position that the EDT should be rigidly maintained. 
Conversely? the other two tax systems attempt only to
mitigate the EDT so? as mentioned above? none of the three
systems prevents EDT.

Economic double taxation is entirely avoided if only one 
tax is finally imposed on the profit which is distributed to 

shareholders. This result can be achieved by the following 
suggested method;

One tax (IT)is finally imposed on the profit which is 

distributed to shareholdes? and CT is imposed on

undistributed profit. Two examples are given below to* 
demonstrate the treatment of this method for prevention of
EDT? and to make comparison between this method and the 

imputation s y s t e m . I t  is assumed that the corporate 
profit is £780?000? charges on income are £80?000? the CT 
rate is 35%? the IT rate is 27% and the dividends are

£400?000.

(1) Preventing EDT by using the suggested method
£ £

Sched. D Case (i) 780?000
Less charges on income 80?000

Chargeable profit 700?000
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£
700,000

Less dividends 400,000
300,000

CT at a 35% X 300,000 105,000

Income chargeable to Income Tax 400,000 
Income Tax at 217'/, X 400,000 108,000

Net dividends 292,000

Note:
(1) The profit chargeable to CT is equal to the chargeable
profit less the gross dividend (7000,000—400,000=300,000);

(2) The distributed profit is subjected only, to one tax 
(Individual Income Tax) (400,000 X 27% = 108,000);

(3) The profit chargeable to CT, i.e. the chargeable profits 

less gross dividends, is subject to CT (700,000 — 400,000 X 

35% = £105,000.

(2) Comparison between the above method and the imputation 
system

Imputation Suggested
System Method

£ £ £ £
Sched. D Case (i) 780,000 780,000
Less charge on income, 80,000 80,000

Chargeable profits 700,000 700,000
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Less dividends (gross) 400,000

Profit chargeable to L'T 700,000 300,000

CT at 35% 245,000 105,000

Less ACT 292000 X 27/73 108,000 ---

Mainstream Liability 137,000 105,000

Individual Income Tax 108,000 108,000
Less ACT 108,000 ---

The above examples illustrates that economic double 
taxation is prevented according to the suggested method and 

moderated according to imputaton and two— rate systems. 

Under the imputation system the distributed profit is subject 
to two taxes which are:
(i) one, income tax, on shareholders at rate 27% (108,000)
(ii) the other, CT, i.e. the difference between CT on the 
gross dividends and ACT (in the above example the gross 
dividends 400,000, so the CT on the gross dividends is

400,000 X 35% = 108,0000 (ACT) is £32,000. Therefore, the 
dividends are subjected to two taxes, income tax and C T . 
This phenomenon is so called economic double taxation.

Under the suggested method EE»T is entirely avoided 

because the distributed profit is subjected only to one tax 
as shown in the above example.
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3.VII1 :Groups of companies and corporation tax 

(A) Introduct i on

The changes in the corporation tax system which came
into operation in April 1973 rendered it necessary to make

some alterations to the classical system procedure concerning 
the treatment of group income, section 256 of T.A. 1970. 

Accordingly section 91 of the F.A. 1972 provided that for 
subsection (1) of S.256 there was substituted a new 
subsection (1) which was set out in part II of Sched.15 to 
the 1972 ACT and wh i ch had effect from 6 April 1973. 
Certain groups of companies, listed below, have been 
favourably treated by the British Tax System:
(1) A system was adopted whereby a company which had made
some profit could make a subvention payment to another 
company within the group and this would be favourably 

regarded under the income tax law in the sense that payment 

would not be taxable in the hands of the recipient company.

(2) The system encouraged companies which consider it more
profitable and useful to carry on a business with a different 
members of enterprise and structures . the idea being
that the tax system should not prevent good business being 
done in that way.

A group may be provisionally defined as an economic 
entity comprising of two or more companies, each of which has 
a separate legal existence, but which are connected either by 

reason of the power of control, which one of the companies,



called the parent company, exercises over the others, or by 
reason of the fact that, although the companies are
independent, they are under unified management.

In this chapter we shall consider how groups of 
companies have been treated under varying circumstances in 

the current British tax system. In this connection the 
subject will be examined under the broad subheadings, the 
definition of dependent companies and groups of companies, 
the nature of groups of company or why groups are formed?, 

the relationship between the companies and other companies in 
the same group, statutory rules applicable to holding 
companies and their subsidiaries; the form of group accounts, 
group relief—definition, items available for group relief 
(relief for trading losses, methods of group relief, group 
relief for special kinds of capital allowance, group relief 

for charges and other loss relief), groups of companies and 

capital gains, transfers of trading stock and surrender of 

advance corporation tax, summary and conclusions.

( B ) Definition of groups of companies

Groups of companies are extremely diverse, and for this 
reason any attempt at a general definition encounters great 
difficulties. As said before, a group may be provisionally 
defined as an economic entity comprising two or more

companies,each of which has a separate legal existence, but 

which are connected either by reason of the power of control,



which one of the companies, called the parent company, 

exercises over the others, or by reason of the fact that, 
although the companies are independent, they are under 
un i f i ed managemen t .

Although many states have passed legislation giving some 
recognition to the particular characteristics of groups of 
companies, in British Law, the Companies Acts 1948-85 do not 

contain any general definition of a group of companies. For 

the purpose of these Acts, one company is the holding company 
of another, if it controls it in any one of three ways, 

namely: (i) by holding more than one half of its equity
share capital, or (2) by controlling the composition of its 
board of directors; or (3) by being the holding company of an 
intermediate company which in itself is the holding company 
of the subsidiary.

The subsidiary’s equity share capital means, for the 

purpose of the present definition, its issued share capital 
excluding any part thereof as respects either dividends or 

capital distribution, 8.154(5) of Companies Act (C.A.)1948. 
The treatment of a company which holds more than one half of 

the equity share capital of another company as the latter’s 

holding company appears somewhat unsatisfactory if control be 
regarded as the appropriate test because a majority holding 
of the equity does not necessarily confer voting control. A 

company is treated as being the holding company of another 
company if it is a member of it, and controls the composition 
of its board of directors, (s. 154 (1) C .A . 1948). It has this 
power if, without the consent of any other person, it can



appoint or remove the holders of all or a majority of the 
directorships of the other company. It is deemed to have 

power to appoint to such a directorship if its consent is 
required for the appointment, or if the appointment follows 
necessarily from the appointee being appointed a director of 
itself, or if it, or another of its subsidiaries holds the 
directorship 8.154(7) of CT 1948.<1^^>

The holding company will be empowered to appoint or 

dismiss the holder of a majority of the subsidiary’s 
directorships when it has sufficient voting at general 
meetings of the subsidiary to be able to procure the passing 
of resolutions for the appointment or removal of its 
director. The power to appoint or remove a director of the 
subsidiary may be conferred on the holding company under the 

memorandum and articles of the subsidiary company, or under a 
contract between the holding and the subsidiary 

compan i e s .c

Therefore, it is necessary to define some terms that 
will be used in this section as follows:

(1) A 51 percent subsidiary is one more than 50 percent of 
whose ordinary share capital is held by another company.
(2) A 75 percent subsidiary is one not less than 75 percent 

of whose ordinary share capital is held by another company.
(3) A 90 percent subsidiary is one not less than 90 percent 

of whose ordinary share capital is held by another company.
(4) Groups of companies consist of a parent company and its 

subsidiaries; a subsidiary of the parent is a company more 

than 50 percent of whose ordinary share capital is owned by



the parent. However, a subsidiary may itself have a 

subsidiary or subsidiaries. In this case, level subsidiary 

may or may not join part of a group with the ultimate parent. 
This will depend upon the level of ownership both direct and 
indirect subgroups may also develop. For example, if 
company ’A ’ owns 60 percent of company 7D 7 75 percent of
company 7E 7, and 100 percent of company 7F 7 . 7D 7 owned 40
percent of company’T 7, and 30 percent of company 7U 7 . 'E’
company owned 56 percent of company 7T 7, 20 percent of
company 7U 7 . 7F 7 company owned 20 percent of company 7U 7
Therefore company 7A 7 owns 60 percent of company 7D 7, 75
percent of company 7E 7, 100 percent of company 7F 7, 66

percent of company 7T 7 (60 x 40 + 75 x 56) and 53 percent of
company 7U 7 (60 x 30 + 75 x 20 + 100 x 20). So companies

7A 7, 7D 7, 7E 7 and 7F 7 form a 51 percent group, 7A 7, 7E 7 , 7F 7

and 7u7 form a 75 percent group and only 7 A 7 and 7F 7 satisfy 
the 90 percent group requirements.

The importance of the concept of a group for tax
purposes is that companies within a group are eligible for 

certain concessions.<14&> The particular concessions depend 
upon the precise level of ownership between the relevant 
companies. For CT purposes each member of the group is

liable to CT separately. Thus the concept of a group only 
applies in the context of the specific concessions granted, 
and the purpose of the concessions is to treat a group of 
companies as nearly as possible as a single company.

The normal CT legislation applies to companies within a 
group structure, broadly this can be divided into two types:

(1) The "enabling and exempting" provisions which on the



whole are to the benefit of groups in that they allow special 
reliefs and privileges.
(2) The other type is the “anti-avoidance" legislation which 
restricts what groups can do in attempting to prevent their 
being used as instruments of tax avoidance.

The enabling and exempting provisions are:

(1) Group income concerned with sections 256 and 257 of T.A. 

1970 as amended by section 91 and Sch«15 of F.A. 1972. 
Dividend S.256(1) and charges on income, S.256(2).
(2) Group relief, sections 258—264 of T.A. 1970.

(3) Surrender of surplus ACT, section 92 of F.A. 1972.
(4) The transfer of assets, section 273, T.A. 1970. and
(5) Replacement of business asets, section 276 of T.A.1970.

The ant i-avoidance provisions are:

(i) Small companies rate and tapering relief, section 95, 

F.A. 1972.
(i i) Var i ous ant i —avo i dance sect i ons relat i ng to compani es 

leaving a group and inter—group transact ions, S S .278—281, 
T.A.1970. These are closely related to the transfer of 
assets between group members and can be sub-divided into:

(a) Companies ceasing to be a member of a group, S S .278, 
278(A)T.A. 1970.

(b) Disposal of shares in a subsidiary group member, S.279, 
T.A. 1970.

(c) Depreciatory transactions within a group, S.280, T.A. 
1970, and

(d) Dividend stripping, S.281, TA. 1970. <1^ >



The effect of the British tax system* as providing group 
relief* is to save tax* thereby helping cash flow within the 
group- On the other hand it also attempts to protect the 
Revenue and to prevent tax evasion - The decision whether to 
run a business through one company or through a group of 
companies depends upon many factors* not all concerned with 
taxation- It appears that in practice* the activities of a 

single company will be regarded as one trade unless they are 
widely different- This has tax advantages* in that
expenditure incurred from activities may be completely

non—deductible unless they are regarded as one trade* and one 
may avoid the problem of the non—deductibi1 ity of 
pre-commencement and post—cessation expenses- Further*

sales within the group will not accrue until the sale is made
to an outsider- By concession the existence of separate

companies is ignored for certain rules concerning directors.

(- C -) The nature of groups of companies

It is not easy to generalise about either the nature of 

groups of companies or why groups are formed.<148) For 

instance* a group of companies may consist of a number of 
trading companies under the common control of a holding 

company or it may consist of some companies which are trading 

companies and of other companies which are investment 
companies- Some of these companies may be resident in the 
UK and others may not be so resident. A group may be made 

up of one subsidiary company controlled by a parent company*



or it may be made up of a number of companies with a less 
clearly defined relationship between the individual 
compan i e s .

Accordingly under the British tax system* a company 

carrying on trading activities is subject to C T . If those 
activities are divided up between different companies* the 
premise of UK tax law is that each company is a separate 
entity with separate profits and therefore separate CT 

liability. There is no simple charging of the group as a 
whole on its group profits. This premise is relaxed in a 
number of ways .c
(1) Dividends paid to a parent company may be paid without 
ACT, S.2-56 (1) T.A. 1970.

(2) Annual payments may be paid without deduction of income 
tax* S.256 (2>.

(3) A Parent company may pass its- credit for ACT to a 
subsidiary company* S.92* F.A. 1972.
(4) Certain assets may be transferred within the group 
without incurring liability to CT in respect of capital 
gains* S.272* T.A. 1970. Further all trades carried on by 
members of a group are treated as one trade for the purposes 
of roll-over relief* -S.276? T.A. 1970.
(5) The transfer of an asset by a company to its members at
an undervalue is generally treated as a distribution but not
if within a group. S. 233* T.A. 1970. 41=50 y

(6) Trading losses and other deductions may be passed to 
another member of the group, S.258* T.A. 1970.
(7) Mention should be made of S.485 T.A. 1970 which can apply
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whenever one person has control of another or both are under 
the common control of a third, this provision does not talk 
formally of groups.

( D ) The tax advantage of groups of companies

There are some common kinds of advantages enjoyed by 
companies, as follows:
(1) The setting off the trading losses of one group member 
against the profits of another, S.258 T.A. 1970..

(2) The surrendering of ACT paid by one group member to 

another and treating the ACT surrendered as paid by the 

other, S.92 F.A. 1972.
(3) The payment of dividends by a subsidiary to a parent 
company without payment of ACT and payment of interest gross, 
i.e. without payment of income tax, by subsidiary to a parent 

company, S.256 of T.A. 190.
(4) The transfer of assets between members of the same group 
of companies without giving rise to capital gains chargeable 

to CT, S.272 of T.A. 1970.

(5) The tax system encouraged companies which consider it 

more profitable and useful to carry on a business with a 
different member of enterprise and structures to do so, i.e. 

the tax system did not wish to prevent good business being 
done in that way.

(6) The tax system attempted to protect the Revenue and to 
prevent tax evasion.
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(E i The relationship between the company and other companies 
in the same group — Company Law

If a company has subsidiaries at the end of the 
financial year? these must be named? and the class and

proportion of shares held in each must be stated? S.3 C.A.

1967- The same information must be given if the company and 
its nominees hold shares in another company? not being a 
subsidiary? more than one tenth of the issued equity shares 
of any class? or any shares exceeding in stated value one
tenth of the holding company’s assets? S.4 C.A- 1967. If
the company is a subsidiary? it must state the name of its 

ultimate holding company? and if known? its country of 
incorporation. This information may be qiven in? or in a 

note on? or in a statement annexed to the accounts? S.5(1) of 

C.A. 1967.

Subsidiaries and their holding companies are treated as 
separate legal persons. However? for some purposes? a 
holding company and its subsidiaries are treated as if they 

were a single company under the Company Act 1948 to 1980 and 
for certain other purposes a holding company is treated as 
being a director of its subsidiary? although it has not been 
appointed to that of f i ce . < 1=51 *

A holding company may be appointed as director of a 
subsidiary company? except where the articles of the latter 
company provide otherwise. A holding company is frequently 

able to influence the manner in which its subsidiary affairs 

are conducted but this does not in itself make it a director



of the subsidiary company. A holding company is treated as 
being the director of its subsidiary company where it has not 

been expressly appointed as such for the purpose of certain 
provisions of the Company Acts 1948 to 1976? but this is only 
the case where the board of the subsidiary is accustomed to 

act in accordance with the holding company’s directions or 
instructions? S . 124 of C.A. 1942.

( F ) Group reli ef

The setting off of trading losses of one group member 
against the profits of another? is a form of relief known as 
group relief? which is available between a parent and its 75 

percent subsidiary and between two or more 75 percent 
subsidiary of the same parent.

This term is used to describe the amount of trading 

losses? excess charges on income? or surplus management 
expenses which one company in a group of companies may
surrender? and another company in the same group may claim to 

be set against its corporation tax profits. The main 

provisions which deal with this form of relief were found in 
the T.A. 1970 S S . 258-264 and F.A. 1973 S.28.

For group relief purposes? companies will form a group 
when the holding company controls directly? or indirectly? at 

least 75 percent of the ordinary share capital of the

subsidiary. In addition to meeting the definition of 75

percent subsidiary referred to above? group relief for

trading losses is only available where the parent in relation
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to the subsidiary is entitled to not less then 75 percent of 

the profits available for distribution to equity holders? and 
to not less than 75 percent of the subsidiary’s assets 

available to equity holders on a national winding up? S.28? 
F.A. 1973. An equity holder is defined in Sch.12 of F.A. 
1973 as a person holding ordinary shares? or a loan creditor 
where the loan is not a normal commercial loan. The 1973
provisions are anti—avoidance legislation aimed at certain 
special share structures and arrangements which were 

developed in the years before 1973 to take advantage of 
features of the group structure for group relief purposes. 

In most straightforward commercial cases the parents of 75 
percent subsidiaries as defined above? as companies whose 

ordinary share cap i tal 4 xs:2> is held at least to the extent of 
75 percent by their parents? will also be entitled to 75 
percent of profits available to equity holders and to 75 

percent of assets available on a winding up to equity 

holders.
Group relief is available to a consortium of companies 

in the following circumstances:
(1) Where the company surrendering the loss is a trading or 

holding company owned by a consortium (not being a 75 percent 

subsidiary of any company) and the claimant company is a 
member of the consortium. For accounting periods ending 
after the 10th March 1981? a loss may be surrendered from a 

member of the consortium to a trading or holding company. 
Prior to that date it should be noted that loss relief was 
only transferable between the company and the consortium and
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not the reverse.
(2) Where a trading company is the 90 percent subsidiary of a 
holding company? which itself is owned by a consort ium.<153>

Group relief is available for:
<i) Trading losses?
(ii) Excess charges including non-trade charges?

(iii) Excess capital allowances given by discharge or 

repayment of tax; and

(iv) Excess management expenses.
More details for subheadings will be as follows:

t. G ) Group relief for trading losses

The trading losses incurred by the surrendering company 
for the accounting period may be set-off for the purposes of 
CT against the total profits of the claimant company for its 

corresponding accounting period? 8.259(1) of TA. 1970. Since 
it is not provided that the amount of trading loss to be 

surrendered must be limited to the excess of the total 

profits over the surrendering company’s profits from other 
sources? it must be assumed that the surrendering company is 
free to choose whether or not to set— of loss against total 
profits before surrendering it. If it decides to surrender 
the whole of its loss? then it will have to pay CT on any 
income from non— trading sources and on any chargeable gains. 

If the members of the group are close companies it will be 
available for the surrendering company to set-off its loss 
only against its revenue profits and surrender the remainder
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to the claimant company which should do likewise. In this
way they will be able to reduce the groups distributed 
income? which for shortfall purposes does not include 
chargebLe gains.

Losses which are caught by the provisions of T.A. 1970? 

S.180 at S. 177 (4) (Trades not carried on a commercial basis) 
are not available for group relief.<

Group relief consists in being able to set-off the

trading loss of a company not only against its own profits 
but also against the total profits of companies in the same 
75 percent group. The group company with the loss is said
to surrender the loss and is called the “surrendering
company"; the company or companies against whose profits the 
loss is set are said to claim the loss and are described as 

the ’claimant companies7 . The claim must be made within two 

years of the end of the surrendering company’s accounting 

period.4 1 1



(H) Method of giving group relief

Within the group structure there are two basic types of 
companies. They are:

(1) The claimant company
The claimant company may set-off losses surrendered to 

it against total profits:
(i) against income? then

(ii) against chargeable gains.

Before the loss is set-off the claimant company must 

set-off:
(a) losses and charges brought forward under 8.177(1);

(b) any lasses of the same accounting period? S . 177 (2) ; 4
(c) charges of the same accounting period.

There are no specific conditions attached to the 

surrendering company and in general it may:
(1) surrender as much loss as it wishes to a company up to 
the maximum of the claimant company’s own eligible profits.
(2) Spread relief over a number of companies within the

group.

In considering the amount of loss that can be
surrendered to another group company? the surrendering 
company often considers the following factors:<1=7)

(I) maximisation of loss relief;
(II) effective utilisation of ACT
(III) timing of tax payments; and
(IV) potential loss of foreign tax credits.

In deciding where to allocate a group loss? then it will
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often be necessary to consider a combination of the above 

factors. In addition possible claims under S.177(2)

carrying back and S.177(3A) should always be considered as a 

carry back claim and may result in earlier relief than that

available under T A .1970?S .258. For example Company 7T 7 Ltd.

is the wholly—owned subsidiary of Company 7 A 7 Ltd. They

provide the following information about their results for the 

year to 31st March 1986.

7A 7 Ltd. 7 T 7 Ltd.

£ £
Schedule D case 1 profit (Loss) -50? 000 (270? 000)

Schedule A 7? 500

Chargeable gain 60?000

Unfranked investment income 12?000 10?000

The amount of trading loss available for group relief is

£270?000. The amount which may be relieved is limited to

the profits available for relief as follows:

(1) Total profit of 7A 7 Ltd.

£
Sch.D. Case 1 50?000

Sch.A 7?500

Unfranked investment income 12?000

Charqeable gains '60?000

Profits available for relief 129?500
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The relief is applied in the CT Computation of Company 

7 A 7 Ltd. with the effect of reducing the profits chargeable 

in Company 7 A 7 to nil.

Company 7 A 7 Ltd.

(2) Corporation tax computation

£
Accounting period ended March 31st 1986

Sch.D Case 1 50?000

Sch.A 7 *500

Unfranked investment income 12?000

Chargeable gains 60*000

Total profits and profits chargeable 129*500 

Less Group relief 129*500

The above example s t a t e d  that the amount of trading loss 

available for group relief is £270*000. In this example 

Company 7T 7 Ltd. might first set-off £10*000 of its trading 

loss against its own profits of £10*000 (Unfranked invest 

ment income) leaving £260*000 to be relieved by way of group 

relief. As stated above* we have seen only the total 

profits of the claimant company* 7 A 7 Ltd. £129*5001 can be 

relieved; the balance of the trading loss in Company 7T 7 Ltd. 

will be carried forward and deducted from future trading 

income of Company 7T 7 Ltd. under 3.177(1) T.A. 1970.
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Company JT*Ltd

£
10,000

10,000

270,000 

10,000

260,000 

129,500

130,000

tts stated above, the accounting period of both Company 

'A' Ltd. and Company Ltd. were of twelve months ending

March 31st 1986. Where accounting periods of surrendering 

and claimant companies coincide in this way, the trading loss 

of the surrendering company is deducted from the total profit 

of the claimant company, subject only to the limit of the 

amount of the profits or the amount of the loss, whichever is 

the 1 ess.

However, where a company joins or leaves a group, or in 

any situation where the accounting period of the claimant 

company does not fall wholly within the accounting period of

Corporation tax computation

ftccounting period ended March 31st 1986 

Unfranked investment income 

Less trading loss, 8.177(2)

Trading loss available for relief 

Less utilized, 8.177(2)

Balance of trading loss for group relief 

Less utilised Company Ltd.

Balance of trading loss for carry-forward
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the surrendering company, it becomes necessary to apportion 

profits and losses in order that relief is only given for the 

time during which the companies are members of the same group 

and only for the period common to the accounting periods of 

both the surrender ing and claimant companies, <1=iS)

(2) Relief for certain special kinds of capital allowances

The surrendering company’s capital allowances, which are 

to be given by discharge or repayment of tax and which are 

available primarily against a class of income in excess of the 

surrendering company’s income of that class (before deducting 

any loss of any other period or of any capital allowance) may 

be set-off against the total profits of the income.

(3) Group relief charges and other loss reliefs

The total profits of the claimant which are available 

for relief are the total profits after reduction by any other 

relief from tax, except reliefs derived from a subsequent 

accounting period, e.g. carry-back loss relief from a 

subsequent accounting period under S.177(2) TA.1970. Other 

reliefs from tax include charges on income such as debenture 

interest, and loss reliefs such as trading losses being 

brough forward under S.177(1), TA.1970. Deduction of

charges on income is usually the last relief to be given for 

tax and the deduction here before group relief is the 

exception which proves the rule.

Moreover, the surrendering company where it is an 

investment company may surrender its management expenses for
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the accounting period excluding any amount brought forward 

from a previous accounting period? and as reduced by its 

profits of that accounting period for the claimant company 

for its use.tl60) '

Finally? in any accounting period of an investment 

company where the expenses of management? together with any 

charges on income paid wholly and exclusively for the 

purposes of the company’s business exceed the profits from 

which they are deductible? the excess may be carried forward 

to the succeeding accounting period and treated as part of 

the expenses of management for that accounting period? or?

for an excess of expenses of management against a surplus of 

franked investment income.

(I) Groups of companies and capital gains

The main effect of section 273 of the Income and

Corporation Tax Act 1970 is to modify the consequence of 

transfers of assets between companies within the same group. 

Such a tansfer would be treated as a bargain made otherwise 

than at arm’s length? so that for the purpose of computing

the chargeable gains the consideration will be regarded as

equivalent to open market value in pursuance of S.22<4)

FA. 1965.

The disposal of any form of property contained in S.19 

of Capital Gains Tax (CGT) 1979 could give rise to the no

successively? of future accounting (2 )
TA.1970,). Alternatively? the company may claim relief
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gain or loss treatment? but there are some exceptions which 

are contained in S.273 TA.1970:

(a) Where the disposal is of redeemable preference shares in 

a company? on the occurance of the disposal.

(b) Where the disposal is of a debt due from a member of a 

group? effected? by satisfying the debt or part of it.

(c) Where the disposal arises from a capital distribution on 

the liquidation of a company.

If the transfer is of an asset which the recipient 

company appropriates to trading stock? then that company is 

deemed to have received a capital asset and immediately 

transferred that asset to its trading stock. Thus? there 

would be no capital gain or loss arising on the inter company 

transfer? as it would fall within the provision of S.273.

Where the asset transferred to a group company is trading 

stock of the transfer company? then the latter is treated as 

having appropriated the asset as a capital asset immediately 

prior to the disposal. The value placed on the asset for 

trading purposes under 8.122 CGT.Acf 1979 would be the 

transfer value giving rise to a ’no gain or loss’ situation. 

Under 8.273(1) where a member of a group disposes of an asset 

to another member? both parties will be treated as if the 

asset had been transferred for a consideration such as would 

secure that neither gain nor loss had accrued to the 

transferer. Where it is assumed for any purpose that a 

member of a group has sold an asset or acquired an asset? it 

is to be assumed also that it was not a sale to? or an 

acquisition from another member of the group.
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In connection with a disposal between members of a 

group? the consideration consists of compensation for any 

kind of damage or injury to assets? or for the distribution 

or dissipation of assets? or for anything which depreciates 

or might depreciate an asset and the disposal is treated as 

being to the person who ultimately bears the expense of 

furnishing that consideraton? S.273(3) TA.1970.

(j) Transfer of trading stock

Where there is a transfer of trading stock by one member 

of a group to another member? who receives it as trading 

stock on revenue account as respects both parties? no

particular tax consequences ensue? unless the sale price is 

so low as to involve the transferer in a loss.<163) Trading 

stock may be transferred to another member who receives it as 

a fixed asset; or a fixed asset of the transferer may be

received by another member in whose hands it is trading

stock . < * * >+■>

Where a member of a group acquires an asset as trading 

stock from another member in whose hands it was a capital

asset? the transferee will be treated as having acquired it 

otherwise than as trading stock and immediately appropriated 

it for the purpose of trading stock. The effect of this 

provision is to bring paragraph 1 of Sch.7 to the FA.1965 

into operation? so that the appropriation to trading stock is 

treated as a disposal for a consideration equal to the market 

value of the asset. Under paragraph 1(3) of Sch.?7 there is
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an option to bring the item of stock into ’purchases’ at its 

original cost price. Since S.274 applies to the whole of 

paragraph 1 it would seem that a transferee within the same 

group as the transferer could bring the asset into trading 

stock at its cost to the transferer company.

Where a member of a group disposes of an asset to 

another group member? and the asset forms parts of the 

trading stock of a trade carried on by the transferer is 

treated? for the purposes of paragraph 1 of Sch.7? as having 

immediately prior to the disposal? appropriated the asset to 

a purpose other than that of trading stock. This means that 

the transferer is regarded as having transferred it for a 

consideraton equal to the amount brought into his accounts in 

respect thereof? and in view of the decision in Sharkey v. 

Wernher? {1*5> i t is to be expected that the amount would be 

its market value. This in turn entitles the transferee 

company to regard that asset as having been acquired at its 

open market value.

(K) Surrender of Advance Corporation Tax

A United Kingdom resident holding company may surrender 

ACT paid? in respect of dividend only to a company which has 

been its subsidiary company throughout its accounting period. 

A company will be a subsidiary company where the holding 

company is entitled to more than -50 percent of:

(a) the ordinary share capital;

(b) the profit available for distribution to the equity
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shareholders; and

(c) the assets available for distribution on a 

winding up.

A company which has paid advance corporation tax in 

respect of dividends paid by it? is able to surrender the ACT 

to its 51 percent subsidiary? S.92? F.A. 1972. As we have 

said? a 51 percent subsidiary is one in which more than 50 

percent of the ordinary share capital is held by its parent. 

As in group relief structures? the parent company must? in

addition? be beneficially entitled to more than 50 percent of

profits available to equity holders and more than 50 percent 

of assets of the subsidiary must be available for 

distribution to equity holders were the subsidiary to be 

wound up? 3.92(9)? F.A. These and other anti—avoidance

provisions in sub secton 9 of S.92 *.u i 11 not usually be of 

relevance to normal commercial groups of companies.

Advance corporation tax which is surrendered by a parent

to its 51 percent subsidiary is treated by the subsidiary as 

having been paid by it in respect of a distribution made by 

it on the date when the actual dividend was paid by the 

parent company. If more than one dividend was paid by the

parent company? proportionate amounts of the ACT surrendered 

are treated as having been paid with respect to distributed 

profits paid when the actual dividends were pa i d . K l4S>,e>>

Surrendered ACT? treated as if it had been paid by the 

subsidiary? is available for set off against the corporation 

tax charged on the subsidiary. As with any ACT paid by the 

subsidiary itself any surrendered ACT which the subsidiary
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cannot use in the current accounting period? i.e. any surplus 

ACT in the subsidiary? may be carried forward and set-off 

against the CT charge in future accounting periods. 

However? no surplus ACT which arises from surrendered ACt may 

be carried back. In determining what surplus of ACT there 

is in a subsidiary for an accounting period? a surrendered 

amount of ACT will be set off against the subsidiary’s 

liability to CT for the current accounting period before ACT 

paid on a distribution is actually made by the subsidiary 

s tself .

Surrender of ACT is only possible between U.K. companies 

and only from a parent to a subsidiary (not vice versa). It 

must be made by means of a claim within six years from the 

end of the accounting period to which the claim relates? and 

the claimant company must assent to the claim. <16-8>

Where the majority shareholder in the parent company 

holds shares directly in the subsidiary? he may receive a 

share of the benefit accruing to the subsidiary 

disproportionate to his share in the parent company (unless 

the parent company is fully compensated for the surrender). 

This would not be the case if it were to carry back or 

forward surplus ACT under S.85 of the F.A. 1972 to reduce its 

own CT liability. To allay the fears of the minority 

shareholder a payment for the surrender is necessary. For 

this reason a payment made by a subsidiary to the parent 

company in respect of the surrendered ACT is not to be taken 

into account in computing profits or losses of either company 

for CT purposes and is not to be regarded as a distribution
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or a charge on income.

It can be seen that a U.K. resident parent company can 

surrender its ACT for the benefit of its U.K. subsidiaries. 

The advantage of this is that it helps cash flow within the 

group by saving taxes which the subsidiaries may have had to 

pay. It may be more advantageous for a group of companies

to opt for group relief for losses i.vhich is a more 

comprehensive relief than that of the surrender of suprlus 

ACT. There are detailed rules covering the treatment of the 

surrendered ACT and it is not to be taken into account in 

computing profits or losses of either the surrendering 

company or the receiving company for CT purposes? nor is it 

to be regarded as a distribution or a charge on income. 

Very broadly? these rules enable a group of companies to be 

treated as one company for the purposes of setting off ACT 

against CT on income.(170)
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Chapter Four 

Income measurement for tax purposes

4.1 Introduct i on

In the second and third chapters we discussed the 

various systems of company tax systems? also we attempt to 

evaluate the United Kingdom corporation tax system in its 

various stages.

iThis chapter examines the theoretical and general aspect 

of business profit for corporation tax purposes. The 

chap ter beg i ns with a brief d i scuss i on of the accoun t i ng 

concept of profit? economic concept of income? capital and 

its importance? accounting principles and CT? profit for tax 

purposes? main rules for computing profits? allowed and 

disallowed expenditure? trading stock? methods of valuing 

trading stock? trading losses and capital allowances.

Before dealing with the computation profit of the 

company? we attempt to define what is meant by income profit 

and the distinction between income and capital. The central 

focus of this chapter is the concept of trading profit for 

tax purposes and the inter-relationship between profit for 

financial accounting purposes and profit for tax purposes.

We shall be considering the computation of income with 

particular emphasis on the trading profits of companies. 

Thus: we shall be concerned mainly with general principles as

they apply to company revenue and expenditure. As we have 

seen earlier since 1973 the UK has changed from a "classical" 

system of CT to an "imputation" system?C1> companies resident
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in the UK are liable to CT on all their world—wide profits<=£> 

(The corporation tax rate is now 35%)<3> whilst non-resident 

companies carrying on business here through a branch or 

agency are taxed on their UK income.<4)

4.2 Concepts of income 

(A) The accountant's concept of income

The concept of profit for accounting purposes is one of 

net income. The Oxford English Dictionary defines the term 

profit? generally? as advantage or benefit. The American 

accounting profession defines? profit or net income in more 

details as follows:(5)

“Net income (net loss) the excess (deficit) or 

revenue over expenses (net decrease) in

owners7 equity (assets minus liabilities) of 

an enterprise for an accounting period from 

profit directed activities that is recognised 

and measured in conformity with generally 

accepted accounting principles."

Also? the Canadian Institute of Chartered Accountants

considers profit to be synonymous with income? which it

defines as the excess of revenues over expenses for a period? 

usually referred to as net income.

The term “profit" or "income" implies the existence of 

appropriate principles: in accordance with which profit or

income can be measured and the consistent application of the

measurement principles.

The Institute of Chartered Accountants in England and
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Wales stated that: "The general aim of a profit and loss

account should be to show a true and fair view of the profit 

or loss over the year? before and after taxation? based on 

the consistent application of recognised accounting 

principles. The account should be presented in a form which 

affords as clearly and readily as circumstances permit a 

comparison with the results of previous years." <4->

For the dominance of economic objective in business? a 

major concern of accounting is to measure the income (profit 

or loss) which results from business activity over a period 

of time. A business is an economic organisation whose 

purpose is to acquire factories or production and to combine 

and utilize them in such a way that wealth is increased. 

The change in wealth which results from the activity of a 

business is called income.

Although the preceding definition of business income may 

seem quite clear and plausible? there is disagreement among 

economists? accountants and businessmen as to its exact 

meaning. The precise definition of business income depends? 

to a large extent upon the purpose for which it is being 

measured. Therefore? the owners need to know from time to 

time what the progress of the business has been toward its 

objective of earning a profit? as well as what its financial 

standing is at a given time.

.Under the traditional concept(7> of profit for 

accounting purposes? capital is assumed to be owner's equity 

plus retained earn ijrigs? but this concept of profit has been 

subject to cri ticism' because it does not take into account



156.

the changing value of money. Accordingly* in a period of 

inflation* an amount that represents the preservation of the 

capital of the business may be reflected as profit. Also it 

has been suggested that the capital of a business is the 

productive capacity of its assets and not the owner's 

interest in the business.<8> From this viewpoint* no profit 

is recognised until provision has been made to maintain the 

productive capacity of the assets of the business.

Accounting definition of income takes into consideration 

many user needs? e.g. management? creditors and others for 

information about income as an indication of the progress of the 

enterprise* in addition the problems which arise in measuring 

income.

The realised net income of an enterprise measures its 

effectiveness as an operating unit and in the change in its 

net assets arising out of (i) the excess of deficiency of 

revenue compared with related expired cost and (ii) other 

gains or losses to the enterprise from sales? exchange or 

other conversions of asset . <<?)

Income can be either positive or negative. If

business operations are successful* revenue and gains will 

exceed expenses and losses and there will be a positive net . 

income and corresponding increase in the net assets and 

owner's equity of the business.(10> If expenses and losses 

exceed revenues and gains? the result is a negative income 

and a corresponding decrease in net assets and owner's 

equity. Negative income is called net loss* which should

not be confused with some of the negative components of



income? such as losses from uncollectable accounts from the 

sale of property at less than cost? and from natural 

disasters such as fires or floods.

Net assets refers to the amount by which total assets 

exceed total li ab i 1 i t i es ? t hus-* Assets - Liabilities = Net 

Assets. If the net assets of a business increase as a 

result of operations? the business has earned a net income. 

If they decrease? it has incurred a net loss. Income does 

not include the effect of any transactions with the owners of 

the business? such as the payment of dividends or the

investment or withdrawal of assets. Profit and earnings are 

widely used synonymously for income.

The accountant has defined income as a surplus arising 

from business activity resulting from the cash to the cash 

cycle of business operations and derived from a periodic 

matching of revenue from sales with related costs. The

matching process is an integral part of the accounting income

determination function and causes an aggregation of

unallocated costs carried forward at the end of each defined 

accounting period? these costs represent the non—monetary

assets of the entity? such as buildings? plant? and

inventories? such as measurements of entity's monetary

resources and after deduction of its various liabilities and

give rise to its residual equity or accounting capital . * 1 1 y

There are many different ways of measuring the income or 

profit of a business for a particular period. Each of these 

different methods may result in a fair and accurate statement 

of the profit of the business for the period. However? some



methods . of measurement may be more useful than others from 

the point of view of the particular user of the financial 

statements. For example? unrealised gains and losses are 

not generally taken into account in computing profit? but to 

a lender or an investor? they may be extremely important. 

There are other fundamental propositions concerning the 

measurement of profit for accounting purposes and it must be 

noted that the unit of measurement is invariably money. The 

use of money as the unit of measurement has some important 

effects upon financial statements. The most important of 

these effects is that the impact of inflation or deflation in 

the value of money is not disclosed in the financial 

accounts? and a unit of measurement that has a constant value 

should be used.<12)

Accounting income is therefore a measure which results in 

a correspond ing measure of capital. Indeed? it can be

identified with the periodic movement in such capital? i.e.

Y = R* - R-,-x . Where Y is accounting income;

Rt is the residual equity at the end of 

the period? and 

Rt-i is the residual equity at the 

beginning of the period.

Assuming no new capital or loan receipts or payment? no 

dividends? and a constant price—level. If a dividend had

been paid to the owners of entity? Y would then identify 

w i t h:

D t (Rt-Rt-i) Where D represents the dividend.

In other words R t would be computed after payment of the



dividend and R + —R * — 1 would be the understood portion of Y for 

the dividend period.

Account ing income is a residual measure and is conceived 

as a comparison between business completed and business not 

completed in a certain period. It is also a temporal 

measure normally computed in terms of matching revenue and 

expenditure transact ions; furthermore it can be analysed as a 

temporal change in cap i tal.<

Finally? the concept of profit depends upon the use to

which the measurement will be put. Investors are primarily

concerned with the profitabi1 ity of a business from the point 

of view of predicting? comparing? and evaluating the 

business’s earning power. Management is more concerned with 

the cash flow generated by the business? therefore?its 

concept of profit is often based upon cash flow.41^ 5 

The concept of profit or income for tax purposes is likely to 

be different from both of these concepts? it appears that the 

starting point in the definition of income or profit from a

business for income tax purposes is definition of income or

profit for financial ac c o u n t i n g  purpomeg*



Economic concept of income

The word " income" denotes broadly ’that which come in’ . 

In current business and economic usage? the term is commonly 

used in different contexts to denote several different

things. Thus? a perfect definition of “ income" is yet to be

evolved. There is no dearth of definitions but none of them

is entirely sat isfactory. The literature of economics

contains a great deal of discussion on this tdpic. The most 

common definition of income is that given by (Robert M.) 

Haig. He defined income as the money value of the net 

accretion to one’s economic power between two points of 

time=<ls> However? this definition limits income to money 

income alone? (H.C.) Simons another American economist?

elaborated on Haigs definition in 1938.

He sa i d=

"Personal income may be defined as the 

algebraic sum of (1) the market value of 

rights exercised in consumption? and (2) the

change in the value of the store of property

rights between the beginning and end of the 

period in question".

The problem of the income concept lies in its exact 

relationship to capital? for capital in its broadest sense 

generates income. According to (J.R.) Hick a man’s

income is the amount which he can consume in a given period 

of time without impairing the productive ability of his 

capital. However? in Hick’s definition? he perhaps does not



take into account the factor of saving for it is not 

necessary that all income should be consumed. In Hick’s

approach? capital appears only as the capitalised value of a

certain future prospect? and income as the standard stream 

equivalent of the prospect. Fisher and Kaldor<1S!> have 

defined income as the value of a given flow of services.

This flow which is taken into account is the net flow

emanating from all one’s property. Thus it follows that 

saving and appreciation in capital value are always capital? 

not income. They are saved from being invested.

Fisher’s income is a series of events that constitute income 

however? they are not in the first place financial ones but 

phys i cal ones . F i nanci al t ransaet i ons are mere

preliminaries to the final human enjoyment. Fisher 

concludes that:

"It is only what we carry out of the market 

place into our homes and private lives which 

really counts. Money is of no use until it 

is spent. The ultimate wages are not paid in 

terms of money but in the enjoyment it buys.

The dividend cheque becomes income in the 

ultimate sense only when we eat the food? wear 

the clothes or ride in the automobile which 

are bought with the cheque".

: Fisher’s concept of income is equivalent to consumption 

of services as measured in monetary terms. The measure of 

income in any period is therefore totally dependent on the 

individual’s personal decision as to whether or not to save.



In general terms such a measure can only be of very limited 

use? and as Kaldor says:(20)

"If we reserved the term income for 

consumption we should still need another term 

for what would otherwise be called income; and 

we should still be left with the problem of 

how to define the latter.".

Moreover? Fisher’s discussion ; centres around the 

individual? not around the business entity. In terms of the 

corporation Fisher would argue that there can be no income 

since there can be no physical enjoyment? unless it be 

through the shareholders whose income it then is. However? 

even if the idea of consumption were stretched to cover the 

corporation context? it would still be of no use. With a 

corporati on? consumpti on m i ght be equated to d i stributi on? 

but it has already been noted that central to company law is 

the doctrine of capital maintenance. Therefore a notion of 

income that permits any amount to be paid out by way of

dividend? regardless of whether there is saving or

overspending (that is payment out of contributed capital) is 

clearly out of context.

Fisher values capital on the basis of the future values 

of the future services discounted back. Whilst he sees 

income? in the sense of consumable services? as being derived 

from the physical attributes of capital goods? by contrast he 

regards the monetary equivalent of the capital goods as being 

derived from the monetary equivalent from the services to be 

rendered in the future. Given this and his concept of
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income as consumption Fisher is adamant that any capital 

ga i n ? presumabl y an i ncrease in the rnone tary equ. i val en t - is

not income. It is merely capitalisation of future income

and as such must be seen simply as a growth in capital. It 

is only when the growth in capital? whether it be a change in 

monetary equivalent owing to new physical attributes or just 

a price change? is consumed that such growth is recorded as 

income. He treats increases in personal capital (saving) as 

potential rather than actual consumption? in other words? 

that saving should not be treated as income until it is

consumed and enjoyed? e.g. A. purchases 1000 ordinary shares 

in 8* limited company at TO. £.15? 000. He receives? at

annual intervals? the following dividends at T1 £2000? at T2 

£4500? at T3 £5700? i.e. the notion TO?Tl?T 2 ...Tn will be 

taken to mean point T = 0?1?2?3...n. A sells the shares at 

T4 for £10?500. Assume A spent his dividends and sale 

proceeds on consumer non-durables? then his economic income? 

according to Fisher and Hick? would be? in period TO — Tl 

£2000? in Tl — T2 £4500? in T2 — T3 £5700 and in T3 — T4- 

£10?500; a total of £22?700 which effectively include returns 

of capital amounting to original investment of £i5?000. No 

account is therefore taken of change in the value of capital 

duri ng cash period.

In the above example? no account is taken of capital 

consumption ujh i ch should have been reinvested in order to 

maintain A7s future income and well being (of the total 

receipt of £22?700? £15?000 should have been reinvested in



order to maintain the flow of future dividends.)

From the definitions given above? we may attempt to 

summerise the characteristics of income as follows:

(1) Income is a flow which can be measured only as between 

two points of time? and it is distinct from capital? which is 

the reservoir? at stock? at any given moment.

(2) Although there are problems in defining both income and 

capital with precision? many people have a fairly clear 

general understanding of what is meant by each of the 

terms. <:z x ’

(3) Income is f1ow which takes place without hurt to the 

cap i tal.

(4) Neither term income nor capital? is defined in the Taxes 

Acts? in both countries? Great Britain and Egypt? therefore 

we have recourse to the Courts to see how they have tackled 

the problem.

(5) As far as a business or a corporation is concerned? the 

income or profit is the residue from the gross income after 

deducting every expenditure item incurred? to achieve the 

gross earning without impairing the value of the capital 

stock? plus the accretion in the value of the capital.

(6) Sometimes capital may rise in value? thus leaving a gap 

between the present value and the past value; it becomes 

necessary therefore? while computing income? to take also 

into account the invisible gains in the value of capital; 

and finally

(7) Income tax is a tax on income and not on capital .



(c) Capital and its importance

Capital may be defined as that portion of goods? 

physical assets or equipment created in the past but not 

consumed and available for use. As individuals? and as a 

community? we have the choice of spending all of our current 

money income on goods and services for immediate consumption 

or reserving some of it for subsequent use (savings) . The 

portion saved for future use may be referred to as capital. 

This money does not immediately become capital in the sense 

that we use the word in economics. The financially 

intermediate institutions with whom savings are deposited 

provide money for business enterprises to buy productive 

assets? such as plant and machinery to facilitate production.

Accounting capital is normally described in terms of 

residual equity of a business entity? and is identified with 

its various assets? net of any corresponding 1 i ab i I i t i es . 

These assets can be divided into monetary and non—monetary 

categories? and accounting capital is therefore traditionally 

conceived as a collection of available physical or tangible 

goods and services expressed in aggregate money terms. 

Capital is? in this sense? simply an expression of the 

entity's property rights in net assets.

Therefore? the accounting cap?tal is mainly 

transactions—based? derived from the process of determining 

income from recorded transactions — consequently? it is a 

measure depending entirely oh the nature of the transactions 

recorded. In many respects? it is far removed from the



economist's conception of capital.

As a factor of production? capital is in the form of a 
stock of producers' goods which are available for use in 
production. These include machinery of all kinds? and with 
buildings represent the main investment of firms? stocks of 
raw materials and components or finished product and also 

forms part of the firm's capital? which is known as

circulating or working capital as the firm hopes that money 
spent on the items mentioned will be recovered rapidly from 
the sale of finished products.

Finally? it is illuminating to imagine what would happen 
if for the next ten years the whole of the national product

of any country? e.g. U.K. or Egypt? were spent on consumer

goods? and none of it on buying or maintaining capital 
assets. For the first year or so? almost everyone would be 

able to join in the bonanza and increase his consumption of 

goods and services? and his standard of living. But it 

would not be very long before fewer goods came on to the 

market as machinery failed? and road—rail services had

breakdowns causing interruptions to the flow of production. 

In time? few factories would remain in working order and the 
community would revert to direct methods of production? as 
the decaying machinery became unusable. Output and living 

standards would fall? and the benefits of thrift would become 
starkly apparent through their absence.



,(D)' Distinction between i ncome and cap i tal

As has already been seen? there are problems in defining 
the terms "income" and capital? with precision. Although 
not specifically emphasized the fundamental relationship 
between capital and income has been touched upon. In
accounting? capital and income are regarded widely as a stock 
and flow? with the stock resulting from a transacted flow 

which is accounted for when measuring accounting income. In 

economics? the stock— flow concept also exists? though the
generally accepted relationship appears to be the valuation 
of capital as a discounted future stream of income? and the 

measurement of income as an expired portion of such

cap i tal . <3:3>
A rigorous examination of the relationship between 

income and capital was first made by Fisher. He regarded 
interest as the bridge between the two terms? i.e. as the 

price of hiring money today in order to obtain a certain 

amount of money tomorrow.
Although there are problems in defining both income arid 

capital? both terms are used by lawyers? accountants? 
economists and others and many people have a fairly clear 

general understanding of ujhat is meant by each of these

terms.
It is an important point that the definition of income 

or profit for tax purposes is mainly based on the accounting 

practice. As far as the corporation is concerned? the 

problem is the presentation of the net profits? which as we
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mentioned before? is the gross earning minus the costs plus 

the capital gains. <2/v> Also the income for tax purposes? must 
be money or something capable of being turned into money by 
the recipient? so that the possession of a mere right or 
other benefit is not treated as income for tax purposes. 

Conversely certain receipts which would not be regarded as 

income by economists are treated as income for tax purposes. 

In the words of Professor Meade on the Structureand Reform of 
Direct Taxation c 2:5 >

"The distinction between income and capital 
gains has become more and more important? more 
and more sophisticated ways have been devised 

by tax payers to turn highly taxable income 
into less highly taxable capital gains."

For the reason given above the distinction is important 

an d legally r e qu i r e d -
It is necessary to distinguish capital from income 

therefore? some of the cases make a distinction between 
fixed capital and ci rculat ing capi tal. There is some value 

in this distinction? but it must be borne in mind that an 

item which would be fixed capital in one person’s hands may 

be circulating capital in another person’s. For example A 
owned a factory which is a part of fixed capital? if A sells 
the factory at a profit? then the profit is of a capital 
nature and is not chargeable to income tax. When B who 

makes his living by the buying and selling of factories? 
sells that factory?then the receipt is treated as trading 

income and is an item included in his taxable profit.
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Indeed the function of an asset in any particular trade 
may determine its character so that the character of the 

asset may change if and when there is a change in the 

business.
It will be conceded that the function of an asset plays 

an important role in the categorisation of the proceeds of 
realisation of the asset as either capital or trading 
receipt; one cannot subscribe to the hypothesis that the 
function of the asset is only test of chargeabi1 ity of 
profits gained as a capital or business revenue.<27> On the 

contrary? there are many situations in which the nature of 
the asset - and not strictly its function decides whether or 

not it is a capital or trading receipt. For example? where 
a lump sum payment is made to acquire the right to occupy 

premises for a period? say? of 20 years? it is treated as a 

capital rece ipt <2S5 but in a case where on the other hand? by 
contract a right is acquired to occupy premises for 20 years 
with an obligation to make periodic payments for such rights 

to occupy? this will be treated as trading or revenue receipt 

on the ground that no payment of capital nature has been made 

even though the function of assets in the two cases is 

s i mi1ar .
It can be seen that the distinction between income and 

capital involves two main considerations namely (1) the 

physical nature of the asset and (2) itsifunction. In some 

cases the physical nature of the asset may be decisive of the 
question whether it is a capital or trading receipt whi1e in 

others the function of the asset may be conclusive of the
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question. Other eases may overlap.
It is necessary to distinguish between income and 

capital for the purposes? not only because the law requires 
such a distinction but also for the following reasons: <̂ Si'>

(a) the rates of tax under the respective headings may not
be the same? particularly as income tax rates are more liable 
to adjustment from time to time than capital gains tax rates;
(b) the respective rules for computing income for income tax 

purposes and capital gains for capital gains tax purposes are 

not the same;
(c) the various exemptions and reliefs from tax under the 
respective headings are not the same;

(d) capital ga i ns accruing on the disposal at* assets after 

5th April 1965 which were held on or before that date are 
chargeable to tax only on t hat par t of the qa i n accrui ng 

after 1965;
(e) the chargeable? i.e. capital? gains of a company are not 
chargeable to capital gains tax but to C.T. as part of the 
profits of company? (but these gains are computed in 
accordance with capital gains tax principles) but the amount 
to be included in respect of chargeable gains in a company's 

total profits for an accounting period is to be reduced by a 

specified fraction. Thus? in effect? the rate at which a 

company pays tax on its chargeable gains may be different 
from the rate at which it pays tax on its income; and
(f) capital allowances? which are in the nature of 
depreciation allowances? are available in respect of certain 
classes of capital expenditure? e.g.? capital expenditure on
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mach I ne ry and pi an t s or on I ndus t r I a 1 bu. I 1d i ngs ? Sched. , 8
F . A . 1971 * R e 1 I 0 f from !n come tax? o r C .T . ? i n t he ma i n
aga i nst t rad i ng I n c o m e ? Is gIven for such qual i fyi ng 
e x p e n diture.



4.3; Accounting Principles and Corporation Tax

. I : introduction

As has been said earlier? without accountancy principles 
it would be very difficult to ascertain the taxable profits 
of companies.

It is clearly established that profit for tax purposes 

is to be determined according to generally accepted 
principles of commercial and industrial practice?provided 
that is no statutory prohibition.

In this section profits wi11 be considered as a form of
income? i.e.? as an annual income on capital employed in
industry and trade as providing a taxable base for CT

purposes. It is impossible to draw a firm line between
business profit and other forms of income from property. For 

example? profits are fluctuating returns in contrast to the 
fixed income of interest received by the holder of bonds? but 

the net profits of a bank are the interest received from 
bonds and bills which it buys less expenses.

So? the profits of a company depend on how much money it 
has borrowed at a fixed interest. Two companies may have 

exactly the same amount of business on the same terms? but 
one will show a smaller profit than the other because it has 
to pay interest on debentures or bank loans? whereas the 
other works entirely on its own capital and therefore has no 

interest charge to deduct. Such profits as these differ 

from wages which are the price paid for certain amounts of
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work? or the interest? which is the price paid for a loan.
This section demonstrates accounting principles which 

are relevant for tax purposes; the concept of accounting 
profit; reasons for profit measurement? profit and taxation?
trading receipts? trading expenditure? capital and revenue;
expenditure incurred wholly and exclusively for tax purpose; 
trading stock? methods of valuing trading stock? and
d|i sal lowed expenditure.

II= Accounting Principles and Taxation

An examination of the records which survive for ancient 
civilisations show the existence of an accounting closely 

allied to the state's administrative machinery. In Ancient 
Egypt? for example? a sophisticated system of accounting? 

employing various counterchecks? ensured that royal revenue 
reached the Treasury. In some cases? the records of the old 
scribes survive. These documents shouj exactly how much was

received. This minute care is not only taken in the case of

large amounts but even the smallest quantities are
conscientiously entered.<30>

When income tax was introduced? however? there was no 
systematic accounting so that income tax was a tax imposed on 

the balance of the annual revenue receipts over revenue
payment. This was considered inequitable in the sense that
it did not reveal the true economic profit. It therefore 
become essential to develop a system that could ensure the
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looked increasingly to accounting theory and practice to 
facilitate the measurement of taxable profi t . <31)

(a) Treatment of Taxation in Accounting

The treatment of taxation in accounts is regulated in
Britain not only by the Companies Acts but also by statements 

of Standard Accounting Practice(SSAP);for instance?SSAP 5 
'Accounting for VAT' (April 1974); SSAP 8? 'The treatment of 
taxation under the imputation system in the accounts of 
companies' (amended version December 1977);and SSAP 
15? ' account i ng for deferred taxation' (October 1978) . c32i>

The statement of Standered Accounting Practice (SSAP5) 
requires that the following items should be included in the 
taxation charge in the profit and loss account and where 
material? separately disclosed.

(1) The amount of UK corporation tax specifying:
(i) the charge for CT on the income of the year (where 

such CT includes transfers between the deferred taxation 

account? these should also be separately disclosed where 

materi a l );

(ii) tax attributable to franked investment income;
(iii) irrecoverable ACT; and
(iv) the relief for overseas taxation.

(2) The total overseas taxation? relieved and unrelieved? 

specifying that part of the unrelieved overseas taxation 
which arises from the payment of proposed payment of 
dividends.
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b) Accounting principles and British Uourts

The courts in the absence of statutory guidelines for 

the measurement of taxable profit were quick to recognise 
accountancy principles once they became established. Lord 

President Clyde said;<3‘*>
"In computing the balance of profits and gains 
for the purposes of income tax... two general 
and fundamental common places have always to 

be kept in mind. In the first places the
profits of any particular year or accounting 
period must be taken to consist of the 
difference between the receipts from the trade 

or business during such year or accounting 

period and the expenditure laid out to earn 
these receipts. In the second place the
account of profit and loss to be made up for 
the purposes of ascertaining that difference 
must be formed consistently with the ordinary 

principles if commercial accounting so far the 
income tax act".

The phrase "the ordinary principles of commercial 
accounting" has been used countless times by courts to 

determine the taxable profit of trade.
Therefore? companies as certified by the Auditor should 

represent a "true and fair view" of the company's profit or 
loss. The test for tax purposes however is the full amount 

of the prof it or gains. <3=> In the case of Southern Railway



of Peru Ltd v. Owen Lord Radcleffe said: <=*<*>>

"I think that one is bound to say that 
references to an auditor's duty under the 
Companies Act take us into a field that is not 
exactly the same as that in which the annual

profits trade should be ascertained for the
purposes of income tax".

So? it can be seen that the annual profits shown by the
financial accounts of British companies' are inappropriate for

tax purposes and require adjustment.
In the light of the above consideration? there is no 

doubting the fact that the British courts have done the best 
they can with the scanty rules relating to the measurement of 

taxable profit: however? it is desirable that the State 

should provide general guidlines so that courts as well as 

accountants will follow them in measuring taxable profit of 

companies. However? if the accountants want to be taken 
seriously by the court then they should develop and clarify 

their own ideas on techniques of profit determination. In 

less developed countries? such as Egypt? an accountant has a 
greater role to play than has his counterpart in Britain. 
In the area of taxation he should see his role as entailing a 

positive contribution to the economic life of the country 

through his appreciation of the use of taxation as an 

instrument of fiscal policy that is an important part of the 
economic and social life of the community.

As can be seen from the above? it is necessary to clear 
up numerous topics? before arriving at the taxable profit?
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i.e.. what is taxable profit ? What is the profit; capital; 
the distinction between revenue and capital expenditures; 
etc..'? So ? while an attempt has been made to cover
comprehensively.every aspect of the computation of trading 

profits as it applies to companies? this does not mean that
all the issues relating to the subject have been covered.
Those areas which have not been' considered particularly
relevant to the needs of developing countries? like Egypt 

have been left out.
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IV The Reasons for Profit Measurement

Prior to the late 1920s? in financial reporting the 
main emphasise was on the balance sheet as a statement of 
the financial soundness and solvency of a business entity. 
The reason for this may well have been due to the position of 
bankers? lenders and creditors as the major external 

contributors of financial resources to business entities? and 
hence the main users of any published financial statements. 
These persons and institutions? being concerned with the 
immediate and short term future liquidty of entities? 
naturally tended to be more interested in the balance sheet 
than the income statement . 43-75

In recent times accountants have concentrated primerily 
on income in financial accounting theory and practice. The 

gradual development of a sophisticated investment community 

and markets and the consequent need for accounting 
information relevant for investor protection and decision 

making resulted in the income statement eventually 
superseding the balance sheet as the primary reporting 
statement. This has now caused the measurement of 
accounting income to appear to predominant over the 
corresponding measurement of assets? liabilities and residual 

equ i ty.
Income is a measurement of actual business achievement 

which can be compared with previous hopes and expectations of 
performance. It can also be regarded as an indicator of past 

business activity and behaviour which can be used as a guide
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to future activity and behaviour. It is an operational 
concept of practical significance: useful and relevant in the

field of investment decision making when past and potential 
business performances are being evaluated.

The economist's main interest in the micro-economic 
concept of income is due to its usefulness as a theoretical 
tool for analysing the economic behaviour of the 
individual? i-e.? in terms of maximizing his present 
consumption without imparing his future consumption by 
e r o d i ng his economi c cap i tal .

One further reason for the economist's interest in 
income is because of its use as a basis for tax 
capacity. It is a useful measure which can be taxed to 
redistribute wealth and economic resources between 
individuals. Thus business entities are taxed on profit 
derived from their operational activities? and the basic 

rules for computing these profits are prescribed by 
government by means of fiscal legislation.

The economist therefore has significant reasons for 

recognizing and analysing micro-economic income? but they are 

far less varied than those of the accountant? who measures it 

for reporting and decision-making purposes. The following 
indicate some of these major decision areas to which measured 
accounting income information is applied in pract i ce . c3<3>
(1) Income as a guide to dividend and retention policy i. e.? 
when management has to determine how much of an entity's 
periodic wealth increase can be distributed to its owners? 
an d how muc h should be retained to ma i ntain or e x pan d its
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act i v i t i e s .
(2) Income as a measure of the effectiveness of an entity's 
management i.e.? when investors attempt to measure the 
quality of its policy-making? decision—making and controlling 

act i v i t i e s .
(3) Income as means of predicting the future income of an 
entity for purposes of evaluating the worth of an existing or 
potential investment in it?i.e.? when making investment 

decisions.
(4) Income as a measure of management's stewardship of an 
entity's resources? i.e.? when reporting income as the 
operational consequence of utilizing these resources on 

behalf of ownership.
(5) Income as a means of evaluating the worth of decisions 

and of impairing future decisions? this can apply to all 
decision makers connected with an entity; i.e.? to business 

managers as well as to investors? lenders? creditors... etc.

(6) Income as a managerial aid in a variety of decision areas 

within and without the entity? for example? when revieiuing 

pricing policy? in collective bargaining procedures? when 
determining legal rights and obligations? when determining 

the credit worthiness of an entity? and in governmental 
social and economic regulation(as with retail prices in 
monopoly situation).

These are just a few areas in which accounting income 

can have a part to play in the planning decision making and 
controlling functions related to business entity.



4.45 Profit Measurement

A brief glance at accounting literature shows that the 

difference between sales revenue and the cost of trading 
stock sold is typically labelled as the gross profit. 

Managers? investors? and tax collectors are intensely
interested in this profit and how it is computed. For 

instance? managers are concerned that the budgeted gross 
profit percentage i b e attained.

The detailed gross profit of an income statement is a 

splendid learning device? e.g.? the known amounts can be 

included in the gross profit? and unknown amounts can be 
computed after inspecting the interrelationships of all 
items. The basic relationship can be stated algebraical1y 

as follows:
E Net Sales _ Cost of Goods Sold (CGS) = Gross Profit 3 

and E Beginning inventory + Net Purchases _ Ending Inventory

= CGS 3.
The closing stock is measured at the end of each

reporting'period . However? when the actual amount of the

closing stock is not known because it is not feasible to 
obtain a physical count for monthly and quarterly financial 

statments? the gross profit relationship is often used to 
estimate the closing stock figure. For example? assume that 

past sales have usually resulted in a gross profit percentage 

of 30%? then the accountant would estimate gross profit to be 

E 30% x 10000(as net sales) =£3000 3. By using the above



equations* the closing stock could have been estimated:
C£10000 (Net Sales) _ 7000 (CGS) =£3000 (Gross Profit)3 

Also C CGS = B1 + P _ El 3* then(CGS)7000 = 1000 + 8000_ 2000
and C El = B1 + p CGS 3 then (El)2000 = 1000 + 8000_ 7000

Where B1 is opening stock* P is net purchases and El is
the closing stock. Auditors* tax inspectors ? use the gross
profit percentage as a way of satisfying themselves about the 
accuracy of records? for example* the Inland Revenue compiles 
gross profit percentages by types of retail 

establ i shment .Black H.A<3<?,> Thus if a company shows an 
unusually low percentage* tax inspectors may suspect that the 
taxpayer has failed to record all cash sales. Similarly* 

managers watch gross profit percentages* not only to judge 
operating profitability but also to monitor how well employee 

theft and shoplifting are being controlled.
In the above example* suppose a manager or an outside 

auditor had gathered the following data for a certain company 
for the past three years:

19X3 19X2 19X1

NET SALES 10000 10000 9000

COST OF GOODS SOLD 7000 5000 4500

GROSS PROFIT 3000 5000 4500

GROSS PROFIT PER CENTAGE 30% 50% 50%

The example above illustrates the gross profit test 

whereby the percentages are compared to detect any phenomenon



183.

worth investigating. Obviously* the decline in the 
percentage might be attributable to many factors* possible 
explanations include:

(1) Competition has intensified? resulting in reduced 
sel1 i ng pr i ces .
(2) The mix of goods sold has shifted so that*for instance? 

the £10000 of sales in 19x3 is composed of relatively more 
products bearing lower gross profit e.g.? more toothpaste 

bearing low profit and less perfume bearing high profits.
(3) Shoplifting or embezzling has soared out of control.* for 

example* a manager may be pocketing and not recording cash of 
£2000. After all* sales in 19x3 would have been £12000 if 
the 50% profit had been maintained.

Briefly* there are two main ways of measuring the profit 
of a business as follows:
(1) The value of the business may be compared at two 

different dates using the same valuation methods. After 

adjusting for additons or subtractions from the business by 

its owners* the difference between the values at the two 
dates is the profit for the period. Clearly? the validity 

of measuring profit in this way depends upon the validity of 
the methods usejto measure profitability. Hicks4'*00 was 

certainly thinking of a present value method of valuation. 
Since we have already noted that this may not be a 
practicable method for accountants? in this way one problem 
in trying to measure profit can be happen particularly when 
prices are changing? the comparison of the valuations of 

business at two different dates can lead to several plausible
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results* for instance* does one measure any increase in value

in money terms* real worth term or physical terms?
(2) Accountants traditionally measured profit* whereby taking 
the difference between the revenue and expenses which relate 

to the business for the period in question. However* there
are some problems which will arise*e.g.? in defining a
relevant revenue* according to this method. In order to
maintain objectivity and prudence? increases in value of
stocks due to the operations of a business are not included

in profit? until there is a sale. On the other hand? when 
sales are made unless some adjustment is performed* gains due 

to inflation or to increases in value during previous years 
are ncluded in this year’s profit.

Despite these problems* accountants continue to measure 
profit by comparing revenues with expenses. The accounting 
statement which deals with this is called the profit and loss 

account. Several adjustments to correct the profit and loss 
account for those problems have been proposed as part of

current value account i ng sys t ems.



4.5: Profit for Tax Purposes

Corporation tax is chargeable on the full amount of 
profits or gains of the company in respect of its trading

ac t i v i t i es . J But this is not to say that the income of a
company is treated as a gross receipt? rather it is treated 

as the balance of receipts over the cost of obtaining their 
receipt. There are three main aspects which must be 

considered:
(1) trading receipts;
(2) trading expenditure allowed by tax law; and
(3) an adjustment of trading stock? debtors and creditors as
at the beginning and the end of the accounting period? where

necessary.
However? there is no general principle stating 

precisely how the above items are to be treated in the 
ascertainment of taxable profit. This is where the ordinary 

principles of commercial accounting come in to provide the 
criteria by which to judge whether? and when an item should 

not be taken into account in determining profit.
Therefore? the vital steps between the profit shown in 

an ordinary commercial profit and loss account and the figure 
treated as income for tax purposes should be watched closely 

by the taxpayer. Normally? in both United Kingdom and 
Egypt the professional accountant will prepare a statement 

showing the adjustment of profit for tax purposes? and will 
submit this to the Tax Inspector with a copy of the 

accounts.
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The Tax Inspector may query any items which are not 
quite clear? and ask for a detailed analysis of omnibus 
classes of expense such as sundry business expenses accounts 

which are commonly used for keeping together the items which 
do not fit into one of the standard classifications. When 
the Tax Inspector is satisfied with the explanations? or has
made such changes as he thinks necessary? he raises the tax
assessment according to the adjusted profit figure. <‘*3>

The taxpayer? or the managing director of the limited 
company taxpayer? should go through the statement of profit 

adjustment before it is posted to the Tax Inspector. In

this way the taxpayer will understand exactly which expenses 

are not being allowed for C T .
In addition? the same rules are laid down for the

computation of taxable profit. They are found under five 

head i ng:
(1) amounts included in computing profit (income);

(2) amounts not included in computing profit;

(3) deductions allowed in computing profit;
(4) deductions not allowed in computing profit; and 

(-5) miscellaneous rules for computing profit.
Therefore? the Tax Inspector will find occasi onally? 

that the account has not been given a clear description of 

some unusual kind of expense? and that it is being 
disallowed. There may be some unnecssary confusion inherent 

in the distinction between capital and income? or with some 
other costs and the taxpayer may have to satisfy himself and 

the tax inspector as to the purpose of the expenditure. For
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example? where a lump sum payment is made to acquire the 
right to occupy premises for a period of 21 years? it is 

treated as a capital but? as mentioned before in the 
research? in the other case where a lump sum is made by 
contract? a right is acquired to occupy premises for the same 
period (21) with an obligation to make periodic payments for 
such rights of occupation? then this will be treated as 
trading or revenue expenditure on the grounds that payment of 
a rental nature has been made even though the function of the 
asset in the two above cases is the same? except in the first 
case the payment is made to acquire the right to occupy
premises? while in the other case the payment is made by
contract to occupy premises with an obligation to make 
periodic payment . In the case of Strick v. Regent Oil Co.

Ltd. Lord Morris of Borth—Y— G®rst . said.
"On the fact as found in the stated case I 

consider that lump sum payments which were 
made by the appellents were of a capital and 
not of a revenue. I am of this opinion for 
two reasons. The first is that each payment 
was made as the price of acquiring an interest 

in land which was an asset of capital nature.

The leases were granted to and accepted by the 

Appellants on the basis that there would be 

subleases to the lessors and that in the 
subleases there would be covenants which 
obliged the lessors to obtain all their 
supplies of petrol from the Appellants.



There were other covenants? such as those 
which compelled the lessors to carry on 

business or to bring it about that an assignee 
would likewise be compelled to and would 
obtain all his supplies from the appellants".

So? it can bef seen that the distinction between 

“ income" and "capital" involves two main considerations 
namely (i) the physical nature of the asset and (ii) its 
function. In somejcases the physical nature of the asset 
may be decisive of the question whether it is a capital or 

trading receipt while in other the function of the asset may 
conclusive of that question. This does not mean that the 

two factors are mutually exclusive.
Some cases follow concerning capital and trading 

receipts and the first is where damages were compensation 
received which were held to trading receipts.

It has been said by Lord Macmillan in the case of Van 
den Berqhs? Ltd v. Clark:

"The question whether a particular receipt 

should be dealt with as an income receipt or 
as a capital receipt cannot be solved by 

reference to any provisions of Income Tax Act? 

and that no infallible criterion emerges from 

a consideration of the case law".

For instance? in Kelsall Parsons and Company v. IRC4^ 0 
Counsel maintained that a payment for loss of a 
"profit-making apparatus" was necessarily a capital payment 

in the hands of the recipient who received it as compensation



for such loss. The question whether a sum received by a 

trade as compensation? or the cancelling of one of his
trading contracts is to be regarded as a capital or a revenue 

sum must in each case depend upon the particular 
circumstances under which the payment has been made. For

example? A is a manufacturer at 1st .J a n . 198 he buys a car 
for his salesman : to use on his journeys to customers. So 
that? the car is a capital expenditure. C is a motor trader
and he also buys a car to re—sell to one of his customers.
The car? in this case? is a trading transaction? the selling 
price being income and the cost being allowable expenditure? 
the whole being "revenue". But A has sold the car? after 

his salesman quits his job? at a good price? at a profit? in 

fact. Because the car was capital expenditure the profit on 

the sale is a capital profit. In other examples? the
damages received for the deprivation of the use of a 
company’s trading stock or non-performance of a business 
contract or indeed for any other similar commercial injury
stand on the same footing as the profits of the company’s
business for the loss of which the damages are paid. In

other words? the damages received in such circumstances are 
treated as trading receipts. Thus in the following cases 

the damages or compensation received were held to be trading 
receipts? compensation for the requisition of the property of 

a colliery company? o r  for the late or delayed completion

of a ship under repair? or for cancellation of contracts
for future del iveries? <4<?) or compensation for trading stock, 

destroyed by fire.<so> In all these cases the receipts have



190.

been treated as trading receipts on the ground that the 
damages were paid as reimbursement for the trading.



4.6: Profit and Corporation Tax

Taxes other than taxes on profits (such as CT) may be 

included in the costs of the business. A property tax? such 
as local rates? is a fixed cost? it does not vary with 
output. It is therefore a heavier burden when times are bad 

and output is low. But it can be included as a business 

cost .
In both countries? United Kingdom and Egypt? a company’s 

tax is based on its accounting profit? although numerous 
adjustments might have to be made when computing the profit 

subject to taxation.
Up to 1965? the profits of UK companies were liable to 

two kinds of tax: the first was profits tax? paid by the

company on the whole of its profit "after deduction of 

depreciation allowances"? the second was income tax? also 
paid by the company on the whole of its profits? but 

recovered from shareholders on the part of the profit paid 

out in dividends. Thus the company itself paid income tax
only on that part of its profit which was placed to

reserve < S 1 y

In 1965 the above system was abolished and was replaced 

by a corporation tax “at 40% in 1966". In addition? 

companies had to deduct income tax from dividends and pay it 

over to the government.

In 1973 the classical system was replaced by the
imputation system. This system greatly reduced the bias 
against distribution. So? any distributions were liable to
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basic rate? while taxpayers were not further af f ected . <55:2>
As mentioned above the pre_1965 system did not encourage 

the company to distribute or und i st r i bu.te its profits while 
the classical system encouraged it to retain the profit. 

But the imputation system greatly reduces the bias against 
distribution and in fact encourages it. Moreover the 
imputation system has two significant aspects:
C D  the corporation tax rate (35%in 1987) is lower than both 

company tax systems;

(2) any distributions subject to income tax at basic rate. 
The distributions are to be treated by their recipient as 
though tax had been paid at the basic rate. So a basic rate 

taxpayer is not required to pay any additional tax.
Finally? the profit shown in ordinary commercial profit 

and loss accounts require adjustment for tax purposes. The 
starting point far the statement of adjustment of profit is 

the net profit shown in the profit and loss account. It may 
seem superfluous to suggest that special care should be taken 

in preparing the annual accounts which lead up to the net 

profit but there are a number of pitfalls. For example;<S3>
(i) Have any expenses which might fairly be treated as 
revenue been pushed into fixed asset accounts in error? even 

major expenses ujh i ch are revenue and should be distinguished 

from complete replacement of the asset.
(ii) Have any expenses been pushed into the profit and loss 
account which are really related to the purchase of a fixed 
asset? Formerly it was a habit amongst some businessmen to 
"write off" all the incidental costs of acquiring an asset?
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on the grounds that they had added nothing to the asset’s 
value. They would then be disallowed from the.revenue items 
for tax purposes but at the same time might be missed from

the capital allowances claim being made on the asset itself.
The taxpayers should be sent the statement together with 

a copy of the full annual account to the Tax Inspector at the 
same time as the completed annual return of income in April 
of each year. If this proves impracticable _ for example? 

it would be impossible if the accounts had been made up to 31 
st March leaving only April itself in which to complete them? 
or if they have been held up through staff shortages_ they 

should forward the return as soon as possible.
It is necessary to understand that the Tax Inspector is

not forced to accept the statement as correct? but uses it as

a starting point for his queries. But when the Inspector
is satisfied with the explanations? or has made such changes 
as he thinks necessary? he raises the tax assessment 

according to the adjusted profit figure shown below.
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Figure (4.1)
Statement of Adjustment of Profit 

for Tax Purposes

Start with net profit shown in the 

the profit and loss account.
Add back the expenses not

allowable for Tax Purposes?
For ex amp1 e:

Legal expenses of a capital nature? 
Loss on sale of machine?

Depreci at i on?
Entertainment of UK Customer? 

General reserve for bad debts.

Deduct income which is either 

not taxable or taxable under 
a different headings 

For example:
Investment income 

Profit on sale of land?

xxx

x x

xxx

x x

Adjusted profit for tax purposes. xxx
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Figure (4.1) c o n td . ?

Less Capital Allowances. xx

Balance of trading income 
liable to CT(Taxable profit).

No t es!
Capital allowances are shown as a separate entry at the 

foot of the statement and not included with the other figure.
This treatment of the capital allowance according to Egyptian 

Tax System differs from British Tax System. The

depreciation is deducted from the the gross profit* there is no need 
to add it and deduct again from statement of adjustement of 

profit for tax purposes.
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• 4.4 Main Rules for Computing Profit

In both business and tax accounting* the basis of an 

asset is usually in the first instance its cost* though the 

definition of cost may differ for the two purposes. Even 

when there is complete agreement on the cost of assets* the 

basis may differ for tax and business purposes because? in 

certain circumstances* there are business reasons for

carrying assets at other than cost and there are tax 

requirements whereby assets must sometimes be carried at 

other t han o r i g i nal cost.

The tax treatment of this basis is very important for 

two reasons: first* to indicate its bearing on such crucial

matters as the determination of profit* gain and expenditure? 

loss? and of deductions for capital allowance; second? to 

illustrate the types of technicality that are peculiar to tax

accounting and to give some of the reason for these

t echni cali t i es .

Corporation tax is charged on all the amounts of the

balance of the profits or gain? in the case of Coltness Iron 

Company v. Black. (54)

"Something very different from the amount of 

the net profits of the year which would appear 

in the ordinary annual balance sheet of the 

trading company."

The net income shall be computed upon the basis of the 

taxpayer's annual accounting period ... in accordance with 

the method of accounting regularly employed in keeping the



books of such taxpayer; but if no such method of accounting 

has been so employed* or if the method employed does not 

clearly reflect the income* the computation shall be made in 

accordance with such method as in the opinion of the 

commissioner does clearly reflect the income. In this

sub—heading we shall lay down the following main points:

1. The wholly and exclusively roles

For expenses to be allowable for tax purposes* expenses 

will be deductible in arriving at the taxpayer's profit under 

Cases I and II of Sch. D only if:

(1) It is an income and not a capital expenditure.

(2) It is incurred wholly and exclusively for the purpose of 

the trade* profession or vocation.

(3) Its deduction is not prohibited by statute.<S5>

Countless battles have been fought between taxpayers and 

the Tax Inspector about the application of these rules above 

to particular circumstances. Their meaning looks obvious at 

first sight in general terms* but a surprising number of 

queries arise as soon as they are applied to a set of actual 

accounts.

These rules were stated by Lord Sumner in the case of 

Usher's Wiltshire Brewery Ltd. v. Bruce.

“The effect of this structure? I think* is 

this* that the direction to compute the full 

amount of the balance of profits must be real 

as subject to certain allowance and to certain 

prohibitions of deductions? but that a 

deduction? if there be such* which is neither
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within the term of prohibition nor such that 

the expressed allowance must be taken as the 

exclusive definition of its areas? is to be 

made or not to be made according as it is or 

is not? on the facts of the case? a proper 

debit item to be charged against incomings of 

the trade when computing the balance of

profits of it."

It is very important to notice the distinction between 

expenses incurred in earning the profits (which may be

deductible) and expenses incurred after the profits have been 

earned? (which are not deductible). For example? the 

payment of income tax is an application of profit which has 

been earned and is not deductible Ashton Gas Co. v.

Other taxes? however? such as rates and stamp duty may be 

paid in the course of earning the profits? and so may be 

deductible. The professional costs involved in drawing up 

the trader's accounts and fees paid for advice are? in

practice? deductible? but expenses involved in contesting a 

tax assessment are not. In the case of Sm i th's Fotat o 

Estates Ltd. v. Bolland? Viscount Simonds stated that: <s©>

"His Cthe trader's!) profit is no more affected 

by the eligibility to tax than a man's 

temperature altered by purchase of a 

thermometer? even though he starts by haggling

about the price of it."
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2. Expenses must be income not capital
For the difficulty of determining whether payments are 

income receipts? taxable under Cases I or II or Sch . D? or 

capital receipts? the liability is to capital gains (CST)? a 

number ' o f  tests have been suggested: the classical test

which is the distinction between a sale of the fixed capial 

of the business and of its circulating capital. Sale of the

circulating capital produces income receipts. Other tests

are but variations on the original theme and contain the same 

defect of classical tests.

There are some texts applied in classifying expenditure 

as income or capital as in deciding whether a receipt is 

income or capital. Therefore a distinction is drawn between 

the fixed and circulating capital of business. A payment is 

therefore capital if it is made to bring into existence an 

asset for the enduring advantage of the trade. c'73> 

Considerable difficulty is quite often experienced in 

determining whether an expense is of a revenue nature? which 

is allowable? or of a cap i t'al nature which is not. There is 

no statutory definition? as mentioned before? of the two 

terms. In the case of Qdeon Associated Theatres Ltd. v. 

•Jones- ? Salmon L.J. stated . <<i0>

"But no help can be derived from the statute 

in deciding the question of what is capital 

expenditure Cor revenue expenditure}. The 

statute does not give even the faintest hint 

as to how this question should be answered."

A once and for all payment? even though it brings no
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enduring asset into existence? is more likely to be 

capital nature than a recurring expense- If the paymen 

to enhance the company's good will then the payment 

capital expenditure-

of a 

t ? s 

i s a



4.8: Capital and revenue expenditures

No invariable rules have been established for 

distingushing revenue expenditure (current expenses) from 

capital expenditures. A perfectionist would insist that 

outlay which would be of benefit for more than a year should 

be set up as an asset to be charged off over the entire 

period of usefulness. For example? the cost of a biennial? 

paint job should properly be divided between the two years? 

as should the cost of regularly recurring repairs or 

replacements on equipment? if they benefit more than the 

period in which they are made.

Many of the accounting manuals? prepared by trade 

associations? detail rules for treating different types of 

expenditure on capital assets. Consistency? rather than 

absolute accuracy? seems to be the chief ob j ect i ve . <<s>1 ’

In general? a rule of reason is applied for both tax and 

business purposes in distinguishing between expense charges 

and capital expenditures; neverthless? differences in 

judgement incentives are_imposed by the differing objectives 

of tax and business accounting. In general? if a repair or 

replacement is so large that it would distort income to treat 

it as an expense in a single year? e.g.? in the case of new 

boilers and engines in a ship? the outlay must be treated as 

an additional capital expenditure. It would be preferable 

to treat the power plant and the hull of the ship as 

separate assets with distinct service lives. Any

replacement in the nature of a betterment should also be
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treated as a capital expenditure. But ordinary maintenance? 

repairs? and replacements are usually considered as expenses 

of the period in which the work is done. From the following 

case we attempt to derive some different criteria for 

deciding what these two terms mean and the distinction

between them. Yet it is still not possible to provide an

all embracing definition of capital and revenue expenditure 

which brings out their distinctive features. In the case 

of Regent Oil Co.? Ltd v. Strick? Lord Morris of Borth—Y—Gest 

has stated: <<?>=>

"The decided cases? carefully marshalled in 

argument? show that in the diverse and

varying sets of circumstances in which 

decision has been called for as to whether 

payments have been of capital or of revenue 

nature no all embracing formula has been 

evolved. No touchstone has been devised".

The problem is that the tujo terms cover such a

multifarious area that it is extremely difficult to provide a 

single definition that will take care of all the dimensions 

of the subject which is becoming more sophisticated and

compl i cated .<<E>3> Others even think it naive to attempt to 

do that. The problem has been clearly illuminated in the 

passage of Lord Denning in the case of Heather v. F—E

Consulting Group Ltd.(64)

"The question—revenue expenditure or capital 

expenditure- is a question which is being 

repeatedly asked by men of business? by
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accountants and by lawyers. In many cases

the answer is easy; but in others it is

difficulty. The difficulty arises because of 

the nature of the question. It assumes that 

all expenditure can be put correctly into one 

category or the other; but this is not simply 

possible. Some cases lie on the border

between the two; and this border is not a line 

clearly marked out; it is a blurred and 

undefined area in which any one can get lost. 

Different minds may come to different

conclusions with equal property. It is like

the border between day and night or between

red and orange. everyone can tell the

difference except in the marginal cases; and

then everyone is in doubt. Each can come

down either way. When these marginal cases 

arise then the practitioners- be they 

accountants or lawyers— must of necessity put 

them into are category or the other" .

The same view is given in a passage by Peter

Wh i tman .

"One of the most difficult and fundamental 

problems in income tax is to distinguish 

between revenue and capital payment. Certain 

expenditure can quite easily be designated as 

either of a revenue or capital nature? but 

there is a twilight area in between which it
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is impossible to prod.ict with any conf inedence 

whether the judiciary would attribute such 

payments to revenue or capital account."

In the light of the above cases and others? a number of 

different criteria have been propounded? to help in deciding 

what these two terms mean and the distinction between them;

(1) Capital expenditure is a thing that is going to be spent 

once and for all. While revenue expenditure is a thing that 

is going to recur every year.

(2) Capital expenditure creates neuj or actual cap i tal 

assets. Revenue expenditure is a lump sum spent to keep the 

prosperity of the company?and to enable it to continue to 

carry on as it has done in the past . <<b7)

(3) Capital expenditure which could be incurred on an 

existing capital asset to enhance substantially its value.

An expenditure on obtaining a new charter to give a company

an i mproved adm i ni s t rati ve w ill be revenue expend i t ure . In

the case of CIR v. Carron it was held that expenditure on

obtaining a new charter to give a company an improved 

administration structure was not capital expenditure because 

no new or actual asset was created.(&S)

(4) There are three-fold tests? as Mesgravy J stated them? 

for distinguishing between capital and revenue expenditures. 

He asked the following quest ions: <&<?>

(a) What is the nature of the payment '?

(b) What is to be obtained by payment ?

(c) In what manner is what is obtained to be used? relied on 

or enjoyed ?
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It can be seen that various tests have been applied by 

the courts for the purposes of distinguishing trading 

expenditure from, cap i tal expenditure.^0 *



206.

4.. 9 ; Bad Debts

The treatment of bad debts in ordinary business 

accounting differs from the corresponding tax treatment in 

several respects. In ordinary business usage the term bad
Xdebts refers primarily to losses arising from transaction 

made on credit in the normal course of business? that is? to 

losses on trade accounts and notes receivable. For tax 

purposes? bad debts are defined much more broadly. The tax 

concept was especially broad? embracing such items as losses 

on bonds and other debt obligations held as investments as 

well as losses on loans to officers and employees.

For both tax and bookkeeping purposes bad debts may be 

accounted for in two ways? as follows:

(i) They may be deducted as direct charges against income at 

the time they have been definitely ascertained to be 

uncollectable. or

(ii) A reserve for probable losses may be established? 

ordinarily at the close of the period for which the accounts 

are made up .

Before considering the consequences of these differences 

in scope and accounting treatment? the rationale of the 

customary provisions for bad debts is briefly presented. In 

commercial enterprises? the most commonly used and ordinarily 

the most justifiable basis for determining charges or credits 

to income is the completed transaction. Income is generally 

deemed to arise when a sale is made. Except for accruals of 

Tterns such as interest or rent? no credit is taken for
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profits except when and to the extent they are received or at 

least reasonably assured.

Therefore? sales are commonly recognised as producing 

income at the time of sale on the assuption that the

receivables taken in exchange for goods or services are the 

equivalent of cash? collection of which will be made in due 

course. But an element of risk is inherent in most sales on 

credit. The taking up of income at the moment of sale 

therefore constitutes a departure from the strict theory of 

recognising profits when r eal i sed . < y r * *

Such recognition will prove to have been in error to the 

extent that receivables are not collected. The provision 

for loss on bad debts is thus essentially a correction of 

income estimates previously or currently made. From the

viewpoint of the balance sheet? it is intended to reduce the 

receivables due from customers to the net amount estimated to 

be reali zable ̂

Rigid adherence to the completed transaction as the 

basis of income recognition might be considered to imply that 

no provision for failure to collect the proceeds of a sale 

should be made until the loss is definitely ascertained. 

When two accounting periods are involved? however? as may 

often be the case? to take up income in one period and to

cancel it in another would hardly be satisfactory. It would

obviously distort the comparability of results of operations 

as between the periods. The charge—off method doubtless has 

this effect in direct ratio to the rigidity of instance upon 

the date of ascertainment as the time for taking the



deduction. In contrast? the reserve method? by far the more 

common accounting practice? has the merit of allocating the 

approximate loss to the year in which the sale was made?the 

proceeds of .which were never realized.

The receipts arising from a sale of goods or services 

may be regarded as containing two parts: that which

represents a cost and that which represents a gain. A case 

could be made in principle? although probably not in 

practice? for treating these parts separately. As far as the 

cost element is concerned? the sale may be regarded as a 

conversion of an asset from one form to another. To the 

extent that the value of the asset created exceeds its cost? 

there is a present or prospective accretion to assets and a 

ga in.

In the ordinary case of a corporation making its return 

of income on an accrual basis? a gain will be taken up unless 

there is a high degree of uncertainty concerning the 

collectibility of the debt arising from it. In accounting 

as well as in tax practice? the measure of the gain is the 

excess of the cash equivalent of the receivable over the cost 

of the goods or services sold. In measuring the cash 

equivalent it is necessary to consider the interest element 

arising from delay in payment? the cost of collection? and 

the credit risk. The credit risk is more generally 

recognized as significant and provision is made for it. In 

some cases it is covered by insurance and the premium is? of 

course? charged against income in the period in which the 

debt is created.



More commonly? the debt is reduced to its assumed cash 

equivalent by a bad debt reserve. It then becomes apparent 

that the provision is properly a charge against the period in 

which the receipts are created. From another viewpoint? the 

bad debt reserve may be regarded as a self-insurance premium? 

the amount of which should equal the premium necessary to 

cover the risk of loss.

Finally? bad debts fall into three groups: firstly?

outright bad debts of named customers? . These are written 

—off as hopeless cases? having vanished? gone abroad? or gone 

bankrupt. At the end the total may be transferred to the 

profit and loss account? and will be wholly allowable for tax 

purposes according to the tax system of both counries? Great 

Britain and Egypt. If one customer should unexpectedly come 

up with a part—payment at a later date (for example? a 

distribution from the receiver in bankruptcy) this must be 

brought in as taxable income of the year it is received? so 

that in the end only the net amount lost has been allowed for 

tax. Secondly? probable specific bad debts. There is 

reasonable certainty that named customers will not pay their 

accounts? but it is not yet time to write then off completely 

because they are still being pursued hopefully. The need 

here is to create an account for specific provision for bad 

debts of named customers by making a credit entry on this 

account and a corresponding debit entry on the profit and 

loss account. This will be alloweable for tax purposes 

(according to the British tax system? and non_al1owable 

according to the Egyptian tax system because the tax law did



not permit the deduction of a bad debts loss until the loss 

had been defini tely ascertained) . At the end of the year a 

fresh list is made and a balancing adjustment to bring the 

amount of the provision into line with the new total. It 

follows that if the adjustment is a reduction of the previous 

provision? «.»j i 11 add to the taxable income insted of reducing 

it ; and fristly general provision. Every year some customers 

fail to pay? but at any one moment the management does not 

know precisely which ones nor how much will be involved. 

For prudent accounting a general provision for bad debts can 

be made in the form of a per—centags of the total value of 

all debtors. The per—centage is selected according to past 

experience. This general provision is not allowable for tax 

?in both countries? when it is created or increased.



4.10: T rad i nq stock.

All manufacturing and trading companies must take 

specific account of changes in the size and value of their 

trading stock in order to present their net income 

adequately. Trading stocks are usually taken into account 

in the course of calculating the cost of goods sold. When 

prices fluctuate substantially? different methods of 

accounting for trading stocks may cause big variations in 

income because the same trading stock will have markedly 

different values.

The American Institute of Accountants defines the term 

inventory “trading stock" as the aggregate of those terms of 

tangible property which (i) are held for sale in the ordinary 

course of business? (ii) are in process of production for 

such sale or (iii) are to be currently consumed in the 

production of goods or services to be available for sale.

In the UK trading stock inventory" is usually referred 

to as stock-in-trade or work in progress.

Trading stock may consist of the following types:

(1> Raw materials and supplies to be consumed in production;

(2) Work-in-progress? of partly manufactured goods;

(3) Finished stock or goods ready for sale.The cost of 

trading stock is' (i) direct expenditure on goods bought for 

re-sale? materials and components used in manufacturing 

finished goods? may be added to this? (ii) direct expenditure 

incurred in bringing stock to its existing location or 

condition? e.g.? direct labour? transport? etc..?
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III. indirect or overhead expenditure incidental to the class of 

stock concerned.

However? the value of unsold trading stock is a matter of 

personal opinion. This fact has been largely ignored by the 

accounting profession? who have been content to leave 

valuation to the directors of the business when satisfied 

that recognised principles of valuation were being applied. 

The Revenue have been more persistent in applying rules to 

ensure the accuracy of stock valuations? their concern being 

with the understatement of profi t which comes with an 

understatement. of stock.

The main rules of checklist of trading stock are:

(1)The stock should be checked as at the end of each 

accounting period? and the directors or sole trader or 

partners must certify that this has been done.

(2) Whatever methods of valuing stock may be used? they are 

to be used consistently. Different firms may adopt slightly 

different methods from one another? but any one firm should 

keep to the same method every year. Where an alteration is 

really necessary? as? for example? following a complete 

change of the board of directors where newcomers intend to 

adopt different accounting methods? the facts should be given 

to the Inspector who may request an adjustment in the tax 

computation in the year of the change.

(3) The basic principle of cost price or market value? 

whichever is the lower? must always be followed. The snag 

is to know either the cost or the market value accurately’

(4) Market value is net realisable value at which the goods
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could be sold at the stock-taking date.

(5) Where there is a running stock of one commodity? with 

frequent additions and withdrawals but no single unit 

distinguishable from any other unit, for example? a base 

stock of raw material of a type which does not deteriorate? 

the principle of "first in first out(FIFO)7 must be used to 

determine the cost price, and

(6) The Revenue may ask to see the stock figures and details 

of vaiuat ion.<73)

According to Egyptian tax law the trading 

stock"inventory" should include all finished or partly 

finished goods and? in the case of raw materials and 

supplies? only those which have been acquired for sale or 

will physically become a part of merchandise intended for 

sale. The taxpayer must be carrying on business before he 

can inventory merchandise; a mere holder of goods cannot use 

inventory accounting methods .

The regulations specify with some care the meaning of 

cost and market value for trading stock purposes. In

general? the cost of merchandise purchased is the invoice 

price minus trade or other discounts? except strictly cash 

discounts approximating a fair interest rate which may be 

deducted or not at the option of the taxpayer? plus 

transportation or other charges incurred in acquiring 

possession of the goods. The cost of merchandise

produced? the cost is the cost of raw materials and supplies 

entering into or consumed in connection with it plus 

expenditure for direct labour plus indirect expense incident



to production; a reasonable proportion of management expenses 

may be included? but selling costs and return on capital? 

whether by way of interest or profit? cannot be. In

general? market price means the current bid price at the date 

of the inventory for the merchandise in the volume in which 

it is usually purchased by the taxpayer.

! Method of valuing trading stock

As far as the quantitive effect on income is concerned? 

the method of valuing trading stock is ordinarily much more 

significant than is the precise line of demarcation between 

goods that can? or cannot? be inventoried. Therefore the

following is a list of the more usual method of pricing:

(1) The average cost method;

(2) The base stock method;

(3) The first— in first—out method;

(4) The last— in first—out method;

(5) Standard price method; and

(6) Work— in—progress cost.

Unfortunately? the law does not lay down how trading 

stock is to be valued in computing profit for tax purposes. 

Problems arise as to the proper method of valuing this 

trading stock for tax purpose. For these purposes we shall 

discuss only the first four methods because they are more 

applicable than others. However? this does not rule out the 

possibility that the latter methods may be employed by some 

companies. Also we shall not go into detail because



these are not strictly legal or juducial methods- They are 

the assumptions by accountants as convenient methods of 

valuing trading stock and all that the judges do is to 

examine the practical effects of these assumptions to 

ascertain if they comply with the tax principles- Thus in 

the word of the Lord President in the case of CIR v , 

Marshall .

"It is not for this court to fix p r i n c i p;l es of 

valuation? for a principle of valuation is not 

a part of the law universal at all? but? of 

course? it is necessary sometimes to ask this 

court whether a par t i cular pri nc i pie of 

valuation if adopted? would or would not 

accord with the description of the Income Tax 

Acts which requires the balance of profits and 

pains to be duIy ascer ta i ned"-

(1) Average cost

The cost of an item is determined from the weighted 

average of the cost of similar items at the beginning of the 

period. The average may be calculated on an annual? 

monthly? or other periodic basis? or as each additional 

shipment is received? depending upon the circumstances of the 

business.

This method does not assume any specific flow of goods? 

nor does it necessarily reflect a matching of current costs 

with current revenues. It is? however? a relatively easy 

method to apply in situations where an item is part of a 

homogenous group.
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This method is used frequently for material being 

processed or used in manufacture? but it is sometimes applied 

to finished goods also. The goods concerned? as sold or 

consumed? are charged out at short intervals on the basis of 

the average cost of opening stocks plus additional purchases 

during the in'tervals?as -demonstrated in the example below. 

Therefore the average cost is to be determined by taking into 

account the items on hand at the beginning of the period and 

those; acquired during the period? apparently without regard 

to the sale of units during the period. Consequently? in a 

period of rising prices? the average cost determined under 

this method would be lower than the cost of the most recent 

purchases? while the number of units on hand might be no 

greater than the number represented by the most recent 

purchases. In industries where large numbers of small items 

of stock are purchased at fluctuating prices? an average

price may be used for pricing i 

will illustrate this statement.

s i flip I e ex amp I e

Cost

Units on hands at 

beg i nni ng 

Purchases dur i ng 

period 

Month 1

a

No .

1000

h.a<_ h

1 .00

To tal

1000

12

2000
500

1200

900

1 .50
2 .00 
2 .25 

1 .75

3000 

1000 

2700 

1575



continued from previous page
5600 9275

Average cost per 

un it 1«66

Uni t on hand 900 1.66 1494

The effect of the average cost calculat ion? applied in 

the manner illustrated? is to reduce the trading stock value 

as a result of the lower prices in the earlier part of the 

period? even though the items on hand might he those 

purchased in the last month of the period. The converse of 

this situation is also true: in a period of decreasing

prices? the average cost method will result in a higher stock 

value than the cost of the most recent purchase.

(2) The base stock method

This method involves taking a fixed amount of stock to 

represent the basic minimum holding of the company which is 

then valued year after year at a fixed total amount which 

would probably be determined from the cost or market value of 

the similar stock held many years earlier when the prices and 

quantities might have been very d i f f er en t . 5

In the UK? the Judicial Committee of the Privy council 

in considering, the LIFO method? was obliged to make use of
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comments on the base stock method . <̂ rs>

"In the United Kingdom an attempt has been 

vainly made to uphold the base stock method 

for income tax purposes. In the recent case 

of Patrick v. Broadstone Mills Ltd Singleton L 

J.? in words that are equally apt if applied 

to the life method? declined to accept the 

base stock method as conformable to income tax 

law though it might be approved by accountancy 

pract ice."

It can be understood that the English Courts have 

rejected the "base stock" method on the grounds that it 

violates the income Tax Acts.

(3) First-in first—out (FIFO)

For the purpose of income determination? the cost of the 

first goods purchased or acquired is the cost assigned to 

the first goods sold. Therefore? the cost allocated to the 

trading stock items on hand at the end of the period is the 

cost of those items most recently acquired.

It will be noted that the FIFO method is an application 

of a flow of costs theory that results in the stock being 

determined as a residue of cost.

The FIFO method is based on ’historical cost’ and ? in 

general? it may be stated that the FIFO method of determining 

cost is acceptable for tax purposes. This is probably the 

case because for most businesses? the physical flow of goods 

may approximate to a first— in? first—out flow? since goods 

purchased earliest will normally be sold first to avoid loss
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through deterioration. This method will lead? in times of 

rising prices? to higher profit figures and more realistic 

balance sheet values than the average cost or the last in 

first out method. It assumes that the stock bought first is 

used first? it also leads to a more precise ascertainment of 

the true profit in an accounting period. Thus its effect is 

to impose a relatively higher fax charge at a time of rising 

prices and a relatively lower charge when prices fall. The 

problem with this method is that? although there is an 

approximate matching of specific cost against specific 

revenue? there is not matching of current cost against 

specific revenues? this will be considered further when we 

consider adjustments necessary to allow for inflation.

Although the FIFO method is judicially acceptable for 

tax purposes? it may create difficulties for companies? i .e . ? 

where prices rise there is a tendency to repress business 

acti v i t i es.

(4) Last-In First-Out (LIFO)

Under this method? for the purposes of income 

determination? the cost of the goods most recently purchased 

or acquired is the cost assigned to the first goods sold. 

As a result the stock on hand at the end of any period? 

provided the quantities on hand at the end of the period are 

the same as they were at the beginning of the period? is 

valued at cost attributed to the stock at the beginning of 

the period. Increases in quantities during a period are
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valued at the cost prevailing during the time the

accumulations are deemed to have occurred. Decreases in 

quantities are considered to have first reduced the most 

recent accumulation.

This method is the reverse of FIFO as it assumes that

issues are made from the latest items received into the

business. This method is rarely used in the UK and it was 

rejected for tax purposes by the Privy Council in Minister of

National Revenue v. Anaconda American Brass Ltd. in

this case the respondent company carried on the business of 

purchasing materials? manufacturing them into sheets? rods

tubes and selling the manufactured goods. The company

claimed to value its stock on the LIFO method for 1947? a

year in which there had been large increase in the price of

materials. Thus by attributing the highest cost to the

metals processed and the lowest cost to those retained in 

stock the company was able to show for lower profit? (but not 

the real profit? which in fact was much higher) than if it

had followed the accustomed or traditional method of

ret urn ? FIFO .

In the argument against the LIFO method?Sutherland L.S 

and J.R Hicks said: <eso>

"For whatever safeguards are introduced the 

net effect of the LIFO option must in these 

circumstances? be a postponement of the 

payment of taxes. But neither in a time of 

internal inflation? nor at a time when the 

prices of imported materials are rising



sharply (these being precisely the times when 

the LIFO alternative will be most generally 

attractive) is it desirable to give a general 

licence to such postponement. The effect of 

postponement is to put more spending power 

into the hands of business? for the time 

being. There is nothing to stop them from 

exercising that spending power? but as they do 

so they contribute in the one case to 

inflationary pressure? in the order to the 

strain on the balance of payments. The right 

course is to keep business short of funds 

during the time of pressure and to let them 

off more easily later. This is what FIFO 

does while LIFO works in the other? the wrong 

d i rect i on"

The LIFO and the basic stock methods have been rejected 

by British Courts as being inconsistent with the income tax 

law. The Egyptian tax system accepted all the above methods 

where the company can choose any method but cannot change 

that method without any justifiable reason.<81>

(5) Standard Price Method

In manufacturing or processing industries where several 

operation are involved or goods are producted on mass 

production lines? stock is valued on a predetermined or 

budgeted basis. -Stock may be valued at the same prices? 

provided standards are kept up to date.
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(6) Work— In-Proqress Cost

The cost of work-in-progress is difficult to determine? 

but may be defined as prime cost actually incurred plus a 

fair cost of overhead incurred? i.e.? it is usually valued by 

adding to direct costs (such as labour) a proportion of 

indirect overhead expenses.<B2) The taxpayer is allowed to 

value work— in—progress at direct cost only. In the case of 

Duple Mo tor bodies v. Ost i me <g:s> the company made motor bodies 

and since 1924 used the "direct cost" of ascertaining the 

cost of the work in progress? meaning that only the cost of 

materials used and labour directly employed in the 

manufac t ure were i nc 1 ued » < >
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4 .1 1 Relief for Trading losses

In general? a person carrying on an activity such as a 

trade? which normally generates income in the form of 

profits? may suffer a trading loss in a particular accounting 

period because expenditure has exceeded income for that 

period.<S5) In such a case there will clearly be no income

for assessment purposes and it would he inequitable if no 

relief from income tax could be claimed on the loss.

There are one or two preliminary points to be made about 

t rad i ng 1 osses ar i s i ng i n compan i es . >

(1) If a company has a trading loss for an accounting 

period there is no Sched . D? Case 1 amount to be included in 

profits liable to CT for that period.

(2) In many cases in theory and practice there will be 

other kinds of profit? including abated chargeable gains? in 

the same accounting period in which a trading loss arises. 

These other profits will be liable to CT and it is quite 

possible in certain circumstances for CT to be payable for an 

account i ng per i od i n whi ch a trad i ng 1oss ar i ses.

(3) Relief for losses for taxation purposes consists in 

being able to reduce current? past or future profits so that 

less tax is paid on these profits than would otherwise be the 

case. The CT assessment is usually based on the results of 

a twelve months period. Losses for earlier or later twelve 

month periods are not automatically deducted as happens in a 

company’s financial accounts. To deduct losses for tax 

purposes there has to be specific legislation for relief in
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each case ,

(4) In a general way if trading losses are being carried 

forward they can only be deducted from future trading income 

in that trade- If trading losses are being deducted from 

the profit of the current or a prior period all profits? 

trading and other profits of the period? can be reduced by 

the loss.

Relief for trading losses

There are a number of alternative ways in which relief 

may be given on trading losses for CT purposes* <sSs3>

(i) The loss may be carried forward and set-off against 

future tradinq profits? no part of the loss being set-off 

against other profits of the accounting period in which the 

trading loss arises? or

(i i) Set—of f aga i nst other profits of the accountIng

period? any balance of loss then remaining being carried

forward and set-off against future trading profit as in (i)

above; or

(iii) Set off against other profits of the accounting

period and then against total profits of the preceding 

accounting period ? any balance of loss then remaining being 

carried forward »

It is perhaps worth recalling that Schedule D Case I trading 

loss is arrived at after deducting capital allowances. 

These may in fact turn a profit? into a loss? for tax 

purposes. Also? charges on income are deducted from total 

corporati on tax profit.
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A loss incurred by a Company in the carrying on of 

trade is to be computed in the same way as a corporation tax 

profit. According to the UK Tax system* there are various 

statutory provisions which, give loss relief against income 

far tax purposes* and*in the main they apply where a loss has 

been sustained by a person carrying on a trade* profession or 

vacation. Therefore* a trading loss can be relieved in the 

follow i ng ways:

(1> Ca rry f o r wa r d

The tax law gives taxpayers (e.g. trading company)

the right to carry forward and set-off against the first 

available profits of the same trade so long as the company 

continues to carry it in succeeding accounting periods 

without limit of time. Where the trading loss has been

carried forward but the amount of the trading income against 

which it will be set off is insufficient? any interest or 

dividends on investment which wo ui d fail to be taken into 

account as trading receipts but for the fact that they have 

been subjected to tax under the other provisions shal1 be 

treated as if they w ere trading income of the trade. <<5'°) 

Moreover* in any accounting period where the charge on income 

paid by a company exceed the total CT profits? and include 

payments made wholly and exclusively for the purpose of trade 

carried on by the company the excess may create or augment a 

loss which will be available to be carried forward. 1 * A 

company may also require a surplus of FIX to be taken into 

account for relief under section 177(1) In an
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accounting period? a-company may incur a trading loss and 

after all available loss reliefs have been claimed still find 

that some proportion of the loss is unrelieved, If at the 

same time it has a surplus of FII? then the company may elect 

to have the surplus treated as if it were corporation tax 

income,

Sections 254 and 255 of TA 1870 enable this surplus to 

be used: in claim for loss relief which provide the company

with a: cash payment of tax credit attached to the surplus of 

franked investment income,

The main points concerning loss relief according to 

surplus of FII are:

(1) If a company has a surplus of FII for any accounting 

period and makes a claim? then the surplus is regarded as an 

equivalent amount of corporation tax profits for the purposes 

of fiiaking a claim for loss relief under sections 177(2) and 

248 .

(2) The surplus of FII available for relief excludes any FII 

brought for war d »

(3) In the first accounting period following the one which 

relates to the claim? in which there is an excess of franked 

payments over FII?then any loss used in a section 254 claim 

can be used in the normal way. Until that occasion arises 

any loss carried forward under S. 177(1) is restricted 

accordingly, A formal claim for loss relief under section 

177(1) must be made within six years of the end of the year 

of assessment for which relief is cla i med. <<?s>

Some restrictions are placed upon the right to carry



forward losses- The relief is available only to the company 

that has incurred the loss? and such a company must be 

carrying on the same trade as that in which the loss arose. 

If it ceases to trade with unused losses then any purchaser 

of the trade cannot make use of them. The right to carry 

forward losses is not altogether advantageous. It is bound 

to raise the difficult question of whether or not an expanded 

or contracted company is carrying on the same trade as 

before the chanqes took place.

(2) Set off against profit of whether description of current

g as t a c c o un t i n Q  p e r i o d s-

Under this method trading losses may be set off against 

any income in the year in which the losses are incurred?

whether revenue or capital profit. <**■*> jf the trading

losses are still unrelieved? they may be carried backwards 

and set off against any profits of the preceding accounting 

period? if the company was then carrying on the trade . <<?s>

The period to which trading losses may be carried back must

not exceed the length of the accounting period for which the

losses have been incurred. Thus the right to set off a

trading loss against profits of any description applies only 

to profits of the same or the preceding accounting period.

This can cause difficulties in the case where a trading

company has lapsed in a period of inactivity as illustrated 

by the decision in the case of Ingram (J.G? And Son ltd, v.

Callaqham? < ’ and the case of Golf v. Osborne and Co.
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(Sheffield) Ltd.

However? for relief to be available under this method it 

must be shown that'either in the same accounting period or in 

an immeditely preceding period? the trade was > z 3 . r r i s d  on a 

commercial basis? and with a view to the realisation of

gains. <***?> The fact that a trade was being carried on at

any time so as to afford a reasonable expectation of gain 

should be conclusive evidence that it was then being carried 

on with a view to the realisation of gains.(i00>

Finally? where a company ceases tra.dinq and another 

company takes over the same trade then unrelieved losses can 

be carried forward to the successor c o m p a n y  providing that

cert ai n condi t 1ons are met‘

(a) On or at any tI me within two years after the 

succession and within a one year period thereto? at least 75% 

of the interest in the trade Is held by the same persons . 

This means that 3/4 of the ordinary share cap Ital in both 

companies must be held by the same persons throughout the 

three year period. Throughout the same period the same 

trade must be carried on by a company with respect to C T .

<b> It follows from this provision that the transfer of 

trade from an individual to a company precludes the transfer 

of trading losses between these entities. However? in that 

case under Section 172 of T.A 1970 some relief for an 

individual is available whereby part of a business loss may 

be set off against income which he received from the 

company.

Where there is a transfer of trade then the following



229.

circumstances apply:<101>

(1) The trade is not treated as if it had been discontinued 

and a new one started.

(2) Terminal loss relief is not available to the company 

ceasing to trade. If the second company ceases to trade 

within four years of the succession? then terminal loss 

relief can be carried back? where appropriate? to the first 

company.
V |

(3) Relief under 3.177(1) for the carrying forward of losses 

is available subject to any claim by the company ceasing to 

trade? under 3=177(2) i.e. set off against corporation tax 

prof i t s =

(4) No balancing adjustments are raised on the transfer.

(5) Unused capital allowances or stock relief can also be 

carried forward.

(6) Losses can not be carried forward where at any time 

before the change in ownership? the scale of activity becomes 

small or negligible and the change takes place before any 

considerable revival has occurred.

(7) Schedule D case Vi losses or capital gains tax losses 

can not be t r an sf erred . < 10:2 y

(3)Terminal Loss relief

When a company ceases to carry on trade and in its final 

accounting period incurs a trading loss? the loss cannot be 

carried forward since there In no more trade? and hens© no 

profit against which the loss can be set-off. Terminal loss
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relief may be carried back against trading profits of

previous years which are limited to three years only,<103>

The main features of terminal loss relief are as

follows' ( 1 >

(1) The period of the loss available is the twelve months 

prior to the da.ie of cessation*

(2) Relief is available in respect of the three years prior

to the beginning of the twelve months period ending with the

date of the cessation*

(3) All other forms of loss relief must be claimed in respect 

of the period of the loss? ^before making a claim under 

S action 17 8 =

(4) Loss relief is only available if it arose from trading in 

the last twelve months? and it must not include any loss 

br o ug ht f o r wa r d und e r Section 177(1)*

(5) A claim for terminal loss relief must be made within six 

years of the date in which the trade ceases,<105i

(6) If there is an excess of charges on income in the final 

period? then any trade charges may be used as a trading loss 

under this section.

(7) Any charges on income paid in the three year period of 

the claim must be set-off against non— trading income and 

chargeable gains first? and then against any trading income? 

before any deduction for terminal relief is made,

(4)Calculation of Terminal Loss

A terminal loss normally consists of the following main



elements:
(a) the loss arising in the last fiscal year;
(b) the capital allowances of the last fiscal year;

(c> the balance of the loss (if any) arising in the remainder 

of the twelve months preceding discontinuance; and

(d) the 1ower of:

(i) a proportion of the capital allowances of the fiscal 

year preceding discontinuance? or

(ii) the amount of the capital allowances for that year 
unrel i eved.<10&> .

However? in addition to the restrictions of loss relief 

mentioned as prescribed by Sections 177 and 178? there are 
further restrictions by section 483 of the Income and 

Corporation Tax Act 1970. It provides that no loss "relief
i

will be given under subsection (1) or (2) of S . 177 if within 

any period of three years there was both a change in the 

ownership of a company and before or after a major change in 

the nature or conduct of a trade carried on by the company or 

if there was a change of ownership at any time after the 

scale of the trading activities had become small or 

negligible and before any considerable revival of the 
trade . <10:75

According to the Egyptian Tax System? if any accounting 

period results in a loss? such a loss shall be deducted from 

the profits of the following year and in case such profits 

are insufficient to cover whole losses the remainder shall be 

carried forward to the following year. If there is still 

any remainder it shall be carried forward to the following
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remainder shall be carried f ur ther . <icist

It seems to me that the treatment of trading losses under

the Egyptian Tax System falls short of that of the British

Tax System. In Egypt? there is a time limit on the carrying 

forward of the loss whereas under the British system? 

allowances are made for losses to be absorbed throughout the 

company7 s 1 i fe.

It is known? the real profit or loss cannot be 

ascertained until a company ceases to trade or at the end of 

the 1 ife of the company (which always has a 1 imited 1 ife) . 

At that point a company will bear all real taxes which are 

the total of CT which is imposed on the net profit minus 

trading losses sustained every year during the company’s 

life? i .e for fax purposes? a company7 s life is divided into 

periods? which called accounting periods? for which Tax 

Returns must be made.

Another reason I think that the British Tax System is 

more beneficial to compan i es sustaining losses than the

Egyptian system is because a company in UK has a better

chance of returning to profitable trading? whereas in Egypt? 

the time-limit imposed by the fax system puts pressure on 

companies in such situations to falsify Tax Returns to avoid 

tax? in order to cover their losses.
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4.12: Cap i tal A11 owances

For accounting purposes? the cost of capital assets must 
be spread over the accounting periods in which those 
particular assets will produce benefits for the business. 

Providing for the allocation of the cost of a capital asset 
over the period of its useful life on a systematic and 
rational basis for financial accounting purposes is known as 
depreciation. Depreciation applies only to the cost of 

fixed tangible assets that deteriorate over time or are 

consumed through use. Land? for example? is not subject to 

depreci at i on »
The word "depreciation" means different things to

different people. To the man in the street? it may mean
declining value. To the businessman? it means provisions 

for replacement. But for tax purposes it means an

arbitrary allocation of part of the original cost of an asset 

to a particular year.
The treatment of depreciation raises two problems:

(i) What cost is to be eligible for depreciation; historic 

cost? current cost? replacement or some other?
(i i) How is this cost to be allocated? over how long a 

period is it to be separated? and what are the patterns of 

spreading to be followed over this period?
From the business viewpoint? the purpose of

depreciation? for an ongoing corporation? is generally felt 
to be the provision of sufficient assets from the current 
revenue to replace assets as they wear out. So far? for



depreciation to perform its function in the. Computation of 

income? at the end of the useful life of the assets? the 
total accumulated depreciation of that asset should be enough 

to replace it with a new one. If an asset costs £35?000 in 
1975? but the replacement cost in 19*87 would be £50? 000? due 
to charge in price over the years? the depreciation should be 
based on the replacement cost (£50?000).

Accounting during the last century recognized that there 
must be a systematic way to allocate the cost of fixed assets 

over accounting periods beginning from the aquisition of 
these assets. At the beginning of this century? accounting 
books recommended several equations to determine the costs 
for each year; one such method now follows:<10^

Cost to be allocated

Depreciation = _______________________
Es t i mated Life

This method is what is known today as the straight line 
method .

The accounting profession has considerably refined its 
view of depreciation allowances. At one time depreciation 
was regarded as an amount set aside for further asset 
replacement. Secondly? it came to represent the decline in 

values of asset (balance sheet) and thirdly? it came to be 

seen as a cost allocation against the revenue attributable to 
these costs (income statement).

In the early development of accounting practice? 
depreciation was originally conceived of as. a means of 

providing for the replacement of fixed assets. Depreciation



accounting is a method of allocating the cost of fixed assets 
to various accounting periods in order to arrive at the 
appropriate matching of revenue and costs for the purposes of 
computing profit for particular accounting periods.

According to the Egyptian Tax System? depreciation 
allowed is based only on the original cost rather than 
replacement value or any other value. The Egyptian 

Cessation Court? in the case of Egyptian Tax Office v. 

Eqypt i an Rai1way <110>' refused the replacement value and 
accepted the historical cost as a base for depreciation 

allowed. So? in my opinion? if depreciation allowed for 
tax purposes is based on the historical cost? the tax is 

actually taxing capital and impairing the ability of a 
company to continue in its business. In particular during a 
period of inflation the amount is not adequate to replace 

plant and equipment when it must be retained. Therefore? 

it seems to me? for encouraging capital reformation? and for 
other reasons? the depreciation rate is better decided on the 

basis of replacement value instead of historical cost.

Depreciation is the gradual and permanent decrease in 
the value of an asset from any cause. The reason for charging 

depreciation is that although the purchase of an asset occurs 
once only? the use of the asset goes on into future periods. 

Therefore? the asset's cost must be allocated to the periods 
that receive benefit from the expenditure so that the net 

income? in the year of purchase? is not distorted? as it 
would be if the total cost was charged to expense in that one 

period. The distribution should be equitable so that each



period bears its fair share during the lifetime of the asset. 

Further unless assets are depreciated? i t is obvious that? on 

the Balance Sheet? their value will be overstated; and the 

Balance Sheet will not be a correct represen tation of the 

state of the business. Moreover? assets such as plant and 

machinery are held for the purpose of earning income? and the 

loss arising on those assets through u.*ear and tear is 

undoubtedly a loss incurred in the earning of such income? 

and should equitably be charged or set off against it. 

Lastly? if depreciation were not provided for by charges 

against profits additional capital would have to be raised 

whenever the necessity for replacing the asset arose.

The life of an asset is the number of years that it will 

continue to be usable or productive. At the end of their 

life some assets have no value at all e.g. a Lease? or 

Patents; other assets have a residual or break-up value? that 

is? the value of the material as old or scrap iron e.g. Plant 

and machinery.

The allocation should be based on some rational 

mathematical system which is determined at the beginning of 

use. To determine what use might be had from an asset? we

shall attempt to examine those factors which would make the 

asset less useful. These factors fall into two classes? 

physical and functional. Physical factors include: c111 >

(i) Wear and tear: the lessening in utility that comes from

normal use of the asset.

(ii) Decay: the lessening in utility by the effect of nature.

(iii) Destruction: the lessening of utility due to the



asset's physical destruction.
Function factors includes

(i) Obsolescence: the reduction of utility that results from 

the development of a better machine or process.
(ii) Inadequacy: the reduction in utility that comes about 
because more production is needed than this asset or 
combination of assets can give (such a situation may force an 

earlier retirement of this asset or combination of assets 
than was originally contemplated.)

The amount of depreciation claimed in any particular 

year for accounting purposes is dependent upon two factors: 
the estimated life of the asset and rate or method of 

depreciation. The useful life of an asset is determined 

primarily by reference to the asset's physical life span.

The cost of an asset is allocated over its estimated 

useful life usually in accordance with one of the following 
methods:
(1) "Straight Line" Method.

(2) "Reducing Balance" Method.

(3) "Hourly" Method.

(4) "Units of Production" Method.

(5) "Sum of the Year Digits" Method.

(6) "Depletion Unit" Method.

The straight line and reducing balance methods are 
applicable according to the Egyptian Tax System. Also the 
two methods are adopted by UK Tax System. Details for the 
two methods are as follows:

(1) Straight Line method (S/L) . Under this method? the cost
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of an asset is allocated rateably over its useful life; 
therefore? the amount of depreciation claimed in the last 

year of the asset's life will be the same as the depreciation 
claimed in its first year.

The method can be used and is commonly applied in the 
case of leases having a comparat ively short life? industrial 
and commercial buildings? hotels? and agricultural buildings 
and works... It must not be overlooked that? although there 

depreciation charged for any asset will be constant from year 
to year? there is really a reducing burden when it is 
considered that the funds retained thereby will themselves 

earn income.
In order to calculate the depreciation charge under this 

system it is necessary to classify the asset under effective 

life periods? separate accounts being utilised from each 
group having the same expectation of time of utility.

(2) Reducing balance method (R.B). Under this method? a 
fixed rate percent? on the diminishing value of the asset is 
written off each year? so as to reduce the asset to break-up 

value at the end of its life? repairs and small renewals 
being charged to revenue. This method is commonly used for 

plant? fixtures? furniture?... Among the advantages claimed 
for this method are the following:

(i) the early years are charged with the largest amounts 

for depreciation? thus reducing the asset in the same ratio 
as its loss in value for resale accrues? it being recognised 
that normally a new asset loses its saleable value most 
rapidly when first put into use;
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<ii) the asset loses efficiency as it gets older and the 

charge for depreciation should decrease accordingly;<112)

(iii) it is very simple in operation and the total charge 

to revenue in respect of depreciation and repairs is more 

equal each year than under the S«L method,

Rate of Deprec iat i on Adopted

The following are the rates of depreciation generally 

adopted? according to the Egyptian Tax System (for guidance 

only)? though it is quite possible that special circumstances 

may make them higher or lower —

FreehoId Land and Bulid;ngs; are 2%

Plant and Machinery 15%

lio tor Lor r I es? Vans? etc, 30%

Furn i ture? Fi x tures? and fI11Ings 6%

Cars 25%

The Egyptian Tax Office allows taxpayers maximum freedom 

in selecting the rate of depreciation? or estimated life, 

Therefore? the deductions are allowed as long as the 

taxpayers use the rate systemat ically and the deductions were 

clear and reasonable. However? the taxpayer has to carry on 

with the method and can only change to the other method with 

good reason. In addition? according to Egyptian Tax System 

depreciation must be calculated by reference to historical 

cost. For encouraging the taxpayer to dispose of the old 

assets (machine and equipment) and replace them with the 

Egyptian Tax System allows a deduction of twenty five percent 

(as accelerated depreciation) of the costs of the new
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machines and equipment purchased by the company to be used 

for production in addition to the real depreciation effected 

as customary according to tradition and the nature of each 

industry? commerce or activity. The accelerated

depreciation shall be calculated as from the date the machine 

and equipment shall be used in production and for only one 

t i me *c1135

Legislative Background according to UK System

It is necessary to trace briefly the historical 

development of capital allowances in order that basic 

objective underlying the scheme for granting allowances for 

capital expenditure may be made clear. Because there was no 

systematic accounting when Income tax was introduced and 

because the tax Itself initially was regarded as a temporary 

phenomenon? it took some considerable time before a 

meaningful scheme of capital allowances was Introduced for 

wastage of capital assets. In the words of the Tucker 

Committee -c1

"For more than a generation after the 

imposition of the present income tax no relief 

whatever was given for the using up? in the 

course of carrying on a business? of any kind 

of fixed asset,"

In the light of this? income ojas simply regarded as the 

surplus of receipts over the expenditure necessary to earn 

them so that income was assessed and taxed without capital 

allowances for the capital assets that helped to produce
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it.<11S>
The first statutory allowance was granted in 1878 as 

representing the diminished value by reason of wear and tear 

during the year in which plant and machinery were used in 

trade. Accordingly in 1878 capital allowances were first 

introduced by a statutory allowance as representing the 

diminished value by reason of wear and tear during the year 

of plant and machinery used for the purposes of trade. This 

allowance did not extend to obsolescence and so in 1897 a 

concession was made to include obsolescence? although this 

was not made statutory until 1918. In 1918 special 

depreciation allowances? made to mills? factories and other 

similar premises regarded as being very susceptible to 

depreciation owing to the vibration caused by plant and 

machinery? were brought within the scope of the depreciation 

al 1 owances . <11 > The Royal Comm i ss i on o f 1920 cons i dered 

but rejected any general scheme of capital allowances? 

although some were permitted. The Royal Commission of 1955 

has stated t hat = *1 a-'7>

"So far the origin of these various allowances 

are somewhat haphazard. Indeed it seems that 

up to 1920 there was little attempt to explain 

them in terms of a comprehensive taxation 

theory or to relate them to the tax system as 

a whole."

It was not until 1944 that there was a significant

development in respect of capital allowances. In 1944 the 

Chancellor of Exchequer? Sir John Anderson announced a system



242.

of allowances which was carried into legislation by the 

Income Tax Act 1945. Thus he said that taxable profits of 

industry should be:

"Real profits in the sense that these profits 

should be struck only after making all proper 

deductions and allowances? especially adequate 

allowances such as might be made on a 

commercial basis for the amortisation of money 

expended on assets which are used up in the 

iiiak i ng of the profits".

Thus the importance of giving comprehensive capital 

allowances to mitigate expenditure on cap i tal assets was for 

the first time officially underlined.

The 1eqi slat i on i s now consol s dated i n the Cap i tal 

Allowances act 196*8 supplemented by the Taxes Act 1970 and

the Finance Act 1971. Cap Ital expenditure is allowable in 

respect of:

(1) I n d us trial E*u \ 1 d i nq s (C . A »A 196E* SS1 — 17) =

(2) Machinery and Plant? C.A.A 1968:SS. 18—50 "old system" 

F .A 1971: S S .40—50 "new systern.

(3) Mines? Oil wells and Mineral Deposits of a Wasting Nature 

(CAA 1968 S S .51-66)=

(4) Dredging (CAA 1968 S 67),

(5) Agricultural Land and Bui1dings (CAA 1968 SS.68?69) .

(6) Scientific Research (CAA 1968 SS.90-95).

(7) Patents (TA 1970: SS. 378?379? 385? 387? 383).

(8) Know-how: (TA 1970 SS. 386? 387).

(9) Cemeteries (TA 1970? S14i)»



Many types of capital expenditure qualifying for 

allowances are confined to income taxed under Sched. D? Case 

I and do not extend to Sched. D case II or Sched. E.
This system defined certain types of capital expenditure 

as qualifying for allowances. For certain of the classes of 

expenditure the title to allowances extends to a person who 

incurs capital expenditure on a qualifying asset which he 

then allows some other person to use for the purposes of that 

person’s trade. For instance? a lessor of an industrial 

buliding might qualify for allowances on capital expenditure 

incurred by him on an industrial building used for the 

purposes of his lessee’s trade. The rules providing for 

capital allowances take account of the technical differences 

between income tax and corporation tax as regards the 

assessment to tax of profits or gains.<11^ >

A capital allowance differs from a deductible expense in 

the following ways:

(1) it must be an item of capital expenditure as distinct 

from revenue;
(2) a revenue expense is deduct ible unless prohibi ted by 

statute;
(3) capital expenditure qualifying for a capital allowance 

cannot be allowed as revenue expenditure;

(4) a revenue expense is deductible at once and in full 

whereas allowances are made only at specified rates and often 

over several years; and
(5) whereas an excess of expenses over receipts creates a 

trading loss? excess allowances are different? and for the
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most part special provision is to be made so that they are 

treated like excess expenses. In relation to the person 

incur ring the expenditure? " cs.p I tal expenditure" 

e x c l u d e s : (1) any expenditure allowed as a deduction 

in computing the profits or gains? for tax purposes? of a 

trade carried on by him? and

(2) any sums which are payable under deduction of income tax 

by virtue of SS .52 or 5-3 of T.A. 1970.

A capital sum Is similarly defined and? as regards sums; 

receIved? excludes: * *21>

(i) any surns w hi c h are to be i n c1ud e d as r eceipts i n c o mg utIng 

the p r o f I t s or gains? f o r tax p u. r poses? of a t r a d e c a r r I e d o n 

by the person rece i vIng the sum? and

(II) any sums which are payable under deduct ion of Income tax 

by virtue of SS.52 or 53? TA 1970=

Capital expenditure is treated as Incurred on the date on 

which it becomes payable except where the rules expressly 

o t he rwIse.c1 *

Main features of capital allowances

The main features of capital allowances according to the 

UK Tax System? are summarised in the following points:

(1) Depreciation of fixed assets is not an allowable deduction 

for tax purposes. It is replaced by capital allowances which1 

are a standardised system of depreciation for tax 

purposes.



(2) Capital allowances are available in respect of qualifying 

expenditure incurred in an accounting period? which is the 

bas is period.
(3) Capital allowances are deemed expenses in arriving at the 

Schedule D Case I trading income of a company. A balancing 

charge is treated as trading income.

(4) The writing down allowance for plant and machinery can be 

disclaimed by a company in respect of accounting periods 

ending after the 13th March 1984.<1Z3>
(5) If capital allowances effectively create a trading loss 

then they are not carried forward separately but as an 

integral part of the company’s trading.
(6) The historic cost basis is generally applied ?as a cost 

of capital assets? for capital allowance. ,
(7) The renewals basis? where it is applied? is generally 

confined to fairly small iterns.
Relief for capital allowances can be given in two ways:

(i) Relief given in taxing the trade: < The allowances are 

gTven as a deduction against the Sched. D Case I assessment. 

If they exceed the assessable income they can used in a loss 

claim or carried forward and added to the allowance available 

in taxing the trade for the successive year without time 

limit and set-off against future assessable profits of the 

same trade.
(ii) Relief given by discharge or repayment of tax:<12&> 

Capital allowances which are available to a person or company 

for any accounting period? by way of discharge? or repayment 

of tax primarily against a specified class of income? are to
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be deducted from? or set-off against his income of that class 

for that year? or the company’s Income of the specified class 

for that accounting period. Any balance of allowances for a 

particular accounting period which cannot be allowed because 

of an 1nsufficiency of income of the specified class for 

that accounting period? may either: < x J

(a) be carried forward to the next accounting period and 

treated for relief purposes as an allowance available by way 

of discharge or repayment of tax against -Income of the 

specified class for that period; or

(b) he allowed against profits generally (income and 

chargeable gains) for the first accounting period? subject to 

claim being made by the company within two years ot the end 

of that period. The amount to be allowed a g a i n s t  profits 

generally for that first accounting period must not include 

an amount brought forward from an earlier period. There is

dI salI owedrov!S ! on  t or an e x c es s  oi
i rst a c c o un ting period? excl us 1 ve o t a n y a m olui * D r o ug n t

forward? to be carried back against prof 1ts generally of the 

preceding period equal in length to that first accounting 

period. Relief by way of carry—back against profits

generally of the preceding period is given after any relief 

for earlier allowances or for losses.

The capital allowances are calculated by reference to 

the current accounting periods of the company which are 

referred to as "chargeable periods". In computing a

company’s profits for CT purposes for any accounting period? 

cap i tal al 1 owances I n the s_a.se o 1 t s' a d ani
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trading expenses of the period to which they relate? and 

balancing charges due are treated as trading receipts of the 

periodv<x2S> Relief can be obtained in respect of cap Ital 

allowances in excess of profits? for example? under losses or 

can be set-off against a surplus qf

Capital Allowance for Plant and Hach i nary

A new system of capital allowances? introduced by the 

F , A 1971? applies in respect of capital expenditure incurred 

by a person on or after 27th October 1970 on providing 

machinery or plant for a qualifying purpose. Such capital

expenditure may be incurred on either new or second—hand 

machinery or plant except that in certain special 

c i r curns tances cap i t a I e xpend i t ur e i ncur red on c*r af t er 271 h 

October 1970 on second—hand machinery or plant is dealt with 

under the "old" system?(JSO) which applies normally to 

capital expenditure on machinery or plant incurred before 

that date - <13:1 y

For determining the meaning of plant and machinery we 

have to return to British Courts because there is no 

difinition of plant and machinery in the Tax Act. The first

de f i ni t ion was g i ven i n 1887 by Lindley L.J in the case o f

V a r m o u t h v , F r an c e he said:

3 « . . in its ordinary sense (plant) includes 

whatever apparatus is used by a business man 

for carrying on his business—not his stock in 

trade.,, but all qoods and chattels? fixed or
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movable? live or dead which he keeps for ; 

permanent employment in his business".

This definition is wide and a number of cases have excluded 

spec i f i c i terns from rel i ef » In general? if the i tern Is of a 

durable nature? It may be plant? so in the case of Cala donI an 

Ra I 1 way Co . v . Ban ks ? railway engines and carr l.ages were

held to be plant also in the case of H I n t o n v , h'a d e n an d 

Ireland Ltd? Knives and lasts which had an average 1 I fe

of three years? and which were used on shoe ma.chlnery? were 

held to be plant. The definition of plant Is not

restr i cted to It ems us e d p hysIcalIy. In the csse o f Ben Qdeco 

Ltd v? Fowl son? <3r-S5:> interest payments made to finance 

expenditure on an oil rig were held not to be plant. Also 

in Benson v. The Yard Arm Club ltd? the purchase and

conversion of an old ferry boat Into a floating restaurant 

was held not to be plant. So the Revenue generally refuses 

to allow wiring as plant whilst light fittings will not be 

plant unless they are of specialised nature,<137)

From the above cases the defin! tion of plant and 

machinery embraces not only the most obvious items of plant 

and machinery such as railway- locomotives and carr!apes but 

also knives and lasts used in the manufacture of shoes etc, 

Unless the plant comes within one of certain special cases? 

expenditure on plant acquired after 27th October 1970 is 

pooled,

The new system of capital allowances for plant and 

machinery provides the following steps:

(1) first year allowance of a substantial percentage of the
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capital expenditure; this allowance is abolished since April 

1st 1986;

(2) a writing down allowance during the life of the asset? an 

allowance that obviously does not apply if there is a 100% 

first—year allowance;

(3) balancing charge; this will arise where the total 

allowances given are greater than the adjusted net cost;

(4) balancinq allowance which arises where the adjusted net

i rq- Li i t- •

Writing down allowance now applies where the person 

incurs capital expenditure on the provision of machinery and 

plant wholly and e xcl u.s i vsly ̂ 13'9) for the purpose of trade. 

The consequence of this expenditure is that the asset 

belongs to h I m ° ; f js r, n longer necessary that the asset

should be brought into use in trade.

Where an asset is acquired partly for business purposes 

and partly for other purposes the allowance is reduced to 

such extent as is just and reasonable in the circumstances; 

particular attention is directed to the use to which the 

asset is put.

In general? all plant and machinery used in the trade is 

placed in one pool and the writing down allowance is applied 

to the value of the pool , (141> However? the following items 

must be pooled separately^

(1) assets used partly for non—business purposss? <143>

(2) assets for leasing outside the UK?<X^^>

(3) Certain road vehicles? <14S>

(4) ships?(14&)



(5) also certain items are pooled separately if the taxpayer 

so elects.cl47>
The writing down allowance is given at 25% of the 

balance of the pool each year on a reducing balance basis. 
However? no writing down allowance may be claimed for the 

period during which permanent discontinuance takes place? 

only a balancing allowance is made.<1Ae)
Finally when the allowance is deductible in taxing a 

trade? the usual method is to set the allowance against the 

taxable profits of the trade profession or employment? as the 

case may be? when making the annual return. Excess

allowances may be brought forward to be set against future 

prof i t s . «1!50> Therefore the allowances are calculated by 
reference to the pool of-expenditure which consists of the 

fol1owing=
Balance of expenditure brought forward from

previous year xxx

New expenditure xxx

xxx

(X X )

xxx

Less writing down al1owance(25%) (xx)

Less disposal value of plant sold or ceasing to 

be used permanently in the business

Balance of expenditure carried forward xxx



Furthermore the general rules of capital allowances of plant 
and machinery are summarised as follows:
(i) Where a company carrying on a trade incurs capital 
expenditure on the provision of machinery or plant for the 
purposes of the trade and owns these assets? it shall be 
entitled to a first year allowance "FYA“ which will be of an 
amount equal to the whole of the expenditure in respect of 

which it is made.<151) The FYA has now been abolished.
(ii) The company is also entitled to writing down allowance 

on the machinery or plant where the above basic qualifying 

conditions are fulfilled and a lower initial allowance has 
been claimed. The balance will accordingly be depreciated 

at an annual rate of 25% The writing down allowance will 
therefore be proportionately reduced for accounting periods 

of less than twelve months.<152>
(iii) Where there has been a permanent discontinuance of 
trade? the company is entitled to a balancing allowance1153’ 

or balancing charge<15A> as the case may be in the following 

c i rcumstances:
(a) Where the allowance already given is less than the cost 

of the asset less amount realised on disposal an extra or 

balanc i ng al1owance is g i v e n .
(b) Where the allowances exceed the expenditure on the 

asset less amount realised on disposal then there is a 
balancing charge in the form of a sum to recapture the 

e x cess .
(iv) No FYA is available to a company in respect of capital 
expenditure incurred an road vehicles other than those: <1SS)
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(i) primarily suited for the conveyance of goods or burden? 

or
(i i) of a type not commonly used as private vehicles and

unsuitable to be so used (e.g. works buses) or

(iii) provided wholly or mainly for hire to? or for the

carriage of? members of the public in the ordinry course of a 

trade (namely? taxis and drive—hire cars etc.).

The advantage of this provision is that it encourages 

the use of capital sums that would otherwise be paid for

motor cars in other more profitable ways. Writing down 

allowances may be claimed for all vehicles. However? there 

are some special rules for this type of asset, For private 

cars costing more than.£8?000 the following conditions a p p l y -

(1) Thev must not be pooled with any other items of plant? 

and separate record of each purchase should be kept,

(2) The writinq down allowance is restricted to £2?000 per 

annum until 25% of the written down value is less than that 

amount. Where the accounting period is less than 12 months 

then a proportion of the maximum is allowed.

(3) When a vehicle in this category is sold then a separate 

"balancing charge or allowance is computed,"

For private cars costing £8?000 or less purchased on or 

after the 1st June 1980? a separate pool must be kept? and 

they must not be grouped with pooled plant as 

prev i ous1y ,<1 J

Where more items come into the pool? the writing down 

allowance is 25% of the excess of sums spent over sums so far 

allowed whether under a first year allowance or a writing
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dourn allowance plus disposal value. Disposal value becomes 

relevant when:

(a) the asset ceases to belong to the claimant <157>

<b> if he loses possession of it in c i rcumstances in which it

is reasonable to assume the loss Is permanent

Cc> the asset ceases to exist as such as a result of 

dest rue t i on ?• d i smart 11 i ng or otherwise

(d) the asset begins to be used wholly or par 11 y < for 

purposes other than those of the trade? or

(e) the trade is permanently discontinued. If the

qualifying expenditure exceeds the disposal value? the 

writing down allowance of 25% of the excess may be claimed.

For expenditure after 31st March 1986 the allowances are 

set out in the table (4.1) [except i on of a minor and

transitional nature e.g. under pre 14th march 1984 contracts 

or regional schemes are i gnoredl . <
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Table (4,1)
Capital Allowances and Depreciation Methods 

according to British Tax System

Types of assets FYA IA UIDA Deprec i at i on Method 

us e d

Ind us trial Bu i1d ing ___ ___ 4% Straight line #

Hotels ___ --- 4% 7 7 7 7 7 7

Assured tenancies ___ --- 4% 7 7 7 7 7 7

Indus trial and

commercIal bu i1d i ngs

in enterprise Zones ___ 100% 25% S t r a Ig h t 1 i ne

Ma.ch i nery a.nd pi an t --- 25% Reduc i nq balance :+:

M i nes/o i1 we11s ___ --- 25.% o r

10% 7 7 7 7 7 7

Dredging ___, --- 4% S t ra i g h t line

Ag r i c u11u r e an d

forestry building

and works ___ --- 4% -Straight line

Sc i ent i f i c research 100% --- --- ---

Patents ___ --- 25% Re d uc i ng b a1an c e

Know-how ___ --- •-c*/
ji-JA J ? 7 ? 7 7

Sh i ps Free depreciation **

# Under the straight line method the cost of an asset is 

allocated rateably over its useful life. The amount of
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depreciation claimed in the last year is the same amount of 

depreciation in the first year. The criticism of the method 

is that the asset loses efficiency as it gets older as the 

charge for depreciation should decrease accordingly.

Therefore the straight line method is not equal each year. 

■However? this method is simple in operation.

* Under reducing balance reduction of percentage of previous 

balance. The method is commonly used for plant? fixtures?

furniture? etc. It results in higher depreciation

deductions at the beginning of the use of the asset and

smaller amounts at the end than would be allotted in the

straight line method. Although the method avoided the

deficit of straight line method but still not the accurate 

me thods . 11 i s very s i mp1e i n operati on ? and the total

charge to revenue in respect of depreciation and repairs is

more equal. Under the method the asset is never completely 

o.i r i 11 e n off.

:+:* extended to old ships as from 1st. April 1985 (FA 1985



Industrial Buildings and Structures

Capital allowances are given to persons who have 
incurred capital expenditure on construction or purchase of 
buildings used as industrial buildings in qualifying trade or 

undertakings. capital allowances which are available in 
respect of expenditure on buildings may be considered under 
the following headings:

(1) Industrial buildings and structures.

(2) Hotels.
(3) Small workshops.
(4) Enterprise zone expenditure.

Industrial buildings and structures have a statutory 

definition which means11605 "an industrial building is a 
building or structure used for one or more of a number of 

qualifying purposes such a s : <161)
(i) A trade carried on in a mill? factory or similar 

premises.
(ii) A trade concerned with the manufacture or processing 

of goods or materials.
(iii) A trade consisting of the warehousing and storage of 

goods or materials ujhich are to be used in the manufacture 

of other goods.

(iv) A qualifying trade engaged in the repair or 
maintenance of any goods or materials? not being part of any 
retail trade. <16’2J

Allowances are given to companies which incur capital 
expenditure on the construction or purchase of industrial 

buildings. Companiesare entitled to the following allowances:

(1) An initial allowance wich has now been abolished.
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(2) Writing down allowances are
2 X  of expendi ture ■ incurred from 6th 

April 1946 to 5th November 1962.
4% of expenditure incurred from 6th 

November 1962 onwards.
(3) Balancing charge? this will arise where the total 

allowances given are greater than the adjusted net cost.
(4) Balancing allowance? this will arise o.»here the adjusted 

net cost is greater than the total allowances given.
Thus? the allowances are given only if the building is 

an industrial building or structure. So where only a part 
of a building is used for a qualifying activity then only 
that part will rank as an industrial building. The 

expression building or structure is not defined? and in 

general? an extension or addition to a building is treated as 

if it were a separate building. A structure embraces such 

things as: walls? bridges? culverts? tunnels? roads? aircraft 
run ways? and factory car parks. Costs of site preparation 

are included in the cost of a bu i 1 d i ng . c
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£
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£

270? 000 

424,200 
154*200 
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45 * 000
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Chpter Five 

Taxation of Overseas Profits

5.1 Introduct i on
As mentioned earlier a company which is resident in the 

UK is liable to CT on all its profits wherever arising . < x y  

A non-resident company is liable to CT only if it trades in 
the UK through a branch or agency and liability will then be 

restricted to the chargeable profits from that branch or 

a g e n c y . T h e  words "wherever arising" used in Section 
246(1) of Income and Corporation Tax Act 1970 bring into 
charge overseas profits made by branch or agency trading 
within the UK. Even if the non-resident company carries on 
trade in the UK but not through a branch or agency it will 
nevertheless be liable to tax. Apparently it will be liable 

to income tax .<3>

In this chapter we shall be discussing the UK tax 
treatment of overseas profits* the definition of resident and 

non-resident companies* trading overseas through a branch or 

subsidiary* considering particularly how double taxation has 

been mitigated and whether the UK approach can encourage and 
indeed facilitate economic development in a developing 
country like Egypt. Also we shall try to examine the 
taxation of overseas profits provisions.

It is very important to ascertain the residence of a 

company which lies in the fact that it helps in determining 
the liability* not only* of domestic profit but also more 

importantly as far as this chapter is concerned of foreign 
prof its.



5.2 Company Res i dence

Since income tax originally applied both to individuals
and to companies it was perhaps inevitable that residence
would be taken as the basis of taxation of companies.

Residence in its normal sense? is the status which 
establishes the scope of the charge to UK corporation tax. 
Thus? if a company is resident in the UK in this sense? it
will be liable to tax in the UK? under the UK tax system? on
its world wide profits. In such circumstance the company 
cannot be a controlled foreign company (CFO because it is 
not resident outside the UK.

The concept of residence of companies seems to establish 
the following principles*

(1) A company resides "where its central management and 

control actually abides". In the case of De Beers 

Consolidated Mines? Ltd. v. Howe Lord Loreburn said*<55>
"A company resides? for the purpose of income 

tax? where its real business is carried on... 

and the real business is carried on where 
central management and control actually 
res i des".

Also in the case of Unit Construction Co. Ltd. v. 

Builock Lord Radcliffe has remarked*<A>
"this judgement must be treated today as if 

the test which it laid down was as precise and 

unequivocal as a positive statutory 

injunction".



Thus? a company is resident where its control1 ing board 
meets and not simply where its directors are resident.<7> So 
for a company to be non-resident its central control and 
management of its business must be abide outside the UK. 
This can be done?for example? by having the directors 
meetings held abroad? which meetings must be genuine 
occasions when real business decisions are reached. 
Conversely? a foreign company whose board of directors meet 
in the UK and exercise control at such meetings would be 

resident here even though all of its trading operations were 
abroad. This test assumes that it is always possible to 

identify a single country in which the central management and 
control of a company are exercised.

Secondly? a company may be resident in more than one place. 
Central management and control of major matters may be 
divided among two or more countries coupled with some 

substantial business operations in these other areas so that 

there is no single central control. The major difficulty 

lies in reconciling the case of Egyptian Delta Land and 

Investment Co. Ltd. v todd.<e> The company was incorporated 
in 1904 in England for the purpose of dealing in and 

developing land in Egypt. In 1907 the company by special 

resolution altered its articles of association so that the 
company should thenceforth be managed and directed entirely 

from Egypt. The London directors retired and all the 
subsequent directors were resident in Egypt; all meetings of 

directors and of the company had been in Egypt; the seal 
minute books? account book register of transfer and the



company bank account were all kept in Egypt. All that 
remainded in London as required by the Companies Act—were a 
registered office (which meant simply an address rather than 

a specific amount of floor area) a register of members and 
a register of bearer warrants. The case of Swedish Central 

Rail. Co. Ltd. v. Thompson**50 was distinguishable? as the 
Special Commissioners decided? and that the mere 
satisfaction of the requirement of the Companies7 Acts could 
not constitute residence. On the other hand the Revenue 
contended that if management and control were not the sole 
test of residence there were carried on in the UK acts of 
sufficient importance to justify a finding of residence. 

Rowlatt? J. reversing the Commissioners held that the duties 
which the law imposed on the company fulfilled the idea of 

residence? arguing not least from the premise that a company 

must have a residence in the U K « <xo> The Court of Appeal 
decided unanimously for the Crown? holding inter alia that 
there was no sufficient authority for holding that the seat 

and control of the business afforded the only test of 
residence. Thirdly? or the placed incorporation
registration though not of itself a test of residence? may 

be a factor which if taken into consideration with other 
factors could lead to a conclusion that the company is a UK 

resident company? <x1 * i.e. all English companies would be 
resident here while foreign companies might also be held to 

be resident.
In addition ? a company can be registered in the UK with 

a registered office here complying with the other statutory



obligations as the position of Egyptian case. The test of 
residence to be applied in the case of foreign company cannot 
be different from that applied in the case of a British 
company. Finally a subsidiary? even the wholly owned 
subsidiary of a company resident here? is not itself a UK 
resident company if its board of directors take their own 
decisions at meetings held overseas as to management and 

control . *1325
Thus? there are three propositions? which are*

(1) the test of residence laid down in the De Beers case 
applies to all corporations regardless of the place of 

registration or incorporation;

(2) a company may be resident in two places; and
(3) a finding of dual residence is not to be made unless the 
control of the general affairs of the company is not 
centrally placed in one country but is divided among two or 
more. It is also clear that residence may be in one country 

and the company’s sole trade carried on in another? <13> and 

conversely that the mere carrying on of trade in the UK is 

not sufficiant to establish residence here.<14>

The non-resident company is to be regarded as resident 
in that territory in which it is liable to tax by reason of 

domicile? residence or place of management? which means 
"place of effective management" « < However? if a 
non-resident company carries on business in the UK through a 
branch or agency then it will be liable to UK corporation tax 

on*
(i) trading profits derived from the branch or agency;



(ii) income from property owned by the branch or agency;

(iii) chargeable gains on assets situated in the UK used for 
the purposes of the branch or agency.<1&)

The tax advantages of being a non-resident company are 
substantial. Such a company may be a subsidiary of a company 

incorporated outside the UK and also not resident within the 
UK. If this is so then there is neverthless a possiblity 
that the UK company could be deemed by the UK Revenue to be a 
"dependent agent" of its parent company. If this could be 
established then the profits of the UK company would be 
subject to UK corporation tax and the UK Revenue might also 

seek to subject the profits of the parent to UK corporation 
tax under section 79 of TMA 1970.



5.3 Overseas income and gain

Foreign income is assessed under four categories which

are*
(1) Schedule C for interest received through paying agents.
(2) Profit of a trade carried on partly overseas and 
controlled from UK by a British company.
(3) Case V of Schedule D if the profits of trade carried on 

wholly overseas and controlled from abroad. It is
immaterial whether the taxpayer is a sleeping or an active 

partner in the firm. In the case of Sulley v A - G *1y > the 
taxpayer bought goods in the UK for export to America where 
they were resold by his partner;/the trade was carried on

wholly overseas? and so it was within Case V? not Case I.

In the case of Oqilvie v Kitton<le> the taxpayer who was
resident in Aberdeen was the sole owner of a business of 
woollen warhousemen carried on by his employees in Toronto. 
He had the sole right to manage and control his business and 
although that right was not exercised? it could have been. 

Therefore? the trade was not wholly overseas.<19>

(4) Case IV of Schedule D covers all interest received on
loans made abroad or from sources which are secured on the 

assets of the person to whom the loan was made? e.g. interest 
on mortgages or debentures. In all cases the amount to be 
assessed before IV and V on income chargeable as in (1)& (2)

above which would be assessed under those cases if the 
companies were resident in the UK but excluding income 

specifically exempt in the hands of non resi dents.<20)
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Where a company wishes to carry on its trade overseas? 
it may do so by establishing a branch in the foreign country 
or by establishing a foreign subsidiary company or by other 
ways such as direct exporting... In these cases the profits 
will flow back to the UK in the form of dividends? interest 
which is generally deductible in computing profits? royality 

payments and in other forms such as payments for services. 
Where the resident company sets up a wholly owned subsidiary 
in the foreign country to carry on a trade there? it is a 

question of fact ujhether that subsidiary is carrying on its 
own trade or is simply acting as agent for its parent’s 

trade? case of Apthoroe v Peter Schoenhofen Brewing Co. 

L t d .<Z1» The question depends on who manages the trade and 
not on who owns the shares? case Kodak Ltd v Clark.*22* As 
demonstrated below a company is resident where its central 

management and control abides. The House of Lords held in 

the case of Mitchell v Egyptian Hotels L t d *^3**, and Ferguson 

v Donovan? that a company resident in the UK could be
trading wholly abroad.

Income tax borne by a non-resident company on income 
which is liable to CT is set off against the CT chargeable.

A non-resident company in the UK is not within the scope 

of CT S.238 (2) T .A. 1970. it is liable to UK income tax
on income from other sources in the UK excluding income 
specifically exempt in the hands of a non-resident. The 

central management and control of its trade or business is or 

is not exercised in the UK.*2*0
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5.4 Non-resident companies

A company not resident in the U.K. but carrying on a 

trade in the U.K. through a branch or agency is liable to 

corporation tax on=
(1) trading income arising through or from the branch or 

agency;
(2) income from property or rights used by or held by the 

branch or agency excluding distribution from .U.K. resident 

companies; and
(3) chargeable gains from assets used for the branch or 

agency.
Such companies are assessable under Sch.D cases. The 

basic rule for determining the residence of companies for the 
purpose of corporation tax is? where its real business is 
carried on? where the central management and control actually 

abides. In the case of De Beers Consolidated Nines Ltd. v. 

Howe Lord Loreburn L.C. said!*3'7’
"In applying the conception of residence to a 

company? we ought? I think? to proceed as 
nearly as we can upon the analogy of an 
individual. A Company cannot eat or sleep? 
but it can keep house and do business. Ne 
ought to see where it really keeps house and 

does business."
This rule is embodied for the purposes of that section 

in TA.1970? S.482(7). A body corporate shall be deemed to
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be resident or not according to whether the central 
management and control of its trade or business is or is not 
exercised in the UK.

5.5 Double Taxation

Double taxation arises whenever any transaction* 

investment or busines activity involves more than one 
country. Double taxation is normally caused by the fact that 
most governments levy tax on income which has its source 
within their boundaries* and also tax their residents on 

foreign source income* on either an arising or remittance 
basis. For example, a person who is resident in Egypt* is 

subject to tax on his worldwide income wherever it arises. 

Another cause of double taxation is that various countries 
differ in their definition of residence and have different 
rules to determine where income has its source.

The problem affects companies as well as individuals: 

An example of this would be a company resident for tax 

purposes, not only in the U.K.* but also in another country 
where the whole of the profits of the company would be 

subject to tax in both countries.
This section will be devoted to U.K. double taxation 

relief. Egyptian double taxation relief and tax treaties 
between developed and developing countries.
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Economic and international double taxation

The corporation tax and the personal income tax which 

are imposed on corporate income creates the so-called 

phenomenon of double taxation. If corporate income remains 

in the country of origin, it is taxed twice by the same 
domestic tax system. It is taxed first under the

corporation tax law in the hands of the corporation and, in 
turn, the distributed part of corporate income is taxed under 
the personal income tax law in the hands of recipient 
shareholders. Therefore, the distributed part of corporate

income is taxed twice. This phenomenon is called economic
double taxation to distinguish it from international double

taxation. The latter arises if the corporation and the
recipient shareholder do not live in the same country. In

that case the corporate income is taxed under the system both
of the country of origin, and of destination.

The existence of double taxation may have undesirable 

effects upon equity and efficiency from both the domestic and 

international points of view. However, as far as the
economic double taxation is concerned, the government takes
into account other considerations as well, and chooses a tax 

system which in the end, may or may not affect, alleviate or 
eliminate economic double taxation. The subject of 
international double taxation is dealt either by unilateral 

provisions by each government separately, or by bilateral 

provisions between two governments.



5.6 Double Taxation Treaty

Overseas income may be taxed in its country of origin 
and if UK tax is also chargeable on the same income, the 
taxpayer is entitled to relief in one of three ways:
Firstly, the UK has a number of double taxation agreements 
with foreign countries. They differ in details, but 

generally provide that certain categories of income will be 

taxed in only one of the countries concerned (usually where 
the taxpayer is resident). Other income will be taxable in 

both countries, but with a credit for one amount of tax

against the other.<S2S>
Secondly, if there is no treaty in force, unilateral relief 
is given from UK under Section 498 of T.A 1970. This takes 

the form of a credit against the UK tax equal to the foreign 
tax paid. Thirdly, if neither of the above applies,
unilateral relief may be given under section 516 of T.A 1970 

by way of deduction of the amount of foreign tax paid from 
the foreign income which is assessable to UK tax. relief by 

deduction is less advantageous to the taxpayer than relief by 

cred it.
As far as a company is concerned it needs relief to 

mitigate the effect of double taxation it suffers, for two 
types of foreign taxation namely the tax which is charged 
directly in respect of profits arising abroad, and the tax on 
dividend income, particularly from its own subsidiaries. 

The UK has tackled this problem by one of the methods

mentioned above.



The objectives of a tax treaty may be classified under 
various headings:
(1) A treaty aims to achieve capital-export neutrality and 

international equity. The former aim may be achieved by 
eliminating international double taxation by creating neutral 
conditions to facilitate the flow of capital between two or 
more countries. The withholding tax is used as a device for 
achieving this purpose. The aim of international equity is 
achieved by defining the tax base as a means of avoiding 

discriminatory practices between the contracting countries.

(2) A treaty may enhance the fight against tax evasion and 

avoidance by the contracting countries. The co-operation of 
these countries would restrict actions such as, for example, 

transfer prices which lead to tax evasion and avoidance; and 

where there is no UK income tax or corporation tax payable 
against which to claim a credit.
(3)By credit method, income is taxed on a worldwide basis 

but a credit is granted for taxes paid abroad. The 
rationale of this method is derived from the public finance 

principle of horizontal equity. In this way full relief for 
foreign tax is given as the amount of foreign tax paid is 

deducted from the similar amount of UK tax payable, so that 

the total tax burden on income flowing to the U.K. is the 

greater of the U.K. tax or the foreign tax on the assessable 
income. This is the normal way by which the UK grants 
relief for foreign tax levied on the income of UK 
resi dents.

Taxes are levied on that income, namely, the corporation



tax and the withholding tax of the origin country and 
personal income tax of the destination country. It is 
obvious that this method does not fully alleviate 
international double taxation since the withholding tax 
levied by the source country is a final tax.

This method is used by a number of continental European 

countries but the UK only in specific circumstances, for 
example the remittance basis of taxation.
(4 ) By taxing the net income after deduction of foreign tax. 

This is only a partial relief and does not fully remove the 

burden of double taxation. This method is used in the UK 
only when granting relief for taxes which do not correspond 
to income tax or corporation tax such as taxes levied on the 
basis of payroll or net worth, or to the extent there is 

provision for
a) relief from income tax or corporation tax in respect of 

income; or
b) charging the income arising from sources in the UK to 

persons not resident in the UK; or

c) determining the income to be attributed to persons not 
resident in the UK and their agencies, branches or 
establishments in the UK; or
d) granting persons not resident in the UK the right to a tax 

credit in respect of dividends paid to them by UK companies.



5.7 The needs for tax treaties

In general it is very likely that foreign income will be 

liable to tax in two countries. Many technical complexities 
make the problem of international double taxation very 

compli cated.
John Tiley says that it is quite unreal to regard the 

negotiation of double taxation treaties as an academic search 

for the ideal system<3so> he sees it as a haggle over revenue 
sharing between sovereign states. Certainly one cannot see 
the treaty as a search for the ideal system i.e. a system

which brings about complete tax neutrality between

conflicting or competing tax jurisdictions, but rather as a 

means of limiting the effects of double taxation.
In the absence of relief against international double 

taxation the following factors will arise :
(1) The unco—ordinated taxation of the same income impairs
economic efficiency and equity among persons and among 

countr i es;
(2) Income that arises in one country and then flaws to 
another country, say, business profits, dividends, interest, 

royalities and so on, is generally taxed by both countries 

according to their respective laws. If the taxation of such 

international income by each country is not co—ordinated, a 

heavier burden may be imposed on that income than on domestic 

income. The consequences of this are many and generally 
adverse. At prevailing income tax rates, cumulative 

taxation of the same income by two countries may be



prohibitive* with a consequent decrease in foreign 
investment- Alternatively* lack of co-ordination may grant 
income from foreign investments unintended tax benefits- In 
either event* the result is a tax-induced distortion of 
allocation of capital among countries* with a probable loss 

of efficiency in the world-wide use of capital.
(3) Where a wholly-owned subsidiary corporation organized 
under the laws of the host country is formed to carry on the 
business* even the least important business activity 
undertaken by the subsidiary is subject to tax in the host 

country. But where the business activity is carried on 
through a branch a certain minimal amount of business 
activity* say* a mere warehousing of goods in transit* may 
fall outside the scope of income-tax of the host country. 

Where the branch falls under the definition of a permanent 

establishment* the full income is subject to tax in the host 

country. In the absence of agreement on the concept or 

definition of a permanent establishment* a good deal of 
confusion and misunderstanding can arise between the foreign 

enterprise and host country as to the tax liabilities in the 

host country.
(4) Another significant factor is outright evasion of tax 
which is induced by the fact that a company’s books and 

records are commonly not available from one country to 

another country in which the company also operates; effective 
control is only possible if the two countries agree to 

exchange information* another delicate problem that requires 

fuller understanding between two governments. Successful tax
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evasion in only one of the two countries would also distort 

capital flow and impair intei— firm efficiency* to say nothing 
of the loss of revenue to the country concerned* and
(5) Tax-incentive measures adopted by a developing country to 
attract capital may require tax co-ordination between the 
countries. For example* an enterprise of a capital— exporting 
country operating in a developing country through a branch in 
that country may gain nothing by a tax holiday granted to the 
branch by the developing country. The income tax law of the 
capital exporting country (where a tax credit system is used) 

may unilaterally allow the corporation to diminish its 

domestic income tax by the account of income-tax paid to the
foreign country. Consequently if the foreign country
decreases its income— tax to zero* as in a tax holiday* the

domestic tax thereupon increases automatically by a 

corresponding amount. To the extent that the tax incentive 
measures of a developing country may increase world 
efficiency in use capital or mitigate an undesirable world­

wide distribution of income* economic efficiency or equity 
may be impaired by the absence of bilateral tax co-ordination 
that would allow credit for the spared tax or would in some 

other way allow the tax incentive of the developing country
to be effect i ve .

In addition* the main purposes of the double taxation 
treaty will be revealed as follows:
(1) To reduce or eliminate the effect of double taxation on 

income or gains. It can also be seen as implying a 
principle of neutrality* in that one purpose of the relief is



to avoid discrimination as between domestic and foreign 

investment.
(2) Among the major impediments to free capital and 
technology flows are the rules of a national tax system which 
are in conflict with other systems. Tax treaties seek to 
eliminate* or at least to mitigate the impact of these 

impediments by bringing about harmonisation and can therefore 
be seen as instruments of high policy.
(3) Tax treaties also serve other policy objectives* i.e. the 

prevention of tax avoidance and tax evasion* and the 
fostering of international co—operation. A feature of the 
treaties is provision for consultation and administrative 

assistance between the tax authorities of the contracting 

state <31> and
(4) To meet the needs of less developed countries in relation 

to developed countries in their need for revenue and for 

foreign exchange. The danger is that the less developed 

countries* in their need for revenue* impose statutory rules 
(taxes and exchange rules) which are so burdensome that they 

inhibit foreign investment. Developed countries consciously 
seek* by treaty* to limit the level and scope of such penal 
taxes. Needs of underdeveloped countries can therefore be 
met by agreeing to witholding tax rates which do not result 

in outflow of revenue from the underdeveloped to the 
developed countries.
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The effect of a tax treaty in alleviating international double 
taxat i on

In general* irrespective of what principles are followed 
by the sourceand residence country* it is likely that 

overseas income will bear tax in two countries. All these 
technical complexities make the problem of international 

double taxation too complicated. In the absence of relief 
against international double taxation four charges arise in a 
subsidiary—parent relationship as follows:

(1) The subsidiary is liable to corportion tax in the state 
of origin of its trading profits;
(2) When the subsidiary pays dividend to its parent those 
dividends are liable to tax in the country of origin;
(3) The parent is liable to corporation tax in the 

destination country on the dividend received by its 

subsidiary; and
(4) The dividend paid by the parent out of this income is 
subject to the destination countries pesonal income tax in 

the hands of the recipient shareholders.
The amount of foreign tax to be included in the overseas 

assessment varies in the withholding tax which will be 
included where the U K  company can claim credit for the 

underlying tax.<32) When UK recipients received dividends 
from overseas company they can be entitled to relief 
the underlying tax either under the specific terms of double 
taxation agreement with the overseas county or to unilateral 

relief. Where relief is available under a double tax



agreement it is necessary to look at precise wording of the 
article in the agreement to see the basis on whch it is 

available. However? in practice it will normally be found 
that the unilateral provisions are as generous as any of the 
relief available under the agreements. For instance? it may 
be found in an agreement that the required level of ownership 

needed by the UK company in the foreign company in order to 
obtain relief for underlying taxes may be as high as 25%. 
In such circumstances it will always be open to the UK 
company to rely on the unilateral provisions which only 

require a 10% ownership.<33> Thus unilateral relief for 
underlying tax is claimable where a dividend is paid to a UK 
company which ei ther controls directly or indirectly? or is a 

subsidiary of a company which controls not less than 10% of 

the voting power in the company paying the d i v i derids . <3‘a>
To ascertain the underlying tax period for which 

dividends have been paid by the overseas company must be 
determined. Therefore? it is provided that dividend is paid 
for a specified period the underlying tax for the purposes of 

computing the credit is the tax on profits of that particular 

period.<3S> If the dividend is not paid for a specified 
period but it is paid out of specified profits the underlying 
tax for the same purpose is the tax on those proffits. Where 

the dividend is paid neither for a specified period nor out 
of specified profits? such dividend is deemed to have been 
paid out of the profits of the last accounting period for 
which the accounts of the compamy were made up prior to the 

date when the dividend become payable. If the total of



283.

dividend exceeds the profits which available for distribution 
in any of the aforementioned period? the excess is deemed to 
have been paid out of the immediately preceding accounting 
period? and so on. It is necessary to declare that if any 
investment in foreign company of less than 10% of the voting 
power the relief for the underlying tax is not granted. For 

example? A UK company receives a dividend from an Egyptian 
company. The Egyptian Profit? suppose? LE100? Egyptian tax 

rate is 40%? Egyptian withholding tax is 15%? and UK 

corporation tax rate is 35%. Column A (in the next page) 
shows the position if the UK company qualifies for underlying 
tax relief and column B the position if it does not qualify.
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A B

Egyptian Profits 100 100
Egyptian CT (40%) 40 40

Dividend paid to UK company 60 60
Egyp t i an wi thhold i ng tax (15%) 9 9

Received by UK company 51 51
Gross up for foreign taxes to 
arrive at UK taxable income 49 9

UK taxable income 100 60

UK corporation tax (35%) 35 Z l .0
Less relief for foreign taxes 35 9.0

UK tax payable —  12.0

Net income to UK company 51 39.0
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5.8 Types of Double Taxation Treaty
There are three ways used to alleviate international 

double taxations
(1) Each country by itself through unilateral provision

irrespective of whether any reciprocal provisions are granted 
by any other country* attempts to reach this goal.

(2) Two countries come into agreement to follow the same
policy regarding this problem and
(3) International organizations like O.E.C.D. and E.E.C.
through multilateral tax treaties attempt to relieve
international double taxation.

The relief is provided in two forms* either in the way 

which the destination country treats income earned abroad* 
namely* it adopts the exemption* credit or deduction method* 

or the origin country levies a low rate of withholding tax. 
It is worth mentioning that all international double taxation 
treaties reduce the rate of withholding tax rather than the 
rate of C.T.

Under the exemption method* income earned abroad is 

exempt from corporation tax at home. However* there are 

three taxes levied on that income* namely* the C.T. and the 

withholding tax of the origin country and personal income tax 

of the destination country. It is obvious that this method 
does not fully alleviate international double taxation since 

the withholding tax levied by the source country is a final 
tax. This method violates the ability to pay principle since 
it is based on a territorial basis and it is consistent 

neither with international nor national equity.



Under the credit method* income is taxed on a world wide 
basis but a credit is granted for taxes paid abroad. The 
rationale of this method is derived from the public finance 
principle of horizontal equity. Contrary to the previous 
method it is consistent with the ability to pay approach and 
treats individuals equally under the circumstances on an 
international basis* namely it achieves international equity. 
In addition to that the provision of the credit method 

secures equal treatment between investment at home and 

abroad.
Finally under the deduction method* income is taxed on a 

worldwide basis but taxes paid abroad are considered as 
expenses and are deducted from the tax bases as such. This 
method involves equal treatment of individuals in a domestic 

level* namely it achieves national equity.

(I) Credit V. Deduction

The legislation does provide in fact for the taxpayer to 

take double tax relief by way of deducting the foreign tax 

from the income to be taxed rather than by crediting the 
foreign tax against the U.K. tax liability on the income.

In normal circumstances* relief by deduction in this matter 

is likely to be less beneficial than relief by credit* but 
there are circumstances* particularly where substantial 

foreign tax will go unrelieved* where it may be more 

beneficial to take relief by deduction. It is not permitted 

to take part of the relief by way of deduction and part by
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credit in relation to the same source of income. The 
following two examples are shown. Where the first gives a 
situation where relief by credit is more beneficial the other

takes relief by deduction favouring the taxpayers .

Example (1)s
A United Kingdom company operates through an overseas branch 
which generates profits of £207 000. Foreign tax amounts to 
£6,000 and there is a foreign branch profit remittance tax of 

£500.
DTR by DTR by
deduction credit

Trading income £20?000 £20?000

Deduct foreign taxes 67500 —

Taxable income 13?500 20,000

Corporation tax at 40% 5?400 8?000
Less double taxation relief - 6?500

£ 5,400 £ 1,500

Example (2)
The same facts are assumed as in Example (1) but this time 

the total tax paid is £12,000 and the company has a U.K. 

trading loss of £9,000
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Trading income (£20000—£9000) 

Deduct foreign tax

Corporation: tax at 40%

Less double taxation relief 
(restricted)

DTR by 
cred i t 

£ 11,000

(1000) 11,000

4.400
4.400

DTR by 
deduct i on 
£11,000 

12,000
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Limitation on the amount of credit for income and corporation 

taxes

The legislation provides a limit on the foreign tax 
credit available for income and corporation taxes as follows:

(1) Limitation on the amount of credit for income tax
The amount of the credit allowed to any person in the 

year of assessment is not to exceed the difference between 
the income tax which will be borne by him for the year (a) if 
he was charged a tax on his total income for the year and (b) 
if he was similarly liable to tax on the same income but 

excluding the foreign income on which credit is to be
allowed? e.g. if a UK resident has taxable income in the UK

of £20?000 per annum and receives £5?000 from a foreign
employment which is liable to foreign tax? the credit for any 
foreign tax does not exceed the amount of UK tax on £.25,000 
less UK tax on £20?000 as following (assuming the effective 

UK tax rate is 30%? he has to pay tax at 20%)
Foreign income £ 5?000

Less 20% 1?000

Foreign income assessable in UK 4?000
UK income 20?000

UK assessable income £24?000

UK income tax at 30% £7?200



Less double taxation relief (maximum 30% x £4000
= £ 1200) 1,000

UK tax payable 6,200

If foreign tax rate is 40% instead of 20% the 

credit for double taxation relief will be=

Foreign income £ 5,000
Less 40% 2,000

Foreign income assessable in UK 3,000

UK income 20,000

UK assessable income £23,000

UK income tax at 30% 6,900
Less double taxation relief< maximum 30% x £3000

= £900)

Actual suffered £2000 - Unrelieved foreign taxes

£1100 900

UK tax payable £ 6,000

This example demonstrates that the foreign tax credit 

available to taxpayers in the U.K. is equal to the full 
amount of the foreign tax suffered provided that it does not 

exceed the U.K. tax payable on the same income. The maximum 

credit therefore, wil always be the lesser amount of the
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actual foreign tax suffered, and the equivalent U.K. tax

1 i ab i1 i ty «

(2) Limitation on the amount of credit for corporation tax
The credit limitation that applies for income tax

purposes is extended to corporation tax, and it is provided 
that the amount of the credit on tax to be allowed against UK 

corporation tax in respect of any income does not exceed the 
UK corporation tax attributable to. that income. Following 
the introduction of the imputation system of corporation tax, 
an additional limitation was introduced on 1st April 1973. 

For example, a UK company carries on trade in the UK and also 
through a branch in Egypt. The UK business realises a

profit during the year of £50000 whilst the Egyptian branch 

generates £20000 profit but suffers Egyptian tax rate 30%
UK assessable income — made up of £70,000

UK £50,000 + Egyptian £20,000

UK tax rate at 40% 28,000
Less Double tax relief — Egyptian tax 32% x £20000

= 6400

restricted to 40% x 20000 8000 6,400

UK tax payable 21,600

Assume Egyptian tax at 45% instead 32% 
UK assessable income — made up of £ 70,000



UK £50000 - Egyptian £ 2000

UK tax rate at 40%
Less Double tax relief Egyptian tax 45% x 2000

= 9000

restrict to 40% x 20000 8000

UK tax payable £ 20,0'00
The above example indicates that the credit limitation

for
Corporation tax purposes is not to exceed the U.K. 
corporation tax while the Egyptian tax of £1000 (900—800) is 

unreli eved.

£ 28,000

8,000



5.9 UK Double Taxation Relief

To mitigate the effect of the double taxation it 
suffers, a company needs relief for two types of foreign 

taxation, namely the tax which is charged directly in respect 
of profit arising abroad, and the tax on dividend income, 
particularly from its own subsidiaries. The UK has tackled 
this problem firstly by the conclusion of double taxation
agreements with each of a number of other countries, and
secondly by the great amount of unilateral relief which is
made available to a UK resident in respect of overseas tax

not covered by any subsisting bilateral agreement between the 

U.K. and the country imposing the tax.
The UK has double taxation treaties with about 74 

countries and most members of the Commonwealth. There are 

variations among the agreements. In general the double 
taxation treaties specify in detail the description of the 
various taxes in respect of which credit can be claimed under 

each particular treaty. Thus a number of treaties provide 
such reliefs as the exemption of a particular sort of income 

in one country; the using of tax levied in one country as a 

credit in another; and the imposition of tax at a special 

low rate in the country of source which is used as a credit 
in the country of residence.<37>

As for unilateral relief, credit is allowed for foreign 

taxes imposed on income, provided that such taxes correspond 

to income tax or corporation tax in the U.K., whether levied 
by a sovereign government or under the law of a province,



state or other part of a country» or even by a municipality 

of local author i ty.<3<3>
In general the effect of the scheme of unilateral relief 

is the same as that provided by the double taxation agreement 
relief- Unilateral provisions have been brought into line 

with the treaties* Unilateral relief is therefore available 
only in two situations?first where there is no double tax 
treaty with the country of source? and secondly where there 
is a double taxation treaty which; does not cover a particular 
t a x / 39’

U-K. companies? as well as shareholders are therefore 

allowed to claim unilateral credit for directly imposed 

foreign tax or taxes withheld at source on dividends paid by 

foreign companies.<40) Such tax must represent taxes which
neither the foreign companies nor the recipients would have
borne if the dividends had not been paid. This is a relief 

that can enhance the competitiveness of UK companies doing 
business abroad with other foreign companies.

After this treatment of the U.K. approach to the problem 

of interntional double income taxation it remains now to 
consider in some detail the double tax relief in respect of 

the direct or withholding tax and the ’underlying tax’ on 

overseas dividends received by UK taxpayers. It is perhaps

necessary to be reminded here that such relief can be granted
either under the specific terms of a double taxation treaty 
or under unilateral provisions.

The direct? or withholding tax is the tax that the 

foreign company has paid on the dividends it declared under
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the tax laws of its country of residence. The relief for 

this tax is given by calculating the UK tax liability on the 
amounts of the dividend (before deducting the direct? or 
withholding tax)and then deducting from the liability so 
calculated? the amount of the direct or withholding tax.<A1> 
Thus? where a UK company receives loan interest from
overseas which has been subject to a withholding tax by the 

foreign country? it can set off this interest against its 
corporation tax liability. The overseas company too? may be 

entitled to some relief on the interest payments it has made? 
as such interest is normally deductible as business expenses. 
It will therefore be seen that the total tax burden of both 
the payer and payee company would be less than if dividends 

were paid. In addition to this? many treaties usually

provide for low withholding taxes on interests? or even 
complete exemption. However? where the rate of interest 
payable is in excess of the commercial rate? especially if 

the two companies are related? they may stand the danger of 
forfeiting this special treatment. A United Kingdom company 

can also claim credit for direct or withholding taxes on 
income received for the use of patents? trademarks? 

copyright? know how etc.
A UK recipient of dividends may be entitled to relief 

for the underlying tax? either under the specific terms of 
the double taxation agreement with the overseas country? or 
to unilateral relief. In the case of unilateral relief? 
certain shareholding tests must be met before it will be 
available. Thus? unilateral relief for underlying tax is
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claimable where a dividend is paid to a UK company which 
either controls directly or indirectly? or is a subsidiary of 

a company which controls not less than 10 percent of the 
voting power in the company paying the dividend? S.498(3)(4)? 
of ICTA 1970? as amended by fa 1971? S26. It can thus be 
seen that it is of no consequence where the credit for 

underlying tax is claimed under the unilateral provisions 
whether the requisite percentages of shareholding is owned 
directly or indirectly. This will benefit a U.K. parent 

company with varying percentages of shareholding in 
subsidiaries that trade overseas in a particular region.

To alleviate the strictness of the 10 percent rule it is 
further provided that even if the percentage is below 10 

percent? the credit may still be claimed if the U.K. company 
had previously owned 10 percent of the voting power of the 

foreign company? and this has been reduced below that 
percentage through no fault of the U.K. compny S.43 (1) of FA 

1972.
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5-10 Egyptian double taxation treaty

Usually the accepted device for eliminating double 

taxation is the conclusion of bilateral treaties between 

capital—exporting and capital importing countries. This 
device helps to a great extent in encouraging investment in 
the developing countries generally. Since 1960s there has 
been an increasing number of double taxation treaties? with 
the distinctive charactristic of the creation of incentives 

for investment in developing countries.<42> As the
developed countries have extensive investments in the 
developing countries? they practically bear the entire 

financial burden resulting from double taxation treaties.
Egypt has signed treaties for the avoidance of double 

taxation with the UK and about fifteen other countries. All 

of these treaties are in force. These conventions are 
obviously of central importance to individual companies’ 
calculattions of the financial advisability of doing business 

in Egypt? and vary according to relationship between the home 
country’s tax structure and the Egyptian tax system. In 

order for a company based in one country to be taxable in the 
other country it must have “permanent establishment" in that 

other country as defined by the various treaties.



5.11 Egypt/U.K. Double Taxation treaty

The Government of the Arab Republic of Egypt and the 
Government of Great Bri tain and Northern Ireland wanted to 
create favourable conditions for greater economic 

co-operation between them? and in particular for investments 
by nationals and companies of one state in the territory of 
an other state.

Recognising the encouragement present under reciprocal 

international agreements on double taxation? the Egyptian 
Authority attempted to make some progress towards ending 
double taxation between Egypt and other countries.

At 25 April 1977 the President of Egypt signed the 

convention between Egypt and Great Britain to prevent or at 
least to alleviate double taxation and from that time this 
convention came into force.<43>

Under this convention with Great Britian? certain trading 
profit not arising through a permanent establishment? 

pensions and the earnings of temporary business visitors are 

subject to certain conditions to be taxed only in the country 

of the taxpayer’s residence. Shipping and air transport 

profit are taxed only in the country in which the place of 

effective management is situated. Government salaries and 

pensions are normally taxed by the paying government only. 

The remuneration of visiting teachers and certain payment 
made to visiting students are to be exempt in the country 
v i s i ted .

Where income continues to be taxable in both countries?
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the convention provides for relief from double taxation to be 
given by the country of the taxpayer’s residence? except 
where the taxpayer is a UK petroleum company. The credit to 
be given in the UK for tax payable in Egypt is to include 

credit for tax spared under certain provisions of Egyptian 

L a w .
Where a UK Company pays a dividend to a resident of 

Egypt? the UK tax is limited to 20 percent of the dividend. 

Where an Egyptian Company pays a dividend to a resident of UK 
Egypt retains the right to impose certain taxes in full? but 
a further tax withhold from dividend paid to individuals is 
limited to 20 percent if the beneficial owner of the dividend 

is an individual who is a resident of the UK
The rate of tax in the source country upon interest and 

royalities flowing to the other country is in general not to 

exceed 15 percent. Interest on loans guaranteed by the UK

Export Credits Guarantee Department will be exempt from tax 

in Egypt.
There is provision for the taxation of capital gains on 

immovable property (and on shares in a company whose assets 
consist mainly of immovable property) by the country in which 

the property is situated. Capital gains arising from the 
disposal of other movable property are normally to be taxed 

only in the country of the taxpayer’s residence? unless they 

arise from the disposal of assets of a permanent 

establishment or fixed base which the taxpayer has in the 
other country.

There are also provisions safeguarding nationals and
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enterprises of one country against discriminatory taxation 

and consultation between the taxation authorities of the two 

countr i e s .
The Convention takes effect in the UK for the tax year 

which begins in April 1977 and subsequent years.
The Convention shall apply to persons who are resident 

of one or both of the contracting states.
The taxes which are the subject of this convention are*

a) In the UK of Great Britain and Northern Ireland*

(1) the income tax;
(2) the corporation tax and

(3) the capital gains tax.
b) In Arab Republic of Egypt.
(1) the tax on income derived from immovable property 

including the land tax? the building tax and ghaffer tax.

(2) the tax on income from movable capital
(3) the tax on commercial and industrial profits
(4) the tax on wages? salaries? indemnities and pensions
(5) the tax on profit from liberal professions and all other

non— commercial professions
(6) the general income tax? and
(7) supplementary taxes imposed as a percentage of taxes 

which are the subject of this convention.
This convention shall also apply to any identical or 

substantially similar taxes which are imposed by either 

contracting state after the date of signature of this 
convention in addition to? or in place of? the existing 
taxes. The competent authorities of the contracting state



shall notify each other of substantial changes which are made 
in their respective laws.

Permanent Establishment

Article 5 of the Egypt/UK treaty defines the term
’permanent establishment’ as a fixed place of business which 
the business of the enterprise is wholly or partly carried 

on. The term permanent establishment specifically includes 
a place of management; a branch? an office? a factory? a 
workshop? a farm or plantation? premises used as a sale
outlet? a mine? oil well or oil field? quarry or other place
of extraction of natural resources? an installation or 
structure used for the exploration of natural resources? and 

a building site or construction or assembly project which 
exists for more than six months.

Certain matters are deemed not to be permanent

establishments such as*
a) the use of facilities solely for the purpose of storage?

display of delivery of goods or merchandise belonging to the
enterprise

b) the maintenance of a stack of goods or merchandise

belonging to the enterprise solely for the purpose of 
processing by another enterprise.

c) the maintenance of stock of goods or merchandise belonging 
to the enterprise solely for the purpose of storage? display 

or delivery;

d) the maintenance of fixed place of business solely for the
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purpose of purchasing goods or merchandise or for collecting 
information for the enterprise? and
e) the maintenance of fixed place of business solely for the 
purpose of advertising for the supply of informtion? for 
scientific research or for similar activities which have a 
preparatory or auxiliary character? for the enterprise.

The definition of a concept of a permanent establishment 

is necessary to determine the rights of a contracting state 

to tax the profit of an enterprise of another contracting 

state.
Because this test does not apply to a subsidiary company 

which would normally be taxed as a separate legal person the 
Article 9 of the Egypt/UK treaty defines the term ’joint 

venture7 as follows^ Where (1) an enterprise of contracting 
state participates directly or indirectly in the management? 
control or capital of an enterprise of the other contracting 
state; or (2) the same persons participate directly or 

indirectly in the management? control or capital of an 
enterprise of a contracting state and an enterprise of the 

other contracting state? and in either case conditions are 

made or imposed between the two enterprises in their 
commercial or financial relations which differ from those 
which would be made between independent enterprises? then any 
profits which would? but for those conditions? have accrued 

to one of the enterprises? but? by reason of those 
conditions? have not so accrued? may be included in the 
profits of the enterprise and taxed accordingly.

Article 7 of the Egypt/UK treaty provides that the
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profits of an enterprise of a contracting state shall be 
taxable only in that state unless the enterprise carries on 
business in the other contracting state through a permanent 
establishment situated therein- If the enterprise carries 
on business as aforesaid? the profits of the enterprise may 
be taxed in the other state but only so much of them as is 
attributable to that permanent establishment.

Where an enterprise of a contracting state carries on 

business in the other contracting state through a permanent 
establishment situated therein? there shall in each 
contracting state be attributed to that permanent 
establishment the profits which it might be expected to make 
if it were a distinct and separate enterprise engaged in the 
same or similar activities under the same or similar 

conditions and dealing at arm's length with the enterprise of 
which it is a permanent establishment.

In the determination of the profits of a permanent 
establishment there shall be allowed as a deductions expenses 

of the enterprise (other than expenses which would not be 

deductible if the permanent establishment were a separate 

enterprise) which are incurred for the purpose of the 
permanent establishment including executive and general 

administrative expenses so incurred? whether in the state in 

which the permanent establishment is situated or elsewhere-
No profits shall be attributed to a permanent 

establishment by reason of the mere purchase by that 

permanent establishment of goods or merchandise for the 
enterprise-
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Where profit includes items which are dealt with 

separately in other articles of this convention!- the, 

provision of these articles shall not be affected by the 

provisions of this article.

Finally? the term 'profits' as used in this Convention 

includes? but is not limited to? income derived from banking? 

manufacturing? mercantile? insurance? agricultural? fishing? 

or mining activities. The operation of ships or aircraft? 

the furnishing of services? the rental of tangible personal 

(movable) property? and the rental or licensing * of 

cinematograph films or films or tapes used for radio or 

television broadcasting? such terms do not include the 

performance of personal services by an individual either as 

an employee or in an independent capacity. ?

5.12 Elimination of Double Taxation According to Egypt/UK

Treaty

Article 22 of Egypt/UK treaty provides that (1) subject 

to the provision of the Law of the UK regarding the allowance 

as a credit against UK ax of tax payable in a territory 

outside the UK (which shall not affect the general principle 

hereof).

(a) Egyptian tax payable under the Laws of Egypt and in 

accordance with this convention? on profits? income or 

chargeable gains from sources within Egypt (excluding in the 

case of a dividend? tax payable in respect of the profits out 

of which the dividend is paid) shall be allowed as a credit



against any UK tax computed by reference to the same profit? 
income or chargeable gains by reference to which Egyptian tax 

is computed-
(b) In the case of a dividend paid by a company which is a 
resident of Egypt to a company which is a resident of the UK 

and which controls directly or indirectly at least 10 percent 
of the voting power in the company paying the dividend? the 
credit shall take into account (in addition to any Egyptian 

tax for which credit may be allowed under the provisions of 
sale paragraph (a) of this paragraph) the Egyptian tax 
payable by the company in respect of the profits out of which 

such dividend is paid.
Provided that this paragraph shall not apply to a 

company which is a resident of the UK and is a petroleum

company as defined for the purposes of Schedule 9 to the Oil 

Taxation Act 1970 (2) Where a resident of Egypt derives
income which? in accordance with the provisions of this

Convention? may be taxed in the UK? Egypt shall allow as a 

deduction from the tax on the income of that person an amount 
equal to the tax paid in the UK. Such deduction shall not 
however exceed the part of the tax? as computed before the 

deduction is given? which is appropriate to the income 
derived from UK. Where such income is a dividend paid to a 

company which is a resident of Egypt and which directly or 
indirectly controls at least 10 percent of the voting power

in the company paying the dividend the credit shall take into 
account the UK tax payable by the company in respect of the 

profits or income out of which the dividend is paid.
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Chapter Six 
Tax Avoidance and Tax Evasion

6.1 Introduct i on
In the last chapter we considered the UK tax treatment 

of overseas income and the legal position of double taxation 
treaties in both UK and Egypt. In this chapter we look at 
problems of tax avoidance and evasion in both countries. We 
will discuss in more detail this phenomenon and the serious 
implications it has for government policy. We will also 
attempt to make clear both the definition of? and distinction 

between? avoidance and evasion. Results of tax avoidance 

and tax evasion will be given.
Under the Egyptian tax system it is very difficult to 

gather enough useful data and information about tax avoidance 

and tax evasion? neither do Egyptian tax laws define the 

concept of tax avoidance or tax evasion.
In addition a distinction is not made between tax avoidance 
and evasion by any administrative regulation? and I am not
aware of any court decisions which set forth a clear 

distinction between the two concepts. Therefore in this 
chapter we can give general ideas about the phenomenon in 

Egypt gathered from different journalistic reports? which 

give an indication of the frequency of tax avoidance and 

evasion which is nowadays widespread. We shall attempt to 

look at the way in which problems of tax avoidance and 

evasion have been dealt with? in relation to the company tax 
system in the UK. It is only too evident that many people



exercise great ingenuity in finding ways to minimise their 

tax liabilty. In the case of The Puke of Westminster v.

IRC c x >  the covenant was a single transaction? but its sole 
purposes was the avoidance of income tax and it was only 

entered into on the 'understanding’ that the gardeners would 
not seek to claim their wages. The object of the scheme was 
to make servants’wages deductible in arriving at the Duke’s 
total income by paying them by deed of covenant. Although 
there was no binding agreement to that effect? it was 
accepted that so long as payments were made under the 
covenant they would not claim their wages.

The Westminster case helped to provide the legal basis 

for tax avoidance schemes until Lord Wilberforce? in Ramsay v 

IRC<g> sowed the limits of the principle in the earlier case. 
There is now? in effect? a new approach in applying the law 
to tax avoidance schemes although it is not yet clear how far 

the new approach goes. It is clear however that present 
judicial attitudes to tax avoidance are very different from 

those prevailing in the 1930s. In the case of Furniss v. 

Dawson? Lord Roskill considered that; <:=f>
“the ghost of the Duke of Westminster has haunted 

the administration of this branch of the law 
for too long."

The emphasis on a new approach was reiterated? most 
notably by Lord Scarman in the case of Furniss- y . Dawson in 
which a shareholder wished to sell his stake in company A to 

company C. He followed what Lord Brightman calleds<̂ >
“a simple and honest scheme which merely seeks



to defer payment of tax until the taxpayer has 
received into his hands the gain which he has 
made."

Also In Ramsay Lord Wilberforce expounded the new approach to 
avoidance schemes and sought to explain the decision in 
Westminster’s case. He saids <55>

"While obliging the court to accept documents 
or transactions? found to be genuine? as such? 

it does not compel the court to look at a 
document or a transaction in blinkers? 
isolated from any context to which it properly 

belongs. If it can be seen that a document 
or transaction was intended to have effect as 
part of a nexus or series of transactions? or 
as an ingredient of a wider transaction 
intended as a whole? there is nothing in the 

doctrine to prevent it being so regarded; to 

do so is not to prefer from to substance? or 

substance to form. It is the task of the 

court to ascertain the legal nature of any

transaction to which it is sought to attach a 
tax? or a tax consequence? and if that emerges 

from a series? or combination of transactions? 
intended to operate as such? it is that series 
or combiat ion which may be regarded."

The importance of this approach is first? that it

enables one to explain the existence of company B and second

that it is much wider and more flexible than the simple?



almost mechanistic? excision approach. of Lord Brightman. 

Lord Bridge’s speech was concerned with a wide approach, he 

sa id:
“When one moves from a single transaction to a 
series of interdependent transactions 

designed to produce a given result? it is? in 
my opinion? perfectly legitimate to draw a 
distinction between the substance and form of 
the composite transaction without in any way 
suggesting that any of the single transactions 
which make up the whole are other than 
genu i n e .- -".

Finally the Westminster’s result of the decision of the 

House of Lords was that the tax liability of the Duke was 
reduced from what it might otherwise have been if he had not 

entered into? and complied with? certain deeds of 
covenant.
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6.2 Definition of Tax Avoidance and Tax Evasion
What? a nd where? is the border line be tween the 

fo rbi dden (tax evasion) a nd the p e r m i s s i b l e  (tax a v o i d a n c e ) ?  

This is a fundamental qu e s t i o n  posed by m o d e r n  soci et y.

In earlier times? the an swer  was s i m p l e r .  The 

criminal law was the basic a r b i t r a t o r  on the di st i n c t i o n  

between d i s h o n e s t y  and c lev er ness. Nowadays? these two 

n o t io ns  intermingle at so m e  p o i n t s  into a g r e y  a r e a  wh ere 

r e p r o ba tion is co u n t e r — ba l a n c e d  by admini s t r a t i o n ?  a f f o r d i n g  

at the same time a  cha ll enge to talented? but fair lawyers  as 

well as causing some e x a s p e r a t i o n  in the time-worn o p p o s i t i o n 

between a d m i n i s t r a t i o n s  an d t a x p a y e r s . <e>

In the s p ri ng of 1980 G o l d s m i t h  J.C. c o n c e i v e d  the 

subject of tax evasion an d tax a v o i d a n c e  as an interestin g 

topic for discu ss ion amo ng m e m b e r s  of the C o m m i t t e e  at the 

Berlin C o n f e r e n c e  that a u t u m n . T h e  d i s c u s s i o n s  abo ut 

those terms took place in Be rl in  and were c o n t i n u e d  in the 

m e e ti ng in Bud ap est in O c t o b e r  1981. The m e e t i n g s  p r o v i d e d  

a useful forum for la wye rs ex pe r i e n c e d  in the tax s y s t e m s  of 

dif ferent j u ri sd iction s to get together and ex a m i n e  what is 

now a ve r y  topical issue. There  is no doubt that we are 

mo vi ng  into a stag e in al most e v ery one of the c o u n t r i e s  

r e p r e se nted at the m e e t i n g s  where the ’g a m e ’ has r e a c h e d  a 

critical st ag e betwee n the p rofessi on al tax l a w y e r s  a nd  

a c c o u n t a n t s  on behalf of the taxpayer a nd  the tax 

a d m i n i s t r a t i o n  on behalf of the g o v e r n m e n t .

The terms tax av o i d a n c e  and tax evas ion are not d e f i n e d  

in the UK Tax A cts  but are n o r m a l l y  taken to mean-
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Tax E v a sio n means t ra ns action s or s c h e m e s  which are unlawful? 

relying for their e f f e c t i v e n e s s  in a v o idin g tax on non- 

— d isc lo su re or wrongful d i s c losure  or false stateme nt s.

Tax Avo i dance me an s t r a n sa ctions  which  are entere d into to 

avoid or m i n imi se  tax? and? howe ver artificial are real 

transactio ns  and within the tax law.

In relation to tax evasion? the degree of c u l p a b i l i t y  

can be v e r y  important and this will often depen d on the 

intention of the taxpayer in ma king an incorrect s t a t em ent or

omitti ng some income from or a d ding imaginary e x p enses  on his

tax return.

As quoted from Ar thur S e l d o m <10> A d a m  Smith said:

"Every tax ought to be so c o n t ri ved as both to

take out and to keep out of the pocket of the

people as little as po s s i b l e  over and above 

ujhat it brings into the p u bl ic treasury of the 

state."
Adam S m i t h ’s canon of c e r t a i n t y c1 1 > is p o s s i b l y  a most 

elusive test to satisfy. A general d i f f i c u l t y  with taxation 

as a method of financing s e r v i c e s  is that it is al most 

impossible to discover who e v e n t u a l l y  pays m a n y  or most 

individual taxes. The task of identifying the tax payer 

rests on the e c o n o m i s t ’s d i s t i n c t i o n  between impact and 

incidence. L eg is lation u s u a l l y  cannot p r o ce ed m uch beyo n d  

identifying taxpayers on w hom  the taxes are levied but do not 

know where their taxes u l t i m a t e l y  come to rest. The tax

buck is passed on from stage to stage in e c o n o m i c  

relations hip s. If the demand for taxed product is elastic?



the p r o d u c e r  who is taxed cannot pas s  a n y  Or much of the tax 

to the next stage? if the de man d is inelastic? so that b u y e r s  

will go on bu yi n g  if the tax is added? it will be p a s s e d  on. 

For ex am ple a tax on petrol can u l t i m a t e l y  be paid by 

d i s abled d r i v e r s . <12)

It is clear that there is a general ag re ement that tax 

av o i d a n c e  and tax evas ion are w i d e s p r e a d  and important? 

though difficult or impossible to m e a s u r e  qua ntitively; that 

tax a v o i d a n c e  and evasion have been increasing in recent 

decades; that their increase is at least as a result of the 

increase in taxation? but that they wo uld d i m in is h only 

sl o w l y  if taxes w er e cut. Bracewel 1— M i lnes s a i d : <xa;>

“T h ere is a general agr ee ment that tax 

a v o i d a n c e  and ev asion are si mi lar e c o n o m i c a l l y  

but di s s i m i l a r  m o r a l l y  and politically: fax

a v o i d a n c e  is legal and tax evasion is illegal.

It is the economi c s i m i l a r i t y  that c o n s t i t u t e s  

the pri nc ip al jus tifi catio n for the c o i na ge 

’e v a s i o n ’ ; but the use of this mongrel word 

a s s i s t s  those who atte mpt to blur the moral 

and politica l d i s t incti on  betwee n a v o i d a n c e  

and e v a sio n and thus imply that a v o i d a n c e  are 

d i s h o nest . “

In the UK? the annual report s of the Bo ar d of Inland 

R e v e n u e  di sc lose how much ’b a c k — d u t y ’ has been r e c o r d e d  a nd  

the numb er of a s s e s s m e n t s  involved. Be tw een 1914  and  1919



tax r e c o v e r i e s  rose from £ 2 2 9 ? 6 0 0  to £ 1 ? 2 1 6 ? 0 0 0  - a five— fold 

increase? w h ic h also ref le cts the sca le of inflation during  

the first W o rld War. T w e n t y  ye ar s later the c o r r e s p o n d i n g  

figure was £ 3?131 ?0 00. By 1959 r e c o veries wer e over £18mn  

but de cli n e d  to the same £ 1 3mn in 1968. The d e c lin e w as  

almost c e r t a i n l y  due to increased staf f re co m m e n d e d  by the 

1955 Royal C o m m i s s i o n . <14> In the Budget of 1965 Mr 

C a l l a g h a n  saids <1=5>

"We p r o m i s e d  to tackle the whole p r o b l e m  of 

avoidance; and this will link with  our general 

theme of ge tt ing rid of the inequalities that 

have g r own up from a mi su se  of the tax sys tem.

A lot of tightenin g up n e e d s  to be done. I

cannot cover the wh ole gr ou n d  this year? but I 

pr o pos e to make a st art."

By  1970 the number  of b a c k - d u t y  cases had fallen to

8?500? com pa red with arou nd 10?00 0 in most of the p r e c e e d i n g  

years? and total re co veries p l u s  p e n a l t i e s  a m o u n t e d  to more  

than £llmn . In 1970 the yi eld from income tax w as  over

£14?000mn? thus u n der— payment of income tax de d u c t e d  by 

Re v e n u e  re pr e s e n t e d  less than on e- tenth of 1% of the total 

yield. In 1973 the am ount w r i tten off as u n r e c o v e r a b l e

increased to reach a figure of £ 2 0  m n <17> in 1972. In 1977 

r ec o v e r i e s  w ere still under £40?000mn? an increase which? if 

a l l o w a n c e  is mde for inflation? s u g g e s t s  that the r e v e n u e ’s 

ef forts  to co ntain evasion have not grow n to the s am e extent 

as has the s u s p e c t e d  amount of evasion.
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6.3 Discrimination between tax avoidance and tax evasion
Mi thin tax ev a s i o n  p r o p e r  a  d i s t i n c t i o n  is so m e  time 

made b e t w e e n  the le s s  s e r i o u s  o f f e n c e  of omission* s u c h  as 

failure to s u b m i t  c o m p l e t e  tax return* and more  s e r i o u s  

offences* like  f a l s e  d e clar at ions* fake i n v o i c e s * e t c . . In 

most c o u n t r i e s  tax e v a si on  is u s u a l l y  q u ite  unequivo ca l* 

al t h o u g h  in a few countries* w h e r e  the c o u r t s  p r e p a r e d  to take 

the v i e w  that the law is a l r e a d y  b r o k e n  if it can be s h o w n  

that its s p i r i t  or the intention of the l e g i s l a t i o n  is 

infringed* the d i s t i n c t i o n  be t w e e n  tax a v o i d a n c e  a nd e v a s i o n  

may not be a l t o g e t h e r  m e a n i n g f u l .  F or  mos t c o u n t r i e s  the 

d i f f i c u l t y  is not so much  of d i s t i n g u i s h i n g  b e t ween the two 

terms but r a t h e r  of d e l i m i t i n g  what is to be c o v ered by tax 

a v o i d a n c e . 418* y

As m e n t i o n e d  b e fo re there is a gen era l a g r e e m m e n t  that tax 

' a v o i d a n c e 7 ’evasion' is si m i l a r  econ o m i c a l y *  m o r e o v e r  H e n r y  

S i mons  c o n s i d e r e d  them two w o r d s  for one m e a n i n g .  He 

said:

" ...or a v o i d a n c e "  if one d o e s  r e a l l y  p r e f e r  

that term for "legal ev a s i o n " .

L o r d  H o u g h t o n  does  not like the term 'evasion' a nd  

p r e f e r s  to keep  the d i s t i n c t i o n  b e t w e e n  a v o i d a n c e  a nd  e v a s i o n  

clear. P r o f e s s o r  L e w i s  s a i d : <:zo>

"A c l ear d i s t i n c t i o n  is* however* to be d r aw n 

b e t w e e n  7 tax a v o i d a n c e 7 an d  7 tax e v a s i o n 7 .

In a tax a v o i d a n c e  s c h e m e  a tax payer is 

s e e k i n g  to order his a f f a i r s  by legal form so 

as  to m i n i m i s e  his tax lia bil it y* and in so
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do i n g  he might  be eith er s u c c e s s f u l  or 

u n s u c c e s s f u l .  Tax evasion* on the other  hand* 

involves the m i n i m i s i n g  of a person's 

l i a b i l i t y  to tax by means* for instance* of 

o m i s s i o n s  from r e tu rn s of income*

m i s - s t a t e m e n t s  or even fraud* a nd the tax a c t s  

p r o v i d e  for p e n a l t i e s  w h er e p e r s o n s  fail to 

m a k e  r e t u r n s  of income or capi tal gains* or 

m a k e  incorrect return. "

In the cas e of Lor d  V e s t e y 7s Ex ors . v. I.R.C. Lord  

No r m a n d  s a i d : <zi> r

"Tax a v o i d a n c e  is an evil* but it w o u l d  be the 

b e g i n n i n g  of m u c h  g r e a t e r  e v il s if the C o u r t s
* •

w e r e  to o v e r s t r e t c h  the l a n g u a g e  of the 

s t a t u t e  to su b j e c t  to taxation p e o p l e  of w h o m  

they d i s a p p r o v e d "

Tax a v o i d a n c e  is legal w h i l e  the tax e v a s i o n  is illegal. 

Tax a v o i d a n c e  and e v as ion ar e of great s i g n i f i c a n c e  not on l y  

economica lly* but a l s o  p o l i t i c a l l y *  s o c i a l l y  a nd  m o r a l l y .

Tax a v o i d a n c e  and tax p l a n n i n g

It is p o s s i b l e  to re du c e  or r e mo ve tax l i a b i l i t y  by 

p e r f e c t l y  a c c e p t a b l e  tax p l a n n i n g  e.g. by c h o o s i n g  a m o n g  tax 

r e lief s a nd in centives the most a d v a n t a g o u s  rout e c o n s i s t e n t  

with normal b u s i n e s s  tra nsactions * or r e f r a i n i n g  from 

c o n s u m i n g  a tax product* a nd  it is c l e a r l y  not the inte ntion 

of g o v e r n m e n t s  to combat a c t i v i t i e s  of this kind.

Tax p l a n n i n g  can be c o n s i d e r e d  as  the d e s i g n i n g  of a 

plan* u s u a l l y  for the long term* to d e c r e a s e  or limit tax.



The mor e o b j e ctive a  d e f i n i t i o n  of tax av o i d a n c e  is used* the

sooner  tax p l a n n i n g  will be s y n o n y m o u s  w it h a meth o d  of tax

avo i d a n c e .

"Tax p l a nning"  m e an s t r a n sactio ns  w h i c h  are p e r m i s s a b l e .  

Hence tax pl a n n i n g  will cover transact io ns whic h are in 

ac c o r d a n c e  wit h rational thinki ng and business b e h a vi ou r in 

this field. To des cr ibe tax pl a n n i n g  or a b s t e n t i o n  from 

c o n s um pt ion as 'tax avoidan ce' is* however* to s t r a i n  the 

me aning  of language* and the g o v e r n m e n t s  tend to take an

operational a p p r o a c h  toward tax av o i d a n c e  to cover those

forms of tax m i n i m i s a t i o n  whic h are u n a c c e p t a b l e  to 

g ov er nments . A wider d e f i n i t i o n  of tax a v o i d a n c e  w h i c h

cover all forms of reducing  one's tax liability* could be 

used and a d i s t in ct ion ma d e  between 'acceptable' and 

'unacceptable' avoi da nce. This  is only a q u e st ion of

semantics* becaus e under either definition* the same p r o b l e m s  

of identification a r i s e . <22>

The scope of what is c o n s id ered as tax a v o i d a n c e  m a y

differ from one c o u n t r y  to a n o t h e r  depen di ng not only on the

form a p a r t ic ular sc hem e m a y  take* but also on a t t i t u d e s  of 

governments* parliament* p u b l i c  opin ion  and the c o u r t s * w h i c h  

ma y th em sel ves change w i thin one c o u n t r y  and over time.

In The U K  there is no d i s t i n c t i o n  bet ween tax a v o i d a n c e  

and tax planning* sinc e n e i t h e r  is def i n e d . <2:3> The tax 

pr a c t i t i o n e r  w o uld p r o b a b l y  s a y  that tax pl a n n i n g  co uld  be 

de scrib ed  as a r r a n g i n g  a commercial transact ion so as to 

m i n i m i s e  the incidence of taxation* w h e r e a s  tax a v o i d a n c e  is 

the se t t i n g  up of a tra nsacti on  s o l e l y  for the p u r p o s e  of
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a v o i d i n g  taxation- On the other hand* the R e v e n u e  Of fice r 

w o ul d mak e no d i s t i n c t i o n  betwee n the two.

4.6Tax A v o i d a n c e  and the C o m p a n y  Tax sy ste m

The p r o b l e m  of tax a v o i d a n c e  in relation to C o m p a n y  Tax 

s y s t e m s  s t e m s  b a s i c a l l y  from the fact that the legal 

p e r s o n a l i t y  of c o m p a n i e s  is u s ua ll y abused in order to escape 

or reduce  the tax ot herwi se  payable . Thus* one can creat e a

legal en ti t y  in ithe form of c o m pa ny or a trust Mih i ch m a y  in

its turn own a c o m p a n y  m a i n l y  for the pu rpos e of d i m i n i s h i n g  

his ot h e r w i s e  taxa ble  income- As the Royal C o m m i s s i o n  of 

1955 has ex pl a i ned .

"It is important to as c e r t a i n  who is the real 

owner of each part of income Cfor the p u r p o s e s  

of tax l iabilit y! - In some re sp ects the 

legal s y s t e m  is inadequate to serve as a final 

d eterm in ant upon the question of real 

o w n ership if by real ownership we unde r s t a n d  

the e f f e ctive  control of the enjoyment and 

d i s p o s i t i o n  of p r o perty-  The c o m p l i c a t i o n s  

introduced by the se para te  p e r s o n a l i t y  

a t t r i b u t e d  to a c orpora ti on af ford an o b v io us

instance. For * but for the effect of special

tax provisions* a man might transfer his land 

or bu s i n e s s  or investments to a c o r p o r a t i o n 

w h ich he had formed and of whi ch he own ed 

v i r t u a l l y  all the s h a r e s  and yet ma i n t a i n  that 

the ac cru i n g  income must be taxed as that of



the c o r p o r a t i o n  a nd had no con ne ct ion w i t h  his 

own income for p u r p o s e s  of income tax or 

s ur ta x".

Therefo re*  the c o m p a n y  can c o m p l e t e l y  a v o i d  tax on part 

or all of its p r o f i t s  through the transfer of its p r o f i t s  in 

terms of man a g e m e n t  fees* royalties* patents* s e r v i c e s  

charges* interest payments* and rentals.

It can be seen that the p r o b l e m  of tax a v o i d a n c e  is an 

important issue p a r t i c u l a r l y  in respect of com p a n i e s  and one 

that n e e d s  an urgent s o l u t i o n  if the go ve rnmen t is not to be 

deprived of the re q u i r e d  reve nue to meet the w i d e r

r e q u i r e m e n t s  of national p o l i c y  objec tives - The B r i t i s h  

Cour t s  are not u n i v e r s a l l y  a g re ed on the legal c o n s e q u e n c e s  

of tax a v o i d a n c e  sc hem e s .  There are some ju dges wh o

m a i n t a i n  that tax a v o i d a n c e  is not a moral or a  legal issue* 

that it has been e x p r e s s l y  pr oh i b i t e d  by a s t a t u t e  in

u n a m b i g u o u s  terms and are in the abs ence of such statute* 

prepare d to uphold its v a l id ity- In the case of I.R.C v- 

F i s h e r ' s  E x e c u t o r s involving a limited co m p a n y  w i t h  l a rge  

un d i s t r i b u t e d  p r o f i t s  wh ic h had resolv ed to c a p i t a l i z e  part  

of these p r o f i t s  and to dist r i b u t e  them pro rat a  a m o n g  its 

or d i n a r y  s h a r e h o l d e r s  as a bonus in the form of 5 %  d e b e n t u r e s  

stock* the w h ol e a i m  being to prevent  the s h a r e h o l d e r s  from 

pa yi ng  su per tax on the bonus* it was held that the b o n u s  

paid in debentu re  s t oc k w as not income in the h a n d s  of the 

s h a r e h o l d e r s  and w as there fore not liable to s u pe r tax- In 

this case L ord  S u mm er saids <:2<>>

“MY  lords* the highest a u t h o r i t i e s  have a l w a y s
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re c o g n i s e d  that the subject is entitled to 

ar r a n g e  his a f f a i r s  as not to attract taxes 

imposed by the crown* so far as he can do so 

w i thin  the law? and that he m ay l e g i t i m a t e l y  

c l a i m  the a d v a nt age of a n y  ex pr es s terms* or of 

any om i s s i o n s  that he can find in his favour 

in taxing acts. In so doing he ne it her comes 

under li a b i l i t y  nor incurs blame. It m a y  be 

a quest io n wh ether these c o n s i d e r a t i o n s  of 

justice and pu bl ic p o l i c y  a p p l y  e q u ally to a 

limited liab il ity company* a  creatur e of the 

law s t r i c t l y  co nt rolled  by statute? in a case 

where it has no interest in either pa yment of 

or escape from a tax that is not levied  upon 

it".
S i m i l a r l y  in the case of Duke of W e s t m i n s t e r  v. I.R.C L o r d  

Tomlin su mmed up the trend of judicial rea so ning on tax 

a v o i d a n c e  in the fol 1 owing= <=2̂ r>

“E v e r y  man is ent it led if he can to order his 

a f f a i r s  so that the tax att a c h i n g  under the 

a p p r o p r i a t e  Acts is less than it ot h e r w i s e  

w o uld be. If he s u c c e e d s  in ord er ing them so 

as to secure this result* then* however 

un a p p r e c i a t i v e  the C o m m i s s i o n e r s  of Inland 

Re v e n u e  or his fellow taxpayers m a y  be of his 

ingenuity* he cannot be comp elled to p a y  an 

increased tax".

F r o m  these cases* it does a p pear that the ju dge s did not
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a p p r e c i a t e  the s i g n i f i c a n c e  of taxation as an ec o n o m i c  tool 

for s t i m u l a t i n g  the overall dev el op ment of the country? and 

hence the need to ensure that taxation g e n e r a t e s  the re q u i r e d  

revenue by p r o n o u n c i n g  agai nst tax av o i d a n c e  s c h e m s  a i med  

s o l e l y  at d i m i n i s h i n g  tax that oth erwise w o ul d be pa y a b l e .

Th er e are? however? other vi ew s against the above  

st an d p o i n t .  T h e y  frown on a ny  tax a v o i d a n c e  s c h e m e  

regardi ng  it as an evil to be discouraged . Therefore? 

judges on m a n y  o c c a s i o n s  have po in te d out that tax a v o i d a n c e  

is not a c o m m e n d a b l e  exercise? that indeed it is an evil

p r a c t i c e  which s h o u l d  be prev en ted. In the case of Lat ilia

v I .R-C Vis co unt S i mo n L. C  saids

“My lords? of recent ye ar s much ingenuity has 

been exp en ded in cer tain qu a r t e r s  in 

a t t e m p t i n g  to devise m e t h o d s  of d i s p o s i t i o n  of

income by whi ch those who were p r e p a r e d  to

adopt them might en joy the be n e f i t s  of

residence  in this c o u nt ry  while r e c e iv in g the 

equi va lent of such income without s h a r i n g  the

a p p r o p r i a t e  eq uivalent of such income w i thout  

sh a r i n g  the a p p r o p r i a t e  burden of B r i t i s h  

taxation. Judicial d i ct a m ay be cit ed w h ich

point out that? however el aborat e an d

artificial  such m e t h o d s  m a y  be? those who 

adopt them are ' e n t i t l e d 7 to do so. T h ere 

is? of course? no doubt that they are w i t h i n  

their legal rights? but that is no reas on w h y  

their ef fec ts s h o u l d  be regard ed as a



c o m m e n d a b l e  e x e rcise  of inge nu ity or as  a 

d i s c h a r g e  of the d u t i e s  of g o o d  c i t i z e n s h i p .

On the contrary? one result of suc h  method s? 

if they succeed? is of c o u r s e  to increase pro 

tanto the load of tax on the s h o u l d e r s  of. the 

gr ea t bod y of good c i t i z e n s  w h o  do not desire? 

or da not k no w how to ado pt these 

m a n o e u v e r e s " .

Also in the case  of Lord  V e s t e v ’s v. I . R? C L o r d  N o r m a n d  w h i l e  

p o i n t i n g  ot that tax a v o i d a n c e  is an evil? he at the s a m e
i

time w a n s  of the da nger of s t r e t c h i n g  the w o r d s  of -the 

s t a t u t e s  to s t r i k e  down avoidance of tax. He s a i d : 43*50

" P a r i i m a n e n t  in its a t t e m p t s  to keep p a c e  w i t h
* 'the ingenuity de v o t e d  to tax a v o i d a n c e  m a y

i
fall of its p u r pos e.  That is a m i s f o r t u n e  

for the t a x p ay ers who do no t try to a v o i d  

their s h are of the b u r d e n  a nd it is 

d i s a p p o i n t i n g  to the Inland  Revenue? but the 

court will not s t r e t c h  the ter ms of T a x a t i o n  

A c t s  in order to improve on the e f f o r t s  of 

P a r l i a m e n t  and to st o p  g a b s  w h i c h  a re left 

ope n by the s t a tu te . Tax a v o i d a n c e  is an 

evil? but it w o u l d  be the b e g i n n i n g  of m uch 

g r e a t e r  evils if the c o u r t s  w e r e  to 

o v e r s t r e t c h  the la n g u a g e  of the s t a t u t e  in 

o r d e r  to sub je ct to t a x ati on  p e o p l e  of w h o m  

they di sa p p r o v e d " .

A l s o  L o r d  J u s t i c e  S e l l e r s  p e r h a p s  s u m m i n g  up w ha t s h o u l d



be the judicial a p p ro ach to the p r o b l e m  of tax a v o i d a n c e  has 

this to s a y : <30>

“E nrichm en t wi thout a n y  se rv ice to the

c o m m u n i t y  and wi thout taxation is hard to

cou nte nanc e"

Th erefore? in this way? all p u r p o r t e d  tax a v o i d a n c e  

s c h e m e s  can be e f f e c t i v e l y  invalidated. It is g r a t i f y i n g  

that mor e  judges have g r a p p l e d  wi t h  the p r o b l e m  of tax

a v o i d a n c e  alo ng the same line of rea sonin g as  indicated in 

the aLbove cases. This is indeed a w e l come deve lopment ? for 

it must be remembered  that CT  legislation? like other tax 

s t a t u t e s  is not s i mp ly to collect r e v e n u e . <S1>

Tax A v o i d a n c e  P r o v i s i o n s

A l t h o u g h  tax av o i d a n c e  and its natural c o n s e q u e n c e  of 

a n t i — a v o i d a n c e  l egi sl ation first rec ei ved p u b l i c  s c r u t i n y  as 

long ago as 1920? the real flow in such a c t i v i t y  began in the 

1950's with  ever increasing s o p h i s t i c a t i o n  since then on both 

sides . The major U K  a n t i — avo i d a n c e  p r o v i s i o n s  can found 

them in m a n y  s e c ti ons of the taxing statutes? p a r t i c u l a r l y  

those g r a n t i n g  reliefs? and contain co n d i t i o n s  w h i c h  p r e ven t 

an o b v ious or simple a v o i d a n c e  ploy. For example? the 

e x e m pt io n of the first tranche of t erminat io n p a y m e n t s  

p r o v i d e s  for a g g r eg at ion of p a y m e n t s  made by a s s o c i a t e d  

employers? S . 188 of T . A  1970. However? the m a j o r

l e g i sl at ion of general a p p l i c a t i o n  is gr ouped  at Part XVII of 

the 1970 Act under the h e a ding  'Tax Avoidance' a nd  those most 

c o m m o n l y  e ncounte re d are the f o l l o w i n g : < 32>

1— C a n c e l l a t i o n  of tax a d v a n t a g e s  from certai n t r a n s a c t i o n s
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in securities? S S . 4 6 0  and 467. A c o m p l i c a t e d  set of

pro visions? o r i g i n a l l y  en ac ted  in 1960? whi ch w e r e  desig ne d  

p r i m a r i l y  to combat dividend strippi ng . A l t h o u g h  a number 

of c o n d i t i o n s  are require d to operate S . 460 its 

in te rp ret ation has been s u f f i c i e n t l y  wide to inhibit almost 

an y  t ransa ct ion involving sh ar e s  and stock.

2- P r e v e n t i o n  of avo i d a n c e  by individual by tran sa ctions  

r e s u lt in g in tran sfers of income to p e r s o n s  abroad? S . 478. 

This is the m a jo r revenue defence; against overse as  op e r a t i o n s  

by U K  resident individuals.

3- M i g r a t i o n  of companies? S . 482. A D r a c o n i a n  pr o v i s i o n

whi ch  p r o h i b i t s  the transfer of residence? or of a trade or 

part of trade? by a body corp or ate from the U K  to foreign 

jurisdi ct ion wi thout consent of the Treasur y. Se c t i o n  482 

a t t e m p t s  to control the foreign o p e r a t i o n s  of a U K  resident 

company? but in a w a y  quite different from that of S . 478 for 

i nd i v i duals .

4- I n t e r - c o m p a n y  pricing? S . 485 Tax Act 1970. In general 

this deals with tra ns action s between persons? including 

companies? who are under common control or o t h erwise 

connected? n o r m a l l y  where one of the p a r ties is reside nt in 

the UK  and the other is not. In such c i r c u m e s t a n c e s  the 

Inland R e v e n u e  is emp ow ered to impute to the relevant 

transact ion p r i c e  which reflict a commercial basis.

5-  S e c t i o n  4 7 8  T.A 1970 a p p l i e s  when an individual who is 

o r d i n a r i l y  resident in the UK transfer s a s s e t s  abr oad . 

Where? as a con se qu ence of such a transfer? such an 

individual has power to enj oy  the income of a p e r s o n  resident
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or d o m i c i l e d  out of the UK? his income is a s s e s s a b l e  under 

Case VI of Sched . D  (S.480(1).  Wh e n  an idividual r e c e i v e s  

or is en t i t l e d  to receive a capital sum which is in a ny w a y

co n n ected wi t h  the transfer abroad? a ny  income which has

become the income of a p e r s o n  resident or d o m i ciled a b r o a d  

(for example? of n o n - r e s i d e n t  trustees) is de emed to be the 

income of the individual CS.478(2)3? and is also as s e s s a b l e  

under Case  VI of Sched. D . <33> Thi s  sectio n does not a p p l y  

if the a v o i d a n c e  of l i a b i l i t y  to taxation was not one of the 

reasons for the transfer? an d this can be s h o w n  to the

sa t i s f a c t i o n  of the Inland R e v e n u e  CS.478(3)3.

6.5 Tax A v o i d a n c e  and E v a s i o n  Un de r the Egypti an  Tax S y s t e m

Be fo re turning d i r e c t l y  to this matter? it m a y  be 

expedient to give a brief acc oun t of relevant tax p r o v i s i o n s  

and the level of taxation in Egypt in respect of indi viduals 

and comp an ies. In short? while individuals are taxed on 

general income at p r o g r e s s i v e  tax rates up to 65%? the

commercial and industrial p r o f i t s  tax at p r o g r e s s i v e  tax 

rates from 2 0 %  up to 40%? the c orpo ra tion tax? a p p l y i n g  to 

joint s t o c k  companies? p r i v a t e  c o m p anies and b r a n c h e s  of 

foreign companies? is a flat rates of 32 % or 4 0 %  or 4 0 . 55%. 

These d i f f e r e n c e s  in taxati on are creati ng l o o p h o l e s  in the 

tax s y s t e m  in Egypt. The tax payers atte mpt to take

a d v a n t a g e s  from the l o o p h o l e s  to a v oid his tax.

T a x a b l e  income co n s i s t s  of individuals' or companies' 

overall income. In the case of a foreign receipiatnt? the N 

"tax m a y  be red uced under the terms of a do uble ta xa ti on
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a g r e e m e n t .

As m e n ti oned earlier in this chapter E g y p t i a n  tax laws 

do not define the concept of tax a v o id an ce or tax evasion. 

In a c c o r d a n c e  with  the E g y p t i a n  tax rules* both individuals 

and compa ni es are ob li ged a n n u a l l y  to submit tax returns to 

the tax offices and in this respect to give de tailed  

information on their taxable income. He nc e the tax 

a u t h o r i t i e s  with the tax rules have a useable tool when 

as s e s s i n g  the tax return s and looking into tax sc he me s or 

transact i o n s .

There are p r o v i s i o n s  in Eg y p t i a n  tax laws to preven t 

tax evasion and tax a voi da nce. A c c o rding  to S S . 3 5 * 3 6  and 

40* every establishment* w h e th er owned by an individual or 

taking the form of a partnerships*  limi ted l i b i l i t y  co mpany  

or joint stock company* s h ou ld  submit the return s u p p o r t e d  by 

the books* the documen ts  which must ap p r o v e d  in the way  

s pe c i f i e d  by p r o v i s i o n  of La w  133 of 1951 in respect of 

p racti si ng a c c o u n t a n c y  and a u d i t i n g  pr of e s s i o n s .  In order to 

consider* and to ap prove by tax authority* the a c c o u n t i n g  

books and do cument s must be honest. Ho w e v e r  if tax 

a u t h o r i t y  pos s e s s e s  ev idence pr ov ing  that the re turn  did not 

c on for m with facts then the tax a u t h o r i t y  will in a d d i t i o n  to 

rectifying* amen ding or di sconsider  the re tu rn  and 

det ermining the profit by random e st ima tio n in a d d i t i o n  the 

taxpayers have to pay  extra m o n e y  5% of the tax due (the 

p er cen tag e shall not Exe ed L E 5 0 0 ) . However* tax 

evasion and avoidance is n o w ad ay s wi de s p r e a d  in egypt. The 

following J o u r n a l i s t i c  reports about tax evasion in Egypt*
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these repo rts will give us indication about this ph e n o m e n o n  

which threaten the deve lo pment  of Egypt ian ec onomy.

In a J o u r n a l i s t i c  report on 14th Jan. 1 9 8 7 <3‘̂ > n e a r l y  

5 0 0 * 0 0 0  taxpayers  had not subm it ted their tax returns. A 

great number of those who had s u b mit te d tax returns* as 

stated by off i c i a l s  in tax a d m i n s t r a t i o n  and also the 

finance minister* tried their best through their a c c o u n t a n t s  

to dim inish  their taxable p r o f i t s  by adding false ex p e n s e s  or 

omi tti ng part of the income items and their re lativ e 

expenses. Th i s  lead to great d i s c r e p a n c i e s  in the incomes 

and create a big gap betwee n the rich and poo r people* who 

co nst itute n o w a d a y s  the only 2 c l asses in the E g y p t i a n  

soc i e t y .

Mr Ahmed G h u n e i m  (the head of dep art me nt a g a inst  tax 

e v a s i o n ) <3S> ad m i t t e d  that the pr esence of tax e v a sion  had* 

in fact* became phenomenal and n o bo dy  could d e n y  it. It is 

a well known fact to all official people e s p e c i a l l y  in the 

secto r of financial resourses. In the field of Arab  and 

foreign investment* the investors u s u a l l y  w i n d  up the 

bu sin es s before the termination of a tax h o l i d a y  peri od. 

Then they start a n ew bus in ess under a n e w  title to get 

anot her  perio d of tax ho lid ay and there are no lim itat ions*  

co nditi on s or obl ig ation  in both the tax s y s t e m  and in 

investment law which force them to ca rry on their b u s i n e s s e s . 

In add it io n there are many tax return s a c c u m u l a t e d  from the 

p recee di ng  years wh ic h have not been exa mined. So if 5 

years have passed without an exa mi na tion bei ng done the 

go vernment will lose the main  s o u rc es  and will become
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handicapped to carry out all necessary requirements ton the 

country, on the other hand the current sources cannot cover 

current expenditure as shown from table (6.1) below. 

Therefore? the present Egyptian government? has to borrow 

from external sources (these loans accumulated and 

transferred from time to time about LE40?000?000? moreover 

these loans become a big problem for development of Egyptian 

Economy.) with higher interest rate.

Table (6.1)

The taxation share in current expenditure 

D u r i n g the period 1976—1985

(1)

Years Tax

LE

(2)

Proceeds

X X 

to (3) to (4)

(3)

Current

LE

Expend . 

X

to (4)

(4)

GBP

LE

1975 1359.0 32.6 28.4 4216.6 O O  *"• 4778.8

1976 1483.0 33.4 -“ ‘O  i  i l u  « JL 4445 .5 84.4 5268.0

1977 1990.0 40.7 34 .8 4887.6 85.5 5715.0

1978 2176.0 32.6 34.9 6680.2 107.2 6232.0

1979 2452.9 59.6 35.8 4113.1 60.1 6843.0

1980/81 4181 .1 73.3 29 .2 5706.7 39 .8 14338.5

1981/82 5479.9 76.7 37.4 7147.9 48.8 14638 .8

1982/83 5924 .5 67.7 28.1 8754.0 41 .5 21104.7

1983/84 6915.7 69.9 31 .2 9891.0 44.6 22160 .2

1984/85 7646 .7 67.3 28 .9 11354.0 43 .0 26382 .5

Sources: National Bank Of Egypt? Econom i c Bulletin? Nos.4 of

1980? 3 of 19812? 4 of 1983? 3&4 of 1984 and 3 of 1985.
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In another J o u r n a l i s t i c  report on 2nd De c e m b e r  1 9 8 6 <3<!>>, 

Fin anc e Mins ter  and Head of Tax A d m i n s t r a t i o n  de clared that 

the p r o bl em of tax evasion has been rece n t l y  increasing. 

The y admitted that there are m a n y  reas ons  that mak e taxpayers 

attempt to evade taxation? the following are some of them:

1— Tax Offices have to examine the files of more than 2 

million  taxpayers in a short pe riod  of a few months? in spi te 

of the fact there is a ma rk ed  s h o rt ag e in the staff? in 

addition  many  of them are n e w l y  g r a d u a t e d  and have not 

enough training and experienc e.

2 — A Tax Inspector has to examine 60 files every m o n t h  in 

addition to 10 files (cases) which have been p r e s e n t e d  to the 

courts. This does not a l l o w  him to give a high s t a n d a r d  of 

work because of the p r e ss ure he is under to c o m plete all the 

cases in the short sp ace  of time.

3 — In one of the Tax Offices? 30 Tax I ns pe ctors have to 

examine 560 0  tax files involving li ablity to co mmercial and 

industrial profit tax or CT and 2 5 ? 0 0 0  tax files involving 

li abl it y to general income tax.

4— The working condit io ns are uns uitab le as there is not 

enough space or p r i v a c y  for the Tax Inspectors to be a b l e  to 

di scuss p r o blems  with the taxpayers. Thi s is due to 

inadequate ac co m m o d a t i o n  for both the In spectors and other 

employees. For example? in A l e x a n d r i a  Tax Off i c e  there 

are 78 Tax Inspectors in ad d i t i o n  to A r ch iv e Sta ff w o r k i n g  

only in 5 rooms.

5 — There are no incentives for the em p l o y e e s  of Tax
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A d m i n s t r a t i o n  to en courag e them to p e r f o r m  well at their 

work.

6—  T h ere is no mutual c o n f idenc e between ta xpa yer s and Tax 

Ins pec tors as they are con v i n c e d  that the Inspec tors will not 

accept the tax return and a s s e s s  the taxable p r o f i t s  with 

rando m es ti mation.

In the light of the a n a l y s i s  above? it will be seen that 

the E g y p t i a n  tax s y s t e m  cannot realize som e  of its 

objectives? as it e n c o u n t e r s  p r o b l e m s  which should be tackled 

and rem ed ie d re gardin g tax evasion and tax a r r e a r s  w h ic h 

have become  se r i o u s  p h e n o m e n a  facing the Eg y p t i a n  economy. 

Therefore? it seems to me the tax evasion can be a v o i d e d  or 

at least a l e v i a t e d  by taking into account the fo llo wing 

po ints:

1— Tax A d m i n s t r a t i o n  s h ould form a committ ee of e x p e r i e n c e d  

staff in the field of taxation to examine and clear up the 

a c c u m u l a t i o n  of tax returns.

2 — Other  tax Inspectors start too soon to examine the n ew tax 

return wh ile the old one is being examin ed by the e x p e r i e n c e d  

staff whi ch is m e n tione d in no. 1 above.

3 — Ince ntive s should be g i v e n  to the tax inspectors who are 

doing their best to ex am ine  thoroug hly and with great care 

the tax returns . At the same time strict m e a s u r e s s h o u l d  be 

taken agai nst those who d e lay in their work whi ch  is c a u s i n g 

waste of the S t a te 's re so urc es.

4— The a u t h o r i t i e s  whi ch deal with the taxpaye rs w h e t h e r  

these are gov ern menta l or not should cooperate w i t h  the tax 

of fi ces by g i vi ng  the s u f f ic ie nt data about their c l i e n t s
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( t a x p a y e r s ) .

5- In order to re-es t a b l i s h  the con fi dence a be tw een 

taxpayer and the tax inspector the latter shou ld  accept the 

return and its e n c lose d ac cou nt sta t m e n t s  as it is? 

d i s r e g a r d i n g  minor m i s t a k e s  in order to enco ur age ta xpa yers 

to keep or to estab li sh a c c o u n t i n g  s y s t ems?and  on the other  

hand to save a lot of time for both sides.

6- Stric t m e a s u r e s  s h o u l d  be taken against the inspector who 

does not accept the tax return without a ny justified reasons.

7- Tax inspectors shou l d  act as ad v i s o r s  and c o n s u l t a n t s  for 

the taxpayer and atte mpt to help him to overco me all the 

d i f f i c u l t i e s  facing him.
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1.

Highlights for Part Two

The purpose of this part is to trace the development of 
the company tax system in Egypt with particular reference to 

the period since 1939 when the first legislation on taxation 
was introduced- In this part we therfore appraise the 
principal objectives underlying the various tax ordinances? 

Acts and Decrees introduced over the whole period and we look 
at tax proceeds and their relative importance during these 
periods- Also we will be enquire into the present system of 
corporation tax which was introduced in 1981? including the 

taxation of dividends.
Thus the current part is divided into three chapters:

Chapter Seven — An Overview of the Egyptian Tax System
Chapter Eight - The present system of company taxation

i n Egyp t -

Chapter Nine — The computation of taxable profits-
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Chapter Seven 
An Overview of the Egyptian Tax System

7 .1 Introduct i on

Egypt as a developing country faces a number of 
challenges in the process of economic and social development. 
Moves towards economic development emphasize the role played 
by the State. The importance of this role is coupled with a 
financial policy which attempts to use some measures such as 
taxation and control of public expenditure in maintaining 
economic and social achievements. Taxation policy is 
designed to channel economic surplus and influence the 

distribution of resources throughout the different aspects of 

business activity in line with the aims of economic 

development. Its function in financing the State budget? is 

the main factor in promoting economic development. The 
social aim of taxation is the achievement of equality through 

minimizing disparities in income distribution and wealth? in 
addition to ensuring equal distribution of the burden 
shouldered in the process of economic development.

The decline in public revenue is a common factor in the 
economies of developing countries? as a result of decreased 
abilities to pay taxes? added to poor collection methods. < x >  

This is incompatible with the major role played by taxation 
in such economies (especially in developing countries) where 
development efforts require the recruitment of all resources 

to income productivity to ensure a continual rise in the



standard of living? while taking into consideration the need 
for internal and external equilibrium? Thus it is necessary 
to reform the Egyptian tax system to meet the conditions 
required to sustain economic and social growth.

The aim of this chapter will be to examine the 
development of the Egyptian tax system from before the 1952 

Revolution? up to the present day.

7-2 An historical perspective of the tax structure

Egypt has known taxes for a very long time? and its tax 

systems have been influenced by changing political? economic 
and social conditions. However? after Egypt was conquered 
by Amro Ebn—A1 Ass the leader of the Islamic Army? at circa 

640 A.D.? the Egyptian people gradually embraced the Islamic

Rel i g i on . <1Z> The consequence was that the Mosl im people had 
to pay Zakat (tax) on animal ujealth? agricultural production? 
commercial activities? mineral extraction? financial and 

monetary holdings and emoluments.

The Zakat rate is defined and established on a flat rate

basis and these rates must be adhered to? as they are fixed

by Islamic Laws.<3J Thus? neither the Islamic government 
nor any one can amend nor abolish them. Although this 
system is still applicable nowadays? and will remain 

unchanged? as an immutable religious law? the Egyptian

government has adopted a more contemporary tax system- The

roots of the contemporary taxation system date back to the 
era of Mohamed A1i at circa 1830 A.D. Therefore? the
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Egyptian tax system has witnessed a number of changes which 

are as follows*
(1) Prior to the 1952 Revolution. This period can be 
d i vi ded into*

(i) The period of foreign concessions (following the 

reign of Prince Mohamed A1i until their cancellation).
(ii) The period following foreign concessions? and the

issue of Egyptian Tax Law No. 14 of 1939 until the 1952

Revolut i on .
(2) The Period following the 1952 Revolution until the
promulgation of nationalization laws (1952 to 1961).

(3) The Per i od fol1ow i ng nat i onali zat i on unti1 the i ssue Open 
Door Policy law No. 43 of 1974. Also this period can be 
divided into*

(i) That following nationalization until the June 1967
War.

(ii) War economy (1967— 1973).

(4) The Period following the Open Door Policy until the issue 
of Tax law No. 157 of 1981.

(5) The Period from 1981 onwards

These divisions express the changes in the management of 
the national economy which have had their influence on the 

course of economic policy and also upon the taxation policy? 
and which consequently have affected tax legislation and its 
development. The study of each period is a survey of its 

conditions? and a reflection upon the aims projected and the 
legislation adopted.. It also covers the impact of

economic? social and political factors upon taxation policy?



and the role of taxation revenue in financing the State
budget. In addition? it will cover taxation revenue
structure and gross national production (GNP)? in an effort

to explain the extent to which the tax system has been able 
to channel part of the national production in financing 
current public expenditure and investment.<4>

7.3 The period prior to the 1952 Revolution

This period was divided into*

(1) Foreign Concessions. These concessions were first 

introduced in Egypt as a result of the weakness of the 

(Ottoman) Empire? and increased with the defeat of Prince 
Mohamed A1i and the signing of the London Treaty in 1840?

which was followed by the Khedevial Decree on the 13th 
February 1841. Egypt was forced to honour the treaties 
signed with Turkey? who had in actual fact signed a 

commercial treaty with England in August 1836 which levied 
custom duties on imports to the extent of 3% imposed a tax of 

2% on retail trade? as a tax on profit? at the same time 
cancelling additional taxes on imports? besides levying a 12% 
customs duty on exports.

Although Prince Mohamed A1i refused to abide by these 

treaties because of the foreign concessions they included? he 

was obliged to honour them after his defeat. Owing to these 

concessions? and to the opposition which was raised by 

foreign communities and foreign investment companies (with 
the backing of their governments) against any taxation
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being i m p osed* the E g y p t i a n  G o v e r n m e n t  was unable to levy a n y  

of the dif fe rent  kinds of taxes* e s p e c i a l l y  s i nc e their 

a p p l i c a t i o n  a f f e c t e d  the E g y p t i a n  citizen only. T h i s

d i f f e r e n t a t i o n  gave rise to a feeling of res ent ment be t w e e n  

E g y p t i a n  c i t i z e n s  and the for ei gners living in the country. 

The result wa s that the incidence of direct taxation fell on 

farmers alone* in the form of taxes on agr icul tural  land.

The Egy p t i a n  g o v e rn me nt als o depen de d upon indirect taxes* 

c h i efly c u s to ms duties* the p r o c e e d s  of which were  limited 

because of trade treaties being m a i n ta ined w i t h  foreign 

countries. T h i s  state of a f f a i r s  remained u n c h a n g e d  until 

the C u s t o m s  D u t i e s  L aw N o .2 wa s p a s s e d  in 1930* w h i c h  a i m e d  

at increasing sta te revenue and  a f f o r d i n g  p r o t e c t i o n  to local 

production* e s p e c i a l l y  to E g y p t i a n  industry which had be come 

est ab li shed du ri ng  the Fir st Wo rld War. This industry had 

flourish ed following  the 1919 Revolution* and the

es ta bli shm ent of Bank Misr. It is for this reaso n that the

customs du ties law is c o n s i d e r e d  to be an ex p r e s s i o n  of the 

interest in the new clas s of national c a p i t a l i s t s  who had 

direct ed their a c t i v i t i e s  a w a y  from a g r i c u l t u r e  an d real 

e s t a t e .



7*4 P erio d following Fo r e i g n  C o n c e s s i o n s  and the Issue of Tax

La w No. 14 of 1939 up to 1952 R ev olution

Fo r eig n c o n c e s s i o n s  cont in ued until the M o n t r e a u  

Con v e n t i o n  of 1937 which  canc elled them. In the past* 

Eg yptia n l e g i s l a t i o n  had been unable to levy  some p a r t i c u l a r  

taxes des pite the c o u n t r y ’s needs* but with this C o n v e n t i o n  

Egypt had restored one side of its financial and l e g i s l a t i v e  

independence. At that time three comm it tees were set up to 

formulate the taxation laws required.

A dec is ion was taken by the Council of M i n i s t e r s  on 11th 

Decembe r 1938 to e s t ab lish a taxation adm inis tr ation* and 

soon Tax L a w  No. 14 of 1939 was issued imposing taxation on 

movable capitals commercial and industrial profits* labour 

s a l aries and w a ge s and other taxes (as shown in Fi gu r e  

N o . (7.1)). Agr icul tural and real estate taxes were however* 

subject to special leg isl ation .

Tax law 14 re mai ns the essence of the E g y p t i a n  Tax 

system. La w No. 44 of 1939 which related to fiscal s t am p 

duty was issued in the same year (1939). F u r t h e r  tax 

legislation ma i n t a i n e d  the financial control and e x p r e s s e d  

the interest of the ruling clas s and the rich land ow ners on 

whom no taxation ujas levied for agr icultural e x p l o i t a t i o n  

until the Tax Law No. 46 of 1978 (which wa s ca ll e d  the 

Just ice  Tax Law). This law was issued imposing a tax on 

agricul tur al ac t i v i t i es . <=s> Es tat e tax was p o s t p o n e d  until 

1944 when La w No. 142 was p r o m u l g a t e d  to levy an inh eritance 

tax* and the duty was very low* at a tax rate of 5 . 6 %  for the



8.

F i g u r e  (7.1)

The E g y p t i a n  Tax S t r u c t u r e  Ac co rding 

To Tax L a w  No. 14 Of 1939

Indirect Tax Direct Tax

C u s to ms Stamp Capital Tax
1

Income Tax

TaxTax

Tax onTax onLan d  Bui ldi ngTax onInher i tance

Dut i es Trans fe r tax tax Individual B u s i n e s s

IncomeP r o p e r t y income

(Estate Duty)

TaxTaxTax onWa ge s onFree on

C o m m er ci al &MovableInterestP r o f e s s i o n  & Sa l a r i e s

Industr ialCap i talOf Loans

Pro f itsAssetsD e p o s i t s  &

Insurance s

General Income Tax



first L E 5 0 ? 0 0 0  due on an inheritor of the first degree.

Finan cia l a s p e c t s  remain ed dominant over tax 

legislation? a l t h o u g h  a duty wa s imposed in 1941 on 

p r o f i t e e r i n g  during the s e c o n d  World War as a result of 

s h o r t a g e s  in imports and excess iv e demand  on local pr od ucts.  

With the a p p l i c a t i o n  of this tax? commercial and industrial 

p r ofit s were s u b j e c t e d  to L a w  No. 14 of 1939? and a lso to the 

exceptional profit tax? the ai m of which w as  to curb 

inflation a nd  increase g o v e rnme nt  c o m m i tmen ts  as a result of 

war co ndition s. In 1949 Tax L a w  No. 99 was issued to lev y a 

general tax on income? and  was the first step towards social 

equity. In 1951 law N o .518? a m e nd ed Law N o . 99? w h ic h raised 

tax tables. F u r t h e r m o r e  a desire for social justice was  

exhib ite d in the p r o m u l g a t i o n  of L a w  No. 217 of 1951 w h ic h 

am en ded the Law  N o . 142 of 1944 by virtue of wh ic h an 

inheritance duty was imposed? thus raising the tax to 11.5% 

for the first L E 5 0 ? 0 0 0  due on an inheritor of the first 

degree. Yet the s y s t e m  of a c c e p t i n g  settlem ent of taxes in 

instalments from re turns on inheritance decreased? if not 

canc ell ed the lat te r's effect on income di st r i b u t i o n  w h i c h  

was one other factor aime d at p r o m o t i n g  economic d e v e l o p m e n t .  

Thus? it is clear that the role p l ay ed  by the taxati on s y s t e m  

during that peri o d  in favour of ec onomi c d ev el opment  w a s  

limited? except for the economic  implications of c u s t o m s  

du tie s and their p r o t e c t i o n  of local produc tion.

After the p r o m u l g a t i o n  of Tax Law N o . 14 and its annex? 

the role of direct ta xation in ra ising  pu bl ic rev en ue w a s  

increased (compare the total of revenue of 17.1% d u r i n g
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1939/1940 to 2 7 .4% during 1944/45). Also its total tax 

revenue increased from 2 9 .9 % during 1939/ 194 0 to 43.7% during 

1944/45. This did not however? continue for long? and the 

rate dec lin ed to 14.5% in 1950/51? but in 1951/52 it 

increased again to 23%. In the first period from 1939/40 to 

1951/52 the Sta te budget was more or less balance d and at 

many  times realis ed a s u r p l u s ? ( e x c e p t  for the two budgets of 

1939/40 and 1951/52 which gave de ficits of L E 2 « 6 m  and 

LE38«8m . respectively)

The ratio of direct taxation to taxation reve nue wh ich  

repre sen ted 2 2 . 6 %  of total taxation revenue in 1950/51 rose 

s l i gh tl y to reach 31.0% in 1951/52. T his p h e n o m e n o n  

indicated the g o v e r n m e n t ' s  con ti nued reliance on indirect

taxation? es p e c i a l l y  cu stom s duties? in financing

expenditure? and did not hin g to remove the injustices in the 

taxation s y s t e m  during that period? as shown in table 7.1. 

On the other hand this p h e n o m e n o n  also e x p r e s s e d  the 

g o v e n m e n t ' s  de pe ndence  on speci f i c  taxation (indirect tax) 

which was easier to collect without n e c e s s a r i l y  r e q ui ring an 

a d m i n i s t r a t i o n  with a high degree of efficiency.

It is known that the* ratio betw een  tax revenue and G N P

indicates, the a b i l i t y  of the taxation s y s t e m  to recruit a 

p r o p ortio n of economic s u r plus in the form of g o v e r n m e n t  

revenue? while the effect is limited to econom ic  d e v e l opm en t  

and to the extent of the role p l ay ed by the State in the

p r o ce ss of devel opment and the impact thereof on the p r i v a t e  

sector. Therefore? table 7 #3 s h ows the ratio of tax revenue 

to GNP (at current prices) wh ic h decr ea sed from 13% in



19 39/40 to 10.4% in 1944/45 but later increased to 18.6% in 

1951/52. Al t h o u g h  the ratio of direct tax reve nue to GN P 

(at current prices) increased from 3 . 9 %  in 1939/40 to 4 . 5 %  in 

1944/45 MJhile de creased to 2.9 %  in 1950/51? but later 

increased a g a i n  to 5 . 8 %  in 1951/52. The ratio of indirect 

tax revenue to G N P  (at current prices) dec re ased from 9 . 1 %  in 

1939/40 to 5 . 8 %  in 1944 /45 and later on increased to 9 . 9 %  in 

1950/51 and 12.8% in 1951/52.

The st r u c t u r e  of direct taxation during  this p e r i o d  

(table 7.6) indicates that taxes on m o v abl e p r o p e r t y  and 

wages were dominant? being deduc te d from the s o u r c e  at 8 « 5 % o f  

total income in 1944/45? rising to 11.2% in 1948/49? but 

dropping to 9.4 %  in 1949/50? 6 . 3 %  in 1950/51 and  7 . 3 %  in

1951/52. The ratio to total tax revenue increased to 13.6% 

during 1944/45? increasing to 16.3% in 1948/49? but the ratio 

decreased to 14.1% in the fol lowing year and later to 9 . 9 %  in 

1951/52 as a result of the increase in the ratio of immovable 

taxation to total taxation revenue and also to total p u b l i c  

revenue and in general to total taxation revenue a nd  p u b l i c  

revenue.

However? the dec re ase in taxation on m o v a b l e  p r o p e r t y  

was imposed on incomes with out  dedu cting  a n y  cost. The tax 

L aw  No. 14 set s the rate of tax on m o v a b l e  p r o p e r t y  at 10% in 

1939? which  increased to 17% in J a n u a r y  1952 w ith an 

additional 3% as defence tax a c c o r d i n g  to L a w  N o .277 of 1956. 

Thi s decrea se was a result of certain income being ex e m p t e d  

from this tax such as earnin gs  from g o v e rnmen t bond s interest 

on professio na l advances? and other earnings? the taxation on
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foreign capital for investment in som e of the fields of 

econom ic developm en t.

7.5 Tax L a w  No. 14 of 1939

The tax on sp e c i f i c  s o u r c e s  of income was levied under 

Law 14 of 1939 as am ended and the general tax on income under 

Law 99  of 1949.

E g y pt ia n taxation? as sh ow n from figure 7.1? will be 

described? briefly? in the followings

(1) Income tax on s a l a r i e s  and wages: is pa yabl e on all

sa l a r i e s  and wages? life a n n u i t i e s  wh ich were paid by the 

government? pu bl ic  administ ra tion? provincial? mu nicipal and 

local co unc il s to a n y  p e rs on  w h e t h e r  or not residen t in 

Egypt. It is also p a y ab le  on all salaries? wages? and life 

a n n ui ti es  whi ch wer e paid by all o r g a n i s a t i o n s  and 

individuals to an y  pe rs on  resident in Egypt? or to a n y  p e r s o n 

resident outside Egypt? in c o n s i d e r a t i o n  of servic es  re n d e r e d 

in E g y p t . <^ > This tax was ch ar ged at g r a duate d r a tes on

net income from 2% on the first L E 1 0 0  up to 22 %  on the

ba lance of net income over LE 4?8 50 . The D e f en ce Tax wa s

ch arged at the rate of 1.5% on the slice of income up to

L E 40 0 rising to 6%  on net income in exces s of L E 1 ? 2 0 0 « <:7> 

The National S e c u r i t y  Tax was levied at 1% on net income up

to L E 4 0 0  rising to 4%  on the sli ce of net income in e x c e s s  of

L E I ? 200.

Th i s  tax was w i t h h e l d  on p a y me nt  of a s s e s s a b l e  income? 

on a m o n t h l y  basis? in a c c o r d a n c e  wi t h  pub l i s h e d  tables? the 

emp loy er being r e s p o ns ible for p a y ment to the tax o f fice of 

the tax due for the p r e v i o u s  mont h w i t h i n  the first fifteen



days of the m o nt h follo wing of the tax due for the p r e v i o u s  

m o n t h . <eo

(2) Tax on prof essio ns? tax oh non-c ommer cial profits: The 

tax was charge d on income derived from the liberal p r o f e s s i o n  

and other forms of self employme nt in which labou r was the 

main co nstitue nt of their activity? such as accou ntants?

doctors and lawyers etc.? and an y other a c t i v i t y  which did

not come wi th i n  the scope of an other tax. E x e m p t i o n  was

gr a nte d to a gricult ur al e s t a b l i s h m e n t s  which were  not

or gan ised as joint sto ck c o m p a n i e s <<?> and to individuals in 

the first three y e a r s  of p r a cti ce  of their p r o f e ss ions. In 

ar r i v i n g  at ch argea bl e net profit? n e c e s s a r y  actual ex p e n s e s  

were deductible? including p e nsion  pro v i s i o n s  and life

as s u r a n c e  p r e m i u m s  and 10% of net profit could be d e d uct ed

for “p r o f e s s i o n a l “ d ep reciati on . If no account books wer e

kept 2 0% of g r oss income was  al l o w a b l e  for expen ses. The

p r o fi ts from text books p r o d u c e d  by staff in u n i v e r s i t i e s  and 

higher teaching ins titutions for the benefit of s t u d e n t s  wer e  

exempt ed from this t a x . <10> Also exempted was the income

received in the first three year s of the pr a c t i c e  of his 

pr ofess io n by an individual . <1 1 > Income tax for a tax year  

(calendar year) wa s  cha rged on the net pr ofit of the 

p re c e d i n g  year. T hi s net profit was the total s u m  r e c e i v e d  

by the individual from all professional a c t i v i t i e s  less

a l l o wa bl e deducti on s. The tax was charged at g r a d u a t e d  

rates on s u c c e s s i v e  p o r t i o n s  of net income from 11% on income 

up to L E I ? 5 0 0  to a m a x i m u m  of 2 2% on the ba lance  of net 

income over LE5 ?0 00 . In addit ion Defence Tax was' p a y a b l e  at



the rate of 10.5X and National S e c u r i t y  Tax at 8%  on taxable 

income. If the taxable income exceeded L E 5 0 0  a War Effort 

Tax was levied at 2 .5%  on the e x c e s s . <12) Tax was wit h h e l d  

at the rate of 2 5%  from a n y  sums paid to non-resident?  

n o n - E gypt ia n individuals who engage d in any of the a c t i v i t i e s  

that were subject  to the tax on the n o n — commercial 

pr o f e s s  i o n s .

(3) Commercial and Industrial P r o fi ts Tax: This tax w as

charged on the p r o fits of all trades? concessions? mini n g  

establishments? all p r o f i t s  of economic units? (figure 7.2), 

attache d to p u bl ic  e s t a b l i s h m e n t s  and o r g a n i z a t i n s ; < the 

profit of all joint stock companies. The tax a p p li ed  to 

capital gains? i.e.? pr o f i t s  on disposal of land or d e v e loped  

p r o p e r t y  in city are as  if the pro c e e d s  exceeded L E 1 0 ? 0 0 0  

(LE20?000 for inherited p r o p er ty ). There  was e x e m ption  from 

li a b ility if there was no more than one such disposal in a 

ten year pe riod and also  for d i s posa ls  in c o n n ecti on  with 

certain investment p r o j e c t s . c Als o  the profi t from the 

allotment and disposal of build in g sites; from the le tt ing of 

more than one p r o p e r t y  unit or premises; from the b r o k e r a g e  

and a g e n c y  com missi on  wh e t h e r  of a co nt inuin g or a casual 

nature; from the renting of agr icu ltura l land; this included 

over three feddans in extent? and p l ot s in e x ce ss of one 

feddan used to gro w  medic inal pl an ts  all these p r o f i t s  were  

subject ed  to commercial an d industrial pr o f i t s  tax.

M e mber s of a general p a r t n e r s h i p  wer e a s s e s s e d  

p r o p o r t i o n a t e l y  to their respect ive s h a r e s  in the p a r t n e r s h i p ;  

in the case of limited p a r t n e r s h i p  tax was a s s e s s e d  on the
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activ e p a r t n e r s  in di vid ually on the p r o f i t s  which they 

obtained? whi le the remaini ng  profit was ass e s s e d  on the 

par tnersh i p « <1=5>

The exempted p r o f i t s  included:

(i) The income from a p i c u l t u r e  projects.

(ii)The profit of Arab and Fore ign investment p r o j e c t s  

acc o r d i n g  to L a w  43 of 1974? as amended? which m a ke s p r o v i s i o n  

for a number of investment incentives for q ua li fying p r o j e c t s  

by m e a n s  of tax exem ptions. The types of project a p p ro ve d  

for those p u r po se  are? am on g others? pro motin g ex p o r t s  eg.? 

industrial develop ment or mining? land reclamation? tour ism 

and const r u c t i o n .  Tax e x e m p t i o n s  could be gran ted for 5 yea rs  

or 1 anger . < 1<s>

(iii) The income from n ew  liv es tock or p o u l t r y  b r e e d i n g  or 

mechan ica l incubation.

(iv> The income rec ei ved by the owners of fishing vessels? 

who were m e m b e r s  of a fishing co-operative? in the first five 

ye ar s of b u s i n e s s . <17>

(v) The income from fruit trees in desert areas or rec l a i m e d  

land? as define d by the M i n i s t e r s  of Fi nanc e a nd  of 

Agriculture? for the first ten years of produc tion.

Cvi) The income from breeding or fattening cattle for the 

individual f a r m e r ’s own benefit pro vi de d that not m o r e  than 

ten head were i n v o l v e d . ( 1S>

The d e d u ct io ns al lowed  included all costs which  were w h o l l y  

and e x c l u s i v e l y  for trading purposes? in p a r t i c u l a r  the 

following items:

(a The rent of the bui ld ing occupi ed by the owner? the
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enterprise; whe re the bu i l d i n g  was occupied by the owner* the 

rent w o ul d be paid also.

(b) Depreci ation* a p p r o p r i a t e  to the na tu r e  of the 

activity* for exi st ing p l a n t * i n  ad di ti on to which* 20% (as 

a c c e l e r a t i o n  de pre c i at i on) < of the cost of n e w  eq uipmen t 

was al l o w e d  in the year of p u r c h a s e  pr ovided that reco rds 

were kept in the p r e s c r i b e d  mann er . This a l l o w a n c e  wa s  

increased to m a x i m u m  of 3 0 % : under special rules p r o m u l g a t e d

by the F i n ance Minist er .

(c) S u m s  a l l o c a t e d  to meet losse s or s p e ci fic financial 

c o m m itmen ts  that were c e r ta in  to occur but wer e of an 

undete r m i n a b l e  amount* up to a m a x i m u m  of 5%  of the y e a r ’s 

net profit of the ente rp rise. To qu al ify for the d e d u c t i o n  

the amount had to be record ed  in the a c c o u n t s  a nd

s u b s e q u e n t l y  employed  for the sp e c i f i c  p u r p o s e . <20>

(d) L o s s e s  could be brought forward for up to three

years . y

(e) Tax paid except the commercial and industrial p r o f i t s  

tax .

(f) D o n a t i o n s  to charities* social welfare o r ganis at ions* 

approve d by the Eg y p t i a n  g o v e rnm en t and ha ving their

h e a d q u a r t e r s  in Egypt* up to a m a x i m u m  of 3%  of net pr o f i t s .  

(g> D o n a t i o n s  of a ny  amoun t to the Government an d p u b l i c  

o r g a n i s a t i o n s .

(h) D i s t r i b u t e d  profit of joint s t oc k companies* w h i c h  wer e  

deducted from taxable profit* were s u b jected  only to the tax 

on m o v a b l e  capital assets* to avo id ec o n o m i c  d o u b l e  

taxat i on .
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(i) The p r o f i t s  ac c r u i n g  to the s l e e p i n g — p a rt ne r m e m b e r s  of 

a l i m ited p a r t n e r s h i p  on which the tax on m o v a b l e  capital 

a s s e t s  had been p a i d « <:2::s>

(j) The taxable income from m o v ab le  capital a s s e t s  c h a rged to 

the tax on that income after deductio n of 10% for investment 

ch arges  and c o s t s . <24)

The d e d u c t i o n s  were not a l l owe d when the e x p e n s e s  were 

not sum s w h o l l y  and e x c l u s i v e l y  laid out or e x p en ded for the 

p u r p o s e s  of the trade? or sum s set ; aside for a general 

reserve? or to cover probabl e e x p e n s e s . <25>

The commercial and industrial p r o f i t s  tax w a s  a s s e s s e d  

a n n u a l l y  on the basi s of the net profit ob tain ed  in the 

p r e v i o u s  calen da r year or on the twelve month p e r i o d  which 

c o n s t i t u t e d  the latest a c c o u n t i n g  y e a r . <2<s>)

The rate of this tax was 17% in ad d i t i o n  to D e f e n c e  Tax 

at the rate of 10.5% Municipal Tax at 1.7%? National S e c u r i t y  

Tax at 8%. If the taxable profit exce eded LE500? War Effort 

Tax w a s  levie d at 2.5% on the excess? i.e.? the total of 

co mmercial and industrial pr o f i t s  tax rate wa s 3 9 . 2 % . <:27r>

In the case of joint stock? and other c o m p a n i e s ? . . .  a 

p r o p e r l y  c e r t ified d ecl ar ation of profit must be filed wi t h 

the Tax Offi e ©  together with an audite d copy of the c o m p a n y ’s 

aeceunte* wi t h  its t h i r t y  days §f  the spppsyni § f  th§§§  

ac cou nts. Tax was as se ssed on the profit as d e c l a r e d  by the 

co m p a n y  but the Tax Inspector amend ior reject the am ount  

s t a t e d . <2eo

In the a b s e n c e  of a  d e c l a rati on  of p r o f i t s  and the 

accounts? the Tax Inspector could estima te  the taxable
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profit? such e s t im ate wa s being open to appeal . (3<5?>

(4) Tax on interest of loans? deposits? current a c c o u n t s  and 

on insurance p o l i c i e s  etc.? by a st a n d a r d  rate of 4 0 . 5 5 %  a n d  

it w as  de du cted at source? u n l e s s  in certain cases the tax on 

interest w as paid by the cred it ors.

(5) Tax on income from mo v a b l e  capital assets: This tax w as 

cha rged on income from:

(a) s t o c k s  and s h a r e s  in all types of publi c and commercial 

u n d e r t a k i n g s  however pai d or distributed;

(b) from p r o f i t s  held by sl e e p i n g  par tn ers in li mi te d  

p a r t n e r s h i p s  or limited p a r t n e r s h i p  with shares;

(c) from loan interest a r i si ng in Egypt to n o n — E g y p t i a n s  who 

were  not resident in Egypt;

(d) from interest due on b a l an ces of foreign n o n - r e s i d e n t  

ac c o u n t s  opened in foreign cu rr encie s wit h local 

Egyp t i an b a n k s ; c 30 5

(e) s um s equal to the total of profit arising? during the 

a c c o u n t i n g  period? from foreign co mpa nies aft er the 

de d u ction of 10% for r e s e r v a t i o n s ; <31}

(f) from all d i s t r i b u t i o n s  of foreign c o m p a n i e s  to 

resident p e r s o n s  in Egypt (Egyptian or f o r e i g n e r ) . <32>

The rate of this tax was 4 0 . 5 5 %  (17% of the taxable

income. In a d d i t i o n  to D e f ence Tax at 10.5%; Nat ion al  

Se c u r i t y  Tax 8%; War Effort Tax 2.5% and M u n i ci pa l  

Tax (2 .55%) . <33>

The tax wa s dedu ct ed at so urce and had to be r e m i t t e d  to 

the Tax O f fi ce  with i n  fifteen days of the end of the m o n t h  in 

wh ic h a loan ma t u r e d  or foreign income was rec ei ved or w i t h i n



fifteen days of receipt of income in other cases.
(6) General tax on income (surtax on individuals): This tax

was a s s e s s e d  on the net aggr egate income of E g y p t i a n

n a t i o n a l s  w h e r e v e r  resident and on foreign national resident 

in Egypt.  The taxable income of resident foreign n a t i o n a l s  

was both that a r i si ng  inside Egypt and that received from

abr oad. N o n - r e s i d e n t  foreign nat io na ls were liable to tax

only on income a r ising  from so urces withi n Egypt.

The tax ■ was levied under the pr o v i s i o n s  La w  N o .99 of 

1949 as amende d.  R a te s of the tax were raised on a 

g ra du ated sca le on s u c c e s s i v e  po rtio ns  of net income? aft er  

ex emp ti on of the first L E I ? 200? from 8% on L E I ? 2 0 1 - 2 ? 0 0 0  to 

80% on the ex ce ss over LE100? 000. <3S5J There  wa s  an 

al lowan ce  for each dep endant of LE75  (maximum L E 3 0 0 ) . 

D ed u c t i o n  for p e n sion co n t r i b u t i o n s  etc.? life ass urance? 

co n t r i b u t i o n s  to investment projects? bank d e p osit s and

certain do n a t i o n s  were a l l ow ed  subject to limits and

cond i t i o n s .

(7) In herit ance Tax and estate  duties on the differe nt a s s e t s  

left by a dead pe rs on  (male or female p e r s o n ) . These taxes 

were levied under the p r o v i s i o n s  of Law 142 of 1944 and 159 

of 1952 as a m e n d e d . The rates of estate d u ties a r i s e  on

a g r a d u a t e d  sc al e on succ e s s i v e  por ti o n s  of net w e a l t h

st a r t i n g  from 5%  (after exemption of the first LE5 ?000) to

40% on the e x c e s s  over LE60?0 00 . The rates of inheritance 

tax were? a c c o r d i n g  to Tax La w  202  of 1960? s t a rted from 5 %  on 

the first L E 5 ? 0 0 0  to 22% on the excess over the LE 6 5 ? 0 0 0 .

(8) Stamp duty on documents? vouchers? receipts?



ad vertismen ts? insurance premiums? s u p plying  w a t e r  and 

electricity? and on the issued capital of limited c o m p ani es .  

The dut y w as  levied a c c o r d i n g  to L aw  N o .44 of 1939. It was 

c o m pu ted by di fferent rates a c c o r d i n g  to certain tables.

6 tHp P e r i o d  fo llowing the 1952 Revo lu tion until 1960/61

Since the beginning? the rev olution ar y g o v e r n m e n t  aim ed 

at a c h i e v i n g  ec ono mi c de ve lopment and raising the s t a n d a r d  of 

living. Yet the p o l i c y  show e d  no clear direction? bein g 

pursued on a trial and error basis? influenced by m a n y  

di f f e r i n g  theories. F r o m  the start the State s u p p o r t e d  a 

di ve r s i f i e d  economy? and by virtu e of Decree N o .212 of 1952 

it es ta b l i s h e d  a n ew A u t h o r i t y  under the name of the 

Perm an en t Council for the De velopmen t of National P r o d u c t i o n .  

In vestment p r o d u c t s  were to be stud ied and the Council  was 

later d e s i gn ated as “The Pl a n n i n g  Commit tee". The P e r m a n e n t  

Council had a l r e a d y  un d e r t a k e n  steps for land recla ma tion? 

and had c o n c e n t r a t e d  upon el ec t r i c i t y  as a basic need for 

industria lization.  Ind us tr y evolved as an element of p u b l i c  

expenditure? and huge a l l o c a t i o n s  were given to e l e c t r i c  

power an d land recl a m a t i o n  co mpared with those of p r e v i o u s  

per i a d s .

At the outset of this period? the a i m  was to e n c o u r a g e  

local? private? and foreign compan ie s to p a r t i c i p a t e  in 

ec o nom ic  deve lopment  efforts? through taxation p o l i c y .  In 

1952 L a w  No. 3 0 6  w as issued to exempt foreign c o m p a n i e s  

ope r a t i n g  in Egypt from the tax on commercial and industrial 

profits? and also from the tax on mova ble pro pe rt y? in



co nnect io n w i t h  their a c t i v i t i e s  in the free z o n e s . <37> The 

purpose w as to encou rage the expansion  of the co m m e r c e  and 

industry n e e d e d  by the country. In 1953 L a w  No. 156 was  

also issued? this L a w  was ame nd ed by L a w  N o . 4 75  of 1954? 

organiz in g the investment of foreign capital in eco no mic  

d ev el opment  projects; this L a w  gave the foreign investor 

some fac il it ies rela ted to transfers of pr ofit s and  invested 

capital. S i nce ec ono mic develop ment pr o j e c t s  re quired  the 

aid of foreign experts? L a w  N o .424 of 1953 w as issued 

ex em pt ing resident exp ert s from the general tax on income 

rela tin g to inward funds. By virtu e of the De cree  N o . 169 of 

1952? L aw  No. 588  of 1953 and L aw  N o .20 of 1959, foreign 

av i ati on  com p a n i e s  op era ting in Egypt and a b ro ad w ere  also 

exempted from the tax on mo vab le  capital incomes and the tax 

on commercial and industrial p r o fi ts with reciprocal m e a s u r e s  

to be applied . In a t t r ac ting capital and its investment in 

va ri ou s projects? and to avoid d i f f i cul ti es in the p r o c e s s  of 

their transfer and the d u p l i cati on  involved? L a w  No. 5 4 2  of 

1955 was issued s a n c t i o n i n g  a g r e e m e n t s  to a v oid doubl e 

taxation p r o v i d e d  such me a s u r e s  ere recip rocated.

For e n c o uragin g the natianal pri vat e sector to invest? a 

n umb er of laws were pa ssed during this period? most important 

of w h ic h is L a w  No .430 of 1953 a u t h o r i z i n g  the fo l l o w i n g  

e x e m pt io ns from taxation:

(1) Joint sto ck com pa nies and s h a r e h o l d e r  c o m p a n i e s  

e s t a blish ed  aft er the p r o m u l g a t i o n  of the law? w h ich  included 

those engage d in mining? engine power? land r e c l a m a t i o n  and 

hotels? were  exempte d from taxes on commercial and industrial



profits? and on movable property.
(2) E x i s t i n g  companies? whi ch increased their capital in the 

cour se of their eng age ment in the a b o v e - m e n t i o n e d  fields of 

activity? wer e also exe mpted from these taxes.

(3) Such  c o m p a n i e s  were also exempt ed from p a y i n g  taxes on 

u n d i s t r i b u t e d  industrial and commercial pr ofi ts  to the extent 

of 5 0 %  as from the financial year following the a p p l i c a t i o n  

of the said l a w . <3e5

L aw N o .31 of 1953 was  issued during that p e r i o d  a l l o w i n g  

instalments in the payment of taxes on commercial and 

industrial p r o f i t s  over a pe riod of double the nu mber of 

ye ar s taxed? but this facilit y wa s applied only w h ere 

t ax payers faced exceptional cases. In addition? L aw N o .254 

of 1953 p e r m i t t e d  for the first time? payment in instal ments 

of taxes due on general income and L a w  No .224 of 1955 alloujed 

the same co n d i t i o n s  in respect of taxes due on n o n — commercial 

act i v i t i es .

De fe nc e Tax law N o . 277 of 1956 (which was a m e n d e d  by law 

2 66 of 1960 and 108 of 1962) was issued to meet the financial 

n e eds of the de fence pro gramm e.  During that p e r i o d  the 

State used not only direct taxation? but also indirect 

taxation (basically in the form of cu sto ms duties) as a m e a n s  

of en co u r a g i n g  the private sector. A number of laws and 

r eg u l a t i o n s  re lat ed  to custom s duties were p a s s e d  for the 

pu rpose  of en co u r a g i n g  local production? and by virt u e  of 

L aw s N o s . 2 34 and 3 25 of 1952? cu st o m  duties wer e eithe r 

de creas ed  or s u s p e n d e d  with respect to p r o d u c t i o n  r e q u i s i t e s  

and capital equipment? but they were increased for



ma n u f a c t u r e d  goods? the s u b s t i t u t e s  for w h ic h were mad e 

locally.

It is clear that tax l e g i s l a t i o n  durin g that p e r i o d  

aimed at a c h i e v i n g  eco no mic and financial goals? but these 

were r e a li ze d through e x e m p t i o n s  from the original 

regulations? and not through basic a m e n dmen ts . C o n d i t i o n s  

at home and a b ro ad  have li kewise  li mi ted the effect of suc h 

am e n d m e n t s  in s u p p o r t i n g  ec on om ic dev elop ment.

Afte r the end of the Sue z  War of 1956? a nu mber of laws 

were issued for the n a t i o n a l i s a t i o n  and co nf i s c a t i o n  of 

Br itish and F r en ch  prop er ty. The te nd ency tow ards

en co urag in g foreign capital ended; an y  such en cou r a g e m e n t 

was con fi ne d to national c a p i t a l . F o l l o w i n g  the

n a t i o n a l i s a t i o n  of B e l g i a n  p r o p e r t y  in 1960? a R e p u b l i c a n  

De cre e N o .2108 of 1 9 6 0 <3SO was issued forbidd ing investment 

of foreign capital in Egypt? except by a rep ubli ca n decree.

C o n c e r n i n g  the role of tax l eg islati on  in m a i n t a i n i n g  

social justice durin g that pe riod a law was issued for 

ag rar i a n  re fo rm  on S e p t e m b e r  1952. It is in fact c o n s i d e r e d  

to be an exam ple of the direct m e t h o d s  adop ted by the S t a t e  

to ensure social justice through r e d i s t r i b u t i o n  of land 

p r o p e r t y  in exc ess of limits set. Tax l egislat io n in itself 

is c o n s id er ed  to be an indirect m e th od  for m a i n t a i n i n g  socia l 

justice. It Mias wit h the p r o m u l g a t i o n  of the first A g r a r i a n  

R e f o r m  L a w  that an ad di tio nal tax w as imposed as of 1st Jan.? 

1953 on all h o l d i n g s  in excess of 2 0 0  f e d d a n s <J*0> at a rate 

of five times the initial tax; the a im of this l aw w a s  to 

encoura ge  an yone who had more than 2 0 0  feddans to d i s p o s e  the
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excess before the date of fo rfeit ure. At the same time the 

State exe mp te d ari d land held by individuals? com pan ie s or 

a s s o c i a t i o n s  in an effort to enco urage  its re cl amation  and 

sale. L aw 146 of ,1952 wa s  also  issued? raising the general 

income tax in a p r o g r e s s i v e  sc al e up to 8 0% for sums over

L E 5 0 ? 0 0 0 c41 * and a  n e w  p r o g r e s s i v e  tax on es ta tes  (apart from

inheritance duty) was levied by vir tue of Law 159 of 1952 to 

the extend of 40%  for sums over LE 50 ?000. In heritan ce duty 

tax on estates imposed under L a w  142 of 1944 was also am en ded 

to become 9 . 3 %  on the first LE50? 000.

The trend towards using indirect taxation as a mea ns of 

ensuri ng social justice continued? and in 1952? the tax rate 

on m o v able capital? debit interest? deposits? insurance? and 

commercial and industrial p r o f i t s  w as  increased from 16% to 

17% by virtue  of L aw 147 of 1952. In 1960 the L a w  184 w as 

issued to exempt taxpaye rs from all? or part of duties due?

in respect to the financial year ending 1st Jan.? 1956 in

case those taxpaye rs pr ov e to p o s s e s s  no means for payment? 

but such  exem pt ion can only be s a n c t i o n e d  upon request by a 

special co mmi tte e set up for this pur pose.  Fu r t h e r  effort 

was made to secure social justice in d ist ri buting the burden 

of taxation acc o r d i n g  to financial ability? in L a w  199 of 

1960? whi ch  am ended  some s t i p u l a t i o n s  of Law 14 of 1939. 

This law raised the ex e m p t i o n  limit in respect to co mmercial 

and industrial profits? and labour earnings? which included 

salaries? pr of essio nal and no n-comme rc ial earnin g. The 

scale of taxation on s a l a r i e s  and w a g e s  was raised for high 

earnings? thus e x p r es si ng social justice and desire to limit



d i s p a r i t i e s  in income. The law also set a scale for the 

taxes levied on free and n o n- commer ci al p r o f e s s i o n s  at a 

gr a dua te d rate wi thin the range from 11% to 2 2 %  instead of 

the un if ied rate w h ic h wa s  11%. The a i m  of this law wa s  to 

matc h each taxpay er's c o n t r i b u t i o n  a c c o r d i n g  to his a b i l i t y  

to pay? a nd to help raise r e v enu es  for the State. 

F ur t h e r m o r e  the law s t i p u l a t e d  that r e p r e s e n t a t i o n  a l l o w a n c e s  

were to be taxed under the s a l a r i e s  and w a ge s scale? an d that 

taxation of free p r o f e s s i o n s  shou l d  be based on their actual 

incomes witho ut d i scrim in ation.

In general? it could be said that in spit e of the 

c onsec ut iv e a m e n d m e n t s  of the laws on taxati on du ri ng  the 

per iod 1952/53  to 1960/61 the taxation p o l i c y  w a s  used as an 

instrument for m a i n t a i n i n g  social justice. The S t at e relied 

b a s i ca ll y upon direct m e a s u r e s  and p r o c e d u r e s  s uch  as the 

Ag rar i a n  R e f o r m  L a w  and others? more  than on indirect m e t h o d s  

such as taxation.

7. 7 The Role of Tax Pr o c e e d s  in raisin g Re v e n u e  during this 

Per i od

Ta x a t i o n  p r o c e e d s  during the peri o d  19 52 /53  to 19 5 4 / 5 5  

as shown in the table (7.6) raised about 6 6 %  of total general 

revenue? but af te r 1955/56 the rate w a s  only  48.6%. T h i s  is 

a tt r i b u t e d  to the implications of the War of 1 9 5 6 <‘*3> wi t h  

s h o r t a g e s  in imports and a de cl ine  in tax revenue and c u s t o m  

duties? wh ic h lead to a  dec rease in the p r o c e e d s  of direct 

taxation (30.3%) and c o n s e q u e n t l y  a drop in total tax 

revenue. Yet the ratio of total tax re venue to total



general re venue  increased once a g ai n to reach abou t 5 2 . 3 %  

following the number of tax laujs p r o m u l g a t e d  wit h the rise of 

the 1952 Revolution? de s i g n e d  to realiz e financial? ec onomic 

and social a i m s  and thus enable the g o v e rn me nt to meet 

increased expenditure? e s p e c i a l l y  since the general budget 

s u r p l u s  had become a  defici t. The most important of these 

laws w a s  the Additional Tax L a w  on Ag r a r i a n  land a nd  the law 

a m e nd ing the a r t i c l e s  relativ e to inheritance d u ti es on 

estates? and L a w  3 4 0  of 1953 in respect to p r o c e d u r e s  

pe r t a i n i n g  to the support and developmen t of the national 

economy? and later to the D e f e n c e  Tax law of 1956

It will be observ ed that reliance on indirect taxation 

c o n t in ue d in raising tax p r o c e e d s  wh ich in 19 53/5 4 

re pr e s e n t e d  7 2 . 5 %  of total proceeds? against 2 7 . 5 %  for direct 

taxes. A l t hough  the latter took an upward trend to reach 

3 0 . 3 %  of total tax p r o c e e d s  w h ile indirect taxes d e c r e a s e d  to 

6 9 . 7 %  during 1960/61 becaus e of the g o v e r n m e n t ’s inclin ation  

to direct taxation as  a m e a n s  of br id ging the g a p s  b e t we en  

the diffe ren t incomes. On the other hand? the rat io of tax 

p r o c e e d s  to G NP (at current prices) decr ea sed from 14.5% in 

1952 to 12.3% in 1960/61.

7 .8  The Period fol lowing N a t i o n a l i z a t i o n  until the E c o n o m i c  

Open  Door P o l i c y  (1961/62 to 1973)

T hi s p e r i o d  began with a  wa v e  of n a t i o n a l i z a t i o n  as  a  

direct m e a n s  of ac h i e v i n g  social justice? w it h the S t a t e  

co nt r o l l i n g  ec onomic  life. At the end of this period?
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direct me th od s were no more resorted to as an effort to 

m a i ntain social justice? and measu re s were taken to enco ura ge 

the p r i vate sector  and introduce a new econom ic policy? thus 

attachi ng  a special importance to taxation. The pe ri od  may  

be divided as follows:

7.9The Period  following N a t i o n a l i z a t i o n  until 1967 War

In reviewing tax legi sl ation during the p r e v i o u s  pe riod  

it will be noted that following the 1956 War? the S t a t e ’s 

p o s ition in respect to national and foreign pr i v a t e  sect or 

p a r t i c i p a t i o n  in devel opment efforts? was co nfined to the 

encouragement of the national private sector only. The 

stress was laid upon eli min at ing the wide d i s p a r i t i e s  in per 

capita income? and on em ph asising the p r o motio n of the p u blic 

sector .

The pe rio d under disc ussion witnes se d a n u m b e r  of laws 

which resulted in the dim inut io n of the role p l a y e d  by the 

national pr ivat e sect or to a marginal level? ag a i n s t  an 

apprecia ble growt h in the pub lic sector. F o l l o w i n g  the 

na t i o n a l i z a t i o n  of Bank Misr? the National Ban k  of Egypt in 

1960? social laws were issued in July? and the pi c t u r e  of 

society in Egypt changed- The reso lution of the three basic 

laws Nos. 117? 118 and 119 result ed in the n a t i o n a l i z a t i o n  of

companies? either whol l y  or partially? and

later Decree No. 1202 of 1961 was issued e s t a b l i s h i n g  p u b l i c  

organiza ti ons which were given control over p u b l i c  se ct o r  

companies. These a m e n dm en ts aff ec te d tax r e v en ue  and



legislation? with a r r e a r s  be ing coll ected  on bu s i n e s s  income? 

later D e c r e e  N o . 1202 of 1961 w as issued e s t a blishin g pu bl ic  

o r g a n i z a t i o n s  which were g i v e n  control over p u b l i c  se ctor 

co mp anie s.  These a m e n d m e n t s  af fe cted tax revenue and

legislation? with a r r e a r s  bei ng co llected  on bu s i n e s s  income? 

and tax ev asion de cl ining as a result of a large number of 

pr i v a t e  c o m p a n i e s  being owned by the public sect or. F u r ther  

l e g i s l a t i o n  the p r o m u l g a t i o n  of the n a t i o n a l i z a t i o n  laws? 

which w o ul d impose taxes re g a r d i n g  the ceding of property? 

and re— eva lu ate the tax on m o v a b l e  capital assets? commercial 

and industrial p r o f i t s  and others. From the eco no mi c  

viewpoint? the new tax legi s l a t i o n  was in its bulk a 

r e f l ec ti on of a new me th o d  for development? rathe r than a 

sp e c i f i c  factor influencing the aspect of deve lopment . The 

financial a i m  was  co nfirmed  by the increasing role p l a y e d  by 

the S t ate  in the p r o cess  of d ev el opment  during the pe ri od.

At this period? there wa s  no tax le gi s l a t i o n  g i v i n g  

incentive e x e m p t i o n s  in favour of the priv ate  sect o r  in 

respect to commercial and industrial profits? but laws 

e n c o u ragi ng  p r i v a t e  sa vin g in the form of insurance? w h e t h e r  

life insurance or for payment estate duties? and other laws 

gr a n t i n g  special ex e m p t i o n s  by vir tue of payment a g r e e m e n t s  

with other c o u n t r i e s ? w e r e  enacted. A number of a g r e e m e n t s  

for e c o no mic and technical c o o p e r a t i o n  were c o n c l u d e d  in 

respect to credit faci li ties and eas y  term loans n e e d e d  for 

the e x e c uti on  of produc ts . L a w  N o . 22  of 1962 an d l a w  N o . 128 

of 1963 whi ch gave e x e m p t i o n s  from interest due on debit 

bal a n c e s  under pay ment a g r e e m e n t s  ac c o u n t s  p r o v i d e d
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re c i p r o c a t i o n  w a s  ma in t a i n e d .  In addition? loans an d credit 

f ac i1 ities o b t a i n e d  by the government? public a u t h o r i t i e s  and 

pu bl ic  o r g a n i s a t i o n s  from foreign so u r c e s  could be ex emp ted 

from direct ta xation by v i r t u e  of the s t i p u l a t i o n s  under Law 

14 of 1939. As  such? the State wou ld adopt its p o l i c y  in 

respect to international trade? and sponsor the p u b l i c  sec to r 

it n ow  owned in line with the commercial and industrial 

p r i n c i p l e s  w h i c h  wa s  laid down by the State. A c c o r d i n g  to 

Law 23 of 1962? former s h a r e h o l d e r s  were also g r a n t e d  v a r i o u s  

tax e x e m p t i o n s  wh ic h included mo vable capital assets? 

commercial and industrial pr o f i t s  and fiscal du ties 

p e r t a i n i n g  to n a t i o n a l i s a t i o n  of compa ni es and firms. L a w  108 

of 1962 d o ub le d the def ence tax rate in respect to high

incomes with the ai m  that taxpayers c ontr ib ute towards 

m e e ting the e x p e n dit ur e n e c e s s a r y  to increase defence

support? e s p e c i a l l y  since the defence duty wa s ca n c e l l e d  

under the general income tax.

The p u b l i c  sec tor became dominant in the E g y p t i a n

E c o n o m y  and full control over foreign trade? banks? insurance 

co m p a n i e s  and all other companies? in additio n to the major 

and most important part of industrial a c t i v i t y  in the

country. The refore? it w as n e c e s s a r y  to set up a  s y s t e m  

which wou ld  or g a n i z e  this sector? and as a result L a w  60 of 

1963 which p r o m u l g a t e d  exempt in g p u b l i c  o r g a n i z a t i o n s  from 

fiscal sta mp du t y  that imposed under L aw  224 of 1951? and 

s u b s c r i p t i o n s  of o r g a n i z a t i o n s  in co m p a n y  s h a r e s  w e r e  also 

e x e m p t e d .

In 1963 L a w  61 s t i p u l a t e d  that the a c t i v i t i e s  of general
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a u t h o r i t i e s  s h ou ld not be subject to the tax on commercial 

and industrial p r o f i t s  but shou l d  bear stamp d uty a c c o r d i n g  

to the p r o v i s i o n s  of law 22 4 of 1951- During this p e r i o d  

investment c e r t i f i c a t e s  were issued by the National Ban k of 

Egypt a c c o r d i n g  to the L a w  N o -8 o f 1965 which am e n d e d  by La w  

62 of 1967 for e n c o uraging  the pe ople  to increase national 

s av ing s and a f f o r d i n g  the n e c e s s a r y  finance for the five year 

econom ic and social d evel op ment plan. These c e r t i f i c a t i e s  

and their r e t urns or prizes* together with their red e e m a b l e  

value were ex empte d from all taxes and duties  with the 

exce pti on of taxes on inheritance and estates.

7.10 War E c o n o m i c  €1967— 75)

The beg in ning of this p e r i o d  wa s ma rked by a p o l i c y  of 

contraction* with increased b u r den s being sh o u l d e r e d  by the 

State as a result of the 1967 ag gre ssion. This was 

e sp ec ially the case* after Suze Canal dues ceased and a large 

part of the S t a t e ’s p e t r o l e u m  res o u r c e s  ended* in a d d i t i o n  to 

the decline in tour ism p r o ce ed s. During this p e r i o d  also* 

the pu bl i c  s e c t o r ’s a b i l i t y  w as in ab eya nce as r e g a r d s  

m a i n t ai ning the s u r p l u s  relied upon to obtain a large part of 

its financial n e eds with its p r o f i t s  being tr ansferred  to the 

S t a t e ’s budget. D e f ence n e ed s also increased to meet war 

requirements* w h i l e  tax reve nue  from foreign trade (custom 

duties  in general) declin ed  following th# dim in ut ion ef s u c h  

tra nsact io ns  as a result of insufficient foreign c u r r e n c y  

being a f f or de d by the State in v i e w  of the c i r c u m s t a n c e s
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which then p r e v a i l e d .  T hi s led to the g o v e r n m e n t ' s  at tempt 

to limit its expendit«re» decre ase its investments and take 

fiscal measures? wifh ne w rates being applie d in an effort to 

increase revenue.

At the end of this pe riod a number of laws w e r e  

s t i p ulate d a i m i n g  at e nco ur aging the ne w priv ate sector  w h i c h  

had a p p e a r e d  just before the 1967 War in the form of small 

companies? repair w o r k s h o p s  and intermediary commercial 

compani es.  L a w  No. 23 of 1967 which was a m e nd ed  by Law 3 2  

of 1968? was levy ing a national s e c u r i t y  tax at rate 25X of 

the defence tax ai ming for increasing resourc es. In

addition? D e c i s i o n  No. 39 of 1968 and Law N o . 54 of 1968 

imposed fiscal duty s t amps on some transact ions. M e a s u r e s  

were taken to raise the pr ic e s  of some luxur y commodities? 

and Law  n o . 14 of 1971 au th o r i z e d  the issuance of A1 Djih a d  

bonds to ensure m i l i t a r y  support? with their interest being

exempted from mo vable  capital asset tax to en co urage

subscr i p t i on .

The most important of these laws was the investment law 

which wa s issued in 1971 relating to Arab capital investment.

In 1973? as a result of pre parat i on for war? L a w  no. 77

of 1969 wa s a m e nded by L aw  N o .78 of 1973? by virt u e  of which  

some a c t i v i t i e s  were su b j e c t e d  to the tax on commercial and 

industrial profits? in an effort to subject some income to 

taxation and at te mpt  to a l l e vi ate tax evasion. P e r h a p s  the 

most important re gulation of that law was the d e d u c t i o n  from 

the so urce  for the first time? either by debit or by credit 

of tax on commerc ial  and industrial profits? and ca ncelli ng
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the interest on a r r e a r s . 44* ’

The Role of Ta x a t i o n  P r o c e e d s  in R a i si ng General Income 

Purina the Pe riod 1961/62 to 1973

Thi s  pe rio d is d i vi ded into the fol lowing periods:

The period 1961/62 to 1966/67

A s t u d y  of taxation revenue durin g the peri o d  (table 

7.2) will sh o w  that the m a j o r i t y  of a m e n d m e n t s  in tax 

legisla ti on were direc te d towards m a i n t a i n i n g  justice on the 

widest scale po s s i b l e  to bridge the gap be t w e e n  social 

c l a sses  and the d i s p a r i t i e s  betwee n them. In s p i t e  of this? 

the State co ntinue d to rel y upon indirect taxation? the 

p r o c e e d s  of whi ch am o u n t e d  to 73 . 4 %  of the total p r o c e e d s  in 

1961/62 and 7 1 . 9 %  in 1966/67 (compared with  2 6 . 6 %  and 2 8 . 1 %  

respe c t i v e l y  for direct taxation). Th i s  indicates that the 

p r o c e e d s  of indirect taxation a m o u n t e d  to about fourfold 

those of direct taxation? in spite of the increase in the 

rates of m a n y  direct taxes? as for example? r a i sing the rate 

on higher levels in respect to the general income tax? 

inheritance duty? estate taxation? bu ilding tax es?etc.  It 

also indicates that these increases in tax ra te s remained  

hypothetical only? an d had no impact on the revenue. T h i s  

is clear from the Iouj ratio co mp ared with total general 

income? being 9 . 6 %  in 1961/62 and 14.7% in 1966/67. T h e r e  

is no doubt that this is a t t r i b u t a b l e  to the S t a t e ’s 

expansion  for g i ving more tax e x e mption  to l i mi ted income 

gr o u p s  in an effort to bridge the gap between high and low
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incomes.
It will be noted (table 7.1) that the highest ratios 

ac hieve d between p r o ce eds of direct taxation and total tax 

p r o c e e d s  were 28.4% in 1964? 27% in 1965/66? and 2 8 . 1 %  in

1966/67? as a result of the increase in the rates of defence 

tax and national s e c u r i t y  tax as of Jan.? 1966? and als o of 

the increased co ll ectio n of a m o unts  in arrears. The highest 

ratios with respect to p r o c e e d s  of indirect taxation were  

7 5 . 7 %  in 1962/63? and 7 5 . 1 %  in 1963/64 as a result of raising 

c u stom  d u t i e s 4*4^ ’ on imports to pro tect local industry from 

the c om pe tition of si mi lar foreign industries? u;hile such 

duties  were les sen ed on s u p p lyi ng  c om moditie s and p r o d u c t i o n  

req u i s i t e s .

The cont in ued decrea se in p r o ce ed s of direct taxation as 

compar ed with  indirect taxation is a t t r ibuted  to the fact 

that during this period the state relied on its p o l i c y  for 

n a r ro wi ng  the gap between incomes? upon direct met ho ds. 

The se m e t hods can be seen in the p h e n o m e n o n  of 

n a t i o n a l i s a t i o n  and expansi on of the public se ctor and the 

di minut io n of the private sector. The taxation on bu s i n e s s  

income (commercial and industrial p r o fi ts tax) became 

e s s e n t i a l l y  con nected with the size of the p u b l i c  sect or. 

On the other hand? with increased na t i o n a l i s a t i o n  m a n y  pe ople 

became more evasive? hiding their weal th in fear of 

seq uestration? and so evading taxation? e s p e c i a l l y  general 

income tax with its higher rates. The ratio of ta xatio n 

revenue t'o GN P at current price was 16% in 1966/67 c o m pared  

with 12.5% in 1961/62 as demonstrated from table (7.3).



(i i >The period 1967/68-1973
The begin ni ng of this period? as sh ow n from table 7.2? 

was m a r k e d  by a de cr ease in total general _ revenue to an 

extent not ac h i e v e d  be fore the June 1967 W a r ? w h i c h  w a s  in 

1966/67 LE753m. agai nst  L E 6 4 3  mn.? in 1967/68? but an 

increase followed to reach LElOlSm. in 1973. As stated 

earlier? this is a t t r i b u t e d  to decr eased revenue other than 

taxes? es p e c i a l l y  in p e t r o l e u m  proceeds? Suez Canal dues and 

pub lic se ctor trans fers in favour of the State budget. This 

re sul ted in increased re liance upon tax re ve nue which  

a m o u n t e d  to about 68.1%? *nl967/68? of total general revenue

compare d with less than 5 0 %  duri ng the p r e v i o u s  pe riod. It 

is n o t e w o r t h y  that the S t at e co ntinue d to rely upon indirect 

taxation? in spi te of the s h arp decline in cu sto ms  revenue 

which wa s made up for by the increase resulti ng from price 

differences? by about two— thirds of taxation reve nue 

represe nt ing indirect taxation. This indicates that the 

s t r u c t u r e  of taxation p r o c e e d s  rema ined unc ha nged s i n c e  the 

introduction of the first tax legi sl ation in Egypt (Law 14 of 

1939 i.e.? rel yin g upon indirect taxation? e s p e c i a l l y

c o n s u mpti on  du ti es whi ch  could be ea sily levied des pite their 

c o n f l ic ting wit h social justice whi ch  was the a i m  of all tax 

l eg is lation  m a i n t a i n e d  through the exemption a f f ord ed . The y  

r e p r es en ted a bu rden on the co nsumer in general a n d  on 

limited income g r o u p s  in par ticular? al t h o u g h  c a r r y i n g  the 

bu rden of taxation during this p e riod was a n e c e s s i t y  for war 

p r e p a r a t i o n  to w h i c h  all E g y p t i a n s  were subject.

The ratio of taxation reve nue to 6NP? as s h o w n  from



table 7.3? (at current prices) remained almost stable 

reaching 17% with the exception of 1969/70 and 1970/71 when 
the ratio was 13.1% and 18.8% respectively.

7.U The Economic Open Door Policy (the Period from 1974 until
the Issue of Tax Law No. 157 of 1981)

Following the war victory in October 1973 the State 
clearly committed itself towards a new economic policy: 
exhibited in the economic overture. This gave the national 

and foreign private sectors more encouragement and autonomy? 
and it was therefore natural that relevant legislation be 

passed and formal gaurantees be given to the private sector 

as a means of protection against non-commercial risks and 

extra ordinary measures such as sequestration? confiscation 

and nationalization.^^’ For this reason the State 
abandoned the direct methods previously applied in bridging 
incomes? and attempted to create fiscal justice by expanding 
labour opportunities through indirect methods? such as public 
expenditure? carrying on the subsidy policy? enlarging and 

improving free services? taxation and pricing policies.

During this period it was important that the aim of 

encouraging the private sector through exemptions and 

privileges in the taxation system? and the objective in 
maintaining social justice with increased reliance upon 
taxation? should concur. Although the exemption and 

concessions afforded by Law 43 of 1974? which was amended by 

Law 32 of 1977? organising the investment of Arab and
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Foreign capital and Free Zones? the period witnessed many 
efforts combating tax evasion? such as setting up a system of 
tax cards? collecting taxes at source of income? defining 
taxpayers and imposing taxation on luxury consumpt ion. Law 

income groups were also granted further exemptions in an 
effort to achieve social justice. . L a w ■46 of 1978 which was 
called the "taxation justice law" was also promulgated in the 
hope that taxation could be used as an effective indirect 
means of attaining social justice and this included some 
concessions encouraging savings.

7.12 Laws Encouraging Arab and Foreign Investments

In 1973 the Law 43 was issued for organizing the

investment of Arab and Foreign investments? and Free Zones

(as amended by law 32 of 1977) and was considered to be the
most important legislation during this period. It is an 
amendment of law 65 of 1971? the first investment law issued 
to stimulate Arab and foreign capital to operate in Egypt? by 

virtue of which the Investment Authority was established.

The latter Law was amended to be consistent with the 
requirements of the" Economic Open Door Policy" of the 
October proclamation calling for economic and social

progress? and eliminat ing restrictions facing the application 
thereof.

Later? Law N o .87 of 1974 was- promulgated in respect to 
tax exemption on Egyptian projects under the development 

plan? and Law N o .24 of 1976 transformed the entire Port—Said
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city into a Free Zone? and Law No.12 of 1977 laid the system 
governing transaction in the city.

Justice Tax Law

The justice tax law N o .46 of 1978 was one of the most 

important laws issued during this period as a result of the 
amendments introduced with respect to the stipulation made 
under Law 14 of 1939 and Law 99 of 1949. The Law was 
promulgated following studies and discussions held? calling 
for the shifting from a multiple type of taxation system to a 
unified tax system? which depended basically upon imposing a 
tax on total incomes of the taxpayer from all sources? after 
deducting the necessary cost of income production and various 

personal e xpenses? be fore reach i ng the net taxable i ncome « 
Such a system was considered as leading to more justice? and 

was eas ier to collect.
In 1974 a committee was formed to develop direct taxation 

laws in Egypt? but the result was a recommendation to sustain 
the multiple type of taxation system already in force. The 

justice tax law included amendments which attempted to 

encourage savings and investments to ensure social justice on 
the one hand? and to help promote development on the other. 

One such amendment was the exemption from tax on income from 

movable transfer capital asset? such as interest on deposits 
at banks and postal saving banks life insurance instalments 
(within 10% of net annual income or LE400 whichever is 
lower). Dividends on shares and bonds in investment



projects under the economic and social development plan were 
also exempted from tax on movable property incomes. 
Deposits at Egyptian banks for a continous period of not less 
than five years and representing 25% of net income and not 
exceeding LE3000 were also exempted from this tax.

One of the important measures introduced by this law was 

the widening of the definition with respect to sources of 

commercial and industrial profits tax to cover any commercial 
or industrial activity. Therefore? the income from a single 
transaction? such as the sale of land or building inside the 
city? renting furnished units? agricultural exploit ion? 

projects setting up managers for cattle and poul t ry? <=so> was 
subject to commercial and industrial profits tax. The law 
stipulated a decrease of 50% in respect of the tax on 
individual enterprises whose actual invested capital did not 
exceed LE600 and whose annual profit did not exceed LE800. 
Also the law stipulated that taxpayers whose annual income 
exceeded LE12oo must submit a declaration every five years 

to the Tax Administration indicating their own wealth and 
that of their wives (or husbands) and their children who were 

still minors. Procedure for collection were organized and 
cases of evasion were met with fines or imprisonment or both 
together? with severe sentences to prevent any repetition.
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The Role of Taxation Proceeds in Raising General Income 

During the Period of Economic Door Policy

Tables (7-2 & 7-6) show that the State revenue was 
doubled during that period to reach LE3307mn- in 1978 against 
LE1184mn. in 1974 with an increase of LE2123mn- or 179-3%. 
Taxation proceeds also doubled to reach LE2176mn. against 
LE749mn. in 1974 with an increase of LE1427mn. or 190-5%?
while the ratio of tax proceeds to total revenue fluctuated 
between increase and decrease to become 65.0%? 63-3%? 65-8%? 

69.9% and 57.5% respectively during that period.
Table (7-1) shows that the relative importance of direct 

taxation to the total of taxation proceeds rose from 26-3% 
in 1974 to 28-2% In 1978 owing to the increase in the
relative importance of income taxes (business and individuals)
from 19.3% tO 26.2%. The increase in taxation proceeds? and
also in the relative importance of taxation on incomes? is
attributed to direct tax proceeds from business sector from 
LE105.7mn. representing 41-3% of proceeds in 1975 LE293mn. 

(representing 47-6% of total proceeds) in 1978- While the
relative importance of indirect taxation to the total of
taxation proceeds declined from 73-7% to 71-8%? also indireot 
tax revenues were increased to reach LE1563mn» in 1978 against 
LE542mn.in 1974 or 188-3% owing to increased proceeds from 
taxes and custom duties from 30-9% in 1974 to 42.3% in 1975? 
thus reflecting the effect of increased size of foreign trade 
during that period? especially following the Economic Open 
Door Policy- Also the rules organizing the ratio of



taxation proceeds GNP fluctuated during this period between 

increase and decrease to reach 20.2% in 1978 against 17.1% in 

1974.
In comparing the UK and Egypt in the period from 1974 to 

1978 it will be demonstrated from the table 7.3 and 7.5 that 
direct taxation is much more important in th UK than in 

Egyp t .
The analysis of the relationship between the tax 

revenue (direct or indirect tax) and the GNP of both 
countries reveals that the ratio of British tax revenue to 
GNP is higher than that in Egypt. Also the ratio of direct 
taxation to the total of tax revenue? as shown from table 7.1 

and 7.4? which represented 54.9 of the total tax proceeds in 
1974? rose slightly to reach 56.4% In 1975 and 55.6% in 1976? 

ujhile it abated slightly to reach 52.6% and 51.6% in 
1977?1978 respectively. This phenomenon indicates that the 

British Government continued to rely on direct taxation 
while the Egyptian Government still relied upon indirect 

taxation. Moreover the gap between the ratio of direct and
indirect taxation is very small according to UK tax system 
while too big according to the Egyptian tax system. The 

reliance of the Egyptian Government upon the indirect 
taxation affirms the existence of injustice in the Egyptian 

tax system.

Moreover tables 7.3 and 7.5 show that the ratio of tax 

revenue to GNP in the UK is 29.1% in 1974 against 17.1% in 

Egypt for the same year? while increasing slightly to reach 
20.2% in Egypt in 1978 and decreased to 27.3% in the UK in



the same year. However? the ratio between tax revenue and 

GNP? in both countries? indicates the abilty of the UK tax 
system more than the Egyptian tax system to achieve a portion 
of economic surplus in the form of government revenue? but 

the effect is limited to economic development and the role 
which was played by the -State in the process of development 
and the impact on the private sector.

The period from the 1981 onwards

On 10th September 1981? the Tax Law No.157 of 1981 was 
issued stipulating a tax on movable capital incomes? 
commercial and industrial profits? labour earnings? and the 
general income tax organized under Law No.14 of 1939 and Law 
No.99 of 1949 (and laws amending them). The aim was a 

complete reform? and in addition to prevent tax evasion 

because the tax rates were high. The law still maintained 

the same tax system on all supplementary incomes under the 
general income tax? and combined the taxes on movable capital 

incomes? interest on loans? deposits and assurances into one 

tax? to be called tax on movable capital asset incomes.

The most important stipulation under this law as far as 
achieving social justice was the raising of exemption limits 

for family liabilities (personal allowance) to reach LE840 
for married persons without chi1dren?instead of LE&OO 
according to the old one? and LE960 for a married person 

with children? instead of LE660. In addition? the first 

band which was exempted was raised from LE1200 to LE2000. 
Salaried taxpayers were also given the right to object as



regards the tax fixed by the department paying the salaries? 
provided such objection be made within 30. days from payment
day.

An important part of the law provided for compensation 

to the taxpayer when there was a delay by the tax office in 
repaying excess tax. In addi tion professional depreciation 

was raised from 10% to 15% for writers and artists.
For encouraging savings and investments? subscribt ion in 

new company shares and increase the capital of existing 
companies? the ruling provided for the exemption of part of 
these company profits so as to be commensurate with the
interest rate announced by the Central Bank of Egypt? 

calculated on the basis of the paid up capital at the 
beginning of each financial year. The law also provided tax 

exemption for dividends on bonds issued by the public sector. 
Exemptions were provided for dividends on bonds issued by
banks operating outside Egypt? as a means for affording
foreign currency heeded to finance development projects.

The upper limits within which a taxpayer could subscribe in 

shares and bonds related to development projects were raised?

? and the purchase of government development bonds for at 

least three consecutive years was raised to 30% of total

annual net income? i.e. up to LE5000 (instead of 25% at a 
maximum of LE3000). The maximum limit for deduction in

respect of'life insurance instalments was also raised to 15% 
instead of 10% of total annual net income.<S1)

An important ruling in the field of preventing tax evasion 
was a requirement for all taxpayers engaged in commercial



and industrial activity? and including non-commercial 
professions? to submit a declaration of total wealth at five 
years intervals. Therefore? the tax inspector had access to 
information which enabled him to compare the previous and 
current declarations? in order to discover if a taxpayer was 
attempting to hide any source of income and thus evade tax. 
Another stipulation was that all taxpayers definitely 

leaving the country? or those suspending their activities 
must declare their wealth even though the specified period of 

five years had not yet elapsed. In addition where evasion 
was discovered there could be a term of imprisonment with 
hard labour in addition to a further 25% of the tax due to be 

paid where the source of wealth would not be identified.
Finally it is clear that the income tax law is based 

upon the same policy behind the previous laws which enforce 

specific taxes and have the general income tax as their 
summit. The Egyptian Government has tried to fill the 

loopholes in these laws whether in subjecting taxation or in

the field of tax evasion. The law could be looked upon as

an introduction to a unified tax system? and an initiation of
taxpayers to its applicaton and to face the heavy burdens to

be encountered in such application.
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7,14 Tax Law No. 157 of 1981
Tax Law No.157 was issued on lQth September 1981 cancelling 
the provisions of Law No. 14 of 1939? Law No. 99 of 1949? Law 

No.155 of 1950? Law No.7 of 1953? Law N o .95 of 1973? Law 
No.27 of 1977 and Law N o .46 of 1978. The provisions of A1 
Djihad Tax under Laws Nos.113?117 and 118 of 1973 have also 
been cancelled? as well as the defence surtax Lao* No. 277 of 
1956 the national security tax Law N o .23 of 1967 and the 
surtax imposed by the government as a percentage of the 
initial tax placed on immovable capital income? and 

commercial and industrial prof i ts .<55:z>
The new Lauj includes three main parts which are as 

follows*
1. The first part deals with the tax on revenues accruing to 
natural persons. This part comprises five chapters viz? tax 
on movable capital revenue? tax on commercial and industrial 

profits? tax on wages and salaries? tax on profits of non 
commercial professions? and general income tax.

2. The second part deals with taxes on profits of 

corporat i o ns.
3. The third part includes general provisions for the 

identification and encompassing of taxpayers? their 
obligations? professional confidentiality? tax appeals? 

collection of tax debt? penalties etc.

Tax Law 157 of 1981? as shown from figure 7.3? can be 
described? briefly? as follows*

(a) Tax on movable capital revenues*
The tax on movable capital is levied on a number of
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Figure (7.3/
The Egyptian Tax Structure According 

To Tax Laoj 157 Of 1981
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different items? including the f ol 1 owing?=S3>
(i) interest on bonds and loans;

(ii) income received by a resident Egyptian? or a foreigner

who is normally resident in Egypt? from foreign sources? 
including dividends from foreign companies not operating in 
Egypt;
(iii) interest paid to foreign persons resident outside of 

Egypt;
(iv) attendance fees paid to shareholders;
(v) amounts paid to non executive directors;

(vi) amounts paid to executive directors over LE5000? while 

LE5000 is subject to the salary tax? in so far as the amount 
exceeds that paid to the non executive directors; and

(vii) fees and other amounts paid to Egytian directors out of

the profits of companies? which are subject to the Law No.43

of 1974? during the tax holiday. The tax in such case shall 
apply at the rate of 50%.(54)

The tax rate is at 32%. A number of exemptions are 
provided by the law. For instance? interest paid on 
foreign currency bank deposits in Egypt is totally exempted 
from t h i s tax.

The tax is in most cases withheld at source and should

be paid to the appropriate tax office within fifteen days
following the withholding.

(b) Tax on commercial and industrial profits?
An annual tax shall be imposed on the net profits of 

owners of the following activities which result in the 
imposition of the tax on commercial and industrial profits



unless the taxpayer is subject to CT:<S=S>
(i) brokerage or agency activities;

(ii) the leasing of commercial premises or equipment;

(iii) habitually dealing in real estate; <5<>)
(iv) land reclamation;
(v) most agricultural activities.

(vi) such a tax shall apply to the profits of any 
establishment operating in Egypt? if it shall take the form 

of sole trader and the profits of the partner in partnership 
or the partner in a limited partnership. Also the tax shall 
apply to shares of sleeping partners in limited partnerships; 

and
(vii) the tax shall apply to the profits resulting from the 

sale of any of the capital assets of the professions which 
are stipulated in this section; it shall also be imposed on 
the profit from letting mechanical electric and electronic 
mach i nes . <'=S7’i

The method of calculation of the annual net profit of

the taxpayer is laid down in the law. A list of deductions
including rent? other taxes paid? contributions to Government 

bodies and to charity? within certain 1 i m i ts . <=5eo
Depreciation is also deducted according to the accepted rate
of depreciation for new machinery? with accelerated

depreciation in the first year only to encourage renewal of 

old machinery in manufacturing and production industries.
Losses may be carried forward for a period of five year 

compared with three years under the old one.<59> Individual 
traders or partners in sleeping partnership or limited
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partnerships benefit from the following annual personal 
allowance- LE720 for an unmarried person; LE840 for a married 

person witout children; and LE960 for a married person with 

ch i 1 dren . After these allowances are taken into account
the tax rate on the remaining income are as f o l l o w s ^ 1*

20% on the first LEI000? 23% on the next LEI500
27% on the next LE2000? 32% on the next LE2500

35% on the next LE3000? 38% on the next LE3500
40% on the excess over LE13?500. If the project is 

industrial the tax rate shall be 20% on the first LEI000? 23% 

on the next LE1500? 27% on the next LE2000? and 32% on the 
excess over LE4500. 

c . Corporation Tax =
Corporation tax was a new tax created by Law No.157 of 

1981. Previously companies paid a higher rate of tax on 

distributed profits and a lower rate on undistributed profits 

with the lower rate applying to commercial and industrial 

prof i ts. Now the tax imposed is unified and is applied to
joint stock companies? limited liability companies? and 
limited partnerships i.e. with share capital.This tax also 

applies to public sector companies? and banks? whether 
foreign or local. Branches of foreign companies are subject 

to this tax but only in respect of their profits arising in 
Egyp t .

d . Tax on profits of non commercial professions!
This tax applies to members of free professions as to 

any other non commercial profession where human effort is the 

basic element in generating profits provided that such



50.

generated profits have not been subject to any other specific 
tax. The liberal professions? such, as doctors? lawyers? 

accountants and others will be subject to the tax on non­
commercial professions. The net profit of such persons is 
taxed on an annual basis at the following rates:
18% on the first LE1000? 20% on the next LE1500?
25% on the next LE2000? 30% on any amount over LE4500

In calculating the net profit the following items are 
deducted:
(i) costs of registration or professional practice fees;

(ii) a 10% personal allowance;

(iii) amounts paid to professional organisations for private 

pension arrangements? up to 10% of the net income;
(iv) life insurance premiums subject to certain conditions; 

and
(v) donations to Government bodies? or charities in line with 
the salary tax referred to below. Losses may be carried 
forward for a period of five years. A tax return must be 

filed before 1st, April and the tax should be paid at the same 
time. The penalty for filing a late return is 20% of the tax 
due .

e .Salary and Wages Tax:

All salaries? wages and benefits in cash and kind paid to 

persons residing in Egypt are subject to the salaries and 
wages tax. In certain cases even persons residing outside 

Egypt may be subject to this tax. Foreigners will pay this 
tax in the event that they work for more than six months in 
Egypt. The taxable salary 'will include overtime pay?



bonuses? any fringe benefits and other allowances. Executive 
directors will P^y this tax on the first LE5000 received by 
them. The Rates are as follws: :
2% on the first LE480? 4% on the next LE480?

10% on the next LE960? 15% on the next LE960?
18% on the next LE960? 22% on the amount above LE3840.

Certain allowances and deductions are available in order 

to calculate the taxable salary. Thus the personal allowances 

are: LE720 per annum for single person? LE840 per annum for
married persons without children? and LE960 per annum for
married persons with children.
6. The general income tax:

The general income tax is payable annually on an 

individual's total income during a calender year after 
allowances and deductions. It is not paid on the salaries of 

foreigners working for Law N o .43 projects. Deductions

are made for all other taxes paid on the income taken into
account. The following amounts are also deducted:

(i) interest paid on loans and other debts subject to certain 
conditions;

<ii) donations to Government bodies? or charities within 

certa in 1 i m its;

(iii) life insurance premiums; and

(iv) permitted investments.

The general income tax rates are: ; 

the first LE2000 is tax free and thereafter the rate is 8% for 

the first LE1000 increasing by 1% every LE1000 until LE10?000. 

From LE10?000 to LE50?000 the rate commences at 18% on the
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first LE10?000? 22% on the next LE5Q00? increasing thereafter 
by 2% on every LE5000. From LE50?000 to LE60?000 the rate is 
35%? increasing thereafter by 5% on every LE5000 until 

LE75?000 to LEI00?000 the rate is 55%? from LEI00?000 to 
LE200?000 the rate is 60% and for the income in excess of 
LE200?000 the rate is 65%.

A taxpayer must submit a return? reporting the amount 

of his profits or losses? to the competent tax district office 

within the following thirty days of the date on which the 

general assemble of shareholders shall approve the annual 
accounts or thirty days as from the date specified in the 

company statues for the approval of such an assembly.
The taxpayer shall enclose-with his return a copy of trading 
and operating accounts? a copy of profit and loss account? a 

copy of the latest approved balance sheet and a list of the 
depreciations effected by the company while stating the 

accountancy rules applied on basis of which the figures stated 

in such a return.



The Role of Tax Proceeds in Raising Revenue from 1981 onward

Taxation revenue during this period as shown in the 

table (7.1) shows that the change of tax law was aimed at (a) 
preventing tax evasion and (b) achieving social justice by 
increasing exemptions and reducing tax rates. Tax proceeds 

underwent various developments during this period under 
review recording yearly increases to reach LE723.3,mn. at 

1984/85. However? the State continued to rely upon indirect 
taxation? the proceeds of which amounted to 65.1% of the 
total proceeds in 1984/85 and 62.0% in 1980/8:1 compared with 
34.9% and 38.5 X respectively for direct tax. This indicates 
that the proceeds of indirect taxation amounted to about 

double those of direct taxation.
The increase in indirect taxes was brought about by the 

anticipated rise in the proceeds of customs taxes and duties 
and the increase of consumption tax? owing to the increase in 
the rates of taxes levied on the consumption of some goods.

As regards direct taxation? the decline of direct tax 

receipts may be attributed to the following main causes:
1. Lowering of the rate of the tax on commercial and 
industrial profits and m o v a b l e  transfer capital assets from 

39.7% and 40.55% respectively to 32%.
2. Raising the exemption limits with respect to the tax on 

earned i ncome.
3. Adjusting the slices of the general income tax and 

reducing its rate.
Table (7.3) provides the traditional measures of tax
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urdens. It shows the average tax ratios in terms of GNP in 
rder to appreciate the changes in 1981? the tax ratios have 
een calculated for the periods relative to the law No.14 of 

939 and Law No. 157 of 1981. The table shows that the 
ncrease in the ratio of tax proceeds is higher under the tax 
aw 157 of 1981 than under tax law 14 of 1981.

There are two striking features in tables (7.1—7.3)5 one 

s the very large gap between direct and indirect tax; the 
ther is the tremendous increase in the importance of direct 
nd indirect tax relative to the total of tax proceeds and 

NP in both countries. By comparison? the UK became mare 
eliant upon indirect tax after 1979 resulting in an increase 
rom £29118 in 1979 to £51357 in 1984 i.e. about 52.4% and 

1.2% respectively of total proceeds. The gap between 
irect and indirecct tax in the United Kingdom remained 

owever very small.
According to the Egyptian Tax System? tax proceeds are 

nevenly distributed while the tax proceeds are ordered

ccording to the UK tax system as shown from from tables 7.1 

nd 7.4 respectively.

eason for Disparities in Tax Ratios

When countries which are all fairly well developed have
ax ratios as different as those shown by table (7.1? 7.3?

.4 and 7.5)? one must wonder why. Since taxes are 
enerally collected to be spent? the reasons for the 

ifference must be sought in the expenditure side of the



difference must be sought in the expenditure side of the 

budge t .
Three basic reasons can be found:

The first may be related to the fact that modern economies

require many types of governnmental expenditures as inputs or
intermediate goods or services. To maintain its

international competitive standing as well as to grow? a
country may require certain kinds of expenditure? for example

roads? education? etc. The extent of the need and the

awareness of it may differ from country to country.
The second reason is related only to its social

consciousness which may effect the revenue side of the budget
through its impact on the choice of taxes? and may affect the
expenditure side through its influence on social areas of

expenditure such as transfers to households? government
67housing? free medical care? etc. >

The third reason? the political? has to do with the 

amount of resources that a country feels it should spend to 
protect itself from real or imagined foreign aggression. 

Different reasons will be reflected in differential national 
ratios of defence expenditure to GNP.



The Egyptian Tax System and Its General Objectives

The Egyptian tax system does not reflect a clear trend 
or policy. However? some general indications of its 
principles or objecives may be deduced. There follows a 
review of the development of the general objectives of the

Egyptian tax system. The objectives of the tax system
__ _ . (68) are-
1. The financial objectives The financial purpose of the 
Egyptian tax system is to provide the State with the 

resources necessary to cover public expenditure which is 

increasing every year. Taxation in Egypt is one of the main 
instruments of financing public expenditure; in fact the tax
proceeds during the last five years (1979— 1983/84) have
accounted for 70% of total current revenues? covering an 

average about 70% of current public expenditure during the 
same period.

However? some criticism may be levelled against the 

taxation system in its endeavour to realize such objectives? 
in that it has some defects in application. These are 

mainly highlighted in the accumulation of ever-increasing tax 
arrears to reach LE356mn and LE230mn. for the Taxation and 
Customs Office respectively in 1980/81.

Moreover? the tax legislator? in giving some priority to 

financial targets? has not paid much attention to the concept 
of transfer of tax. In other words the taxpayer is not
necessarily the person who shall ultimately bear the tax
burden as he may be able to shift the liability of the tax
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partly or in full to another person who becomes the ultimate 

taxpayer. This applies in particular to indirect tax* the 
proceeds of which account for more than two thirds of tax 
proceeds in Egypt. It is noteworthly that the reliance on 

indirect taxes is a common phenomenon in developing countries 
not only in view of their abundant proceeds* but also in the 
facility of collection and the difficulty of evasion.
2. The Economic Objectives The ratio of tax proceeds to 6DP 

amounted to about one— fourth on the average during the period 

1979-1983/84; a high rate as shown from table (6.1) if 
compared to other countries such as Brazil and Spain which 

the ratio of tax proceeds to GDP during the period 1970—79 
was 17.1% and 19.1% respectively.^69^

As regards the economic objective of the Egyptian 

taxation system* mention should be made of the exemptions 
enacted by the legislation envisaged mainly for the promotion 

of new projects as a means of economic development. Such 
exemptions were however* characterized by the exercise of 
some leniency which may not be beneficial to the process of 
economic development especially in view of the structural 

inbalance inherent in the national economy.
3. The social objectives This objective embraces the 
exemptions granted by the legislator to certain income with a 
view to exempting the lower incomes necessary to sustain a 
basic minimum living standard* as well as excluding family 

charges* pensioners and small taxpayers. The social objective 
may even go beyond these limits to embarace the raising of 
tax rates for specific goods with the aim of containing their
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use on reducing the tax rates levied on the profits of 
certain activities by way of encouragement.

As regards direct taxation? which are mainly taxes on 
income? in the Egyptian tax system? it is to be pointed out 
that the data available in table (7.7) reveal that the taxes 
on business incomes (taxes on commercial and industerial 
profits and movable properties) rank first among the group of 

direct taxes? the rates of which ranged between 60.8% and 97% 
of the total proceeds of direct taxes? during the last ten 

years. This fact highlights the relative importance to the 
tax proceeds.

The taxation •; structure in Egypt still depends mainly on 

indirect taxes as in most developing societies. Moreover? 
indirect taxes levied on the consumption of essential goods
accounted for mor than 40% of such taxes? thus giving

priority to the financial objective while the social
objective is relegated to less important role in general.
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Table (7.1)
Proceeds of Direct and Indirect Taxes in 

Egypt during the period 1939— 1984/85

Year Direct Taxes % Indirect Tax % Total

LE.mn LE.mn LE -mn

1939/40 7.9 29.9 ; 18.5 70.1 26.4
1944/45 24.1 43.7 31 .0 56.3 55.1

1745/46 26.3 40.9 38.0 59.1 64.3

1946/47 22.5 36.2 39.6 63.7 62.1

1947/48 20.8 33.7 41 .0 66.3 61 .8

1948/49 27.2 32 .2 57.3 67.8 84.4

1949/50 30.0 28.6 74.9 71 .4 104.9

1950/51 27.9 22.6 95.7 77.4 123.6

1951/52 49.5 31 .1 109.8 68.9 159.3

1952/53 42.9 32.7 88.5 67.3 131 .4

1953/54 38.4 27.5 101 .0 72.5 139.4

1954/55 41 .9 29.7 99.1 70.3 141 .0

1955/56 43.1 29.0 105.6 71 .0 148.7

1956/57 52.1 33.5 103.2 66.5 155.3

1957/58 52.4 33.1 105.7 66.9 158.1

1958/59 51 .5 31 .3 112.9 68.7 164 .4

1959/60 50.6 30.3 116.3 69.7 166.9

1960/61 54.5 30.3 125.6 69.7 180.1

1961/62 50.3 26.5 139.3 73.5 189.6

1962/63 53.4 24.3 166.1 75.7 219.5
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Table (71) cond.

' ' l

1963/64 68.6
l . -  ,

24.9 207.3 75.1 275.9

1964/65 90.0 28.4 227.3 71 .6 317.3

1965/66 96.9 26.9 263.0 73.1 359.9

1966/67 110.6 28.1 283.1 71 .9 393.7

1967/68 120 .9 27.6 316.7 72.4 437.6

1968/69 132.0 29.0 323.0 71 .0 455.0

1969/70 156.5 29.4 375.0 70.6 531 .5

1970/71 178.9 30.8 401 .8 69.2 580.7

1971/72 181 .5 30 .8 407.7 69.2 589.2

1973 194.6 30.8 436.6 69.2 631 .2

1974 197.0 26.3, 552.0 73.7 749.0

1975 256 .0 24.6 784.0( 75.4 1040.0
1976 345.0 25.7 996 .0 74.3 1341 .0

1977 460.0 23.1 1530.0 76.9 1990-0

1978 613.0 a Xi. 1563.0 71 .8 2176.0

1979 7 0 3 .1 28.7 1749.8 71 .3 2452.9

1980/81 1588.1 38.0 2593.0 62 .0 4181.1

1981/82 2269.5 41 .4 3210.2 58.6 5479.7

1982/83 2092.7 35.3 3830 .8 64.7
i

5923.5

1983/84 2433.8 35.9 4349.2 64.1 6783.0

1984/85 2525.9 34.9 4707.1 65.1 7233.0

Sources:2. State Budget Project of different years from 1940 to

1984/85- 3- Economic Bulletin? The Jurnal of National Bank of

Egypt, vol. N o s .2,3 of 1982; 3,4 of 1983; 2,3,4 of 1984; and 1,2
of 1985. 4. Economic Review, The Journal of Central Bank of

Egypt vol-xxii No.l of 1982. (in Arabic)
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Table (7.3)
The Ratio of Tax Proceeds To GNP 

During the Period (1939/40-1982/83)

Year
(1)
GNP

(2) 
Total 
of DT

2: 1 
%

(3)
Total 

Of IT

3= 1

%

(4) 
Total 4 

Of TP

: 1
%

1939/40 ■ 203.0 7.9 ? 3.9 18.5 9.1 26.4 13.0
1944/45 531 .0 24.1 4.5 31 .0 5.8 55.4 10.4
1945/46 544.0 26.3 4.8 38.0 7.0 64.3 11 .8
1946/47 557.0 22.5 4.0 39.6 7.1 62.1 11.1
1947/48 648.0 20.8 3.2 41 .0 6 .3 61 .8 9.5
1948/49 774.0 27.2 3.5 57.2 7.4 84.4 10.9

1949/50 873.0 30.0 3.4 74.9 8.6 104.9 12.0
1950/51 966.0 27.9 2.9 95.7 9.9 123.6 12.8

1951/52 860.4 49.5 5.8 109.8 12.8 159.3 18 . 6

1952/53 748.1 42.9 5.7 88.5 11 .8 131 .4 17.5
1953/54 780.1 38.4 4.9 101 -0 12.9 139.0 17.8
1954/55 867.5 41 .9 4.8 99.1 11 .4 141 .0 16.2
1955/56 899.8 43.1 4.8 105.6 11 .7 148.0 16.5
1956/57 913.1 52.1 5.7 103.2 11 .3 155.3 17.0
1957/58 1195.0 52.4 4.4 105.7 8.8 158.1 13.2
1958/59 1256.0 51 .5 4.1 112.9 9.0 164.4 13.1
1959/60 1375.0 50.6 3.7 116.3 8.5 166.9 12.1
1960/61 1459.0 54.5 3.7 125.6 8.6 180.1 12.3
1961/62 1513.3 50.3 3.3 139.3 9.2 189.6 12.5
1962/63 1684.6 53 .4 3 .2 166.1 9.9 219.5 13.1
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Table (7.3) cond.

1963/64 1887.9 68.6
I-------

3.6 207.3 11 .0 275.9 14.6

1964/65 2191.8 90.0 4.1 227.3 10.4 317.3 14.5

1965/66 2388.2 96.9 4.1 263.0 11 .0 359.9 15.1

1966/67 2458.9 110.6 4.5 283.1 11 .5 393.7 16 .0
1

1967/68 2509.7 120.9 4.8 316.7 12.6 437.6 17.4

1968/69 2657.0 132.0 5.0 323.0 12.2 455.0 17.2

1969/70 2926.6 156.5 5.3 375.0 12.8 531 .5 18.1

1970/71 3086 .3 178.9 5.8 401 .8 13.0 580.7 18.8

1971/72 3403.0 181 .5 5.3 407.7 12.0 589.2 17.3

1973 3634.0 194.6 5.4 436 .6 12.0 631 .2 17.4

1974 4389.3 197.0 4.5 552.0 12.6 749.0 17.1

1975 5230.5 256.0 4.9 784.0 15.0 1040.0 19.9
1976 6837.6 345.0 5.0 996.0 14.6 1341.0 19 .6

1977 8643.1 460.0 5.3 1530.0 17.7 1990.0 23 .0

1978 10777.5 613.0 5.7 1563.0 14.5 2176.0 20.2

1979 13913.9 703.1 5.1 1749.8 12.6 2452.9 17.7

1980/81 19354.0 1588.1 8.2 2593.0 13.4 4181.1 21 .6

1981/82 21591.8 2269.5 10.5 3210.2 14.9 5479.7 25.4

1982/83 22160.0 2092.7 9.4 3830.8 17.3 5923.5 26.7

Sources: (i) Development of Economic Policy in the UAR

(Egypt), (ii) Economic Review? Central Bank of Egypt diferent 
Nos. Of diferent years. (iii)The annual book? July 1972—80.
GNP = Gross Ntional Product. DT = Direct Tax.
IT = Indirect Tax. TP = Tax Proceeds.

Note: There is no data available about Egyptian GNP For Years

1983/84 and 1984/85.
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Table (7.4)
Proceeds of Direct and Indirect Taxes in 

The UK during the Period 1974— 1984

Year Direct Taxes % Indirect Taxes % ro tal
£mn £mn £mn

1974 13487 54.9 11101 01 1 H* 24588
1975 17638 56.4 13646 43.6 31284
1976 19837 55.6 15837 44.4 35674i
1977 21439 52.6 i9309 47.4 40748
1978 23648 51 .6 22177 48.4 45825
1979 26399 47.6 29118 52.4 55517
1980 32271 47.5 35652 52.5 67923
1981 37533 47.4 41599 52.6: 79132
1982 42399 48.2 45565 51 .8; 87964
1983 45279 48.5 48047 51 .5 93326
L984 48925 48.8 51357 51 .2

L
100282

Source: United Nation? National Accounts Statistics: Main
Aggregates and Detailed Tabels? 1984? PP1603-1641 .
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Table (7.5)
The Ratio of Tax Revenue to Gross 

National Product

Lear Direct

fLmn

Tax

%

Ind i rect 
£mn

Tax

%
Total Of 

£mn
Tax

%

GNP
£mn

1974 13487 15.9 11101 13.1 24588 29.1 84597
1975 17638 16.7 13646 12.9 31284 29.5 105902
1976 19837 15.7 15837 12.5 35674 28.2 126368
1977 21439 14.8 19309 13.3 40748 28.1 145217
1978 23648 14.1 22177 13.2 45825 27.3 167852
1979 26399 13.4 29118 14.7 55517 28 .1 197720
1980 32271 14.1 35652 15.5 67923 29.6 229662
1981 37533 14.8 41599 16.4 79132 31 .2 253325
1982 42399 15.3 45565 16.5 87964 31 .8 276324
1983 ; 45279 15.0 48047 16 .0 93326 31 .0 300928
1984 48925 15.2 51357 16.0 100282 31 .2 321302

Sources: United Nation? National Accuonts Statistics: Main 
Aggregates and detailed Tabls? 1984.
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Chapter Eight
Company Taxation the the Present Situation in Egypt

8-1 Introduct i on

In Chapter Seven we traced the development of the 
Egyptian tax system before 1939* we examined tax laws 14 of

1939 and 157 of 1981; the role of taxation in financing
public revenue* and its importance relative to gross national 
production- Also we classified the Egyptian tax structure 
and the Egyptian tax system and its general objectives.

In this chapter we will be inquiring into the present 
taxation of companies’ income in Egypt* including the
taxation of distribution* by examining the basic provisions 

of the current legislation on the subject namely the 
corporation tax which was issued for the first time in Egypt 

according to Tax Law No.157 of 1981* and the tax treatment 

of a company under tax law 14 of 1939.

Accordingly we shall* in this chapter* deal first with 

the taxation of companies income under the past and the
present tax systems and later on with the tax treatment of 
distributions. Before doing this* it is necessary to point 
out the meaning of "company" and its forms according to 
Egyptian law; which type of forms of business are suitable 

for foreign enterprises to operate in Egypt; classification 
of companies for tax purposes; why a company is subject to 
CT* the administration requirements of CT in Egypt* and the 

effect of CT upon the Egyptian economy.
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8.2 The Meaning of “Company*1 and Its Forms According to 
Egyptian Law

The Egyptian Law of business associations is based on 
French legislation. The basic organisational concept for 
any business association in Egypt is the "sharika" company.

The word company? according to Egyptian Laws has no 
strictly legal meaning. It is clear? however? that the term 

implies an association of a number of people to realise some 
common object or objects. Under article N o .505 of the 
Egyptian Civil Code the definition of "company" is a company 
or“association"? i.e. a contract by which two or more persons 

oblige themselves to contribute capital or labour to 
pecuniary enterprise. According to this definition? and 

Egyptian Law? the word company is applied to both partnership 
and company. Also the Egyptian Law does not permit a 
one—man c omp an y .

I) Types of company

The Egyptian Commerce Code (ECO determines the various 

types of companies available to an enterprise contemplating 

business in Egypt? one must refer to articles 19—25 of the 

ECC? as well as to Law No.26 of 1954 which are amended by LaMJ 
No.159 of 1981. Basically? the law recognizes five forms of 
business associations:
(1) The partnership;

(2) The 1 i(ni ted partnership;



(3) The limited partnership by share;
(4) The joint stock company; and
(5) The limited liability company;

Each of these forms will be considered briefly below.
(1) The partnership is defined by article 20 of the ECC and 

Article 505 of the Civil Code as a contract by which two or 
more persons agree to undertake a business for their common 
account under a business name. The name of one or more of 

the partners only? may figure in the business name. All 
partners are liable for the obligations of the partnership 
contracted by one of the partners in the business name. The 
Act establishing the partnership must be in writing? but it 

may either be a simple private agreement or a notarized 

contract. The Law requires the partnership to file an 

extract of the agreement with the Clerk of a Court in the 
first instance and also publish it in a local newspaper. 

This extract should contain the names of the partners? and 
the duration of the partnership.

There are restrictions on what can constitute a capital

contribution of a partner. His ’ influence1 or credit—
(1)worthiness? for example? cannot be treated as capital. ' 

Influence would include his contacts in business or 

Government or his position in politics or society in general. 

Interest is automatically payable on capital to be 

contributed of capital in cash if the money is not paid up on 
time. Also designation of at least two partners who are

authorised to administer the enterprise and sign on behalf of
(2)the partnership.
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(2) The limited partnership is defined as a partnership 
between one or more partners (general partners)? who are 
jointly and severally liable? and other partners who 
contribute to the capital but who do not take any part in the 
management of the partnership and are called limited 

partners.( > In this type of partnership there are one or 
more partners who are fully liable for the obligations of the 
partnership? and others? i.e. limited partners? who have 

liability only to the extent of the assets which they have 

contributed to the enterprise. To preserve his protection 

from general liability? the limited partner must not take 
part in the management of the enterprise and his name must 
not appear in the business name. He does? however? have the 

right to undertake acts of inspection and supervision without 
losing his status as a limited partner. Generally speaking? 
the formalities associated with the creation of this form of 

business association are the same as those required of the 
simple partnership . <

€3) The partnership limited by shares is governed basically 

by the ECC and Law N o .26 of 1954 as amended by Law 159 of 

1981- The partnership limited by share has two types of 

partner. The management of the partnership is undertaken by 
certain partners who are fully liable for the debts of the 

partnership. The other partners are only liable to the 
extent of their contribution to the share capital of the 
partnership. The name of the partnership must include the 

name of one of the managing partners. Most of the provisions 

of the Company Law 159? applicable to joint stock companies



also apply to a partnership limited by shares. Therefore? 
shareholder partners may not take part in the management of 
the company and their liability is limited only to their
contribution to capital. The general partners in the 
enterprise are fully liable for its obligations and may take 
part in its management.c=5>

Generally? the capital of this type of company is

subject to the same provisions governing the joint stock 

company. Thus its paid in capital must not be less than
LE 2G?000 and its shares unlike those of regular limited 
partnership? are negotiable.

The formalities far establishing a partnership limited by 
shares are generally similar to those required of a joint 
stock company. The management of the company is entrusted 
to one or more directors who must be general partners.
(4) The joint stock company is governed by the ECC as well as 

Company Law No.159 of 1981. A joint stock company is
defined as follows* < ^>y

"A joint stock company is a company whose capital is divided 

into shares of equal value? ... The liability of each

shareholder is limited to the value of the shares to which he 
has subscribed. A shareholder is not liable for the debts of 

the company beyond the said value of the shares subscribed by 
him." So the capital of a joint stock company is divided 
into negotiable shares? and the liability of the shareholders 

extends only to their investment in the company. As a 

general rule? 49% of the stock must be subscribed by Egyptian 

nationals or corporate bodies? however? this restriction does



not apply to projects approved under Law No.43 of 1974 and to 
certain other enterprises.

To establish a joint stock company? the paid— in capital 

must be at least LE20?000= it is divided into shares of
equal value having a minimum value of LEI. In addition? the 
law requires at least seven founders. The management of a 
joint stock company is entrusted to an administrative council 

(Board of Directors) consisting of at least three members. 

The council meets at least four times a year. Company law
requires the company to submit to the General Director of

Companies in the Ministry of Economy an annual list of the

names? ages? qualifications and nationalities of the members

of the Administrative Council.
The stockholders of the company are convened in a 

general meeting at least once a year. Under the law? the 

invitation to the meeting must be published twice? in two 

newspapers (one of which is in Arabic) and the second 
publication must take place not less than ten days before the 

meeting. Such invitations must include the agenda of the 

meet i n g «
(5) The limited liability company is defined in the Company 

Law 159 as foil ows-* < ~7-J
"A limited liability company is a company 
whose shareholders do not exceed fifty in 

number? each of the shareholders being liable 
up to the value of his shares. The company 
may not be incorporated by way of public offer



of shares nor may it increase its capital nor 

raise loans by way of a public subscr ibt.ion.
It may not issue freely negotiable shares or 
debentures. The transfer of shares shall be 
subject to the other shareholders7 rights of 
preemption in accordance with the provisions 
of the company's Statutes and with the 
provisions of this law."

This form of business association is designed to give 
shareholders limited liability in closely held ventures. The 

number of shareholders in a limited liablility company may 

not be more than fifty? and its shares may not be the subject

of a public offering. The lau; forbids the limited liability
company from undertaking certain types of activity including? 

insurance? receiving deposits? or engaging in the general 
investment of the funds of others.

To establish a limited liability company? the law 
requires a minimum capital of LEI000 which is divided into 

shares having a face value of not less than LE20 each.
Except for projects approved under Law No. 43? only physical 

persons may become shareholders in the company? the number of 
shareholders may. never be less than two? or? in a case where 

the two shareholders are husband and wife? three. One of 
the principal characteristics of this form of company is that 

its shares are not freely transferrable. A shareholder
wishing to sell must inform the other shareholders of his 
intention and offer his shares to them first. In addition? 
the law permits the company's articles to impose additional
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conditions and limitations on the sale of shares.

(II) Foreign Business operating in Egypt

There are four different forms of business which foreign 
companies can operate in Egypt: an Egyptian registered
company? a branch office? a representative office and
business through an accredited Egyptian agent.

The basic choice for the foreign investor is between the 
two company forms. A joint stock company is required by law 
for banking? insurance and investment enterprises. It also 

has the advantage of issuing public shares which can be used 

to raise capital. This will become a major advantage? 

however? when Egypt redevelops its domestic capital market.

The limited liability company is not encumbered with the 

corporate requirements of the joint stock company and it is 
easier to form. But apart from being forbidden to operate 
in certain areas of business? it cannot raise capital 
publicly? and changes in ownership may be difficult to 

achieve. For the present? it represents the most usual form
of company for foreign investors.

The first step in the formation of a limited liability 

company is preparation and signature of the articles of 

incorporation. The limited liability company is in the 

nature of a contractual relationship which is formed through 

the signing of the articles of association as foll-ows:

(1) The name? kind? purpose and Head Office of the company? 
including local registered address;



(2) name? places of residence? occupations and nationalities 
of the partners;
(3) name of managers? whether or not they are partners;
(4) name of board members? if any;

(5) amount of capital? value of shares? and a description of 
the donated capital? the names of people contributing each? 
and whether or not the shares are transferable;
(6) acknowledgement by all partners that all capital shares 
have been paid in full and properly allocated;
(7) a profit and loss distribution formula

(8) The forms of notices that M/ill be used in communications 
between the company and the partners? and

(9) the name and address of the relevant Egyptian auditor and 
bank depository«

<III> Classification of companies for tax purposes

The major legal distinction among companies in Egypt is 
between personal and finance companies. It is significant 

to note that for tax purposes the classification of companies 
is slightly more complex than is the simple division into

personal and finance companies. Personal companies? which 
are generally smaller than finance companies? are still 

subject to commercial and industrial profit tax according to 

the Egyptian tax law 157 of 1981 at progressive tax rates
starting from 20% to 32%.

While the finance companies are subject to CT? there are 
three major categories of CT rates first? industrial



companies are subject to CT at the tax rate of 32%? secondly? 
commercial companies are '‘subject to CT at tax rate of 40% 
finally the oil companies are subject to CT at tax rate of 
40.55%.

(IV) The Commercial Registry

The economic units in Egypt consist of the properatorship 

in addition to the kinds of business mentioned above (as 
shown in the figure (7.3). All merchants must be entered in 
the registry. In addition to individual merchants? all 

partnerships? limited liability companies and joint stock
companies must be registerd. e Such partnerships and 
companies should be separately registered if it is in the 
area of another Commercial Registry.

The general rule is that any applicant must be of
Egyptian nationality. However? the Law 34 of

permits the following entities to be registered:
(a) A company established under Law 43 of 1974.

(b) A partnership provided that at least one of the managing
partners with power of signature is an Egyptian and 
provided at least 51% of the capital is owned by Egyptians.

(c) Any foreign company with its head office abroad carrying 
out any commercial? financial? industrial or contracting 
activity in Egypt provided it has received the approval of 
the General Authority for Foreign Investment and the Free 
Zones.*xo>



(V) Business Organisations according Egyptian Laws

There are five forms of business organisation? three of 
which are partnerships? so-called personal companies? and 
two of which are corporations? so-called finance companies.

Certain matters common to all such organisations will be 
described in the following points:

1. It should be noted that there are three governing laws: 

the Commercial code? the Civil Code and the Company Law ; (Law 
159 of 1981). All partnerships and corporations? whether 
civil or commercial? are considerd to have their own legal 
personality. Legal entities are entitled to benefit from 
all legal rights accorded by the law? with the exception of 
those rights particular to physical persons. The Civil Code 
states that a legal entity has the following 
characteristics:

(i) It has its own patrimony i.e the totality of all one's 

property? movable or immovable? and of all rights over 
this property and against third parties? which may be
expressed in monetary terms.

(ii) It has legal capacity. This means that the entity has 

the capacity to enter into binding obligations and that 
all its actions will have legal consequences according 
to Egyptian laws.

(iii) It may sue and be sued as an entity.

(iv) It has its own domicile. The domicile of a legal 

entity is stated to be where its seat of management is 

situate. If a corporation is registered abroad and



its board of directors meets abroad? it will
nevertheless be deemed to have a domicile in Egypt if 
it operates in Egypt. In such a case its domicile 
will be situate at the place where its local 
management is based. In the case of a joint stock 
company established in Egypt the Commercial Code 
provides that the head office shall be located in
Egypt. Such a company? therefore? cannot have i ts
domicile abroad. Also it provides that share 
companies established in Egypt shall be of Egyptian 
nat i onali ty.

(v) A company cannot offer a loan to? or guarantee the

loan of? a director.

(vi) A director cannot carry out any technical or

administrative function in another joint stock company 

without permission from the shareholders of the 
company in question.

(vii) A director cannot be involved in any activities on his
own behalf? or on behalf of third party? similar to 
the activities carried out by the company.

2. The major legal distinction among companies in Egypt is 

between personal and finance companies. It is significant 

to note that for tax purposes the classification of companies 
is slightly more complex than is the simple division into 

personal and finance companies. Personal companies? which 
are usually smaller than finance companies? are still sbject 
to commercial and industrial profits tax according to the 
Egypt ian Tax Law 157 of 1981 at progressive tax rates ..starting
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from 20% to 32%? or 40%. While the finance companies are
subject to CT? there are three major categories of CT rate:
(i) industrial companies are subject to corporation tax at 

the tax rate 32%;

(ii) commercial companies are subject to corporation tax at 
tax rate 40% and

(iii) the oil companies are subject to corporation tax at tax
rate 40.55%.



8.3 Why a company is subject to Corporation Tax

A corporation has been defined in a variety of ways and 
the form of taxation known as CT seems to be a permanent 
element in the tax structure of most countries. This is due 
to the changes in public policy towards Corporations to 
influence their behaviour. The increasing dominance of 
corporate forms of enterprise has led to the separate 

taxation of companies and this kind of taxation is seen as a 
major element in any co-ordinated government policy to 

stimulate investment and raise the rate of economic growth.

Moreover? the main arguments for taxing company profits 
are as f ol 1 ows: < xizy
(1) The Company is a separate legal person with certain 

pr i v i1eges;

(2) The Company as a separate person is entitled to receive 

income from trading or investment and distribute such income 
to i ts members;

(3) Company status confers certain privileges and a company 

should pay for such privileges;
(4) Companies can afford to shoulder their fair share of the 

tax burden;
(5) It would represent a lack of balance in both principle 

and practice? not to tax a company's profits when the similar 
profits are directly taxed on the individuals or 

partnerships;
(6) Companies occupy an important place in the economy? and 

their profits represent a significant part of national income



which no government can afford to ignore; and
(7) The taxing of company profits is not only necessary 
politically? but is also perhaps more acceptable because of 
the impersonal nature of such artificial persons.

(I) The administrative requirements of corporation tax in 

Egypt

A corporation tax in Egypt obviously requires modern and 
effective tax administration principles and techniques. 
Steps have been taken to make the administrative changes 
required in order to improve the tax administration's 
capacity? through planning and organizing staffing and the 
auditing of corporate taxpayers. These changes are intended 

to improve all aspects of the tax administration from 

resolving disputes? to collecting the amount due without 
unnecessary burdens on taxpayers or offficials.

These requirements will be discussed in some detail as
they are closely related to the corporation tax and are
therefore more important items.

(II) Assessment function and auditing problems

(1) Improvements are needed in the relevance of taxpayer's
declarations and the assessment of information in the area of 

obtaining information for tax assessment. The proposals 

suggest a comprehensive reporting system (a comprehensive 

return) as a self-checking system of taxation. There must



be some inducements or penalites to ensure compliance when 
obtaining assessment information from sources other than the 
taxpayer without a heavy burden on the informant to keep 

reliable records of transactions over a particular period. 

Nevertheless? there are practical limits on the use of 
information returns to aid tax administration. A national 
system of tax identification numbers for corporate taxpayers 
should be developed to facilitate the cross-checking of 

information returns and to prepare for eventual introduction 
of computers.<13)

(2) One of the practical problems in separating audit and 

assessment work is selecting returns for making detailed 

audits. All returns received should be entered in a 

Register? and the Commissioner should select a small 

percentage in selecting the cases for auditing. The adoption 
of a random sampling method is suggested. The corporation 
tax administration must develop the capacity for making

i
detailed audits of the selected taxpayers. Such detailed 
audits typically should go beyond the books presented to the 
tax authorities. Teams of auditors should be involved? and 
the usual time pressures on auditors should be removed? since 

the real pay off from these audits comes from the response of 
those not audited rather than from the revenue collected 
directly as a result of audits.

Above all? a common-sense approach to checking and 
reconciling returns should be developed so that time which is 
saved ignoring trivial matters can be used on more important 

ones? particularly in disclosing possible instances of
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evas i on.
(3) Scrutinising major cases where certificates of Chartered

Accountants are given and cases which. involve complicated
0legal points or wide ramifications should be dealt with by 

the Inspecting Assistant Commissioner himself who would pass 
assessment orders. Officers in the field do not have 

sufficient experience and breadth of vision necessary for 
handling important cases.

A pool of the best professional tax auditors available 
who are capable of swift and effective action can be a highly 

valuable instrument for encouraging taxpayers to be 

straightforward with the tax authorities. It can foster a 
greater degree of voluntary compliance with laws which is the 

basis of all modern systems of tax administration.
These administrative changes are required to improve the 

tax administration's capacity in resolving the problems 
resulting from noncompliance that now take a variety of 

forms? for example? the failure of some taxpayers to file a 

tax return? or where they may file it? but understate 
receipts or overstate deductions? allowances and credits. 
So? a taxpayer may avoid taxes or try to minimize his tax 
liability by tax cheating.

t



8.4 Company Taxation The Present Situation In Egypt

The income tax system in Egypt is based on schedular

taxes on the different categories of income. At the present
time? Egypt levies a personal income tax on dividends and a

tax on corporation income from commercial and industrial
profits. In the last ten years? many foreign corporations
carried out their activities in Egypt through agencies?
branches or subsidiaries. On the other hand? the activities
of many Egyptian corporations have extended beyond Egypt

especially in the Arabian and African countries of the Middle
East. Egyptian corporations were liable to tax on

commercial and industrial profits whatever the object of such 
(15)corporation. Even if it runs an agricultural business?

a corporation will pay a commercial and industrial tax on its 

profits. The tax on commercial and industrial profits is
payable on the profits made by all establishments operating in

(16)Egypt. The rate of this tax? including additional taxes
and duties? was at 39.7 percent. The tax is levied every
year on net profits made during the previous year? or during
the period of 12 months covered by the last balance sheet. 
The net profits subject to tax were computed on the basis of 
the general result of all business transactions? either

continuing or closed? carried out by the corporation?

including the sale or transfer of any asset after deduction 
of all charges and expenses. The taxpayer is entitled to 
carry forward loses for three years.

There are some provisions in the law which allow the
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deduction of other kinds of income from the taxable profits 
in order to avoid double taxation. According to S.35 of Lauj 
N o .14 of 1939? corporations are entitled to deduct from their 
taxable profit a sum equivalent to the total amount 

distributed out of such profits on which the tax on dividends 
and interest has actually been paid. In some cases? the 
commercial and industrial profits of a corporation include 

revenues from transferable securities or from land and
buildings. These amounts are subject to tax imposed in

another schedule? and it is not considered fair to ask the

corporation to pay another tax when these revenues are 

entered among business profits. For this reason? according 
to S*36 of Law 14 of 1939? a corporation is allowed to deduct 
from its commercial income 90% of the income derived from 
transferable property forming part of its assets which is 
liable to the tax on dividends and interest? or is exempted 

from taxation by other laws. The 10% which is not deducted 

is the proportion of expenses or charges pertaining to these 
assets. In a similar manner? the income derived from rural 

or urban buildings? forming part of the assets of the
corporation? after deduction of 10% thereof? may be deducted 

from the net income of the corporation.
According to the Law No. 14 of 1939 and Law No. 99 of 1949 

corporations withhold a schedule tax on distributions to 

their shareholders who at the same time pay the general 
income tax? if the total net annual income of each taxpayer 
is more than 1200 L.E. per year.

According to the provisions of Book 1 of Law no.14 of
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1939* a tax on income from movable capi tal asset is levied on 

income derived from securities (stock* shares* etc.) as well
as an interest due on debts* deposits* and guarantees. The

. (17)rate of this tax is a 40.55%. The tax is also levied on
dividends* interest* arrears* repayments* etc.* paid by 

foreign companies or enterprises as well as on all interest 

and annuities of every kind derived from foreign bonds* 
securities or foreign public funds* if the persons entitled
thereto are Egyptian* or foreigners residing in Egypt. In
addition to encouraging the private sector to work and
increase its productivity* the government issued Law No .430 

of 1953 exempting the following companies from commercial and 

industrial profit tax;
(1) Limited Companies and limited partnerships with shares

operating in mining* electric power and hotels;
(2) Limited companies and limited partnership with shares which 
were standing and working in mining* electric power* and hotel 

all of which were entitled to this exemption if such companies 

increased their capital; and
(3) These companies which operated the aforementioned
activities were exempted from half the commercial and
industrial profit tax on undistributed profit.

In 1956 the government enacted Defence tax* which charged 
on commercial and industrial profit* at tax rate 10-5%. In 

1962 the Law N o .23 was issued to provide the taxpayers with a 

personal allowance and more exemption from commercial and
industrial profits tax to encourage their to invest. In 1967



National Security Tax* charged on commercial and industrial 
profit* was enacted by Law 23 of 1967 at a tax rate 8%.
Moreover* in 1973 War Effect tax was charged on commercial 
and industrial profit at a tax rate 2.5%.

In 1981 the Egyptian Government abolished Tax law 14 of

1939 and enacted Law 157 of 1981. According to this law*
limited companies* stock companies and other kind of

companies ujere subjected to a new tax: so-called corporation 
tax .

8.5 A separate corporation tax in the Egyptian Tax System

Egypt is* as metioned earlier* now applying a new economic 

Open Door Policy to encourage Arab and other foreign funds to 

invest all over the country* especially in the Suez Canal 

Zone. For this reason* a tax reform plan has been discussed 
since 1977. In 1979* the Minister of Finance established a 

technical committee on tax modernization to carry on the
. . . i . . .  (18)technical work of reform

This Committee held periodical conferences during 1979 
and 1980. There were may discussions of the Egyptian Tax
Modernization Group during 1978/1980 and reports on "Egyptian 
Tax Modernization Project" were presented by consultants of 
the Egyptian Tax Modernization Committee and the members of 
the sub committees. The participants in these conferences

reached a consensus that a separate tax on corporations

should be established and that drafting and planning should 
be started immediately for this separate corporation tax.



It had to be determined what administrative change would be 
required* and what the major structural features of that tax 
were to b e .

Although one of these new issues is the adoption of a 
separate corporation tax in Egyptian tax system* there are
some arguments for and against a separate corporation tax for

. (19)Egypt.
(i) Argument for: The primary rationale for the taxation

of business income at the corporation level in any country is 
simply revenue. CT in Egypt produces a significant amount 

of revenue. As a rule it is both administratively and 
politically easier to collect a given amount of revenue 

through a separate tax on company profits than through
additional tax on personal income. Most of the revenue

comes from a small number of relatively large companies* 
mostly organized in the corporate form. A great amount of 

the total revenue comes from company taxation in Egypt e.g. 
the corporation tax proceeds in 1984/85 was EL2022«5mn. as 

shown from table (8.3). Anothe potential advantage of the 

CT is its role in stabilization. Since profits tend to be 

more volatile than national income as a whole* revenue
responds strongly to changing economic conditions.

The corporation tax is also seen as increasing 

progressively in the tax system insofar as dividend 

recipients are primarily high income individuals so that the 
incidence of this tax* especially in the large and closely 

held private corporations* will be highly progressive.
(ii) Arguments against: The view that we should have a



separate CT has come under some attack; to summarize the 

undesirable consequences to taxing corporate Source

income; dividends are taxed more highly to individuals than 
are other sources of personal income; retained earnings are 
taxed less heavily than dividends; reliance on retained 

earnings* rather than equity capital raised by new issues* is 
encouraged* low— income taxpayers pay much higher taxes on 
their corporate source income than on their income* but the 
differential for high income investors may be just the 

opposite; capital is unfairly distributed between the 

corporate and non—corporate sectors; and debt financing is* 

in general* favoured as opposed to equity financing.
Thus it seems to me* the separate corporation tax is 

more suitable to Egypt* as a less developed country* because 
its rules both administratively and politically are easier 

for assessment and collecting amounts of revenue through the 
company than through additional taxes on personal income.
On the other hand this kind of tax does not need higher 

experiences for working.

8.6 The basic structural features of a corporation tax in Egypt 
The formulation of corporation tax policy* for Egypt as 

a developing country must take into account essential 
differences from industrial countries in its economic* legal 
and social structures. Perhaps the most striking
distinctions are the relative scarcity of capital and the 

critical role played by the corporations in mobilizing 
capital for investment. The internal capital market in



Egypt is r e l a t i v e l y  unorganized* so that the m o b i l i t y  of 

capital is limited. The c o r p o r a t i o n s  themselves are a  major 

so urce of capital for n e w  investment. These factors also 

influence the form the c o r p o r a t i o n  tax will take* as well as 

that of special p r o v i s i o n s  to pr o m o t e  domestic s a v i n g s  and 

wider p u b l i c  o w n e r s h i p  of corpo r a t i o n s .  On the other hand* 

the r e lationship between s h a r e h o l d e r s  and c o r p o r a t i o n s  in 

different s t a g e s  of eco n o m i c  development* e s p e c i a l l y  after  

the n e w  open-door economic p o l i c y  n ow applying in Egypt* call 

for a r e - e x a m i n a t i o n  of the tax treatment of c o r p o r a t i o n s  

which is most a p p r o p r i a t e  for the n e w  policy.

The basic p r o b l e m s  of taxing the c o r p o ration in Egypt 

s te m  from its treatment as  a juridical person s e p a r a t e  from 

its s h a r e h o l d e r s .  F i n a l l y  (i) there are three r a tes of 

c o r p oration tax* L a w  87 of 1983* Tax rate on commercial 

a c t i v i t y  is 40%* Tax rate on profit of industrial and export 

a c t i v i t i e s  is 32%* and Tax rate on profit of p r o s p e c t o r  

c o m pany is 40.55%;

(ii) when maki n g  a n y  payment in excess of L E10 to the p r i v a t e  

sector of c o m m i s s i o n  or s u p p l i e s  and se r v i c e s  an a m ount not 

e xceeding 2 0 %  must be deducted* by the following:

(1) The Government* local administration* p u b l i c  s e r v i c e  

organ i sat i on . <2io>

(2) Companies* ne w s p a p e r  e d i tors organ i s a t i o n  and unions.

(3) Associations* clubs* Joint s t ock com p a n i e s  a nd b r a n c h e s  

of foreign companies.

(4) Hotels* Educational e s t a b l i s h m e n t s  and other 

o r g a n i s a t i o n s  whose capital is in excess of LE5*000.



8:7 Effect of CT on Methods of Corporate financing

Loan interest is ded u c t i b l e  from corporate income before 

the CT  imposed? so that the recipient of bond interest p a y s  

tax only on the i n t e r e s t . *  D i v i d e n d s  paid on s t o c k  are 

not deductible. Under a  c o r p orate tax rate? s u p p o s i n g  the 

rate is 40%? a c o r p o r a t i o n  with large earnings must earn 

a p p r o x i m a t e l y  L E I .67 in order to p a y  dividend L E I .00 out of 

current earnings? w h ile it need earn only L E I -00 to p a y  

L E I .00 of bond interest. Therefore? the tax d i s c r i m i n a t i o n  

between d i v idend and band interest is apparent? and on the 

s u rface w o uld a p pear to influence individuals to buy bonds 

rather than shares? and c o r p o r a t i o n s  to react to this demand.

There is some evidence that this dis c r i m i n a t i o n  has 

a f f ected the m e thod of c o r p orate financing. T h e r e f o r e  CT 

can affect the choice between internal and external financing 

in three way s  through its influence on:

(1) the level of c o m p a n y  profits;

(2) the dec i s i o n s  of m a n a g e m e n t  to retain these p r o f i t s  or to 

distribute them? and

(3) the terms on which outside capital can be obtained. 

More detail disc u s s i o n  on these m e t h o d s  is as follows:

(1) The level of co m p a n y  profits. What is the effect of CT  

on the level of c o r p orate p r o f i t s  and hence on internal 

s o u r c e s  of funds p o t e n t i a l l y  a v a i l a b l e  for e x p a n s i o n ?  As  we 

understand? the CT will d i r e c t l y  reduce net cor p o r a t e  profit 

esp e c i a l l y  when the burden of this tax falls on the company. 

The r e f o r e  firms will tend to restrict e x p e n d i t u r e s  on



b u s iness investment or? alternatively? they will be 

st i m u l a t e d  to increase their reliance on external finance. 

However? it would appear that higher c o r p o r a t i o n  tax is most 

like l y  to s t i m u l a t e  external financing rather than to curtail 

ex p ansion during a period of boom w hen the incentives to 

expand are greatest. However? it cannot be a s s u m e d  that 

large c o m p a n i e s  with easy acce s s  to the capital market will 

make e x p a n s i o n s  that n e c e s s i t a t e  external financing as 

r e a d i l y  as those that are internally financed.

In theory? E g y ptian tax laws can influence both the 

q u a n t i t y  and quality of finance a v a i l a b l e  to business. In 

regard to q u a n t i t y  finance? economic theory r e c o g n i s e s  the 

cash flow effect of taxation? w h e r e b y  the funds a v a i l a b l e  for 

investment in the p r ivate sector are reduced by taxation. 

Additionally? in Egypt? two other provisions of the law m a y  

have a  bearing on finance a v a i l a b l e  for business. Firstly? 

tax e x e m p t i o n s  are available for de p o s i t s  in s t a t e — owned 

s a v i n g  banks and on investment in treasury bonds? and 

c o n s e q u e n t l y  funds m ay be chan n e l l e d  a w a y  from b u s i n e s s  into 

the investments for tax reasons. Secondly? L a w  4 3  of 1974 

is expected to encourage investment and to increase funds 

a v a i l a b l e  for the financing of investment. A r t i c l e  18 of 

L a w  43 of 1974 s a y s : (22)

"Interest due on loans in foreign c u r r e n c y  

con c l u d e d  by the project even if in the form 

of a deposit shall be ex e m p t e d  from all taxes 

and dues. such e x e m p t i o n s  shall a p p l y  as 

well to the interest on foreign c u r r e n c y  l o ans



con c l u d e d  by the E g y p t i a n  p a r t i cipant to 

finance his share in the p r o j ect."

Furthermore? the tax law p o s i t i v e l y  d i s c r i m i n a t e s  in 

m a k i n g  p r o v i s i o n s  for tax m i n i m i s a t i o n  v ia financing 

alternatives: the following p r o v i s i o n s  favour the use of

debt capital in p r e f e r e n c e  to equity.

(1) The tax d e d u c t a b i 1 ity of interest p a y m e n t s  favour the use 

of debt finance in pref e r e n c e  to equity.

(2) The p r o v i s i o n s  under which small companies? i.e. 

com p a n i e s  with issued share capital of less than L E 4 0 0  and 

annual p r o f i t s  of L E 8 0 0  or less? are taxed at half of the 

s t a ndard c o m p a n y  stat u s  and thereby make tax s a v ings. This 

benefit m a y  be used not only by individual investors but also 

by pa r t n e r s h i p s .

(3) Investment in some fixed a s s e t s ? e . g .  motor cars w h i c h  are 

bought for use of executives? does not attract capital 

allo w a n c e s .  In such cases? it m a y  be more p r o f i t a b l e  for a 

c o m pany to lease these a s s e t s  as the lease c h a r g e s  a re an 

a ll o w a b l e  expense.

On the other hand? the b e n e f i t s  of tax-free d i v i d e n d s  

during a tax holiday? and investment relief (to both 

individual and corporate investors) are a v a i l a b l e  o n l y  on 

e qui t y  investments. These c o n s i d e r a t i o n s  m a y  o u t w e i g h  the 

b e n efits of debt- f i n a n c i n g  d e s c r i b e d  a b ove w h e n  the 

investment being financial is in an a c t i v i t y  e n t i t l e d  to a 

tax h o l i d a y  or investment relief.

In our s u r v e y  result and d i s c u s s i o n  the q u e s t i o n  a s k e d  

was: Has tax been a c o n s i d e r a t i o n  in your general b o r r o w i n g
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p o l i c y  decisions?

The answer to this question is s u m m arized in the 

following table.

T a ble (8.1)

R el e v a n c e  of taxation in borrowing 

p o l i c y  decision

Taxation a relevant consi d e r a t i o n 

Response

M|MCS 

NO. %

Yes 27 6 2 . 8

No 14 3 2 . 6

No answer 2 4.6

Total 43 100.00

From the table above about 6 2 . 8 %  of the firms reply i n g  

to this question said that they considered taxation in their 

borrowing p o l i c y  decisions.

We a r r i v e d  at a p p r o x i m a t e l y  the same result in 

interviews wit h  tax inspectors in investment tax offices.  

The y  said that the m u ltinational companies (MNCS) p r e f e r  to 

use ei ther external finance s p e c i a l l y  the interest due on 

loans in foreign c u r r e n c y  w h i c h  is exempted from all taxes or 

to use the internal finance when the M N C S  are still in the 

tax holiday peri o d  because these companies will be e x e m p t e d
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from the tax on commercial and industrial profit and CT for 

a period of five years of the pr o f i t s  ojhich are r e i n vested in 

the enterprise.

L i s t e d  below are the an s w e r s  to the question (Does 

your co m p a n y  require extra finance? If yes please specify.

(a) Internal finance.

(b) External finance (loans).

(c) Others.

Table (8.2)

Tax incentive for finance policy

T y pes of finance Multinational C o m p a n i e s 

No %

External Finance (loans)
Internal Finance (increase c a p i t a l ) 

O t h e r s  (increase the current 

a c c o u n t )

27 6 2 . 8  

14 3 2 . 6

2 4.6

T h e  results indicate there are significant r e l a t i o n s h i p s  

between the finance p o l i c y  and tax exemption.

The main object appa r e n t l y  is not only to minimise the tax 

l i a b i l i t y  by using a s u i table borrowing poli c y  but also that 

as it is quicker to b o rrow than to obtain owners capital* in 

a d d ition the loan interest will reduce taxable profit.



Table (8.3)
Proceeds of commercial and industrial 

profits tax and corporation tax 
during the period 1974— 1984

Value LE.mn

1-----------
Years Total of 

D i r e c t Tax 
LE %

Commercial and 
Industrial Profits 

LE %

Corporat i on 
Tax 

LE %

1974 197.0 100 65.3 33.2 — —

1975 256 «0 100 105.7 41 ,3 — —

1976 345.0 100 158.0 45.8 — —

1977 460.0 100 219.0 47.6 — —

1978 613.0 100 291 .*8 47.6 — —

1979 703.1 100 418.3 59 .5 — —

1980/81 1588.1 100 1032.3 65 .0 — —

1981/82 2269.5 100 160.0 7.1 1342.1 59.1

1982/83 2092.7 100 317.3 15.2 1378.8 65 .9

1983/84 2433 .8 100 362.4 14.8 2022.5 83.1

1984/85 2525.9 1 00 318.3 12.6 1977.5 78.3

Sources: National Planning Instiute. Issus of planning and 

development in Egypt.No. 12 Taxation System. (in Arabic) 

Egyptian-British Trade August 1985. National Bank of Egypt 

Economic Bulletin Vol. Nos. 3 of 1982; 3 of 1983; and 1 of 
1984. (in Arabic)
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It is worth observing that ,in the last eleven years 
receipts from direct taxes* as shown from the table (8.-3) 

reflect the increasing importance o f  direct taxation 
in the Egyptian system. The increased role of direct taxes 

is due to the boom which has taken place in the Egyptian 
economy since 1980/81* resulting in increased profits and 

personal income* and also to an improvement in the methods of 
tax collection. Moreover* most of direct tax revenues since 
1981 come from a small number of relatively large companies* 

about 59.1% in 1981 and 83.1% in 1984.



8.8 The effect of corporation tax upon the Egyptian Economy

Ta x a t i o n  is used to meet the p u b l i c  e x p e n d i t u r e  of the 

state in a d d i t i o n  to the reduction of u n n e c e s s a r y  investment 

which is not in ha r m o n y  w ith the national plan for economic 

and social d e v e l opment. T a x a t i o n  could p r o v i d e  n e w

r esources for the finance of d e v e l opment in this way.

Taxes could be c o - o r d i n a t e d  w i t h  p o s itive inducements 

for financing the national investment plan* or* on the other 

hand* they could be e m p l o y e d  in a s s o c i a t i o n  w i t h  ce r t a i n

r e s t rictions that would curtail und e s i r e d  investments.

In addition* taxes are an e f f e ctive m e d i u m  for tackling  

the large g aps between incomes* thus helping to a c h i e v e 

social equality* p a r t i c u l a r l y  in that d i s t r i b u t i o n  of w e a l t h  

is more apparent in u n d e r d e v e l o p e d  c o u n tries than in the mor e  

a d v anced n a t ions. What is more* this p h e n o m e n o n  of

inequality rep r e s e n t s  a  great danger in u n d e r d e v e l o p e d  

c o u ntries on account of their e x t r e m e l y  low s t a n d a r d s  of

1 i v i n g .

T a x a t i o n  s h ould als o  be e m p loyed in c o m b a t i n g  the 

pre s s u r e s  of m o n e t a r y  inflation w h ich come about a s  a  result 

of economic d evelopment. This is ach i e v e d  through the 

reduction of the a g g r e g a t e  e f f e ctive demand.

The main reason for the e x i s tence of c o m pany t a x a t i o n  as  

such is to p r e s e r v e  e q u i t y  between the co m p a n y  s h a r e h o l d e r  

class and others. However* the levying of t a x e s  on

corporate income m a y  have sign i f i c a n t  e f f e c t s  on the 

functioning of the e c o n o m y . <23>



At the outset it can be noted that the effect of 

c o r porate tax on e c o nomic factors in both the d o m e s t i c  an 

international field has la r g e l y  been the subject of a  prtor 

s tatement rather than e c o nomic practice.

Moreover* the increasinq dominance of the c o r porate

forms of e n t e r p r i s e  has led 

c ompanies and this kind of 

element in a n y  c o - o r d i n a t e d  

investment and raise the ra 

the incidence of c o r p o r a t i o n  

areas such a s  growth* stabi! 

led to a great deal of inte] 

among economists. This has 

s u g g e s t i o n s  on reforming the 

Internationally* the ro3 

attract foreign capital foi 

economic development.

to the separate taxation of

taxation is seen as  a m a jor

government p o l i c y  to s t i m u l a t e

:e of economic growth. However* 

tax and its effect upon e c o n o m i c 

ity and income d i s t r i b u t i o n  has 

lectual dispute and d i s a g r e e m e n t  

led to repeated and v a r i o u s

sy s t e m  of company taxation, 

e of corporation tax w as to

sup p o r t i n g  the f i n a ncing of



8= 9 Distribution of profits in Egypt

E g y p t i a n  L e g i s l t i o n  has not thought it n e c e s s a r y  to w i d e n  

the s c ope of taxation of dividends* therefore* there is no 

d e f i n i t i o n  of d i s t r i b u t i o n .  The o nly type of d i s t r i b u t i o n  

to w h i c h  the tax on income from m o v a b l e  capital a s s e t s  r e fers 

to* is the dividend? w h i c h  includes a d i v i d e n d  paid to 

s h a r e h o l d e r s .  T h i s  5%  out of the net p r o o f  its* which are 

liable for distribution* inexchange of g o v e r n m e n t  bonds* nd 

25 %  for the emp l o y e e s .

M e a n i n g  of d i s t r i b u t i o n

The m e a n i n g  of d i s t r i b u t i o n  is w i d e l y  d e f i n e d  as all 

p a y m e n t s  and transfers by a  c o m p a n y  to-its m e m b e r s  other than 

the r e p a y m e n t  of the capital o r i g i n a l l y  s u b s c r i b e d  

l i q u i d a t i o n  d i s t r i b u t i o n s .

The f o l l owing are treated as d i s t r i b u t i o n s :

(1) A n y  div i d e n d  pai d  by the company* including a capital 

dividend;

(2) A n y  other d i s t r i b u t i o n  out of a s s e t s  of the c o m p a n y  in 

respect of s h a r e s  in the company* if the d i s t r i b u t i o n  out of 

a s s e t s  w h o l l y  or p a r t l y  r e p r e s e n t s  a rep a y m e n t  of capital on 

the shares; when it is made equal in a m o u n t  or v a l u e  to a n y  

new c o n s i d e r a t i o n  recei v e d  by the c o m p a n y  for the 

d i s t r i b u t i o n  is not treated as distr i b u t i o n ;

(3) A n y  r e d e e m a b l e  s h are capital or a n y  s e c u r i t y  issued by 

the c o m p a n y  in respect of s h a r e s  in* or s e c u r i t i e s  of* u n l e s s
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issued w h o l l y  for a n e w  c o n s i d e r a t i o n .  W h e r e  there has been 

partial c o n s i d e r a t i o n  for the issue then s u c h  part not

p r o p e r l y  r e f e r a b l e  to n ew c o n s i d e r a t i o n  is treated as a 

d i sir i but i on;

(4) W h e r e  a c o m p a n y  transfers some of its a s s e t s  or

l i a b i l i t i e s  to its m e m b e r s  or from its m e m b e r s  to a company? 

the e x c e s s  shall be treated as a d i s t r i b u t i o n  if the amount 

or market v a l u e  received by the m e m b e r s  e x c e e d s  the amount or 

market v a l u e  of a n y  n e w  c o n s i d e r a t i o n  g i v e n  by the company.

In c a l c u l a t i n g  the income of the c o m p a n y  liable to

C o r p o r a t i o n  tax? income from dividends? or from the

d i s t r i b u t i o n  of profits? received d i r e c t l y  or i ndirectly from 

a n o ther b o d y  or p e r sons. O n l y  10% of g r o s s  d i v i d e n d s  (FI) 

is liable to C o r p o r a t i o n  tax. W h ile the d i s t r i b u t e d  profit 

shou l d  be d e d u c t e d  from taxable profit? e.g. taxable profit 

is LE  6 0 0 0 ? 0 0 0  the co m p a n y  paid F r a n k e d  p a y m e n t  to its 

s h a r e h o l d e r s  L E 4 0 0 ? 0 0 0  then the C o r p o r a t i o n  tax p r ofit is 

6 0 0 ? 0 0 0  l ess 4 0 0 ? 0 0 0  =  2 0 0 ? 0 0 0  w h i c h  is s u b ject to

c o r p o r a t i o n  tax at the tax rate of 3 2 %  a nd d i v i d e n d s  

(400?000) will be subject to CT at the s a m e  rate.

If? however? the amount to be set off e x c e e d s  the tax 

payable? the amount of t hat.excess shall be r e p a y a b l e  by the 

tax office to the company. The p u r p o s e  of this p r o v i s i o n  is 

to prevent ec o n o m i c  double taxation s i n c e  the d i v i d e n d  has 

a l r e a d y  borne tax.



S . 10 Non resident companies

The Egyptian Law provides for absolute equality of 

taxation between Egyptian and foreign corporations according 
to S S . 14 and 111 of Law 157 of 1981. However? circumstances 
may differ in the case of a foreign corporation which is 

situated in Egypt or which carries on business in Egypt. 
Egyptian Law makes a distinction between two kinds of foreign 

corporations as follows:
(1) Foreign corporations which carry on business solely in 

Egypt;
(2) Foreign corporations whose activities extend to countries 
other than Egypt; in these cases there are difficulties in 
determining the amount of distribution liable to Egyptian 
income tax because the amount of distribution is decided and 
declared in the head office of the foreign corporation 

outside Egypt. Therefore? the Egyptian tax system provides 
that every foreign company whose activities extend to 

countries other than Egypt? its profit is liable to CT or 
commercial and industrial profits tax if it is a dependent 
establishment. The profits of an independent establishment 

are not liable to these taxes. Section 4 says:<25>
"The profits of an establishment operating in 

Egypt derived directly from activities 
practised abroad shall also be taxable unless 
such activities shall take the form of an 
independent establishment."



Discrimination between domestic (resident) and (non-resident)
foreign s h a r e h o l d e r s

A se r i o u s  p o l i c y  que s t i o n  a r i s e s  over the treatment of 

e a r nings d i s t r i b u t e d  to n o n - r e s i d e n t s .  The p r o b l e m  is not 

only a question of tax e q u i t y  between foreign and d o m estic  

shareholders? but a lso of the p o s s i b l e  effect on e c o nomic 

development of the taxes on corporate p r o f i t s  and dividends.  

Di v idend tax p o l i c y  must be g u ided by c o n s i d e r a t i o n s  of 

equity as well as by its ef f e c t s  on investment in the s o u r c e  

country. A  numb e r  of n a t i o n s  who do not tax d i v i d e n d s  paid 

to residents n e v e r t h e l e s s  w i t h h o l d  tax on d i v i d e n d s  p a i d  to 

n o n-residents. D e v e l o p i n g  c o u n t r i e s  w ith an u n d i s t r i b u t e d  

p r o f i t s — tax impose a c o m p e n s a t o r y  tax on d i s t r i b u t i o n s  to 

non-residents; otherwise? the sour c e  c o u ntry might u n d u l y 

s a c r ifice revenue that would? instead? a c c r u e  to the 

s h a r e h o l d e r ’s home countries. In the a b s ence of a tax on 

d ividends received by resident shareholders? a q u e s t i o n  of 

discri m i n a t i o n  might arise. Tax e q uity calls for a  tax on 

di s t r i b u t i o n s  w h i c h  does not d i s c r i m i n a t e  between foreign and 

domestic investors. The question of d i s c r i m i n a t i o n  might be 

resolved by tax treaties between the d e v e loping c o u n t r i e s  and 

the capital exp o r t i n g  countries.

The E g y ptian tax law n ow p r o v i d e s  for a b s o l u t e  e q u i t y  of 

taxation between E g y p t i a n  com p a n i e s  and foreign c o m p a n i e s  

acc o r d i n g  to SS. 14 and 111 of L a w  157 of 1981. F o r e i g n  

branches and do m e s t i c  firms in Egypt are now subject to the 

same corporation income tax. F o r e i g n e r s  not d o m i c i l e d  in



Egypt are onl y  subject to the tax on that part of their 

income which is realized in Egypt.

G e n e r a l l y  speaking? non r e s i d e n t s  of Egypt ought to be 

taxed on income a r i s i n g  in E g y p t . <:2<e>> Investment income 

should be taxed at as  high a  rate as  is consistent with 

economic d e v e lopment a nd international s t a ndards and s h ould 

be subject to withholding? s u b j e c t i n g  foreigners to the 

normal rate. S c h e d u l e s  d e s igned for residents m a y  be 

inappropriate for two reasons.

(1) The E g y p t i a n  rates of tax m a y  appe a r  p r o h i b i t i v e  to the 

foreigner? e s p e c i a l l y  if he comes from a country with a much 

higher st a n d a r d  of living than that of Egypt;

(2) Egypt w o u l d  n o r m a l l y  tax only a portion of the foreign

individual's total income? m a king it impossible to tax a 

foreigner on a  truly global basis. In deciding how to tax 

foreigners w o r k i n g  in Egypt on income d e r ived from 

b u s i n e s s — a c t i v i t y  in Egypt? the tax in many c a ses w o u l d  be 

creditable against taxes which are otherwise due in the 

foreigner's home country. By  imposing a tax on s a l a r i e s  

derived in Egypt? Egypt g e t s  some additional revenue w i t h  no 

loss in c o m p e t i t i v e  p o s i t i o n  and this tends to b a l ance out

the po s i t i o n  of c o u n t r i e s  with different a p p r o a c h e s  to

foreign income.
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C h a p t e r  Nine 

C o m p u t a t i o n  of Taxable P r o f i t s

9-1 Introduct i on

C o r p o r a t i o n  tax is c h a r g e a b l e  on the full amount of 

p r o f i t s  or g a i n s  of the co m p a n y  in respect of its trading 

a ctivities- But this is not to s a y  that the income of a 

c o m p a n y  is treated as a g r o s s  receipt? rather it is treated 

as a balance of receipts over the cost of obt a i n i n g  them- 

Therefore? to a s c e r t a i n  the qua n t i t y  of profit to be assessed 

for tax? there are four mai n  types of transactions which must 

be considered? namely:

1— the rule of compute taxable profits;

2- trading receipts;

3 — trading e xpenditure a l l o w e d  by statute; and

4- Where n e c e s s a r y  an a djustment of trading stock? debtors 

and creditors as at the beginning and the end- However? 

there is no general p r i n c i p l e  stating p r e c i s e l y  how the above 

items are to be treated in the ascer t a i n m e n t  of taxable 

profit- T his is where the ord i n a r y  p r i n c i p l e s  of commercial 

a c c o unting come in to p r o v i d e  the criterion by w h ich to judge 

whether an item should or s h o u l d  not be taken into account in 

d etermining profit.

Taxable p r o f i t s  include all trading r e c eipts of the 

company? non trading receipts? and capital gain s .  But 

before cons i d e r i n g  the v a r i o u s  types of r e c eipts it is 

important to deal first with the dist i n c t i o n  b e t w e e n  income



and capital to enable us to decide w h ich items s h o u l d  rank as 

trading r e c e i p t s  and w h i c h  as capital r e c e i p t s -  Thi s

ch a pter will d i s c u s s  c o n c e p t s  of taxable and b u s i n e s s  income?
, /

the r u l e s  for c a l c u l a t i n g  a c o m p a n y ' s  p r ofit for tax

purposes? e x p e n s e s  a l l o w e d  and d i s a l l o w e d  a c c o r d i n g  to 

E g y p t i a n  tax system? g a i n s  a nd l o s s e s  on fixed asset?

a c c o u n t i n g  m e t h o d  and CT? a c c o u n t i n g  p e r i o d  for CT? taxation 

of capital g a i n s  and losses? annual r e t u r n s  a nd tax p a y m e n t -

9-2 C o n c e p t s  of taxable and B u s i n e s s  Income

The d i f f e r e n c e s  between the c o n c e p t s  of taxable and

b u s i n e s s  income? important though they are? can e a s i l y  be 

e x a g g e r a t e d .  Indeed? by focusing a t t e n t i o n  on the 

d i f f e r e n c e s  rather than on the essential s i m i l a r i t i e s  of the 

two c o n c e p t s -  In this s e c t i o n  we start w i t h  a brief of the 

concepts- A t t e n t i o n  can be c o n c e n t r a t e d  on the p o i n t s  at 

which they d i v erge with less danger of over -emphasis on the 

d i f f e r e n c e s .

The E g y p t i a n  tax law has long r e c o g n i z e d  the fundamental 

d e p e n d e n c e  of the concept of taxable income upon a p p r o v e d  

a c c o u n t i n g  p r a c t i c e s . 4 1 * The basic p r o v i s i o n  of E g y p t i a n  Tax 

Code w i t h  respect to a c c o u n t i n g  m e t h o d s  lays down the 

following general rule- S e c t i o n s  34  to 3 6  are d e t e r m i n i n g  

the a b o v e  i deas

"A taxpayer shall submit a  r e turn r e p o r t i n g  

the amount of his p r o f i t s  or loss e s  a c c o r d i n g  

to this law... The taxpayer shall en c l o s e  w ith 

his return a c o p y  of trading and o p e r a t i n g



account? a cop y  of profit and loss account? a 

c o p y  of the latest ap p r o v e d  balance sheet and 

a list of d e p r e c i a t i o n s  effected by the firm 

w h i l e  s t ating the a c c o u n t a n c y  rules a p p l i e d  on 

the basis of w h i c h  the figures were s t a t e d  in 

such a return-.- In order to consider the

books? reg i s t e r s  and d o c uments kept by the 

taxpayer as being honest? true and in order as

regards the form? these shall be in c o n f o r m i t y

with the p r oper a c c o u n t a n c y  rules."

On a more s p e cific level? b u s i nesses are of course 

taxable on their income as m e a s u r e d  a c c o r d i n g  to the

legislation? either in the case of a trade? p r o f e s s i o n  or 

vo c a t i o n  as part of the total income of an individual or? as 

with a corporation? as an entity in itself- In both 

c a t e g o r i e s  the rules for the m e a s u rement of income are the 

same. N o w here in the s t a tute is b u s iness income or profit 

defined. What is to be included and what o m i tted from 

c omp u t a t i o n  is the subject of a few s t a t u t o r y  p r o v i s i o n s  and 

n u m e r o u s  decided c a s e s . <2> A receipt or payment is by its 

nature either capital or income; there are no a l l - e m b r a c i n g  

concepts- The q u e stion to be decided in each case w as

w h e t h e r  the p a y m e n t s  were to be a l l o w e d  as d e d u c t i o n s  in 

m e a s u r i n g  income; w h e t h e r  they were capital or income 

p ayment. In the case of Regent Oil Co- Ltd- v, S t r i c k <;s>? 

the p r o p r i e t o r  insisted on a form of tie? known as the 

l e a s e - s a l e - l e a s e  transaction? w h e r e b y  the p r o p r i e t o r  g r a n t e d  

the petrol c o m p a n y  a lease of the g a r a g e  for the p e r i o d  of



the tie in c o n s i d e r a t o n  of the payment of a lump s u m  p r e m i u m  

plus a nominal rent- On the same d ay the petrol co m p a n y  

sub-let the p r e m i s e s  back to the p r o p r i e t o r  for the same 

p e r i o d  as the lease less three days* and for a nominal rent - 

£1 per annuum. The s u b — lease c o n t ained the a p p r o p r i a t e  

co v e nants by the p r o p r i e t o r  to buy all his petrol 

re q u i r e m e n t s  from the s u p p l i e r s  during the term of the 

s u b — lease and p r o v i d i n g  that the s u p p l i e r s  could e n f o r c e  the 

covenant by re - e n t r y  and r e s t ricting the p r o p r i e t o r ’s right 

to part with the garage without ensuring that the a s s i g n e e  

was bound by the covenants. In this case it w as decided 

that the lump s um p r e m i u m  was inadmissable as an expense.  

But in the other c a s e <4) the lump s u m  was held to be 

deduct i ble .

Therefore* from the last two cases above* it is 

difficult to follow the reasoning behind these a p p a r e n t l y  

inconsistent dec i s i o n s  but it would s e e m  that the fact w h ich 

r eally d i s t i n g u i s h e d  the first case from the s e c o n d  wa s  that 

in the Regent Oil case the p a y m e n t s  were mad e  for the 

a c q u i s i t i o n  of interests in land w h ich were a s s e t s  of a 

capital nature.

It can thus be seen that there is no fundamental concept 

of income* profit or capital is g a i n e d  by re c o u r s e  to the 

courts.

Moreover* it has been e m p h a s i s e d  that the basic 

p r i n c i p l e  of income* to be taxable* must be m o n e y  or 

s o m e t h i n g  capable of being turned into money. However* 

there are three essential p r o b l e m s  to be overcome in tryng to
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define income. The first is that m o n e y  receipts m a y  arise 

from nu m e r o u s  s o u r c e s  other than income? they m a y  be gifts? 

inherited wealth? and so on. Secondly? they ma y  be b e n efits 

which are equivalent to income but they do not involve a n y  

receipt of cash? e.g.? an employee may be g i ven free 

accommodation? free meals? and free clothing by his employer. 

The third p r o b l e m  a r i s e s  from the income which m a y  be less 

than the g r o s s  amount. The p o s i t i o n  in this last respect 

tends to v a r y  a c c o r d i n g  to type of income involved.

With regard to these p r o b l e m s  P r o f e s s o r  Lewis M. saids <=s>

"The basic p r o b l e m  of identifying income can 

be more difficult? where? say? a p e r s o n 

r eceives some a d v a n t a g e  which does not appear 

to be income in an immediately r e c o g nisable 

form. For instance? if an employee is

pro v i d e d  with rent-free living a c c o m m o d a t i o n  

by his employer under the terms of his 

contract of employment it may be asked w h e t h e r  

the value of the rent-free a c c o m m o d a t i o n  

r e p r e s e n t s  "income" in the hands of the 

employee and? if so? by what means is such 

income to be measured. It is thus ap p a r e n t  

that (i) it is difficult to arrive at a 

co m p r e h e n s i v e  definition of income and? in 

m a n y  instances? to identify income? and (ii) 

even where income can be cl e a r l y  identified it 

is not alwa y s  easy to m e a sure that income 

unless certain rules are applied."



So? the income is not only money actually received but 

may also include money’s worth. In the case of Tennant v. 

Sm i t h Lord Holsbury said.<<5>>
“1 da not deny that if substantial things of money value 

were capable of being turned into money they might for the 
purpose represent money’s worth and be therefore taxable."

According to the British tax system? income tax is 

levied on the basis of a system of schedules of income from 
various sources. Thus? Sched. E deals with employment 
incomes? Sched. A addresses real and other payments in 
respect of the use of land and Sched. E» taxes income from 

trades and professions? as well as certain other amounts with 
respect to business and professional income? Sched. D 

provides simply that tax is charged in respect of the annual 
profits or gains arising or accruing to any person residing 

in the U.K. from any trade? profession or vocation whether 

carried on in the UK or elsewhere.<7) There are several 
specific statutory rules to deal with some items such as bad 
debts? capital al1owance? inventory? and expenses.

English jurisprudence establishes clearly that profit 

for tax purposes in the UK is to be determined in accordance 

with the ordinary principles of commercial accounting. Lord 

Holsbury in the case of Gresham Life Assurance Society v. 
Styl es? stated: < ® >

"Profits and gains must be ascertained on ordinary 

principles of commercial trading."

Also in the case of Odeon Associated Theatres Ltd. 

v. Jones? Slamon L.J. stated that: <<?>
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"...in order to a r r i v e  at the profit for tax 

p u r p o s e s  in a n y  p a r t i c u l a r  year? the courts 

will follow the e s t a blished p r i n c i p l e s  of 

sound commercial a c c o u n t i n g  unle s s  they 

conflict with the law as laid down in a ny 

statute."

The general rule that profit is me a s u r e d  in a c c o r d a n c e 

with a c c o u n t i n g  p r i n c i p l e s  is also subject to another 

exception. W h e r e  o r d i n a r y  commercial p r i n c i p l e s  conflict 

with the p r i n c i p l e s  of income tax laMJ? they must yield to the 

latter when com p u t i n g  p r o f i t s  or g a i n s  for tax p u r poses. In 

the case of B.S.C. F o o t w e a r  Ltd. v. R i d a w a v ? L o r d  Reid 

s a i d : <xo>

"The a p p l i c a t i o n  of the p r i n c i p l e s  of 

commercial a c c o u n t i n g  is? however? subject to 

one w e l l - e s t a b l i s h e d  n o n — s t a t u t o r y  p r i n c i p l e . 

Neither profit nor loss ma y  be a n t i c i p a t e d .

A trade m a y  have made such a good contract in 

year one that it is v i r t u a l l y  certain to 

p r o d u c e  a large profit in year two. But he 

cannot be required to p a y  tax on the profit 

until it a c t u a l l y  accrues."

Although? it is clear that the profit for U K  tax

p u r p o s e s  is d e t e rmined by reference to a c c o u n t i n g  p r i n c i p l e s  

and practices? the p r e c i s e  r elationship between a c c o u n t i n g  

p r i n c i p l e s  and income tax la w  is still unclear. In one

view? the function of the codes is to d e t e r m i n e  the

a p p r o p r i a t e  a c c o u n t i n g  p r i n c i p l e s  as a matter of fact; such



accounting evidence is then conclusive of the tax issue 

unless there is an overriding statutory provision or 
principle of income tax law. On the other view* the 
accounting evidence is treated like any other evidence which 
is relevant to the matter under issue. The question of the 

profit of the business however? is one of lau; for the court. 
Accordingly? it may accept or reject accounting principles 
and practices. The best example of this approach is found 
in the reasons for judgement of Pennychurch? V.C. in the

Court of Appeal in the Odeon Associated Theatres case.{11>
As mentioned above? the net profit shall be computed 

upon the basis of the taxpayer's annual accounting period in 
accordance with the method of accounting regularly employed 

in keeping the books of such taxpayer; but if -the method
employed does not clearly reflect the income? the computation 

shall be made in accordance with such method as in the
opinion of the Inspector does clearly reflect the income.

The differences between the concept of taxable income 
and business income are both numerous and important. Most 
of them may be grouped into three broad categories:
(1) differences in the timing of various income and expense 
items. For example the tax requirement that prepaid rent 
received must be included as income in the year when

received? while under accounting method (on an accrual base) 
though the rent is a single payment covering several years 
use; < 1=2>



(2) d i f f e r e n c e s  a r i sing from the use of su r p l u s  c h a rges and 

credits for bu s i n e s s  p u r p o s e s  which are not a c c e p t e d  for tax 

purposes. In d e t e rmining taxable income s u b s t a n t i a l l y  all 

gains and losses as well as income and expense items are 

taken into account and subject to CT or commercial and

industrial p r o f i t s  tax» <13> though certain types of gain and 

loss m ay be treated in special ways. The d i s t i n c t i o n  

between business and taxable income ar i s i n g  from the

disallowance of s u r p l u s  credits and charges for tax p u r p o s e s . 

For example? in some cases of bad debt do not deduct from

taxable profit in the term of taxation? while they deduct 

from profit in the term of acount ing? also certain c h a r g e s  

including certain taxes? fines and p e n a l t i e s  are 

n o n — deductible in the tax term? but are d e d u c t i b l e  under 

a c c o unting term. C e r tain charges are d e d u ctible o nly in 

a cco r d a n c e  with sp e c i f i c  rules. For example? in the case in 

relation to r e m u n eration paid to employees;

(3) another s e r i o u s  difference between taxable income and 

business income a r i s e s  from legislative a c t i o n  to p r o v i d e

special % treatment for certain types of income in the

computation of taxable income; for example? the r e q u i r e m e n t  

that only s p e c i f i e d  p e r c e n t a g e s  of capital g a ins and l o s s e s  

be included in taxable income? the limi t a t i o n  on capital loss 

deductions? the partial or complete e x e m ption of the interest 

on certain government bonds? the partial credit for d i v i d e n d s  

received by corporations? and the e x t r a o r d i n a r i l y  g e n e r o u s  

d i s c o v e r y - v a l u e  and perc e n t a g e  d e p letion a l l o w a n c e s .  The 

p r o v i s i o n s  for the c a r r y — forward of net ope r a t i n g  l o s s e s



should perhaps also be mentioned.

9.3 Rules for calculating a company's profits
The Egyptian tax is due on “the net profit which arises 

from all the activities whether in the nature of the firm? 
including fixed asset disposals or whether in the course of 
carrying on the trade? or in the course of closing it down". 

In other words the net profit is the difference between the 
value of the net asset at the beginning and the end of the 

accounting period? as mentioned earlier? less amounts 

introduced and plus amounts withdrawn during the period by 
the proprietors.

The first approach for determination of net income is 

more descriptive but the second is more precise? and it is on 

the basis of the second approach that the courts*1^* have 
ruled that taxable profits include passive profits not 

arising from actual trading? but from? for example? evictions 
and compulsory purchases. Although in principle all 
profits? including the gains on fixed asset disposals? are 

taxable? neither profits nor capital gains are taxed unless 

and until they are either realised or treated as realised in 
the accounts.

Although accounting principles form the basis for 

arriving at taxable profit? there are a number of respects in 

MJh i ch the taxable profit and the accounting profit will 
differ in the following matter:
(a) certain charges including certain taxes? fines and 

penalities are non—deductible;



(b> certain charges are deductible only in accordance with 
specific rules. This is the case in relation to certain 
provisions? and also in relation to remuneration paid to 
controlling directors? and to depreciation;

(c) conversely? certain amounts credited in accounts are not 

subject to taxs <15> for example foreign profits? are only 
partly taxable? for example dividends from subsidiaries.

This di fference between tax profits and accounts profits 
has led to the expression “autonomy of tax law" which is used 

to underline the way in which tax law and commercial law have 
departed from each other. However? for measuring the profit 
of each accounting period the concept that the tax is an 
annual tax is fundamental? and every item of income and 
expenditure must be allocated strictly to the period to which 

it relates. <1<S) This rule is particularly significant in 
relation to depreciation. It is very important to know that 
there are two necessary conditions for an asset to be the 

object of depreciation (amort isat i on): it has to be a fixed

asset? and it has to be one which loses its value. Hence 

land cannot be the object of depreciation. The first 
requirement for the deduction of depreciation is that it 
should be booked in the accounts. Not only must 

depreciation be booked if it is to be claimed? but in 
addition if not booked it will be lost; that is to say that 
if accumulated depreciation booked at any time falls short 

of the maximum straight line depreciation allou;ed by law? the 
excess will not be allowed in a later period.<iy>

As mentioned in part one? depreciation must be calculated



by reference to historical cost? even where replacement costs 

are very much higher as a result of inflation.<le> 

Moreover we shall discuss in more detail the following 
po i nts =

(1) G r o s s  trading prof i t  which is the d i f f e r e n c e  between 

s a l e s  and purchases? a d j u s t e d  for o p e ning a nd c l o s i n g  stock? 

less m a n u f a c t u r i n g  c o sts w h ere a p p l i c a b l e .  S a l e s  and 

p u r c h a s e s  are a c c o u n t e d  for on a "date of invoice" basis 

irrespective of w h e t h e r  payment has been r e c e i v e d  or made as 

the case m a y  be. In the case of contract? a c o n tract sale is 

b i nding as soon as the p a r t i e s  have r e a c h e d  a g r e e m e n t .  

H o w e v e r  for a c c o u n t i n g  purposes? no a c c ount is taken of the 

debt by either vendor or p u r c h a s e r  until s u c h  times as the 

p u r c h a s e r  has control over the g o o d s  and c a r r i e s  the risk of 

their 1 o s s .

A s s e t s  w h ich are held for the p u r p o s e  of resale? either 

in their p r esent state or after p r o c e s s i n g  of s ome sort? are 

r e g arded as trading stock. Such a s s e t s  can of course

include immovable p r o p e r t y  in the case of a c o m p a n y  w h ose 

object is the a c q u i s i t i o n  or c o n s t r u c t i o n  of b u i l d i n g s  w i t h  a 

v i e w  to their resale. P a c k a g i n g  m a t e r i a l s  are also

c o n s i d e r e d  as stock except such m a t e r i a l s  w h i c h  a re c h a r g e d  

out to c u s t o m e r s  and remain the p r o p e r t y  of the enterprise? 

in w h i c h  case they are treated as fixed a s s e t s .  S t o c k  a lso 

includes c o n s u m a b l e  s t o r e s  of v a r i o u s  k i nds including 

lubr i c a n t s .  Under both the a c c o u n t a n t ' s  p r i n c i p l e s  and 

E g y p t i a n  tax law trading stock is v a l u e d  at cost p r i c e  or at 

market value if this is less.



The cost of g o o d s  m a n u f a c t u r e d  will include raw material 

costs p l u s  direct c h a rges and an appr o p r a i t e  uplift for 

ove r h e a d s  d i r e c t l y  a t t r i b u t a b l e  to the m a n u f a c t u r i n g  side of 

the business; o v e r h e a d s  a t t r i b u t a b l e  to sales? for example? 

must be excluded. While the cost of g o o d s  p u r c h a s e d  will 

include the p u r c h a s e  price? plu s  incidental e x p enses of 

acquisition? including freight? handling insurances? and so 

o n .

(2) A c c e s s o r y  profits: As well as gross trading profit all

other p r o f i t s  of the c o m p a n y  are taxable? including p r o f i t s  on 

fixed asset disposals? rental income? interest? g u a r a n t e e  

payments? deposits? div i d e n d s  etc. but in the case of a ny 

income which w as subject to other tax? 90% of the taxable

income is deducted from total p r o f i t s  to avoid economic double

taxat i o n .

(3) Expenses: The tax deductible expenses are d i vided into 

the following groups:

(i) O v e r h e a d  expenses? i«e:

(a) e x p e nditure w h ich does not create an asset? and w h i c h  

has the result therefore of reducing the net a s s e t s  

employed in a bu s i n e s s  and;

(b) expe n d i t u r e  on a s s e t s  which do not last more than a

y e a r .

Two other r e q u i r e m e n t s  for d e d u c t i b i l i t y  of e x p e n s e s  are 

that they shou l d  be incurred in the normal running of the 

business? for the p u r p o s e s  of the business? and that they 

s hould be s u p p o r t e d  by s u i table evidence that they have been 

incurred. To be d e d u ctible for tax pu r p o s e s  o v e r h e a d
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expenses must meet the following requirements:
(i) the c o m p a n y  must be able to p r ov e by the p r o d u c t i o n  of

a p p r o p r i a t e  v o u c h e r s  that the ex pense has a c t u a l l y  been 

incurred;

(ii) the c o m p a n y  must est ab li sh that the ex p e n s e  wa s 

incurred for the pu rp os e of car ry in g on the business;

(iii) the e x p ense s must be incurred in the normal c o urse 

of car ry ing on the bu siness and not for some illegal

pu rp os e or a p u rp os e w h i c h  is c o n t r a r y  to publi c po l i c y .

(iv)in rel at ion to depre c i a t i o n  there are two c o n d i t i o n s  which are 

n e c e s s a r y  for an asset to be the object of d e p r e ci ation:  it

has to be a fixed asset? and it has to be one u.»h i ch lose s its 

value. Therefore? land cannot be the object of d e p r e c i a t i o n .

Moreover? the sa l a r i e s  and w a g e s  paid to s t a f f  are 

n o r m a l l y  d e d u c t i b l e  expenses? and this includes a n c i l l a r y  

p a y m e n t s  as well as ben ef its in kind? but the r e m u n e r a t i o n  

paid to e m p l o y e e s  is dissalloujed if it exceed s the s a l a r i e s  

of three m o n t h s . <zo> The Tax Code p r o v i d e s  that r e m u n e r a t i o n  

paid is deductible? for tax p u r p o s e s  only? up to the limit of 

three m o n t h s  s a l a r i e s  of employees.

In general the rule is that all taxes are d e d u c t i b l e  

(include the w a g e s  tax? land tax pai d in r e l a t i o n  to 

p r o p e r t i e s  forming part of the bu si ne ss fixed as se ts..) 

except those w h ich are e x p r e s s l y  disallowed e.g? c o m m e r c i a l  

and industrial pr o f i t s  tax and c o r p o r a t i o n  tax.

The first obj ec tive of the tax inspector is to s a t i s f y  

hims elf  that the ex pe nditure has a c t u a l l y  taken p l a c e .  The 

secon d object is to v e ri fy  that the e x p e ndit ur e has been



125.

incurred for the purposes of the business.
However? whe n  ta xpayers have failed to declare a n y  of the 

above ex p e n s e s  this involves their d i s a l 1owance for CT 

purp os es .

Gains and L o s s e s  on Fi xe d A s s e t s

Th er e is a capital gain where the value of a fixed asset 

ex ce eds its book value? afte r d e p r e ciation  whe re ap plicable?  

and capital loss w h e r e  the opposi te  is the case. ! Capital 

g a ins and lo ss es  can be:

(1) latent or potential where the di ff erence  is not b o oked in 

the accounts? or

(2) es ta b l i s h e d  or declare d where the differ ence is booked? or

(3) re alise d whe re the asset has ben sold or t r a n sferr ed  to 

another company.

A c c o r d i n g  to the first approach? unbooked in the 

accounts? estimat ed  g a ins or losses relati ng to other a s s e t s  

and l i a b i l i t i e s  m ay not be taken account of. In the second? 

g a ins or losses  will therefore g e n e r a l l y  be d i s a d v a n t a g e o u s  to 

book an u nr ea lised  profit unless  there are lo sses brought 

forward and about to expire? in whi ch case they can be used up 

by a reva l u a t i o n  of fixed asse t s  giving a higher base for a 

future d e p r e c i a t i o n . In the last one these g a i n s  or losses 

ari se on actual disposal both v o l u n t a r y  and c o m p u l s o r y  and the 

rules re latin g to these are? when an industrial or com mer ci al  

est ab li shment  s e l l s  part of its fixed assets? the p r o c e e d s  

re ali se d will g e n e r a l l y  exceed the book value of the a s s e t s  

concerned.  Thi s  profit differs from normal trading p r o f i t  in



the se ns e that it is of an isolated nature? it is g e n e r a l l y  

r e i n ve st ed in the b u s i n e s s  and it freq uen tly a r i s e s  to a 

large extent from inflation. For these reasons g a i n s  

a r i sing on fixed asset d i s p o s a l s  are liable to C T  or 

commercial and industrial p r o f i t s  tax.

9 .4  T a x a t i o n  of capital ga ins and losses

The key issues in the treatment of d i s t r i b u t i o n s  und er 

c o r porate tax d e p e n d s  on the treatment aff or ded capital g a i n s  

on s t oc k and bu s i n e s s  asset transfers. The issue of capital 

ga in s is cl o s e l y  re lated to the issue of the c o r pora te  tax. 

If p r e f e rential  treatment is to be given to capital gains? 

the treatment of d i s t r i b u t i o n  becomes ver y complex. Thus? 

not m uch  can be done about the corp or ation  tax until the 

capital g a ins issue is at least te nt atively decided.

The present pr a c t i c e  is one of taxing capital g a i n s  

which m a y  be c l a s s i f i e d  as bu s i n e s s  p r o f i t s  at regular rates .

Far casual capital gains? the following three m e t h o d s  

must be considered:

(1) Full taxation of all gains;

(2) Full taxati on of capital g a in s from busi ne ss and pa rt ial  

taxation of casual capital gains. Thi s meth o d  m a y  be 

su p p o r t e d  by a d m i n i s t r a t i v e  c o n s i d era ti ons.

(3) Same as <2) a b ove except that deferral on g a ins w o u l d  be 

permitted? w h ere  those g a i n s  are realized on s t o c k - m a r k e t  

tr an sa ctions  and are re— invested in the stock market.

On e of the a l t e r n a t i v e  m e t h o d s  to p r ov ide a p r e f e r e n c e



127.

for casual s a l e s  of stocks? agr icu ltura l land a nd  personal 

r e s i de nc es in the new law s h ould be outlined.

Capital ga in s are tr a d i t i o n a l l y  taxed o n l y  when  

real i z e d . <1ZX y This traditional rule is s u p p o r t e d  by

a d m i n i s t r a t i v e  c o n s i d e r a t i o n s  and some po pu lar view s of 

fairness. It produces? nevert hel ess? s i g n ific an t econom ic  

d i s t o r t i o n s  and un fairl y low tax bu rd ens on p e r s o n s  with 

substa nti al u n r e a l i z e d  gains.

It is suggested? therefore? that Egypt c o n s i d e r s  ma ki ng 

ac crued  but un r e a l i z e d  g a i n s  taxable at the death  of the 

t a x p a y e r .

The p o s s i b l e  a p p ro ac h to the taxation of capital gains? 

relatin g to the treatment of casual gain s and investment 

gains? is full taxation of all capital gains at the time of 

sale; all s a l e s  at exc ha nge of property? how eve r arranged? 

would be su bje ct to tax at normal rate. This a p p r o a c h  is 

s u p p or te d by the E g y ptian Tax A d m i n i s t r a t i o n .
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Basis of Assessment

The bas is of as s e s s m e n t  is the income of the year 

pr e c e d i n g  the year of a s s e ssme nt  or during the pe riod of 

twelve m o n t h s  when  its r e s ults shall be taken as basis of 

latest balance sheet? that is to say? the p r e v i o u s  ye ar's 

income. The year of ass e s s m e n t  is the year to De c e m b e r  3 1 s t . 

In other w o r d s  c o r p oratio n tax is c a l c ul at ed and cha rged on 

c om pa nies income s e p a r a t e l y  for each year of assessment? 

run nin g from lst_ Jan. in one year to the 31s_t_ Dec e m b e r  in the 

next year.

9 .5 D e d u c t i o n s  Al lo wed

In com pu ti ng the amount of the p r o f i t s  to be ch arg ed 

under Tax L aw  N o . 157 of 1981? one is al lo wed to deduct any 

sum s which  are sub ject to v a rious special rules. On l y  

exp en ses of a revenue natur e are deductible? however? and 

these must be dist i n g u i s h e d  from capital expendi t u r e . <22>

E g y pt ian tax Law a l l o w s  for the de d u c t i o n  of all 

o r d in ar y and n c e s s a r y  e x p en se s pai d or incurred in c a r ry in g 

on a ny trade or business. Gen erally? an expe nse is o r d i n a r y  

if it is co m m o n l y  incurred in tax pay er 's bus in ess. The 

e xp ens e must be di re c t l y  conne ct ed with? or pe r t i n e n t  to? the 

ta xpayer' s busin ess.

The general p r i n c i p l e  for d e d u c t i o n s  from g r o s s  income 

is set out in the st at ut e as all la sses and o u t g o i n g s  to the 

extent to w h ich they are incurred ir» ga i n i n g  or p r o d u c i n g  the



as s e s s a b l e  income or are n e c e s s a r i l y  incurred in ca r r y i n g  on 

a b u s iness for the pu rpose of g a i n i n g  or p r o d u c i n g  such 

income. The folowing are exa mp les of cu r r e n t l y  d e d u cti bl e  

busin e s s  ex p e n s e s  acc o r d i n g  to Eg y p t i a n  Tax Law.

— Rent and p r e m i u m s  in respect of land and b u i l dings occupied 

for the p u r p o s e s  of acq u i r i n g  p r o f i t s  whether suc h pr e m i s e s  

are owned by the c o m pan y or hired from third party;

— E x p e n d i t u r e  on repair of premises? plant? m a c h i n e r y  and 

fixture s and for the renewal? repair or a l t e r a t i o n  of such 

items used in ac q u i r i n g  profit;

— Bad debts? but doubtful debts are disallowed? any 

re c o veries  being treated as income when received;

— C o n t r i b u t i o n s  paid to the government? local a d m i n i s t r a t i o n  

rule units and general o r g a n i s a t i o n s  without limi ted  amount;

— C o n t r i b u t i o n s  and s u b s i d y  paid to Egyptia n c h a r it able 

o r g a n i s a t i o n s  and social ins titutions reg is te red and made 

n o t a r y  of the p r o v i s i o n s  of laws org an ising them in a d d i t i o n  

to education  and hospital institutions under gov ernm en t 

control for a m o u n t s  not excee di ng 7% of the net profit;

— Real d e p r e c i a t i o n s  ef fe cted as c u s t o m a r y  a c c o r d i n g  to 

tradition and the na tur e of each industry or commerce;

— A l l o c a t i o n s  made to meet cert ain  losses or certain 

financial bu rd ens which are sure to take pl ace but not in 

s p e c i f i e d  a m o u n t s  p r o vi de d that such a l l o c a t i o n s  shall be 

registerd  in c o m p an y's a c c o u n t s  and that they shall be 

utilized in the pu r p o s e s  for whi ch they shall be a ll ocated . 

The total annual a l l o c a t i o n s  shall not exceed 5 %  of the net 

profit of the c o m p a n y .<25>
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Trading expenditure

Co r p o r a t i o n  tax is c h arg ed  not on the total of prof it of 

the C o m p a n y  hut on “ the full amount of the ba la nce of the 

p r o f i t s  or gain s" whi ch are ar r i v e d  at by de d u c t i n g  the 

ex pen s e s  involved in obtai ni ng the income. It therefore 

be comes  n e c e s s a r y  to ex ami ne more  c r i t i c a l l y  the q u e st ion of 

trading e x p e nd iture  in relatio n to c o r p oration  tax. The 

ex press io n was de sc ribed in the case of C o l t n e s s  Iron C o m p a n y  

v. Black "Somet hing ve r y  diffe rent from the am ount of net 

p r o f i t s  of the year which woul d a p pe ar in the o r d i n a r y  annual 

ba lance sheet of trading c o m p a n y " . <2e) T r a ding  e x p e n s e s  are 

ded uc ti ble if the following con d i t i o n s  are s a t i sfied.  First 

of all? the exp en se s must be of revenue and not of a capital 

nature; secondly? the e x p ense s must be incurred w h o l l y  and 

e x c l u s i v e l y  for the p u r p o s e s  of the trade; and finally? they 

must not be s p e c i f i c a l l y  p r o h i b i t e d  by leg is lation.  In 

fulfil lin g these con d i t i o n s  due regard must be paid to the 

o r d in ary p r i n c i p l e s  of commercial acco untin g.

The first hurdle to cross? therefore? is to identify the 

nature  of e xp en ditur e and this is w h ere  a ma jor p r o b l e m  

arises? for c o n s i de rable d i f f i c u l t y  is quite often 

e x p e ri en ced in d e t e r mining w h ethe r an expense is of a re ve nue 

nature? which is allowable; or a capital nature? w h i c h  is 

n o t .



9.6 Expenses to be disallowed

T h i s  s e c t i o n  li st s the mai n items under this heading:

(1) S u m s  set a s id e for a general r e s e r v e  w h i c h  co ver s

pr o b a b l e  losses;

(2) C h a r i t a b l e  d o n a t i o n s  w h i c h  are p a i d  to social w e l f a r e  

o r g a n i z a t i o n s  a p p r o v e d  by the Gove r n m e n t ?  h a vi ng  their

h e a d q u a r t r s  o u tside Egypt;

(3) C o r p o r a t i o n  tax p aid by the company;

(4) F i n e s  a n d  legal c o s t s  for court c a ses

(5) The c o s t s  of tax a p p e a l s  (normal a u di t fees are

deduct i b l e ) ;

(6) D o n a t i o n s  w h ich are p aid to social c h a r i t i e s  or w e l f a r e  

o r g a n i z a t i o n s  a p p r o v e d  by the g o v e r n m e n t s  a nd ha vi n g  their 

h e a d q u a r t e r s  in Egypt. If the p a y m e n t  is mo r e  than 7 %  of 

net pr ofi t then the s u r p l u s  is disallowed;

(7) C o m p e n s a t i o n  paid to e m p l o y e e s  of the C o m p a n y  w h i c h  

e x c e e d s  3 m o n t h s  sal ar i es; and

(8) A n y  e x p e n s e s  d i r e c t l y  r e l ate d to non ta xab le income

Income e x e m p t e d

Income ex e m p t e d  includes:

1. P r o f i t s  from p r o j e c t s  for land r e c l a m a t i o n  ar e e x e m p t e d  

from c o r p o r a t i o n  tax as follows: <=<3>

a) The c o m p a n i e s  w h i c h  were e s t a b l i s h e d  a f t e r  issuing 

Tax L a w  No. 157 of 1981 were e x e m p t e d  from c o r p o r t i o n  

tax for ten years;
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b) C o m p a n i e s  e x i s t i n g  before the issuing of Tax L a w  No. 

157 but their land is u n p r o d u c t i v e  w e r e  e x e m p t e d  from 

C o r p o r a t i o n  tax for five years;

c) C o m p a n i e s  e x i s t i n g  bef ore issuing Tax L a w  N o . 157 of 

1981 w h o s e  lan ds we r e  p r o d ucti ve ? w e r e  e x e m p t e d  for 2 

y e a r s .

2. F r a n k e d  p a yme nt  equal to s h ar e bond interest is e x e mpte d

from c o r p o r a t i o n  tax if: <2S>

(i) 9 0 %  of the c o m p a n y  capital is invested in s h are bond; 

(ii) S h a r e  bond interest was  s u b j e c t e d  to other tax in the 

sa me  a c c o u n t i n g  period?

3. F i s h i n g  and p o u l t r y  p r o j e c t s  a re  e x e m p t e d  from

c o r p o r t i o n  tax as follows:

(i) C o m p a n i e s  w h ich e x i st ed  whe n  the L a w  N o . 46 of 1976 

w as in o p e r ation  s h o u l d  be e x e m p t e d  from full 

p e r i o d  of three y e a r s  as s t a t e d  by that law;

(ii) C o m p a n i e s  w h ic h were e s t a b l i s h e d  a f t e r  the issuing of 

the Tax L aw N o .46 of 1976 s h o u l d  be e x e m p t e d  from 

C o r p o r a t i o n  Tax for a p e r i o d  of five y e a r s . <aso>

4. A lump s u m  equal to a p e r c e n t a g e  of the capital paid?

w h i c h  s h o u l d  not ex ceed the interest of a  s i m i l a r  capital 

from a depo sit a c c o u n t . <31>

5. Pr ofi t de r i v e d  from s h a r e s  or q u o t a s  o b t a i n e d  by the 

c o m p a n i e s  s t i p u l a t e d  under S . Il l of L a w  157 ag a i n s t  w h i c h  

su c h  c o m p a n i e s  shall submit in kind or in cash in the 

for ma ti on of an o t h e r  s h a r e - h o l d i n g  compan y? p r o v i d e d  the 

a f f i l i a t e d  c o m p a n y  shall have pa i d  on its p r o f i t s  the tax 

imposed the p r o f i t s  of c o r p o r a t i o n s  or shall be e x e m p t e d
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from i t .<32>
6. P r o f i t s  of B e e — b r e edi ng  e s t a b l i s m e n t s .

7. P r o f i t s  of industrial c o m p a n i e s  w h ic h were esta blished  

a f t e r t h e  e n f o rc ement of L a w  157 of 1981 and empl oying  

fiftyor more  wo rke rs.

In order to get the e x e m p t i o n s  ab ove the co m p a n y  s h o u l d  

have honest books? d o c u m e n t s  and a c c o u n t s  whi ch shall be 

regular in form a c c o r d i n g  to pro p e r  a c c o u n t a n c y  rules and 

shall be o b s e rving  the a c k n o w l e d g e d  cus tom s and p r i n c i p l e s  in 

this respect in a m a nner as will ex pre ss  the true financial 

standing of the firm.
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9.7 Capital and Revenue Expenditure Examined

A number  of different c r i t e r i a  have been p r o p o u n d e d  in 

de cid ing what these two items mean an d what the dist i n c t i o n  

is between them. Yet at the end of the day it is still not 

possible  to p r o vide an a l 1— em br acing de finition of capital 

and revenue expe n d i t u r e  w h ich  will once  and for all c l e ar ly  

bring out their di st i n c t i v e  features.

The p r o b l e m  is that the two terms cover such a 

m u l t i f a r i o u s  a r e a  that it is e x t r e m e l y  difficult to p r o v i d e  a 

single d e f i nition that will take care of all d i m e n s i o n s  of a 

subject which is bec om ing more  and  more s o p h i s t i c a t e d  and 

complicated.

D e t e r m i n a t i o n  of capital e x p e n d i t u r e  may be a di fficult 

task because of d i f f e r e n c e s  in me a n i n g  that may arise be cause  

of the varied con te xts in w h ich the terms may be used. The 

question? reve nue expenditure? or capital expenditure? is a 

question whic h is being r e p e a t e d l y  a s ked  by men of business? 

by a c c o u n t a n t s  and by lawyers. In m a n y  cases the a n s w e r  is 

easy? but in others it is not. Peter W h i t e m a n  has 

s t a t e d . <33>

"One of the most difficult  and fundamental 

p r o b l e m s  in income tax is to d i s t i n g u i s h  

between revenu e and capital p a y m e n t s .  

Ce r tai n e x p e n ditu re  can quite e a s i l y  be 

de s i gnated  as either of a revenue or capital 

nature? but there is a twilight a r e a  in 

be tw ee n where it is impossible to pred ict with



a n y  c o n f i d e n c e  w h e t h e r  the judi cia ry would

a t t r i b u t e  such p a y m e n t s  to revenue or capital 

ac c o unt."

In the light of the d i s t i n c t i o n  between capital and

revenue e x p e n d i t u r e  I shall attempt to examine the following

cri ter i a= ■

(1) The capital e x p e n di tu re is s o m eth in g that is goi ng  to be 

spent once and for all? whi le income expe nd iture is s o m e ­

thing that is g o ing to recur eve ry year.

(2) Whe re an e x p e ndit ur e is made? not only once and for all? 

but with a v i e w  to bringing into existence an asset for the 

enduring benefit of trade? this expen dit ure is treated as a 

capital expe n d i t u r e  not revenue expendit ure .

(3) An expe n d i t u r e  for obtai ni ng actual capital asset or

creat ing  a n ew asset will be capital expenditure?

e.g. an e x p e nd iture on ob ta ining a new charter to giv e a 

c om pan y an improved a d m i n i s t r a t i v e  capital ex pe n d i t u r e

because no new or actual asset is created.

(4) An e x p e n d i t u r e  could be incurred on an existi ng  capital 

asset to enhance s u b s t a n t i a l l y  its value and this is c l e a r l y  

a cap i tal expen d i ture «

(5) For d e t e r m i n i n g  the d istinc ti on between capital and

revenue e x p e nd it ure it is n e c e s s a r y  to know:

(a) the natu re of the payment;

(b) what is to be obt ai ned by the payment; and

(c) in what mann e r  what is obtained is to be used? relied 

upon or e n j oy ed?

The Eg y p t i a n  C o u r t s <34) defined the capital e x p e n d i t u r e  as
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the ne w as se ts which are bought by the firms or when the 

firms exis ten ce on as sets for enduring benefit? while 

exp endit ur e which is spent to raise pr of its and that is going 

to recur every year is an income expendit ure.

Lord Dunde r d isting ui shed between them by saying:

"That in a rough way it was not a bad 

cri te rion  of what is capital exp end it ure as 

against is income expenditure? to say that

capital ex pe nditure is a thing that is going 

to be spent once and for all and income 

e xp en diture  is a thing that is going to recur 

every year."

The di st i n g u i s h  between capital expe nd iture and revenu e 

e xp en dit ure is very important to arrive  at the true b u s iness 

result. A ny  confusi on between them which tends to m a g n i f y  

or to diminish the pr ofits in the balance sheet c r e at es a 

faulty balance sheet. For instance? if the co m p a n y  tre ated 

the revenue ex pe nditure as capital expe nd iture then the 

profit will increase and any di str i b u t i o n  will come from 

the cap i tal .

In the pr a c t i c e  some expen diture is by its n a tu re a 

capital expenditur? but the co mpany obliged to co ns ider it as 

a capital expe nd itur ma y be bec ause the expe n d i t u r e  is too 

small or ha rdl y to make d i stingui sh ed between them. So the 

Egy pt ian tax office acc epted that idea. For example? if a 

sum is spent on an advertisement? taht sum ma y be used to 

reduce the taxable profit over one year if the amount is 

small or more usually over 3 — 5 yea rs if the amount is
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1 arge . >

9.8 Accountancy principles and corporation tax law
As has been said earlier? without a c c o u n t a n c y  p r i n c i p l e s  

it wou ld be very difficult to a s c e r t a i n  the taxable p r o f i t s  

o f corapani e s .

When income tax was introduced there was no s y s t e m a t i c  

ac countin g so that income tax was of n e c e s s i t y  imposed on the 

balance of the annual revenue receipts over revenue p a y m ents. 

This was consider ed inequitable in the sense that it did not 

reveal the true economic prof it. It therefore became

essential to develop a s y s t e m  that could ensure the p r op er

meas ure ment of profit. Hence this gave rise to the

development of a cc ou nting theory and pr ac ti ce as a s y s t e m  to

facilitate the me as uremen t of taxable p r a f i t <3<f>>

In fact? the courts? in the abse nce of s t a t u t o r y

g u i d eline s for the mean suremen t of taxable profit? were quick 

to rec ognise a c c o u n t a n c y  p r i n c i p l e s  once they became

establis hed . Lord President Clyd e s a i d . <37r>

"In co mputing the balance of p r o fi ts  and g a ins 

for the purp ose  of income tax? or for the

purp ose  of E x cess P r o fits Du t y  two general and 

fundamental c o m m o nplac es  have always  to be 

kept in mind. In the first place? the

pr ofits  of any p ar ticula r year or a c c o u n t i n g  

period must be taken to consist of the 

di ffe rence between the rec ei pt s from the trade 

or business during such year or a c c o u n t i n g
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pe riod and the expe n d i t u r e  laid out to earn 

these receipts. In the s e co nd place the

account of p r o f i t s  a nd loss to be made up for 

the p u r p o s e s  of a s c e r t a i n i n g  that di fference 

must be formed c o n s i s t e n t l y  wit h the o r d in ar y 

p r i n c i p l e s  of commercial a c c o u n t i n g  so far as

ap pl i c a b l e  a nd in c o n f o r m i t y  with the rules of

the income tax act."

The ph ra se  “ the o r d i n a r y  p r i n c i p l e s  of commercial 

a c c o un ta ncy" has been used co u n t l e s s  times by C o urt s to 

det er mine  the taxable profit of a trade.

The C o m p a n y  Act and Tax L a w  n o . 157 S S . 3 4  and 121

require that the profit and loss acco unt of the c o m p anies  as 

cer ti fied  by the A u d i t o r s  s h ould represent a true and fair 

vi e w  of the co m p a n y ' s  profit or loss.

A l t h o u g h  general a c c o u n t i n g  p r i n c i p l e s  form the basi s of 

tax law? tax p r o v i s i o n s  often depart from basic a c c o u n t i n g  

p r o c e d u r e s  as fallows*

(1) Treatmen t of c o n t i n g e n c y  reser ve s and liabilitie s.  In 

a c c o untin g procedures? re ser v e s  for c o n t i n g e n c i e s  such as

those for cla im being litigated? for losses from m e r c h a n d i s e  

sales? for reduce d value of investment securities? and for

cash d i s c ou nt s on sales? m a y  be expen d e d  for profit  and loss

statements? but they are not de d u c t i b l e  for tax purp oses.

(2) P r e p a i d  and defe rr ed costs. The general a c c o u n t i n g  rule 

for pr epaid  and def er re d co sts is that on a cash ba sis an 

ex pense is ded u c t i b l e  in the year it is paid. On an accr ual 

basis it is de du c t i b l e  in the year in wh ic h all the e v e n t s



o c c u r r e d  w i t h  fix the fact of the l i a b i l i t y  a n d  in w h i c h  the 

a mou nt of the l i a b i i : ’y can be d e t e r m i n e d  w i t h  rea s o n a b l e 

a c c u r a c y .  x
\  / . 

C o m m e n c e m e n t  an d C e s s a t i o n  of B u s i n e s s

The a s s e s s a b l e  p r o f i t s  of a c o m p a n y  c o m m e n c i n g  a n e w  

trade or b u s i n e s s  are c o m pute d on the f o l l o w i n g  basis:

(a) for the first year of a s s e s s m e n t  in w h i c h  the trade or 

b u s i n e s s  c o m m e n c e s  in Egypt* the a s s e s s a b l e  p r o f i t  is the 

amoun t of the pr of it  of that yea r  from the r e l evant so urce . 

In the case of a mu l t i n a t i o n a l  c o m p a n y  the e x e m p t i o n  (tax 

holiday) will be for a p e r i o d  of five y e a r s  from the first 

fiscal year fo ll owing  c o m m e n c e m e n t  of p r o d u c t i o n  or tra ding 

act i vi t i e s .<as<5>> In the field s t u d y  s o m e  p r o b l e m s  a r o s e  as 

result of the a m b i g u i t i e s  of the L a w  43  w h i c h  u n d o u b t e d l y  

c o n t r i b u t e s  to cr e a t i n g  loopholes* w h i c h  will* in turn* 

result in a v o i d a n c e  or e v a sion of tax l i a b i l i t y .  So that 

there are* in practice* the fol lo wing cases:

I. C o m p a n y  A s t a r t e d  its a c t i v i t y  on 31st. Dec. 1985. The  

fiscal year s t a r t s  from 1st. Jan to 3 1st Dec. 1986. In this 

case there is no p r o b l e m  b e c aus e the first fiscal year 

f o l l ow in g the c o m m e n c e m e n t  of p r o d u c t i o n  will star t from 1st 

Jan. to 31st. D e c . 1986. So the tax h o l i d a y  (five years) will 

start from 1st. Jan. 1986.

II. C o m p a n y  B st a r t e d  its a c t i v i t y  on 1st. J a n  1986. The  

fiscal yea r s t a r t s  from 1st. Jan 1987 to 31st. Dec. 1987. In 

this case the tax h o l i d a y  will sta rt from 1st Jan. 1987.
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WHat is the tax treatment of prof it a r i s i n g  duri ng the p e rio d 

Jan- 1st. to 31st. Dec- 1986?

In interveiws with tax inspectors in differen t E g y p t i a n 

tax o f f ices co nc erning the abo ve two cases about 6 0 %  said the 

pr o f i t s  which arose before the start of the tax h o l i d a y  are 

not liable to tax because there is no relevent tax law. On 

the other hand 40% said the p r o f i t s  must be liable to tax on 

the bas is of tax justice.

Table (9.1)

The Tax Treat ment of p r o f i t s  a r is ing 

before Tax H o i i d a y

Tax Inspect ors

N o . Total

2040

The profit is exempted from tax 12 60 20

Al t h o u g h  both Investment L a w  43 of 1974 and tax law 157 of 

1981 n e g l ec te d this it s e ems that this profit is l i a b l e  to 

CT or commercial and industrial p r o f i t s  tax for the 

following reasons

1. The profit does not arise durin g the tax holiday.

2. The tax holiday of the first co m p a n y  be comes six yearsf 

whi le  the second  will still be five y e ar s (there is no 

tax j ust i ce) .



3. There is no tax exemptian without law.
III. Som e  investment c o m p a n i e s  will start to p r o d u c e  some 

g o ods for ma rket testing and? for ad ve rtisements ? w h ile  other 

c o m p a n i e s  do not use their full p r o d u c t i v e  capacity? or
i

their pr o d u c e  doe s not come once and for all but du ring  

several periods; for instance textile co mpanie s.

Therefore? in practice? there are a lot of p r o b l e m s  in 

de t e r m i n i n g  the p r o d u c t i o n  s t a r t i n g  date of any company .

So jit is v e r y  important to fix the date of co mm e n c e m e n t  

of the bu s i n e s s  in order to solve the above p h e n o m e n o n  and 

for d e t e r m i n i n g  whe n the tax h o l id ay will start and whe n  it 

will finish? e s p e c i a l l y  as both the tax and investment laws 

have no a c c u r a t e  dates for co mme nceme nt or fin ishing. 

Therefore? there are m a n y  loop holes in these laws w h i c h  can 

give a m a jo r o p p o r t u n i t i e s  to taxpayers to a v oi d E g y p t i a n  

tax. For this reason we disc ussed  this m a tter w it h tax 

inspectors to s o lve  these p r o b l e m s  which face investors in 

Egypt.

S u r v e y  a n a l y s i s  and d i s c u s s i o n

R e g a r d i n g  the start of tax holid ay s and  the tax 

treatment of p r o f i t s  a r i s i n g  during the period be fo re  tax 

ho li da ys commenced? the r e s e ar ch er interviewed tax in sp ect ors 

in Egypt . Th e questio n a s k e d  was  Do y o u  think that the tax 

A u t h o r i t y  s h o u l d  fix the date for st a r t i n g  a c t i v i t y ?

Fo u r t e e n  Tax inspectors out of twenty a n s w e r e d  y e s  w h i l e  

four of them sai d  no and two did not an sw er at all as s h own 

from table 9 . 2  below.
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Table (9.2)
Regardi ng  the start of tax holiday s

Yes No No an swer Total

•0Z N o. X No. X

14 70 4 20 2 10 20

Also* the interview carr ied on with the inspectors ansusering 

the questi on  yes to det er mine what dat a is more s u i t a b l e  to 

industrial* commercial and s e r vi ce  companies. The qu e s t i o n  

as ke d was a c c o rdi ng  to the follo wing information could you* 

please* suggest what that date sh ou ld be based upon:

For an industrial comp any

A. the time of m a n u f a c t u r i n g  the first p r o d u c t s  either for 

market testing or s e l l i n g ?

B. the time of m a n u f a c t u r i n g  the first pro d u c t s  for s e l l i n g ?

or

C. the time of full p r o d u c t i v e  c a p acity ?

For a commercial co mpany

A. the time of se lli ng first tr ans a c t i o n s ?

B. the time of purc h a s i n g  g o o d s ?  or

C. the time the c o m pany be come s ready to start its 

act i vi t i es?

For a se rvice comp any

A. the time of the first contract between the firm and

co nsume rs ?
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B. the time of co m p l e t i n g  its regu la tions for s t a r t i n g ?

C« the time s i g n i n g  the p a r t i c i p a t i o n  contract be tween 

p a r t n e r s ?

In terms of d e t e r m i n i n g  the su i t a b l e  date for st art i n g  

activities* Tabl e 9.3  s u m m a r i s e s  the viewp oin t of tax 

inspectors toward the a b ove problems.

Therefore* we attempt to give s u g g e s t i o n s  for ref or ming 

the law reg ar di ng the c om mencem en t of business:

(a) The s t a r t i n g  date sh ou l d  be:

— for an industrial c o m p a n y  the co mme nce ment of b u s in es s

when it p r o d u c e s  g o od s for sale or export.

— for a commerc ial  co m p a n y  the co mme nce ment of b u s in ess 

sh ou ld  be when it pur c h a s e s  the m e r c h a n d i s e  for 

se lling  purpos es .

— for a se r v i c e  c o m p a n y  the commenc ement of bu s i n e s s  

sh oul d be whe n the first contract is signed.

(b) After the tax ho l i d a y  finishes the comp an y's p r o f i t s  are 

liable to CT or commercial and industrial p r o f i t s  tax 

from the next day till 31st^ December  of the same yea r.

2. for the s e c o n d  year of asse ssm ent after the tax holiday?

the a s s e s s a b l e  income sh ou l d  be the amount of the pro fi t of 

the first 12, m o n t h s  of the trade or business;

3. for the third and su bs equen t years* the a s s e s s a b l e  income 

is the profit of the p r e c e d i n g  year.

Wh ere  a b u s iness  ce ases to operate* it shall n o t i f y  the

Tax Of fi ce w i t h i n  30 days of the ces sat io n of b u s i n e s s  and

s u p p l y  s u f f ici en t de tai ls for tax l i a b i l i t y  to be s e t t l e d .
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Table (9.3)
S u i table date for starting the ac t i v i t y  of 

different types of com pa nies

A c t i v i t i e s  ' No- of Tax I n s p ectors

Industrial com pa ni es

(A) at the time of m a n u f a c t u r i n g

the first p r o d u c t s  either

for testing or s e l li ng —

(b) at the time of m a n u f a c t u r i n g

the first p r o d u c t s  for selling 10

(c) at the time of full c a p a c i t y

produ ct i on 4

Co mmercial c o m p an ie s

(A) at the time of s e l l i n g  first

transact i on 4

<B) at the time of p u r c h a s i n g  goods 8

(C) at the time the c o m p a n y  beco mes

ready to start its a c t i v i t y 2

Se rvice  c o m p an ie s

(A) at the time of the first contract

bet wee n the firm and co n s u m e r s 9

(B) at the time of it com p l e t i n g  its

r e g u l a t i o n s  for st a r t i n g 4

(c) at the time of the s i gning of the

contract by the p a r t n e r s 1



9.9 Accounting method and Egyptian Tax System

Ev e r y  cor p o r a t i o n  must submit a return to the R e v e n u e  

A u t h o r i t i e s  s h o w i n g  the amount of its p r o fit s or l o s s e s  at 

the end of the fiscal y e a a r . Thi s  return must be

a c c o m p a n i e d  by the n e c e s s a r y  s u p p o r t i n g  pap e r s  and d o c u m e n t s  

and a state ment of the acco u n t i n g  p r i n cipl es . The st a t e m e n t 

must be p r e s e n t e d  and aut h o r i z e d  by a re gistere d a u d i t o r  who 

has full r e s p o n s i b i l i t y  to submit a correct sta temen t* or 

will be subject to the s a n c t i o n s  p r o vided  by the law. In 

some cases* the tax a u t h o r i t i e s  in Egypt found m a n y  

di ffi c u l t i e s  in e x a m in ing these a c c o u n t s  be cause of the 

ab sence  of ad e q u a t e  ac c o u n t i n g  records. A  great deal of 

d i f f i c u l t y  lies in the ma tter  of de ciding a  s t a n d a r d i s e d  

pr ice  or s e r v i c e s  that are transf err ed from one c o r p o r a t i o n  

abr oad to its branch  or s u b s i d i a r y  in Egypt. To a r r i v e  at 

s t a n d a r d i s e d  prices* the tax a u t h o r i t i e s  must s t u d y  other

s i m il ar cases in which, m a n u f a c t u r i n g  and se ll ing c o m p a n i e s  are
. &

dea lin g with each other with no interlocking con tr ol. 

However* there ar e m a n y  d i f f i c u l t i e s  in finding s i m i l a r  

cases* and even in d et er minin g what c o n s t i t u t e s  a  s i m i l a r  

case* sin ce s e ll in g p r i c e s  m a y  differ from one c o n c e r n  to 

an other  or because a co ncern m a y  sell its p r o d u c t s  at 

dif ferent pri ces.

A d m i n i s t r a t i v e  d i f f i c u l t i e s  s o m e t i m e s  a r is e w h e n  the 

ad justmen t of ac c o u n t s  n e c e s s i t a t e s  an a n a l y s i s  of the 

w o r l dwide  b u s in ess of the c orpora ti on in order to b r i n g  out 

facts relati ng to op e r a t i o n s  of its branch w i t h i n  Egy pt w h i c h



will permit an adju st ment of acc o u n t s  on a re as onabl e basis. 

Also some a s p e c t s  of acco un ting p r o c ed ur e require 

interpretation; re sul ts may differ from one tax agent to 

an ot he r causing u n a v oi dable discri minat io n.

For the reason me n t i o n e d  above* m a n y  tax o f f ice rs  may 

find it easier to reject the books results and estimat e 

taxable profits* espe c i a l l y  if the ac c o u n t s  of books show 

little or not profit.

S u r v e y  result and disc ussion

The di sc ussion wit h tax inspectors about the m a tter  of 

examining the tax return and a c c o unting s t a t e m e n t s  of the 

foreign and local compan ies. The question  asked  was :

What are the reasons for re fusing the tax retu rns of this 

company?

In this connection* and apart from the g e n e r a l l y  held 

opinions towards the reasons behind  the reject tax returns as 

m e n t io ne d by the m a j o r i t y  of tax inspectors are s u m m a r i s e d  as 

follows:

A. The foreign companies  hide some of the a s p ec ts c o n c e r n i n g  

their income and the related expenses.

B. P r o v id ing un dul y high p r i c e s  of the related s e r v i c e s  and 

the goods transferred from the main c o m pa ny to its 

branches and vice versa.

C. No sufficient data and d o c uments concernin g the costs.

D. There are co ntra d i c t i o n s  bet ween the data the foreign 

companies provide and those provided  by the other



companies they deal with.
E. Ove r est i m a t i o n  of rates of d e p r e ciat io n.

F. L a rg e d i s c r e p e n c y  in d ata pr o v i d e d  by the foreign 

co m p a n i e s  and other c o m p a n i e s  o p e r a t i n g  in the same field 

i n Egyp t .

Th ere  are m a n y  w a y s  of e s t i mating the pr o f i t s  of local 

br anche s or s u b s i d i a r i e s  of foreign compan ies. The most 

important m e t h o d s  are as  follows:

(1) The p r o f i t s  can be e s t i mated by taking a  re asonable 

p e r c e n t a g e  of g r o s s  p r o f i t s  in rel at ion to turn— over* or by 

m u l t i p l y i n g  the turn— over at the pu r c h a s e  p r i c e  by the 

co— efficient of g r o s s  profit taken from other simila r 

E g y pt ia n e n t e r p r i s e s  and deducti ng  the o r d i n a r y  and 

reas on ab le ex p e n s e s  n e c e s s a r y  for c r e ati ng  profits.

(2) An othe r a r b i t a r y  meth od  of fractional ap po rtionme nt * a 

s u b s t i t u t e  for a d e t ailed a l l o c a t i o n  of e x p e n s e s  and 

revenues* is to comp ute  the net profit in Egypt as a fraction 

of the total w o rld wide net p r o f i t s  of the en t e r p r i s e  on the 

basi s of factors which are p r i m a r i l y  important to the earnin g 

of profits . For example* the p r o f i t s  m ay be d e t e r m i n e d  

indirectly by m e a n s  of their p r o b a b l e  rel at ion to invested 

capital. In this the tax a u t h o r i t i e s  m ay ch oose  a ratio 

based on the a s s e t s  of the branch  to the a s s e t s  of the 

enterpr is e all over the world.  The taxpayer m a y  on the 

other hand de cide  that the ratio s h ould  be based on the total 

receipt s of the branch to the total rec e i p t s  of the co mp any.

The a b j e c t i o n s  to these e s t imate d m e t h o d s  ar e  that they 

are all a r b i t r a r y  and that in m a n y  cases the e s t i m a t e d



p r o f i t s  are not the true p r o f i t s  of the taxpayers. 

Moreover* they are s o m e t i m e s  v e r y  di ff icult to a p p l y  and are 

impractical because  of the lack of information; m a n y  foreign 

br a n c h e s  in Egypt will not s u p p l y  the tax a u t h o r i t i e s  with 

the financial s t a t e m e n t s  of their head of fi ce s abroad.
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9.10 Accounting periods for Corporation Tax

The t a x p a y e r ’s a c c o u n t i n g  pe ri od  is used a s  the basis  

for d e t e r m i n i n g  taxable prof it. The rules of tax a c c o u n t i n g  

do not n e c e s s a r i l y  follow a c c o u n t i n g  p r i n c i p l e s  and the 

amount and timing of an income or expense item is not a l w a y s  

the sam e  for tax pur po ses.

Or din arily* the taxable year is the twelve m o n t h  p e r i o d  

used for a c c o u n t i n g  pu r p o s e s .  It al w a y e s  ends on the last 

day of a g i ve n mont h .  T a x a b l e  yea rs  can be c l a s s i f i e d  in 

one of the fol lo wing ways:

(i) Ca l e n d a r  yea r w h i c h  will be a 12-month p e riod en ding  on 

D e c em be r 31st_.

(ii) Fiscal year  wh ich is a 12—month period* en ding on the 

the last day of a  m o nt h other than December.

(iii) F i f t y  two or fifty three week period. An annual 

period which a l w a y s  ends on the same day of the week. It is 

either the last d ay  in the final cal endar  m o nth or the 

nearest day to the end of the calender month. B e c a u s e  a 

b u s iness firm m a y  wi s h  to clos e its books on a ce rtai n day of 

the week* for ex ample  on Friday* in some year s the taxable 

year will consist of 5 3  weeks.

C o r p o r a t i o n  tax is cha rge d in respect of a c c o u n t i n g  

peri ods . T h ese  u s u a l l y  coincid e with the p e r i o d s  for w h i c h  

the c o m p a n y  p r e p a r e s  its annual ac c o u n t s  but cannot ex ce e d  12 

mo n t h s  in dur ati on . Thus* if a c o mpny  p r e p a r e s  a c c o u n t s  

over an 18 m o n t h  period* the first 12 m o n t h s  will c o n s t i t u t e  

one a c c o u n t i n g  p e r i o d  and the remainin g six m o n t h s  ar e



treated as a n o ther a c c o u n t i n g  pe riod.

A c h a r geabl e a c c o u n t i n g  p e riod  be gins im mediately the 

p r e v i o u s  one has ended or when the c o m p a n y  first be co me s 

liable to C o r p o r a t i o n  tax suc h as  on c o m m e nc em ent of trade.
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9.11 Annual Returns
All e n t e r p r i s e s  liabl e to C T  or commercial a nd industrial 

pr o f i t s  tax have to make a tax return each year* w h e ther in 

fact they have mad e a profit  or not. The ret urn must be made

wi thin three m o n t h s  of the end of the a c c o u n t i n g  p e ri od

a c c or di ng  to commercial and industrial p r o f i t s  tax. <3<?> In 

relat ion  to CT the return must be made wit hin thirty days of 

the date when the general a s s e m b l y  of s h a r e h o l d e r s  shall 

a pp rov e the annual a c c o u n t s . F o r  financial yea rs en ding

31sjt. December? the d e c l a r a t i o n  ma y be filed as late as 31st

March. The taxpayer shall encl ose with his return a copy of 

trading and op eratin g account* a cop y of pr of it and loss 

account* a copy of the last ap p r o v e d  balance sheet and a list 

of the d e p r e c i a t i o n s  su f f e r e d  by the firm w h ile s t a ti ng  the 

a c c o u n t a n c y  rules a p p li ed  to the bu siness who se figures are 

stated in such a return.

Failure to comply w ith  these time limits involves having  

to pay  an add iti onal amount equivalent to 2 0X of the tax due 

ac cordi ng  to the final as s e s s m e n t  and such an am ount shall be 

reduced by one half if agreeme nt  between the taxpayer and the 

tax inspector shall be re ac he d before r e f e rri ng  the di spute to 

appeal com mittees.

The return must be made on the prop e r  form issued by the 

a d m i n i s t r a t i o n  gi vi ng d e t ai ls of the profit or loss for the 

period. E v e r y  establish ment* w h e ther  own ed by an individual 

or that u/hich takes the form of a p a r t n e r s h i p  shall submit the 

return wh ich lean upon the a c c o u n t i n g  books* the r e g i s t e r s  an d 

the doc um ents s p e c i f i e d  by the ex ecutive  re g u l a t i o n  in the



following cases:
(i) If the e s t a b lish me nt capital shall be in e x ce ss of 

L E 1 0 * 0 00  a c c o r d i n g  to the contract or the commerc ial  or 

industrial registr at ion.

(ii) If the net profit of the est ab lishmen t per year a c c o r d i n g  

to the latest return or final a s s e ssment shall exceed 

L E5 * 000.

(iii) If the g r o s s  r e v enu es  of the est abli sment current 

a c t i v i t y  shall excee d L E 5 0 * 0 0 0  per year.

O b l i g a t i o n  to keep boo ks shall be obs er ve d in the last 

two cases for the year fallowing that for whi ch a return was 

s u b m i t t e d  or a final asse ss ment was ef fected  or when  the gr os s 

re v enu es  of the current a c t i v i t y  shall reach the amount 

s p e c i f i e d  ab ove as the case m ay be.

The return referred with the enclosed  do c u m e n t s  refer red 

to above* shall be ap p r o v e d  in the w a y  s p e c if ied und er the 

p r o v i s i o n s  of law 133 of 1951 with respect to the p r i n c i p l e s  

of a c c o u n t a n c y  and the au d i t i n g  profession* and such d o c u m e n t s  

shall include a c e r t if ic ate incorporating the result of the 

examination* w h i c h  has been chec ked a c c o r d i n g  to the pr ope r  

and a c k n o w l e d g e d  me t h o d s  of a c c o u n t a n c y  and audi ting.

To be accepted* the books* r e g i s t e r s  and d o c u m e n t s  kept 

by the taxpayer as being honest must co nform to pr op er  

a c c o u n t a n c y  rules an d fully observe the laws and the 

p r i n c i p l e s  a c k n o w l e d g e d  in this r e s p e c t . W h e n  the tax 

of fice re fus es  to consider such books and d o c u m e n t s  kept as 

p r e s c r i b e d  the c o m p a n y  has an o b l i ga ti on to pro ve o t h e r w i s e .



.12 Payment of Corporation Tax

The main  r e s p o n s i b i l i t i e s  and the basic job of the Tax 

Dep ar tmen t is the c o l l ec tion of taxes to finance the

op er a t i o n s  of go ve r n m e n t .

A m o de rn co rporat e tax o b v i o u s l y  re quires a  mode r n  and 

effective  tax a d m i n i s t r a t i o n  to collect the a m o u n t s  due. 

The follo wing s t e p s  must be taken in order to improve the 

coll e c t i o n  of corp orate tax:

(1) The amou nt of tax subject to co ll e c t i o n  is* of course? 

as c e r t a i n e d  through the a ss essmen t function. The

information a c q u i r e d  for as sessme nt  become s important for the 

efficient co mp l e t i o n  of c ol le ction a c t i v i t i e s .  The

pr i n c i p l e  that a ss essment  and col le ction functions s h o u l d  be 

combi ne d in the same org an i z a t i o n  does not imply that those

ac t i v i t i e s  shou ld  be carried out by the same p e r s o n n e l .  In

fact? the s k i l l s  required for assessm en t wor k and those 

deman de d for co llecti on  are quite differe nt.

(2) The re sh ould be the a d v ance payment of c o r p o r a t e  tax? 

that is? current payment of the tax during the year  as 

p r o fits are earned. Pub l i c  com p a n i e s  (those own ed by the 

government) could make a d v a n c e  p a y m e n t s  based on the b u d g e t s

pr e par ed  each year for these companies. The bu d g e t e d  

profits? wh e t h e r  larger or sm al le r than those of the p r e v i o u s  

years? would be used as a basi s for cur rent pa y m e n t .  

A s s e s s m e n t s  on p r i vate  c o m panie s might be based on the last 

years. One c o n s i d e r a t i o n  is the p o s s i b i l i t y  that the 

a d vanc e paymen t of c o r pora te  tax be des ig ned to pa ra ll el as



much as possible the current actual collections of revenue 

from corporations under the dividend tax in order to preserve 

revenue flows. Thus? one proposal which could be considered 

is that whenever a dividend is paid? a company would be 

required to pay 40% of that dividend to the treasury as an 
advance payment of corporation tax. One thought was to use 

the former only for the public sectors? which pays dividends 

erratically; the private sector would instead pay in 
instalments under the advance payment system which is tied to 

dividend payments and designed to produce revenue equivalent 

to current revenues under the present tax.

The notices for the advance tax should be sent out to 

the taxpayers? and the dates of the issue of the notices 

should be entered in the Register. When the notices are 

received by the company? it should pay the tax according to 

the notice? failure to do so should entail payment of 

interest and penalty SS*124 of 157 of 1981. Current payment 

of tax? particularly on the part of businesses is essential 

from the point of view of administrative efficiency and 

control of inflation

Table (8.3) reveals the following:
(a) Tax on business incomes (taxes on commercial and 

industrial profits? movable properties and corporation tax) 

rank first among the group of direct taxes? the rates of 

which range between 591*1% and 83% ' of the total proceeds of 
direct taxes during the period 74—84.

b) The modest contribution of the tax on free professions and 

the general tax on income (super tax) to the total direct tax



during the same year do not exceed 0.9% and 1.1% on the 
average of total proceeds of direct taxes.

It should be taken into consideration that the increase 
in the proceeds of taxes levied on business incomes from 
LE473.2 m n . in 1974 to about LE6129«3mn. in 1983. This 
highlights the wide scope of company profitability during 
that period and the method of tax collection.
(3); The real and the more serious reason for having arrears 

is the tendency on the part of many tax officers to delay the 
assessments till the end of the financial year and make 
cumulative assessments for more than one year? particularly 
in big assessment cases. A suitable time limit should be 

laid down? and the loss of revenue in such cases should rest 
on the discretion of the tax officer. In cases of 

un-traceable assesses there should be no time limit for 
re—opening assessments.

There should be a committee to consider and write-off all 

demands belou; a certain amount. Officers should immediately 

take steps to remove these demands from the register or the 

distorted picture of the arrears will continue to remain as 
it is.
(4) Measures to compel payments There are two approaches 

the tax office may take to compel payment. One approach is 
to rely on civil and criminal penalities provided by law in 

order to induce taxpayers to satisfy the government’s claims. 
The alternative basic approach to non-payment is by means of 

direct action by the governmennt to satisfy its claim. Such 

action may consist of seizure and sale of assets of the



defaulting taxpayer. These measures have the advantage of 
being simpler and cheaper than imposition of penalties 
requiring Court action. S. 166 of Law 157 of 1981.

The tax lien,should have priority over any other type of 
creditors to protect the interest of the government. The 
absence of such a priority in favour of the government is 
being taken advantage of by same companies to avoid payment 
of tax.

The law should provide simple and inexpensive procedures 
for seizure and sale of the taxpayer’s property to meet 
out—standing claims.

Another way of preventing delinquent accounts from 

arising is to make it economically disadvantageous to delay 

paying taxes by imposing interest charges at rates higher 

than market rates. S . 166 of Laitf 157 of 1981.
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9*13 An Evaluation of Corporation Tax in Egypt

Under the present system? corporation tax applies to 

company profits as a whole? whether distributed or 
undistributed. But when the company makes a distribution? 

the CT is charged on dividends paid to shareholders.<43> It 
follows that the total tax burden on distributed profits is 

not additional to corporation tax on profits because? in 
effect? it replace that tax. Assuming a corporation tax rate 
of 40%? the tax on dividends will at be the same rate? (40%)? 
and the total amount of tax charged on a company’s profits? 

if all of its profits were distributed? would not be 80%? but 
would be 40%. If the company distributed none of its 
profits? the total charge would be the same (40%). Thus it 
can be seen that whether the company distributes or retains 
its profit? there is no difference in the tax burden.

In comparison? the company taxation in the UK is based 

on the imputation system. the imputation system has already 

been examined in part one?but it may be noted that under this 

system a company pays CT at a single rate of 3-5% on its 
profits? whether distributed or not. Where it distributes 

profits in the form of dividends to its shareholders it does 

not deduct income tax as under the classical system? but it 
is required to make to the Inland Revenue an advance payment 
of CT called (ACT) at a rate of 25/75 of the dividend paid to 

the s h a r e h o l d e r s . T h e  advance payments of CT are 
set-off against the CT bill on profits for the relevant 

accounting period. Therefore? when a shareholder is liable
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to income tax on gross dividends? he can set the tax credit 
against his total tax liability. If he pays tax at the 
basic rate? the credit eliminates his liability to tax on the 

dividend completely? so that he will not be asked to pay any 
additional tax on the dividend. If? however? the personal 
tax rate is 40%? an additional tax is payable by anyone who 
is subject to such higher tax rate. A person who is not 
liable to tax such as a charity can claim repayment of the 
taxeredit.

From the above it will be seen the Egyptian corporation 

tax system? in relation to dividends? is easy to operate? but 
it cannot enhance the government’s policy of encouraging 

investment for the following reasons:
1— The corporation tax rate of 40% is high in comparison to 

that of tax haven countries such as Hong Kong (where the tax 
rate is 16.5%)? El Salvador (progressive tax rate from 

15%—38%)? Korea (tax rate is 27%) and Taiwan (progressive tax 

rate 15%— 3 5 % ) . The outcome of the survey in this 
thesis indicates that the majority of respondents? i.e. 90.7% 

consider that the corporation tax rate in Egypt is too high 
(see table 14.7).

2- Distributed profits are subject to the same tax rate 

without discrimination between retained or distributed 

profit? so there is no incentive to encourage shareholders to 
invest their profits.

Survey result and analysis 

Thirty nine of fourty three respondents said that the tax law 

entered into consideration in their distribution decision



processes. The results are summarised in tables 9..4.1 and 

1 9.5. The questions are: (l) is the Egyptian tax system a
relevant consideration in your distribution? (2) If your 
answer is yes: is taxation a

a- Major consideration? 
b- An important consideration? 

c— Miner consideration?

Table C9.4)

Taxation and Distribution

Respondents

Z o a

Yes 40 93.0

No 3 7.0

Table (9.5)

Taxation and Distribution Decision

Major 
cons i derat i on 

No. %

Respondents 
An important 

cons i derat i on 

No. %

Minor 

cons i derat i o 

No. %

To tal 

N o .

31 72.1 9 20.9 3 7 43

So most (72.1%) of the respondents considered the tax as



a very important factor in distribution decision. About 
20.IX take it into consideration.

3- Surveys of corporation tax rates indicate that the tax 
rate is often fixed by law to stimulate local and foreign 
investors to operate in Egypt. The interview with tax 
inspectors shows that about 40% prefer to impose movable 
capital property tax on distributed profits at a tax rate 

higher than the corporation tax rate; 25% prefer the present 
method? while 35% prefer to subject whole profits to C T ? and 
when the company makes distribution to make the dividend 
subject to tax on movable capital property.

Table <9.6)

Tax Rate of distributed profit

Tax inspector 
N o . %

Present treatment 
movable capital asset
two taxes (CT and movable capital asset

5 25 

8 40 
7 35
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4— Other criticisms of the Egyptian CT are that its
inadequacies and ambiguities undoubtedly contribute to create
loopholes? which will in turn? result in avoidance and
evasion of tax liability. It does not only waste
administrative time and efforts in coping with the enormous
volume of queries regarding the interpretation of these
ambiguities and discrepancies? and penalties for
non-compliance are inadequate. With regard to MNCs? there

is a strange phenomenon in the investment field in Egypt?

where some investment companies attempt to clear up their
projects? often after the end of a tax holiday? as shown by
the report of General Authority for Investment and Free Zones 

(46)(GAFI). The following table (9.7) shows the approved
projects? withdrawn projects? and projects in operation.

Table (9.7)

Projects Approved? Withdrawn and in operation 

as at 31/12/1984

Sectors Approved 
Proj ects 
N o . %

W i thdrawn 
Projects 
N o . %

pro j ec ts 

In Operat i on 

N o . %

Industrial Projects 

Agricultural Projects 
Construction Projects 

Services projects

783 41.8 
155 8.3 
252 13.5 
348 18.6

261 13.9 
61 3.3 
66 3.5 

127 6.8

522 27. <5 
94 5.C 

186 9.S 

221 ll.€



Table (9.7) contd.?

Financial Projects 333
/

17.8 75 4.0 258 13.8

Total 1871 100 590 31.5 1281 68.5

From the table above 590 MNCS cleared up their activities. 

So that we attempted to study this phenomenon by 

interviewing inspectors in tax offices? GAFI and with staff 

of universities who were interested in this field. The

majority said although the Egyptian tax system 157 came into 

effect from 1981 it still does not encourage foreign 

investment. Its steep rising scale is too high in many

assorted taxes (especially in the case of general income tax 

where the higher tax rate is 65% compared to 40% in the U K ) . 

Price controlling by the Egyptian Government causes a big 

problem for distributing the production of the companies.
There is no time-limit on the useful 1 ife of a company;

furthermore? the penalties in both tax law and investment are 

not severe and are not restraining. On the other hand a lot 

of Egyptian employees left their jobs in these companies as 

result of an unfair distinction between them and foreign 

employees in their tax treatment. According to Articl 20 of 

Law 43 all payments subject to the salaries and wages tax? 

bonuses or other similar payments paid to foreign employees 

by MNCs shall be exempted from the general tax on income.

5- The efficiency and enforcement of the CT system in a less
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developed country (Egypt) suffered from the lack of a proper 
system of books and accounts. We note from studying the 
annual report of GAFI we found 515 MNCs out of 624 supmitted 
their statements and balance sheet to GAFI* while 109 MNCs 
appeared to think it feasible not to do so. The experience 
ujith small firms and partnerships has not been sat i sf ac t ory» 
as accounting methods are still alien to the majority of 

taxpayers in Egypt. As a result of discussion with tax 
inspectors* there is a lack of uniformity in accounting 

practices? this is not only particular to individual 
taxpayers but also covers companies. Furthermore? the 
shortage of an adequate and competent revenue staff either 
renders these records and accounts useless? or creates an 
atmosphere of distrust and suspicion which in turn causes 
misunderstanding and disagreements between taxpayers and tax 
o f f i ces .
6— It should be said that the tax system (CT and commercial 

and industrial profits tax) can create double taxation if a 

company subsequently decides to make a dividends from

retained profits which have been to Teen into a reserve 
account. Acording to the tax system the reserves are not tax 

deductible? S . 114 (6) says:

"The amounts deducted by the company from its 
profits to feed its various reserves in order 
to meet possible losses or to grant 
compensations to their workers exceed in 

aggregation three months salaries per year 
shall not deducted from the total profits
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subject to tax."
Therefore it is understood that this sum of mony is subjected 

to taxation twice? once when it is transferred to the 

reserves and again when it is drawn from the reserves and 

d i str i buted it.

From the above? it becomes obvious that the Egyptian tax 

system is no longer fitted to tackle the current economic 
state- In addition to the obvious rush to the consumption 

of goods and services? the inclination of some to use their 

moneys in side activities which are not subject to taxation 
through the exploit ion of certain gaps in taxation laws have 

enabled them to make enormous fortunes at the expense of 

communal interest and production- Furthermore? the Egyptian 

tax system is still incapable of achieving social justice 

between the different sectors of the community which are 

having to bear the weight of the various taxes.

It seems to me the following suggesions may help to 

reform the Egyptian tax system:

1— Tax rates on commercial and industrial profits which will 
be: (i) Taxation? in order to reflect ability to pay? should

be granted in relation to commercial and industrial 

activities? from 20% on the first LE5?000? 25% on the

following LE5?000? 30% on the followig LE10?000 and 32% on 

amounts in excess of the above.'

(ii) These should be special tax treatment for small 

companies to encourage them as going consern? to re-invest 

their profits- These companies must look to internal sources
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to finance their development because such small companis have 
limited access to capital other than those profits which they 
themselves can generate. Therefore? these companies should 
be chargeable to CT at a lower rate than the normal rate of 
CT. If a company for an accounting period of twelve months 
has a profit of not more than LE10?G00 (as the ’upper 
relevant amount’) the the lower rate 20% sould be charge on 
the profit of this company. The levels of profit discussed 

above are those which apply when the accounting period is of 
twelve months duration. If the profit of a small company 
exceeds LE10?000 the company sould be subject to the normal 

CT rate.
(iii) Using tax credits to avoid economic duble taxation.

(iv) The Egyptian Government should work towards the adoption 
of a unifid tax system instead of the assorted taxes which at 
present supplement the general tax system. Especially? I
think? the ’unified tax’ is the most just of all taxes.

Cv> Filing the gaps in the tax system which at present give a 
chance to dishonest taxpayers to avoid their taxes and

distroy tax justice.

(vi) Periodical training should be given to tax officers

during their working—life to provide them with sufficient 

experience and breadth of vision necessary for handling
important cases.

(vii) The imputation system? as mentioned earlier in part one 
in this research? is preferred by developed countries? such 
as UK? while the classical system is to be preferred for the 

less developed countries (Egypt) for the following reasons:



166.

1. Distribution policy* the distribution policy of a company 
is arrived at when the management decides whether or not to 
pay out dividends to share holders. The decision to make a 
distribution or to retain profits is based on a number of 
important considerations and is not arrived at arbitrarily. 
Under the Egyptian company law dividends can be paid from 
profit? whether current or accumulated? but not from 
capital? because such payments of dividends would impair the 
rights of shareholders. Moreover? companies are forbidden to 
pay dividends while they are bankrupt.^ e> In the light of 

Egyptian policy for encouraging saving and investment? it is? 
indeed? sound policy for company taxation law to discriminate 

in favour of retention of profits. If so what are the 
advantages of such a policy on company expansion? Therefore? 

it is more important to do so when one considers the fact 

that in a less developed country like Egypt where the capital 
market is not well developed? there is the need to encourage 

1 i qui d i ty.
In the study of the annual report of GAFI as at 31st 

December in which about 515 MNCS submitted their
accounts (operated account? trade account? profits and losses 

and balance sheet to GAFI until 31sj^ december 1983) it ujas 
found that they were suffering from shortage of capital. The 

actual loans which MNCS borrowed until 31st_ December 1983 
were LE16o3.2 million as demonstrated from table 9.8 below.

The table 9.8 shows that the percentage of actual loans 
to the capital of MNCS was 165% in relation to industrial 
projects while in relation to construction projects the



amount was 102%. It seems to me that the phenomenon 
indicates that MNCs rely upon loans more than on capital 

either for tax factors or the shortage of liquidity? under a 
classical system MNCS can save the sum which they need by 
retaining their profits.

Table (9.8)
Estimated and Actual Loans 

As At 31/12/1983

LE-mn.

Sectors No . 
Val

Cap i tal 

%
Actual 

Val . %
Loans 
(from Cap i tal)

Indust r i al Proj ects 197 323 .9 534.6 165.0
Agr i cultural Proj ects 22 95.0 155.7 164.0
Construct i on Proj ects 56 96.5 99.0 102.0
Servi ces Projects 84 205.4 289.8 141 .0
F i nanc i al Proj ects 51 570.6 524.1 92.0

Total 515 1670.9 1603.2 95.9

All the above factors po i nt to the fac t that it is in
the economic interest of Egypt to restrict dividends and 

increase retained profits? at least for the time being. 
This function could be best performed by the classical 

system of company taxation if it was introduced in Egypt.



2— Company Expansions As can be seen from the classical 
system? retained profits bear corporation tax only? while 
distributed profits bear CT plus personal income tax. It is 
therefore easy to see the underlying objective of this 
system? namely to encourage companies to retain profits. 

The premise is that it is good for a business to retain a 
reasonable proportion of its profits in a country like Egypt 
where this would promote savings and lead to increased 

investment. Thus a higher rate of investment and the rate 
of growth constitutes the most important economic argument 
for the classical system. By differentiating in favour of 
retention of profits? a higher proportion of earnings after 

tax is left in the company’s hands for reinvestment.



Other Recommendations

1 — Reduce the corporation tax rate to 25% for all kinds of
activities (it may be noted that in the UK the CT rate on 
profits of small companies is 2-5%)
2— Taxpayers should be made increasingly awere the needs and 

requirments of the tax system and of its value to satisfy. 
This should be associated with effective tax compliance rules 

involving? as regards business? a goad knowledge of these 
rules? an understanding of book keeping principles and the 

classifications0  ̂ documents.
3- The Egyptian Government must put an end to tax evasion and 
tax avoidance by amending the procedures and penalties for 

submitting tax declarations. As part of this it should be 
prepared to apply the law more rigourously by making 

examples of taxpayers who violate tax regulations.
4 — GAFI should make feasability studies of projects which 

the Egyptian Government designats as important for the 

national economy with a view to at tractinginvestment .
5 — Tax exemptions of new production projects which serve and 

support the national economy annd production. Such 
exemptions should last for periods suited to the nature of 
the various projects. In this manner we would be adhering 

to the spirit of law 43 of 1974 which currently grants tax 
exemption from 5 to 8 years. However? adherence to this law 

should not be restricted to this period? but it should be 

possible to increase it to 10 years or more according to the 
nature of the project? as happens in some countries such as
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El Salvador (where the tax holiday is 10 years)? Taiwan 
(where the tax holiday is from 5— 10 years).

4 — Every enterprise must have a fixed useful life. The tax 

holiday should be divided into the useful life to avoid the
problems which arise when the MNCS attempt to clear up their
activity. Therefore? the following method is suggesed for 
dividing the tax holiday. Suppose the tax holiday is 5 
years? as at present but the productive life of the company 
or venture is 10 years (tax rate: 32%)? then a new system 
should be devised to spread the tax holiday? as shown below. 
This suggested system "front loads" the exemption in the
earlier years.

Tax holiday as a whole = 5 x 32% = 160%

1st year is 10/55 2nd year is 9/55 3rd year is -9/55
4th year is 7/55 5th year is 6/55 6th year is 5/55

7th year is 4/55 Sth year is 3/55 9th year is 2/55 
10th year is 1/55.

The exemption? therefore? will be divided into the whole 
productive life of the company as follows: 

a - the exemption of first year is 10/55 x 160% = 29.1%
b — the exemption of second year is 9/55 x 160% = 26.2%

c — the exemption of third year is 8/55 x 160% = 23.3%
d — the exemption of fourth year is 7/55 x 160% = 20.4%
e — the exemption of fifth year is 6/55 x 160% = 17.5%

f — the exemption of sixth year is 5/55 x 160% = 14.5%
g — the exemption of seventh year is 4/55 x 160% = 11.6% 

h - the exemption of eighth year is 3/55 x 160% = 8.7%
i — the exemption of nineth year is 2/55 x 160% = 5.8%
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j - the exemption of tenth year is 1/55 x 160% = 2.9%
It seems to me the above method is better than enact new 

penality legislation especially in less developed countries 
such as Egypt? in Egyptian tax system and investment laws 
there are a lot of penalities against tax evasion and other 
things but the corporation helped many dishonest taxpayers to 
avoid tax. For example an Egyptian business man succeeded

to avoid tax and by corruptions he left Egypt with tax

evasion about LE7? 000? 000 . <=501 Also investment company for 
soft drinks avoided tax to approximately LEI 1 ? 000? 000 . <i5x y 

Moreover? the position in Egypt nowadays? that the rich

people avoid the tax while the poor people paid tax? not
because more of them are honest? but because tax is deducted
at source. A report made? in Al Ahram— Internalional at 14h 
Jan. 1987? about “Tax... why the rich people evade it and the 

poor pay it" in this report about one and half million 
taxpayers did not submitted their tax returns while other 

taxpayers submitted their tax returns with counterfeit 

accounts to hide some profits e.g. by hiding some bargain of 
sale and its relative cost? or by adding imaginary expenses.
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Part Three 
The Multinational Company Operating 

In Egypt

Introducti on

In the last two parts we discussed in general the 

company tax systems. There was also a more specific 

discussion of the taxation of companies in the UK and Egypt? 
with an outline examination of the tax treatment of overseas

i ncome.
The corner stone of this part is to find out the 

Egyptian policy on foreign investment which is promulgated to 
attract foreign investment by offering many incentives which 

include tax incentives? allowing foreign investment in all 
economic fields without limit or restrictions? and with 

freedom of repatriation of profits and capital. This part 
attempts to examine the Egyptian policy for stimulating 

investors? either local or foreign ? and the response of 
foreign investors in order to identify and highlight the 

motives and tax incentives which have influenced the foreign 

and local investors’ decisions to invest in Egypt? during the 
last ten years. The study concentrates on the UK investors 
for a number of reasons? e.g. the UK is one of the leading 
capital exporting countries? the trade relations betu/een the 

UK and Egypt have been increasing during the last five years 

as shown from the table (P.3) which reflects the balance of 
trade between the two countries. Also? Egypt’s exports to



the UK of oil? fruit and vegetable have increased? and UK 

exports to Egypt of food stuffs? especially meat? have 
witnessed a sharp increase? as have petroleum products? 
organic chemicals? general industrial machinery? equipment? 
office machines and automatic data processing equipment? 
transport equipmment? and finally? clothing and clothing 
accessories.

Table (P.3)
Exports Between UK and Egypt

Value £«mn

1980 1981 1982 1983 1984

UK Exports 

Egypt Exports

347.0

337.0

339.0

295.3
275.1

373.3

370.5

79.8

427.0

164.9

Source: Egyptian—British Trade? The Journal of the
Egyptian—British Chamber of Commerce? different numbers.

Part Three is arranged as follows:

Chapter IQ discusses the "multinational company" (MNC)? 
attempts to define the MNCs? and examines general 
considerations? such as the historical background of MNCs and 
their financial policies.

Chapter 11 considers the growth and profitability of direct 
foreign investment in Egypt? the characteristics of the
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Egyptian economy? foreign investment and law 43 of 1974?
business profit and tax exemption? the legal treatment of
foreign investment in Egypt? foreign investment and Law 43 of 
1974? and an evaluation of the results of investment 
according to Law 43-

Chapter 12 discusses the taxation of MNCS? measuring 
efficiency and profitability? minimizing tax payment? the tax 

treatment of dividend payment by subsidiaries? and tax 
incentives for foreign investors.

chapter 13 examines the problems of foreign investment in 
general? and of UK investors in particular- It also 
demonstrates the research design and methodological 
considerations; MNC’s selected for the study? identification 
of the sample? and development of the questionnaire-

Chapter 14 states the results of this study? some
suggestions that may be used to reform both tax and 
investment laws for improving the investment climate and the 
performance of foreign investment-

Chapter 15 summarizes the conclusions and recommendations of 
the study-
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Chapter Ten 

The Multinational Company

10.1 Introduct i on

The study of multinational corporations (MNCs) is a very 

wide subject and the problem of tax treatment? business and 
technology transfer through MNCs to host countries is one of 

the aspects of this complex phenomenon. The aim of this 

chapter is to concentrate on the most important aspect of 
business transfer by MNCs and their subsidiaries in host 

countries generally and in developing countries and Egypt? as 

a developing country? in particular.
The present chapter will focus on the definition of 

MNCs? historical movement of MNCs joint venture and its 
problems? and financial policies and practice.

10.2 Definitions of multinational corporations

There are various vocabularies and concepts related to 

the study of MNCs which explain this field through 
theoretical analysis and empirical studies. Clarification 
of these concepts and definitions will help to avoid 
unnecessary controversy and facilitate an understanding of 

the time dimensions of MNCs.
We shall review some of the many definitions of MNCs. 

Dunning has indicated that the concepts of international and 
multinational producing enterprises are synonymous? and are
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defined as an enterprise which owns or controls producing 
facilities in more than one country < x >  Also Dunning 
distinguishes the MNC as an enterprise which is concerned 
with? and engaged in a specific trade to sell its products 
domestically and internationally to other enterprises or 

persons. Ownership of such enterprises and their control 

may be held by more than one country? as is the case of most 
MNCs or by one country or shareholder? as in the case of 
Unilever? Royal Dutch S hell? and Agfa—Geveart«<2>

Hood and Young have defined a multinational enterprise 

as “a corporation which owns (in whole or in part)? controls 
and manages some generating assets in more than one 

country"<3) and Vernon sees a MNC as "a parent company that 
controls a large cluster of corporations of various 

nationalities. There are similarities among the three 
definitions above? in their emphasis upon multinational 

ownership and control? but Vernon also stresses the 

importance of the size of MNCs? including only those which 
have over $100 million in sales.

Erdilek’s definition is more specifically concerned with 
the MNC activities and he said the MNC (a firm with foreign 
production facilities) is a conduit of direct foreign 
investment? that involves transfer of technological and 

organizational knowledge as well as movements of capital and 
skilled labour"CS)

The differences between the definitions stated will 

relate to both the nature of the MNC under study and the 

interests of the writers themselves. But it may be useful



179

to analyse these differences which relate to the legal
structures? economic objectives? geographical locations or 
managerial philosophies of MNCs.

Lall S.? and Streeten<<£>> distinguish between three kinds 
of concepts: 'economic51? ' organ i zat i onal' and 'motivational'.
Economic concepts emphasize the size? geographical spread and 

extent of foreign investment of MNC and are used? for
example? by Harvard Multinational Enterprise study? and 
Parker's classification of MNCs. Organizational concepts 
focus on the factors which lead to a spread of one MNC rather 

than another? such as the nature of their organization 

decision-making processes and global strategy. This type is 
used more by organizaton and business schools rather than by 
economists. Motivational concepts are usually used by 

management specialists and they deal with the motivation and 
management philosophies of MNCs.

Reviewing the variety of ways of thinking about MNCs we 

return to the complexity of MNCs and their operations? which 

attracts the interest of many specialists. In the present
study we wish to stress that the MNC is an economic unit

which operates in more than one country.



1G.3 Historical Movement of MNCs

The MNC phenomenon was evolving by the end of the last 

century? though its historical roots began before that date. 

As Dunning argues the free movement of international
capital was uniquely favoured during the half-century before 
the First World War for several reasons. There was a wide 

gap between capital exporting and importing countries through 
increasing demand for capital for development? such capital 
was available for foreign investment in the industrial 
nations. There were no obstacles to the international

mobility of productive factors during that period? with ready 
migration of people and capital? although there were some 
problems of foreign exchange as well as transfer difficulties 

between borrowing and lending countries. And finally? there 

was political stability? and revolutionary developments in 
transport during that time.

International capital movements were affected 

dramatically during and after the First World War as a result 

of political instability. There were decreases in the

capabilities of the largest creditors? the US and UK before 

the war and by the beginning of the thirties. France was 
third largest international creditor? followed by the
Netherlands? Switzerland? Belguim? and Sweden.<e>

By the 1930’s foreign investment had improved the
infrastructure in less developed countries and increased 

their capabilities to produce and export more food and raw 

materials to the developed countries.
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Dunning indicated that during the fifties and

sixties? <s>> total capital exports were divided into
approximately 38 percent private capital? 51 percent
bilateral government transfers and finally 11 percent made up 
through the international financial agencies? with most of 
that capital concentrated on establishment of overseas 
subsidiaries. Total foreign investment capital was
dominated by the USA? the UK? France? Germany? Switzerland 

and Japan.
At the beginning of the seventies? according to Harvard 

Business School research? <10> the MNCs phenomena had expanded 
in both developed and undeveloped countries dominated by US 
firms and their overseas subsidiaries to a level estimated at 

$80 billion? and a similar figure was estimated for 
non—American firms. Most of the US firms were based in the

Western developed countries while the UK was a major
participant in the number of non—US owned overseas 
subsidiaries? making up 35 percent of that number. West 

Germany multinationals accounted for 19 percent? France 10
percent? the Netherlands 5.5 percent and Switzerland 11.3
percent. Japanese capital for direct overseas investment 
increased rapidly between 1969 and 1974 from $665 million to 

$9?567 million.
During the last 25 years the international economic 

system was affected by several changes? such as high rates of 
inflation? the establishment of more economic protectionism 

and increases in barter agreement? and the MNCs became more 
political? with interventions by both host and home



c q un t r i e s . <:11> E f f e c t s  were inherited during the last y e a r s 

as geo-political s t a b i l i t y  w as affected by n ew co n f l i c t s  

which threatened traditional economic a l l i a n c e s  and

e s t a blished n ew economic pouters such as those of the Arab 

World- R e s o u r c e s  became economic and political w e a p o n s  and 

man y  g o v e r n m e n t s  increased profits from their res o u r c e s 

through nat i onali zat i on wh i ch had negati ve impli cat i ons for 

the MNCs a c t i v i t i e s  and their ope r a t i o n s  in the host 

countries.

10.4 P r o b l e m s  of the Joint Venture

In this se c t i o n  we will illustrate some of the issues 

discussed? with reference to an E g y ptian case study- But 

before that we will deal with the company? e s t a blished as  an 

E g y p t i a n / B r i t i s h  v e n ture as a vehicle for foreign investment 

between world nations.

There have been some at t e m p t s  to define mor e  p r e c i s e l y  

what is meant by joint venture investment. F r i e d m a n n  and 

K a l m a n o f f ’s defi n i t i o n  of a joint v e n ture is:

“A type of a s s o c i a t i o n  which implies c o l l a b o r a t i o n  for 

more than a ver y  transitory p e r i o d ,,<12>

Tom l i n s o n  also see s  that a joint venture is:

"A commitment for more than a v e r y  short

duration? of funds? facilities and s e r v i c e s  by

two or more le g a l l y  se p a r a t e  interests to an

ente r p r i s e  for their mutual b e n e f i t “ c 

These two d e f i n i t i o n s  see the joint v e n t u r e  as  a s y s t e m



of collaborat i on between p a r t n e r s  but it is important to note 

that they do not point to the joint s h a ring of control and 

risk of the investment. F i n a l l y  S u k i j a s o v i c  s u g g e s t s  four 

p r o p erties of joint venture as follows:

"A com m u n i t y  of interests involving doing 

b usiness in common? the s h a r i n g  of profits? 

the s h a ring business? risk and losses? and 

lon g e v i t y  of co-operat ion" ,

F r i e dmann and Kalmano f f c 1=5> point to the importance of 

the role of joint v e n t u r e s  as a symbol of improving 

re l a t ionships between de v e l o p e d  and u n d e veloped c o u n t r i e s  and 

they emphasize the factor of confidence between the p a r t n e r s  

as being important for the survival and s u c cess of a joint 

venture investment.

Although there is incomplete data about the size of 

joint venture investment between world nations? e s p e c i a l l y  

in developing countries? and about how far joint v e n t u r e s  are 

involved in increasing the foreign investment of the third 

world mult i nat i onals or soc i ali st mult i nat i onals? we have 

noted that there has been increased t endencies towards 

mult i nat i onali zat i on s i nee the beg i nn i ng of the 1ast decade .

However? Am e r i c a n  and B r i tish direct investment o v e r s e a s  

in all c o u n tries has been gr o w i n g  r e s p e c t i v e l y  at a c o m p o u n e d  

rate of about 9% and 6% a n n u a l l y  since 1957. At the end of 

1968? the value of total U. S  o v e rseas investment reached 

£ 2 7 0 0 0  m n . while? by the end of 1967? the total of B r i t i s h  

direct investment overseas? not counting that in petroleum? 

approached £ 4 7 0 0  m n . E a r n i n g s  and income from these
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Table (10-1).
No. of P r o j e c t s  S u b m i t t e d  their Balance  

Sheet to GAFI till 3 1 / 1 2 / 1 9 8 3

Sectors total of Projects Proj ects Projects Proj ects

c o m m enced Co m m e n c e d Com m e n c e d not

before 1983 in 1983 s u b m  i 11-

& s u b m  i t — & sub m  i t — i ng

ted B.S. ted B.S. B.S. to

to GAFI to GAFI GAFI

Indust r i al 226 189 8 29

A g r 1cultural 32 21 1 10

Const ruet i on 76 54 2 20

Servi ces 103 84 - 19

F i nane i al 187 156 — 31

Total 624 5 04 11 109

Sources Annual Report of GAFI till 31st. De c e m b e r  1983. 

( i n Arab i c)
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Table No. (10-2) 

S ource of A s s e t s  finance

S e ctors Indust - Agr i c u l . C o n s t r u . S e r v  i ces F i n ance Total

Ac t ual 

Asset Cos. 1701-8 361 .3 5 8 7 . 9 6 3 9 . 7 1563.5 4 8 5 4 . 2

a)Source 

of finance 

inside funds 

Cap i tal 3 2 3  -8 94.9 9 6 5 . 0 205 . 5 570.6 1291.3

R e s . & 

ret -prof i ts 62. 0

:

5.8 7.9 18.2 9 3 . 9

Forward 

1 asses (34.1) (2.3) (11 .0 ) (17.7) (65.1)

Prof i ts of 

1983 80.4 13.6 12.6 3. 9 24. 5 135.0

L oss e s  of 

1983 (2 2 .6 ) (7.9) (11.7) (15.9) (16.2) (74.3)

Locat i ons 231 .2 23.0 6 3.8 88.8 86.1 4 8 6 . 9

Total (a) 6 4 0 . 7 127.1 158.1 2 5 8 . 6 6 8 3 . 2 1867.7

R e s . =  Reserves; r e t -= retain

C o s .= Cost; I n d u s t .= Industrial

A g r i c u l . =  Agricultural C o n s t r u e -= C o n s t r u c t i o n

Ext« = External
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Table No. (10.2) contd.

S e c tors Indust. A g r i c u l . C o n s t r u e . S e r vices Fi n a n c e  Total

■
b)Ex ternal
fund
Long-term
1 oans 29 2.5 110.0 13.9 2 2 4.3 4 0 3 . 9 1044.6

Shor t — term

1 oans | 242.1 45.6 85.1 65.6 120.2 5 5 8 . 6

Other

suppli ers | 5 2 6 . 5 78.6 3 3 0.8 91 .2 3 5 6 . 2 1383.3

Total (b> 1061.1 2 3 4 . 2 429 .8 381 .1 8 8 0 . 3 2 9 8 6 . 5

Total (a)
& (b) 1701.8 361 .3 5 8 7.9 639.7 1563.5 4 8 5 4 . 2

Percentage
mA mA "A "A 'A %

of Ext.fund

to Actual
Asset cost 94.1 6 4 . 8 73.1 59.6 5 6 . 3 61 .5

Sources Annual Report of GAFI 1984.



investments have a lso increased s u b s t a n t i a l l y  during this 

period- In 1968 Americart— owned foreign investments earned 

over £ 2 9 0 0  m n - and provided some £ 2 6 0 0  m n - to their o w n e r s  in 

the form of dividends? interest? royalties? and other 

payments. In 1967 British overs e a s  investments s h o w e d  that 

their total e a r nings amo u n t e d  to about £ 4 3 8  m n - and 

dividends? interest? royalties and other pa y m e n t s  e x c e e d e d  

£310 m n . <1&>

Most foreign investors p r e f e r r e d  a w h o l l y — owned 

s u b s i d i a r y  to a joint venture; indeed? the p r e p o n d e r a n c e  of 

this form of ownership control was clear from the d a t a  on 

table 10-7 below. Also this table s h ows that the U.S. and 

the UK  MNC s  p r e f e r r e d  w h o l l y — owned s u b s i d i a r i e s  to other 

forms of ownership. Moreover? there is however s ome data 

from 1 9 7 5 <i::r> w h ich indicates some change in the t e n d e n c y  of 

the U.S. firms towards the acce p t a n c e  of the m i n o r i t y — owned 

joint venture? a l t hough they still favour overall 

w h o l l y — owned s u b s i diaries. In contrast? in 1977— 78? the 

d i s t r i b u t i o n  of Ja p a n e s e  firm o w n e rships in A s ian d e v e l o p i n g  

c o u n t r i e s  included 6 5.6 percent of the total 9 37 firms w h i c h  

were m i n o r i t y — owned (less than 50 p e r c e n t )w h i 1e 3 4 . 4  p e r c e n t  

were w h o l l y  owned subs i d iar i es . c 1<3>

D e s pite the lack of data about joint v e nture a ctivities?  

there is evidence of increases in the tendency towards joint 

ve n t u r e s  which indicate? for example? that the empirical 

st udy identified about 70 percent of the B r i t i s h  firms? 

a c c o r d i n g  to L a w  43 of 1974? which are joint ventures.

But the question n o w  is w h y  do the MNCs choo s e  joint



v e n t u r e s ?

The a n s w e r  m ay be indicated by J a n g e r ’s s u r v e y  of 

ma n agers of the major MNCs? w h ich explains the increase with 

reference to the M NCs p a r t i c i p a t i n g  in the g l o b a l i z a t i o n  of 

markets and ga i n i n g  a c c e s s  to raw materials. In addition? 

as K e l l i n g  <**^> suggested? there are many factors which m a y  

provoke the e s tablishment of a joint v e n ture such as 

g overnment insistence? financial pressures? the need for 

access to skills? t e c h n o l o g y  or marketing k n o w l e d g e  or the 

pr e s s u r e s  of comp e t i t i o n  on profit? as well as the 

e ncouragement of the public.

In relation to the a b ove arguments? both B e g u i n  and 

Freed(nan<20> indicate that there are some p a r t i c u l a r  

o bjectives which explain w h y  the host d e v e loping c o u n t r i e s  

and foreign investors are s e e king to establish joint v e n t u r e s  

as follows:

(1) For the d e v e loping countries? joint v e n t u r e s  can be 

integrated into the national economic development pla n  of the 

country? in a way which s e ems to cope with the s h o r t a g e  of 

foreign exchange? to develop the skil l s  of the labour force? 

to improve the p r o d u c t i v e  sector? and develop social s e r v i c e s  

and the infrastructure.

(2) For foreign investors? joint ventures a l l o w  them to 

achieve their commercial goals? to gain a c c e s s  to raw 

materials? develop n ew markets? tax holidays? and to o b t a i n  

guar a n t e e s  from the local gov e r n m e n t  against the p o s s i b i l i t y  

of developments? for example? nat i o n a l i z a t i o n .  T h e y  m a y  

also gain p r i v i l e g e s  from the foreign investment p o l i c i e s



in most deve l o p i n g  c o u n t r i e s  with regard to taxation? c u s toms  

duties? capital transfer? cheap labour? raw materials? and 

servi ces etc.

Fo r e i g n  investors m a y  be faced with a s h o r t a g e  of 

capital which they are u n w i lling to place in a p r o ject w h i c h  

is a  high risk if they invest alone. By a s s o c i a t i o n  w ith  

local investors they are more likely to be induced to invest. 

In some cases? joint v e n t u r e s  with local p a r t n e r s  lead to the 

best w a y  of uti l i z i n g  local managerial and e n t r e p reneurial 

talents? and ga i n i n g  a c c e s s  to the best local k n o w l e d g e  about 

markets. M a n y  host countries? both g o v e r n m e n t s  and people? 

and in p a r t i c u l a r  those of Egypt? feel that the joint v e n t u r e  

p r o v i d e s  a symbol of equity between the partners? with regard 

to ownership? responsibility? p r o f i t s  and control? and 

reduces the national at t i t u d e  of s u s p i c i o n  towards foreign 

economic domi n a t i o n  and a s s o c i a t e d  political d e p e n d e n c y .  

Most g o v e r n m e n t s  now believe that the joint v e n t u r e s  are not 

limited to the capitalist c o u ntries but they are a b l e  to s e e k  

them from socialist c o u n t r i e s  and other d e v e l o p i n g  c o u n t r i e s  

in order to develop their economic p o s i tions.

One of the main p r o b l e m s  w h ich needs to be c o n s i d e r e d  in 

the development of joint v e n ture investment is h ow control? 

and m anagement and o w n ership are to be arranged? and w h e t h e r  

it is p r e f e r a b l e  to est a b l i s h  wholly-owned? m a j o r i t y - o w n e d ?  

co-owned or m i n o r i t y — owned joint ventures. K i l l i n g ' s  

research f i nd i n g s <:Z1 * indicated that there are three types of 

joint v e nture m a n a gement control a s s o c i a t e d  w i t h  p a r t i c u l a r  

forms of firm— o w n e r s h i p . His c l a s s i f i c a t i o n  d e p e n d e d  u pon



the n a ture of dec i s i on-mak i n g <assa> in a r e a s  s uch as pricing? 

replacement of functional managers? sales? product design and 

the m a n u f a c t u r i n g  process. The three types of joint 

v e n t u r e s  ares

(1) Dominant p a rent joint v e n t u r e  w h ich is dom i n a t e d  by  one 

partner;

(2) S h a r e d  m a n a g e m e n t  joint v e n t u r e  in w h i c h  both the 

pa r t n e r s  p l a y  an a c t i v e  role? and

(3) Independent joint v e n t u r e  in w h ich neither of the two 

p a r t n e r s  has a s t r o n g  role in m a n a g i n g  the joint venture.

In O c t o b e r  1975? the E g y p t / U S  B u s i n e s s  Council formed a 

committee to s t u d y  the critical p r o b l e m  a r e a s  of foreign 

investors. The c o m m ittee st u d i e d  a s a m p l e  of 5 0  UJ>

co m panies and a limited n u mber of com p a n i e s  in Canada? UK? 

and G e r m a n y  w h i c h  had either current or potential o p e r a t i o n s  

in Egypt. In r e p o r t i n g <23> the results of the study? the 

committee gr o u p e d  the p r o b l e m s  of foreign investment under 

the following headings:

(i) E c o n o m i c  and political risks: Egypt has been involved

in the war with Israel s i nce Israel w a s  e s t a b l i s h e d  in 1948. 

In s p ite of this? foreign investors a c c o r d i n g  to the report? 

did not consider the threat of war as a major c o n c e r n  that 

will s e r i o u s l y  affect their investment in E g y p t .  T h e i r  

major c o n cern w a s  about the future of E g y p t i a n  G o v e r n m e n t  and 

the w e s t e r n  orie n t a t i o n .  S i n c e  the P r e — P r e s i d e n t  (Sadat) 

and the P r e s ident (Mobarak) have been r e s p o nsible for E g y p t ' s  

orie n t a t i o n  towards the West? some foreign investors and 

bu s i n essmen e x p r essed their wonder w h e t h e r  they will be able



i y i .

to s a t i s f y  the increasing demands of the Egy p t i a n  p e o p l e  for 

improved living s t a ndars 7 s t r e n gthening the economy* and 

m a i n t a i n i n g  a strong defence posture* all at the same time.

To ease the a n x i e t y  of foreign investors over the 

political unstability in the Middle East in general 7 and in 

Egypt in particular* the Pre-President and President Mo b a r a k  

took the initiative to solve the Egypttian/Israeli conflict 

by peaceful means and declared the end of the s t ate of war 

between the two c o u n t r i e s . <2^ >

There are other probl e m s  which face about 182 s t orage 

p r o jects in Free Zones (about 13 British p r o j ects). A l t h o u g h  

these p r o jects offered more than 4400 jobs to E g y p t i a n  

em p l oyees their s a l aries were more than LE8*000*000* In 

ad d i t i o n  they reclaimed the land (desert), u n f o r t u n a t e l y  the 

GAFI refused to renew the licenses and asked them to remove 

and destroy the buildings. The consequence of the wrong  

decision will lead to loss of many things* such as about 440 0  

jobs have gone and about 4400 people becoming unemployed* and 

tax p r o ceeds will decline a p p r o x i m a t e l y  L E 1 5 6 2 0 0 c2=5> -

Problems Related to Foreign Exchange

A v a i l a b i l i t y  of foreign exchange is important to foreign 

investors as it will enable them to import their r e q u i r e m e n t s  

of raw materials* service their external debts* and 

repatriate dividends and p e r haps capital. The lack of 

foreign exchange is the most crippling handicap to foreign 

investors. So the insufficiency of foreign e x c h a n g e  in 

Egypt cannot provide a favourable climate for foreign



investment in the country. Also a n o t h e r  p r o b l e m  c o n n e c t e d  

with the a v a i l a b i l i t y  of foreign exchange* is different 

exchange rates applied* from time to time or from official 

and unofficial m a r k e t s « Thi s  p h e n o m e n o n  will have an 

affect on the financial statement a nd the c o m p e t a t i v n e s s  

between MNC S  by the m e t h o d s  of e s t i m a t i o n  of the raw 

material* foreign capital and foreign debts. For e x ample 

the amount of profit in e x p o rting c o m p a n i e s  is g r e a t l y  

a f f ected by the rate of exchange used in trans f e r r i n g  the 

value of e x p orts into their equivalent in local currency* 

p a r t i c u l a r l y  if these com p a n i e s  export a large amount of

their production* and their p r o d u c t i o n  costs depe n d  g r e a t l y  

on factors a f f e c t i n g  local p r o d u c t i o n .  If the official rate 

of exchange is less than the real v a l u e  of local currency* 

the p r o f i t s  will be low and the tax* in consequence* will be 

less than the real tax. However* if the MNCs r e - v a l u a t e  -vtheir

assets the pr o f i t s  or losses a r i s i n g  as a  result of

r e - v a luation is not liable to E g y p t i a n  tax* by v i r t u e  of

Se c tion

"The tax shall a p p l y  to the p r o f i t s  r e s u l t i n g  

from the sale of a n y  of the capital a s s e t s  of 

the p r o f e s s i o n s  and c o m p a n i e s  w h i c h  s t i p u l a t e d  

in this section* also the p r o f i t s  r e a l i s e d  

from c o m p e n s a t i o n s  as  a result of d e s t r u c t i o n  

or confi s c a t i o n  of a n y  such a s s e t s  w h e t h e r  

during the life time of the firm or at its 

t e r m i n a t i o n . . . -The p r o v i s i o n s  of the S e c t i o n  

shall not a p p l y  to the p r o f i t s  res u l t i n g  from
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the re—valuation of the assets".
Until 1973* all foreign exchange t r a n s actions were 

carried out by the E g y p t i a n  government at the s o - c a l l e d  

’o f f i c i a l ’ rate of 3 9  p i a s t e r s  to the U S  D o llar or 97.5  

p i a s t r e s  to B r i t i s h  Pound. That rate w a s  s e r i o u s l y  

overvalued* however* and cont r i b u t e d  to the d i s t o r t i o n  of 

domestic relative p r i ces. The g o v e r n m e n t ’s response w a s  to 

shift p u r c h a s e s  p r o g r e s s i v e l y  to the parallel rate of 6 9 /70 

p i a s t r e s  to Dollar. The rationale of the partial d e v a l uation 

was to encourage owne r s  of foreign exchange resident abroad 

to rep a t r i a t e  it to Egypt at a more favourable rate* thus 

p r o v i d i n g  a s o u r c e  of foreign exchange for p r i v a t e  imports. 

To take care of the d a y - t o - d a y  o p e r ations of the parallel 

market* the g o v e rnment created the Commercial A g e n c y  for the 

Parallel Market w h ich w as att a c h e d  to Misr Import-Export 

Company. By 1977* all transactions were being c a r ried out 

at the parallel rate except exports of cotton* rice and 

petroleum* and imports of wheat* flour* bulk tea* p e t r o l e u m  

and p e t r o l e u m  p r o d u c t i o n s .  The final ste p  towards

unif i c a t i o n  was taken at the beginning of 1979 MJhen the 

parallel or incentive rate e f f e c t i v e l y  b e c a m e  the new 

official rate for all transactions. To all intent and 

purposes* the E g y p t i a n  p o und had been deval u e d  from the old 

rate of 39  p i a s t r e s  to the dollar to a n e w  rate of 70 

p i a s t r e s  to the dollar* and a  rate of L E I . 17 to the B r i t i s h  

pound.

The ne w  e x c hange s y s t e m  is b a s i c a l l y  an o u t g r o w t h  of the 

li b e r a l i s a t i o n  p o l i c i e s  instituted by P r e — P r e s i d e n t  in 1974.



The Egyptian«exchange market - has e x p e r i e n c e d  s u r p r i s i n g l y  rapid 

gr o w t h  in the last decade. The u n e x p e c t e d  g r o w t h  in this 

market is explained by the large increase in r e m i t t a n c e s  from 

E g y p t i a n s  w o r k i n g  abroad. Without this s o urce of funds* it 

is h i ghly improbable that the market could o t h e rwise have 

d e v eloped to its present size. D u r i n g  the three— year p e r i o d  

from 1976— 1978* annual r e m i ttances totalled r o ughly $ 700 

million* $1.1 billion and $1. 7  billion in eacch of those 

calendar years.

Al t h o u g h  the exchange market has brought m a n y  b e n e f i t s  

to the E g y ptian economy* it has also made certain d i s t o r t i o n s  

more obvious. This market* as opposed to the official a nd 

parallel markets* operates with a flexible exchange rate set 

by the forces of s u p p l y  and demand. As long as Egypt

c o n t inues to run a deficit on trade and current a c c ount and

the E g y ptian c u r rency remains inconvertible* the demand for

hard cu r r e n c y  in the official market is l i kely to be in

excess of the s u pply of foreign exchange. Therefore* the 

pound is offered at discount against c o n v e r t i b l e  c u r r e n c i e s  

on the free market.

For solving this problem* it s e e m s  to me the best w a y  is

to float the Egyptian pound. T h i s  w a y  will e n c o u r a g e

E g y p t i a n s  to repatriate hard currency* d i v i d e n d s  or capital. 

Tax will be liable on the real income* unofficial rate w o u l d

not find a ny place to work and Egypt w o u l d  s t a n d  a  m u c h

better chance of regulating its foreign exchange m o v e m e n t s .

Moreover* in practice* there are other p r o b l e m s  facing 

employees who work in MNCs: T h e y  receive their s a l a r i e s  in



foreign c u r r e n c y  and they p a y  s a l a r i e s  and w a g e s  tax with 

local c u r r e n c y  <LE) .

S u r v e y  R e s u l t s  and D i s c ussion

T w e n t y — eight B M N C s  paid w a g e s  and s a l a r i e s  to e m p l o y e e s  

in foreign c u r r e n c y  while twelve of them pai d  in local 

cur r e n c y  as s h o w n  from the table <10.3). These c o m p a n i e s  

deducted at s o u r c e  tax s a l a r i e s  and paid them? by E g y p t i a n  

pound either these com p a n i e s  p aid w a g e s  or s a l a r i e s  by 

foreign or local currencies) to the tax offices.

T a ble (10.3)

What kind of cur r e n c y  paid s a l arie and 

w a g e s  to emp l o y e e s

Fo r e i g n  C u r r e n c y  

No. %

Local C u r r e n c y  

No. %

No Answer 

N o . %

Total

2 8  65.1 12 27.9 3 7. 0 43

But what the exchange rate will be used? is official 

rate? or unofficial rate?

In interviews w ith tax inspectors in different o f f i c e s  

the d i s c ussion w as about the tax treatment of s a l a r i e s  paid  

in foreign currency.

A c c o r d i n g  to the information of Tax A d m i n i s t r a t i o n  No. 

1070 (in 2 9 / 3 / 7 9 ) the s a l a r i e s  and w a g e s  tax will be c o l l e c t e d



according to the a n n ounced rate (official rate). Do you 

think this treatment is good? e s p e c i a l l y  in Egypt w h ere there 

are official and unofficial rates of foreign c u r r e n c i e s ?

Table (10.4)

Tax treatment of S a l a r i e s  paid by 

F o r eign C u r r e n c y

No . of Tax Inspectors

Yes No No A n s w e r s Total

aoz No. % No. %

3  15 14 70 3 15 20

Could you please choose a su i t a b l e  m e t h o d  of tax 

treatment of s a l a r i e s  paid in foreign c u r r e n c y ?

1. Tax should be collected in the same cur r e n c y ?

2. Tax should be collected at the ..official rate?

3. Tax should be collected at an unofficial rate?

Twelve Tax Inspectors out of twenty p r e f e r r e d  that the 

tax should be collected by the same c u r r e n c y  p a i d  to 

employees? while four Tax I n s p ectors p r e f e r r e d  the current 

treatment? two Tax Inspectors p r e f e r r e d  unofficial rate 

e s p e c i a l l y  to realise the tax justice between the employees^ 

either they will receive their s a l a r i e s  by local or foreign 

currency. Two did not answer. The results are s u m m a r i s e d
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in Table (10.5).

Table (10.5)

S u g g e s t e d  m e t h o d  of tax treatment of 

s a l a r i e s  p aid in foreign currency

No. of Tax Inspectors

Tax C o l l e c t e d  

i n

Same C u r r e n c y  

No. %

► . 
Tax C o l l e c t e d

at

Official Rate 

No. %

Tax Col l e c t e d 

at

Unofficial Rate 

No. %

No

answer

No. X

Total

12 60 4 20 2 10 2 10 20
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Table No - (10-6 1 

Multi n a t i o n a l  and other Tax Payment

;No-of 

Proj -

No . of 

E m p l o y .

Salari es % 

& Wages

Average 

Salar i es

Tax

A v e rage

Tax

Revenue

from

Em p l a y e e s

Indus - |
Proj . 197 43 685 9 4 8 4 2 47-8 2170 129.6 5 6 6 1 5 7 6 . 0

Agr i c »
!
Proj . 22 529 6 691 4 3.5 1306 53. 2 2 8 1 7 4 7 . 2

Const -

Proj . 56 12490 2 5 086 12.6 2 0 0 8 115.3 1440097 .0

F i nan -

Pro j - 105 327 3 5 9 1 2 3.0 1806 vtII

O 3 1 8 7 9 0 . 2

Banks 51 816 0 3 6 2 5 6 IE5 -3 44 113 466.7 3 8 0 8 2 7 2 . 0

Serv -

Proj . 84 11330 2 9 5 8 3 14.9 2611 188.2 2 1 3 2 3 0 6 . 0

515 8 4 2 3 4 198593 100 - - 1 3 6 4 2 7 8 8 . 0

Indus«=Industrial Ag r i c .= Agricultural C o n s t .= C o n s t r u c t i o n  

P r o j - = Project F i n a n . =  Finance Serv. = S e r v i c e s

S a l aries and w a g e s  tax rates are;

First L E 4 8 0  (after deduct personal allowance) 2 %

The following L E 4 8 0  5 %  The following L E 9 6 0  10%

The following L E 9 6 0  15% The following L E 9 6 0  18% O v e r  than 2 2 %
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Table (10.7 )
Pattern of ownership c l a s s i f i e d  a c c o r d i n g  to the 

p e r c entage of foreign own e r s h i p  in s u b s i d i a r y

Value i n £ . m n .

S u b s i d i a r i e s — 1 ocation
'

W h o l l y — owned
.

Ma  j 0 r i t y Mi nor i ty
3

| more than 50% to less than

j 95% 95% 5 0 %
Z 0 « % No . % No . %

UK— owned in developed
i
1
tj

c o u n tries (steling area) | 6 05 54 2 24 20 2 90 26

the value
1
! 4 R2S 44 5 16 47 98 9

N on— s t e r 1 ing area
i

i 975
!

57 26 9 471 27

the value 1 645
j

49 546 42 128 9

USA m a n u f a c t u r i n g  (value) 275 94 13 4 3 1

F o r e i g n — owned in the UK

U S — owned (value) 946 75 185 15 132 10

Other countries (value) 446 70 171 27 23 3

F o r e i g n - o w n e d  in G e r m a n y 3 2 9 2 61 8 7 2 16 1211 2 3

the value 1600 79 192 19 234 12

F o r e i g n — owned in F r ance

U S — o wne d (N o .) 181 57 9 4 3 0 43 13

other countries (No.) 66 33 93 44 40 20

US-owned in Europe (No.) 2 0 5 0 76 464 17 182 7

the value 1320 76 3 58 21 50 3

US— owned in C a n a d a  (No.) 2301 8 3 331 12 133 5

the value 2240 62 1040 29 321 9



10.5 Joint Venture and Egyptian Investment

In the early days of the Open-Door policy* when the 

Egyptian government was endeavouring to encourage foreign 

investment* the banks and public companies were threatened by 

the c ompetition they would have to face from foreign 

companies who had available to them modern technology and 

financing* and who were not subject to financial as well as

employment restrictions. To overcome these fears* S e c t i o n  4
(29)

of Law 43 of 1974 pro v i d e s  that some foreign investments

in Egypt must be in the form of joint venture with either 

private or public Egyptian capital. The joint ve n t u r e  

mandate a f f e c t s  only certain industries. Such joint 

ve n tures u s ually take the form of joint stock c o m p a n i e s  or 

limited l i a bility companies. The Law does not d e t e r m i n e  a 

ma x i m u m  ceiling for the foreign parti c i p a t i o n  except in the 

following three c a s e s =

(i) banks dealing in national currency transactions in w h i c h 

Egyptian capital must at least be 51%;

(ii) construction a c t i v i t i e s  in which Egyptian capital must 

amount to at least 50%; and

(iii) housing p r o jects which can only be e f f ected through
('30)Arab capital. Investors may wish their p r o j e c t s  to be

w h o l l y  owned s u b s i d i a r i e s  if they get the approval of
('31)two— thirds of the Investment Auth o r i t y ' s  Board. In

d i s c r e t i o n a r y  matter* the GAFI will consider wh e t h e r  such 

technology or project is important to Egypt and w h e t h e r  

Egyptian capital, parti c i p a t i o n  is poss i bl e R e i n s u r a n c e
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companies and merchant as well as investment banks may 
establish themselves in Egypt without Egyptian participation 
provided they operate through a branch and restrict their

(33Tactivities to free currency transactions.

In determining the identity of the local partner in the 
joint venture? the investor must decide whether he will opt 
for private or public capital. His choice will depend upon 
the availability of acceptable Egyptian partners with enough 
capital to invest. It should be noted that the government 
aims at encouraging the private sector and at abolishing the 

numerous restrictions and regulations applying to economic 
activities. Therefore Egyptians have been permitted to open 

foreign currency accounts and keep foreign currencies 

received through activities other than tourism and export? 

provided?however? such transactions are done through 

officially approved banks.^34) If the investor is unable to 
find a private participant and the government considers that 
specific project desirable? the involved competent ministry 
will nominate either one or a group of public sector 

companies to provide the Egyptian capital participation.^35  ̂

The Investment Law specifically declares that if a public 
company participates in a joint venture? its projects will be 

considered as part of the private sector. They will 
therefore not be subject to public sector law which Is 

restrictive in certain matters such as financial procedures 
and procurements as well as employment and salaries!36^
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10.6 Financial Analysis

The main objective of financial analysis is to assess 
the profitability of the project and its capacity to fulfill 

its obligation. This objective would be very important in 
appraising joint venture projects where an Egyptian public 
company is involved in the project as an investor. The 

simple significance of financial analysis is obvious: no
enterprise? either domestic or foreign? will engage in a 
project that is expected to be a losing proposition? and none 
should be allowed that can not meet its financial 

obligations. Furthermore? the financial appraisal can help 

to determine whether or not a project deserves to get other 
advantages over the normal ones that are granted to a project 

under investment Law N o .43 of 1974. In this case? comparing 
the results of financial analysis can help the appraiser to 

make a rational judgement. For example? if the financial 
appraisal of the project shows low financial profitability? 
but at the same time the economic and social appraisal shows 

it desirable on the economic standpoint? it may seem 

desirable to grant additional advantages to the project in 
order to make the venture attractive to the investors. From 

the other side? the projects must not get any additional 
advantages if the economic and social appraisal proves low 
economic and social profitability? or shows negative social 
profitability from the standpoint of the society as a whole. 
In brief? financial appraisal is an essential part of the 

entire process of project appraisal? which can contribute to
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making rational decisions concerning whether or not the 

project deserves to enjoy the advantages granted by Law No. 

43 of 1974? and to make rational and conservative judgements 
concerning any additional advantages. In addition?
financial appraisal can demonstrate any adjustments to be 
made in the financial plan or the loan's conditions to 

improve the project's debt—service position. Moreover? 
financial appraisal can assist in estimating government 
revenues from custom duties and taxes through the life of the 
project.

The scope and significance of financial analysis has 
three important characteristicss

(1) The main concern in this analysis is income distribution 
and capital ownership? in terms of estimating the return to 

the equity capital contributed to the project by each of the 

various participants? public or private. In a situation 

such as appraising a joint venture project in Egypt the 

financial analysis can help to clarify some important issues? 
one of which is estimating the amount of profit that can be 

transferred abroad. For instance? Article of 22 of Law No. 
43 of 1974 points out that:

“Projects realizing self sufficiency in their 
foreign currency needs shall be permitted to 

transfer their annual net profit determined at 

the highest rate prevailing and declared for 

foreign currency within the limits of the 
credit balance of the foreign currency account 
of the project."



Therefore* if the financial appraisal shows that the
share of a foreign investor in the net profit of MNCS is 
LE700*000* where the surplus in foreign currency achieved by 
the project itself during the year is only £600*000 then it 

is indicated that only £60000 can be permitted to be 
transferred. The benefits gained from such information can 
also help in estimating the impact of the profits transferred 

on the balance of payments in Egypt* as a part of foreign 
c u r r e n c y  (38) burdens resulting from the project. Such

indicators can also aid the follow-up after the 
implementation of such projects.

(2) Financial analysis may be applied to the costs and 
returns of various public entities which participate in a 

project. At this point* the General Authority for 
Investment and Free Zone (GAFI) plays an important role in 

recommending or not recommending the participation of a 
public company in a joint venture* and the profit to that 

company if they participate. Most of the feasibility

studies of MNCS which are submitted to the GAFI* are* often*

prepared by the foreign partners. So the role of the GAFI is 
significant in estimating the financial indicators and the 

returns and costs of such investment to the public companies 

who intend to participate in such projects. Of course this 
can be done through financial analysis* which must be 

integrated at the same time with economic analysis* which 
tries to estimate the economic and social profitability of 
such an investment from the society's viewpoint as a whole. 

So that the GAFI can approve the projects which the society



needs them and are useful for national economy* while GAFI 
can refuse the others which show high private profitability 
and whether the economic and social appraisal proves low 
income and low social profitability.
(3) Financial analysis is considered the first step to
economic and social analysis. Thus* the whole appraisal 
process starts with this financial analysis.

In order to do a financial analysis of a project* a

projection is required of all revenues* expenses* receipts 

and expenditures. At this point* it is very important to 

differentiate between capital and income* capital and revenue 

expenditure. In brief* for financial appraisal of a
project? the following financial statements are normally
undertaken:

(I) Profit and Loss Statements This statement shows the 

various items of expected revenue* the corresponding costs 
and expenses and the net profit on a periodic basis.
(ii) Balance Sheets The projected balance sheet indicates 

the expected financial position of the project at a specified 
future date. It shows the assets that are expected to be 

available for use during the project and how they are 

expected to be financed. It may cover the period from the 
beginning of normal project operations up until the last day 
covered by projected income and cash flow statements. This 

statement consists ofs Assets which include fixed and 
current assets; and liabilities and equity accounts which 

include current liabilities* long-term debt and equity 

(shared capital and retained earnings).



Some attention will be concentrated on company finance* 
some justification for this deriving from the relative 

emphasis this point received in the deliberations in Egypt* 
on the effect of corporation tax on MNCs finance.

The basic point at issue concerns the extent to which 
corporation tax might distort allocation by affecting the 

decision an enterprise will make between internal and

external financing. It might also be expected to affect the
form of external finance.

10.7 Internal and external finance

Corporation tax can affect the choice between internal 
and external finance in three ways through its influence on=
(1) the level of company profits;

(2) the decisions of management to retain these profits or to 

distribute them* and;
(3) the terms on which outside capital can be obtained.

The project requires basically two kinds of finance*

namely working capital and long or short term finance.

Working capital is required to meet current expenses such as 
purchase of raw material and payment of wages and salaries of 

employees* while long and short term finance is required to
acquire fixed production asset such as real property* plant 
and machinery. A new company can provide for its financial 

needs either in th form of equity capital (ordinary or 

preferred) or debt capital (debentures or loans). An 

established company has* in addition* the alternative of



providing for its financial needs from retainedd profits or 
other financial reserves accumulated during a period of 

operation. As shown on table (S.2)<3?<?> about 62.8% MNCs 
rely upon external finance? while 14% depend on internal 
finance. Approximately? the same result can be obtained 
from table 10.2 which demonstrates 61.5% MNCs covered their 
actual investment cost from external finance while 38.5% MNCs 
covered them from internal finance. Usually? a company's 
promoters will be unable to meet the whole of the financial 
needs of the company from their own resources? but wi11 turn

to financial institutions for debt financing. In Egypt
commercial banks traditionally provide short term finance 

while institutional investors provide long term finance.

Sometimes the MNCS needs hard currency to carry on their 

activity. Therefore the Investment Law 43 allows MNCs 
operating in Egypt to get foreign currency by bringing
foreign currency into the country or obtaining it locally? 
and using it to pay for goods or services that require
payment in foreign currency. The basic principle is that to 

the extent the company's business activity generates foreign 
exchange? the company may disburse it? retain it? or 
otherwise use it as it sees fit. Foreign currency accounts 

may be fed by capital investments? loans? purchases of 

foreign exchange on the "own" exchange market and proceeds 
from both local and foreign sales paid for in foreign 

currency.<4CO Disbursements are permitted to pay for
imports? goods and services? debt servicing? and purchases of 
local currency. Thus transactions in foreign exchange



directly related to the firm's conduct of a productive 
enterprise proceed virtually free of restrictions? while 
currency speculation is discouraged. According to Law 43 MNCs 

are free to open local currency accounts as necessary. MNCS 
may want to repatriate part of their currency? initially in 
the form of dividends and possibly eventually as capital. 
Projects that are export-orientated and generate all their 

foreign exchange needs from their business activity may 

transfer all of their net profits abroad up to the amount of 
the credit balance in their foreign currency accounts. MNCS 
orientated toward import substitution are permitted to buy 
foreign exchange on the "own exchange market and remit it 
abroad within limits established by GAFI in their particular 

case . <41’
Finally? it is known that interest on external finance 

will be taxable deductible and on the other hand interest is 
exempted from the tax on movable capital assets if the loan 

was in hard currency Article 16 of Law 43 of 1974. If 

internal finance ( local currency) is made available? the 

loan interest would of course be directly deducted from 

taxable profits.
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C h apte r Eleven 

Gr ow t h  and P r o f i t a b i 1 itv of Direct 

Invstment in Egypt

11.1 Introducti on

In the last chapter we c o n s i d e r e d  the n a t u r e  of 

multin at ianal c o m p ani es  by e x a mini ng  the de.fi na tio n of MNC? 

historical p e r s p e c t i v e  and financial p o l i c i e s  and pra c t i c e .  

It wa s found that the MNC  p h e n o m e n o n  was e v o lv ing by the end 

of the last century. In Egypt? however this field was 

n e g l ec te d until 1974 when the E g y p t i a n  gove r n m e n t  ch a n g e d  its 

a t t i t u d e s  towards foreign investment and a d o p t e d  a n e w  p o l i c y  

aiming to induce and attract foreign investors (Arab and 

Foreign) in Egypt.

The principal law g o v e rn ing the imple men tation of this 

p o l i c y  is Law  43 of 1974? which w a s  am e n d e d  by La w  32  of 1977 

c on cer nin g the investment of Arab  and foreign funds an d free 

zones. A c c o rdin g to article  N o .3 of this law? the main 

obje cti ve of this p o l i c y  is to p r o m o t e  ec on omic and social 

de ve lopm en t withi n the framework of the s t a t e ' s  general 

p o l i c y  and national plan. F o r e i g n  investment is used as a 

ve hi cl e towards this and to a c c e l e r a t e  the dev e l o p m e n t 

pro ces s. The a im  of this chpter is to d i s cus s the E g y p i a n  

p o l i c y  towards direct investment? what the g o n e r n m e n t  o f fere d 

the foreing investors to en coura ge  them to operate in Egypt? 

the m o t i v e s  for investors? the effect of direct investment on 

the Eg y p t i a n  Economy? and an eva l u a t i o n  of foreign investment 

in the last ten ye ars (1975-1984).
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11.2 F o re ign Investment is en couraged and m o t i v a t e d  by 

incentive and trust

Ma n y  factors are u s u a l l y  taken into acco unt before 

maki ng a de cision to invest in a giv en country. Among the

d e t e r mini ng  factors? political s t a b i l i t y  as well as

l egisl at iv e s t a b i l i t y  are paramount? as are the expec te d 

re turns on investment and the a b i l i t y  to transfer capital as 

well as profit out of the country. Of course? there are 

other investment incentives that are apt to influence the 

decision to invest in a given c o u ntry such as=

(a) F a v o u r a b l e  trade p o l i c i e s

(b) M e a s u r e s  to enhance investor's confid ence

(c) Investment codes

(d) The a v a i l a b i l i t y  of inf rastructure and s e r v i c e s

(e) Employ me nt incentives; and

(f) A favourable interest rate structu re.

The decision to invest depends on stability?

p r o f i t a b i l i t y  and transfera bi lity. The present not e is an 

attempt at ap plying these c r i teria  to the case of E g y p t ' s  

stability? in the present context? wh ich n e c e s s a r i l y  involves 

political? econ omic as well as legisla ti ve stab ility .

Political s t a b i l i t y  has been a per manent feature of the 

Eg y p t i a n  scene so far. Fe w deve lo ping co untries  can c l a i m  a 

similar experience since  the R e v o l u t i o n a r y  Go ve r n m e n t  came to 

poujer in 1952 after a b l o o dl ess Coup d'Etat that put an end

to the monarchical regime? the s u c c e s s i o n  of powe r in the

co u n t r y  has taken place s m o o t h l y  and in an o r d e r l y  ma n n e r .

As to the econo mi c health of the c o u n t r y  it is



su ff i c i e n t  to quote a Wo rld Bank report dated S e p t e m b e r  21? 

1984 re vi ew ing E g y p t ' s  m e d i u m  term investment programs <x>for 

the past de cade its eco no m i c  p o l i c y  has enc o u r a g e d  the 

deve lo pment of a vi g o r o u s  p r i va te  s e ct or and d i v e r s i f i c a t i o n  

of foreign ec o n o m i c  r e l a t io nships . For the same period 

Egypt has e x p e r i e n c e d  one of the most rapid g r o w t h  rates in 

the d e v e l o p i n g  world.

With re g a r d s  to l e g i slat iv e s t a b i l i t y  the general trend 

in laws and regu l a t i o n s  a f f e c t i n g  the investment clima te is 

towards fewer and fewer c o n s t r a i n t s  and more p r i v i l e g e s .  

Ha ss an  A1i the Prime M i n i s t e r  a d d r e s s e d  the Egypt U.S. Joint 

B u s i n e s s  Council (reported in Investment R e v i e w ) . <2> He 

stated thats

"The gove rn ment pr o m i s e s  not to p ass  

r e s o l u t i o n s  or a cts a f f e c t i n g  busin e s s  before 

li s t e n i n g  to and e xc ha nging vie ws wit h  all 

p a r t i e s  concerned. S t a b i l i t y  of policies? 

min ister ia l d e cr ees and laws are our s t r a t e g i c  

object i v e s ."

On ma n y  oc c a s i o n s  pu blic p r o n o u n c e m e n t s  s t r e s s e d  that no 

resolution? act or law w o u l d  be en for ce d r e t r o a cti ve ly.

As to p r o f i t a b i l i t y  and t r a n s f e r a b i 1 ity? Egypt has a 

large p o p u l a t i o n  (more than 50 m i l l i o n s  wit h m a n y  d i v e r s i f i e d  

skills) it has re ce ntly expe r i e n c e d  rapid g r owt h of income. 

P r i v a t e  c o n s u m p t i o n  has been g r o wi ng at an a v e r a g e  rate of 

6 .6% annually? and gro ss do me stic investment at an a v e r a g e  

rate of 15.5% in the per io d 1970— 1982.

Like other economi es  in the free world? Egy pt has  been



af f e c t e d  by the lull in economic a c t i v i t y  that hit the worl d  

e c o nomy in the last few ye ar s with its main s o u r c e s  off 

foreign exc han ge namely? p e t r o l e u m  exports? w o r k e r s  

r e m i t t a n c e s  and Suez Canal tariffs.

To keep the m o m e n t u m  of grow t h  going? m o r e  res o u r c e s  

have to be mob il iz ed. These re so urces have to come m a i n l y  

from domest ic  so u r c e s  or else from foreign sources? hen ce the 

importance of foreign pr ivate investment.

The enc ou rageme nt  of foreign pr i v a t e  investment be ca me a 

part of an overall s t r a t e g y  a d o pt ed  by Egypt. All p u b l i c  

p r o n o u n c e m e n t s  by the President? the Pr im e M i n i s t e r  an d other 

p o l i c y  m a k e r s  point in one dir ecti on  n a m e l y  that g i v i n g  e v er y  

p o s sible push to pr iv at e investment? p a r t i c u l a r l y  for eig n or 

joint priv at e investment.

The go vernme nt  p o l i c y  mak er is then c o n c e r n e d  with

estab l i s h i n g  an economic en vironmen t w i t h i n  ujh i ch the 

economic agent who seeks  to make a profit  will th e r e b y  

c on tr ibute to the achiev ement of the em ployment o b j e c t i v e  and 

the income d i s t ributi on  objective? a m o n g  others.

The main instruments a v a i l a b l e  to the g o v e r n m e n t  for 

en c o u ra ging pr ivate and foreign investment are prices? tax 

incentives? and subsidie s. Especially important ar e e x c h a n g e  

rates? and interest r a t e s . <3>

As Egypt we l c o m e s  pr ivate foreign investment the

E g y ptian go ve rnment realises  that p r i vate investment is 

en c o uraged  and mot iv ated by both incentives and trust? and

so? the gove rnmen t is obliged to p r o v i d e  (as the P r i m e

Minis t e r  said in his speech) the m a x i m u m  p o s s i b l e  i nce nt ives
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and is w i l l i n g  to avoid a n y  p o l i c i e s  or a c t i o n  that might 

lead to mi st rust or misun de r s t a n d i n g .

The gove r n m e n t  of Egypt knows that there are two main 

mo t i vat i ons =

(1) The o p p o r t u n i t y  to earn a higher level of profit in Egypt 

than el se where.

(2) The m i n i m u m  po ss ible risk.

For g e t t i n g  more investment the Eg y p t i a n  G o v e r n m e n t  will 

co nti nue to provi de  tax exemptions? free transfer of profit 

and capital? and is c on si dering  more p r i v i l e g e s  for the 

re inv es tm ent of profit s. Mo re over the E g y p t i a n  G o v e r n m e n t  

took the foll ow ing important ma tter to improve the climate  

investment in Egypt: <**>

(i) It a p p r o v e d  a list of areas for investment in w h i c h  both 

pr ivate  and joint vent ure c o m p a n i es, are invited to p a r t i c i p a t e  

in land reclamation? agriculture? industry? food proc es sing?  

electrical fittings?... A de taile d listing of open p r o j e c t s  

in these a r e a s  is av a i l a b l e  at the Investment A u t h o r i t y .

(ii) The gov er nment has assi gn ed to Investment A u t h o r i t y  the 

r e s p o n s i b i l i t y  of g e tting  all a p p r o v a l s  and l i c e n c e s  w i t h i n  a 

m a x i m u m  of s i x t y  days of appli ca tion.

(iii) The g ov ernment  has esta b l i s h e d  a p e r manent  c o m m i t t e e  

at the M i n i s t r y  of Financ e. Thi s com m i t t e e  m e e t s  e v ery wee k 

to se tt le di sp u t e s  with the C u s t o m s  A u t h o r i t i e s .

(iv) The Govern ment urges bu s i n e s s  o r g a n i s a t i o n s  and 

a s s o c i a t i o n s  to ar range regular m e e t i n g s  wit h  c o n c e r n e d  

M i n i s t e r s  to exchange views and to d i s c u s s  p r o b l e m s  a f f e c t i n g  

bu sin e s s  perfo r m a n c e .
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11-3 Characteristics of The Egyptian Economy

Da rin g the 1950s and 1960s? E g y p t ’s e c o no my  became 

la rgely  s t ate— owned and s t a t e — run- N a t i o n a l i z a t i o n  of 

foreign companies v i r t u a l l y  ended foreign investment of both 

capital and technology.

In the early 1 9 7 0 ’s it became clear to E g y p t ’s le ad ers 

that a change in d i r ec ti on was n e c e s s a r y  if the c o u n t r y  were 

to realize its potential —  The G overnm en t under the 

Pre-President- brought about this change in several w a y s . 

The first was to pro m u l g a t e  the Ope n - D o o r  Policy? an 

exp res sion of E g y p t ’s desire and w i l l i n g n e s s  to invite 

foreign investment into its economy. Anot her m e t h o d  w as to 

temper the heavy reliance on the publ ic sector? e s p e c i a l l y  in 

a r eas that may  be better se rved by pr iv at e i n i t i at i ve 

For example? por ti ons of the c onstruc ti on industry have been 

transferred to privat e sectors . The p u r po se  of these 

c ha nge s is to harness the expertise and techno lo gy of the 

p ri vate sector for benefit of the c o u n t r y ’s economy- The 

Gov ern ment intends to continue  in this direction? but at a 

control led  pace; too rapid change could be

countei— productive. However? certain, industries? that are 

of special strat egic importance or that are key to the 

n a t i o n ’s social welfare? will continue to be s t a t e — owned and 

run.

The economic p o l i c y  of Egypt aims at a c h i e v i n g  three 

main objectives:

1— the first one is to stre ng then and expand the pr es ent



economic and social infrastructure;
2— the se cond is to m a i n t a i n  the present p r o d u c t i o n  

facilities  and to ut il ize  their c a p a c i t y  to the fullest; and

3- the third is to marshal a d e q u a t e  do mestic and foreign 

financial r e s o ur ce s for investment.

The maj or instrument for a c h i e v i n g  these e c o no mi c 

objecti ve s is the five year plan? w h ich p r o v i d e s  a  framework 

for the implement ion of gov e r n m e n t  poli ci es.

Open Door p o l i c y

in O c t obe r Paper? p r e — P r e s iden t p r e s e n t e d  the p o l i c y  of 

"Al-Infitah" or “O p e n - D o o r  policy" . the p o l i c y  was  a p p r o v e d  

in both the p e o p l e ’s A s s e m b l y  and a  national r e f e r e n d u m  in 

May 1974.

The p o l i c y  has several ob j e c t i v e s  wh ic h can s u m m a r i z e d  

as follows:

1— the d e c e n t r a l i z a t i o n  of d e c i s i o n - m a k i n g  in s t a t e — owned 

enterprises;

2— the encourage ment of the pr i v a t e  s e c t o r  to p l a y  its role 

in the ec ono mic deve lop ment of Egypt;

3 — the pr o v i s i o n  of incentives to s t i m u l a t e  and e n c o urage

pr iv ate foreign investment; and

4 — the ex pan si on of ec on om ic c o o p e r a t i o n  with w e s t e r n  and

Arab countries.

The E g y p t i a n  go ve rnment has taken several s t e p s  to

implement the above policy? including the a b o l i s h i n g  of the

general o r g a n i s a t i o n s  or p u b l i c  sect o r  holdin g firms? of the
I ■
aim of de c e n t r a l i z i n g  publ ic s e ctor decisi on  m a ki ng. The 

government has also removed some of the h e av y r e s t r i c t i o n s  on



p r i v a t e  b u s iness ac tivities ? ex panded foreign exc ha nge  

t ra ns action s ou tside the official rate? and loosened m a n y  of 

the r estrai nt s on b a n king  a c t i vtie s.  In ad dit io n to these 

me a s u r e s  major e f f o r t s  were dir ec te d toward the e ncoura ge ment 

of both Arab and foreign investment.

Therefore? a c o m p r e h e n s i v e  theory of foreign investment 

in Egypt w o uld nee d to cover the decision ma king p r o c e s s  and 

the m o t ives for o v e r s e a s  investment? the c h a r a c t e r i s t i c s  of 

the investing companies? the type of industries and econ om ic 

a c t i v i t i e s  that at tr act foreign investment and the effect of 

such investment in the ec o n o m y  of both host and home 

co u ntr ie s of investment.

One of the most important character is t ics of Egy pt as a 

host c o u ntr ie s is its geographi ca l location. It b o a r d e r s  on 

both the M e d i t e r r a n e a n  and Red Seas. The Suez Canal whi ch 

links these two sea s together giv es Egypt a sig n i f i c a n t 

strat egi c loc at ion and an important role in s t i m u l a t i n g  

international trade by sa ving in both dis ta nce and s h i p p i n g  

time? and hence? a re du ction in en erg y con s u m p t i o n  and 

transportation cost of m a n u f a c t u r e d  g o od s from the west to 

the e a s t .

Moreover? in a d d i t i o n  to the geogra ph ical location? 

igypt has other c h a r a c t e r i s t i c s  can be s u m m a r i z e d  as follows:

1) The p o p u l a t i o n  that ex ce eds 50  m i l l i o n  pe ople p r o v i d e s  

oth large c o n su me r c o m m u n i t y  and large pool of s u p p l y  of!
emi— s k i lle d and s k i l l e d  labour force.

2) The increase in per ca pi t a  income and the d i s t r i b u t i o n  of 

ncome w i th in the p o p u l a t i o n  pr ov ide a well seg m e n t e d  ma rke t



with an eff ective demand for all types of pr o d u c t s -  The 

increase in income togerther with the low level of existi ng  

investment p r o vid es  an at tr a c t i o n  to foreign investment to 

set up plan ts to fill the gap between the demand for goods 

and the shortage of s u p p l y  of these goods.

(3) The economic p r o bl em s of Egypt have led to a favourable 

government a t t itud es  towards foreign investment and this 

pr o vid es  an op po r t u n i t y  to foreign investors to mak e use of 

the different go vernment incentives such as tax incentives 

(tax holidays)? sub si dies...  and

(4) The location of Egypt in the heart of the Arab c o u n t r i e s  

is another incentive to foreign investors who can s u p p l y  the 

rich and growing ma r k e t s  of these co un tries from  an 

es ta blis he d infrastracture and industrial base.
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V\
11 .4 Foreign Investment and Law 43 of 1974

The Egy pt ian government is pu rs ui ng a p o l i c y  of 

encourag ing Arab and foreign investors in Egypt- The 

principal law go ve rning the implementation of this p o l i c y  is 

La w 43 of 1974? which  was  am en de d by Law 32  of 1977

c on cer nin g the investment of Arab and foreign funds and free

zones- Ac cordi ng  to article N o -3 of this law» the main 

objective of this po li c y  is to prom ote  ec onomic and social 

development wi thin the framework of the s t a t e ’s general 

po l i c y  and national plan- Fo r e i g n  investment is used as a

vehicle towards this and to a c c e le ra te the de velopmen t 

process . Egypt is faced with a p r o b l e m  in a t t e m p t i n g  to 

attract foreign investments for n e c e s s a r y  commodities; at the 

same time foreign investors want s o m e th in g in return from 

Egyp t .

Egypt is seeking to expand the scope of investment? 

quality? and eff i c i e n c y  of its pro d u c t i o n  base- This 

requires modern technology? a high level of know-how? and top 

managerial skills. Law 43 of 1974 was enacted to pr o m o t e  the 

inflow of foreign capital and technol og y needed  to a c h ieve 

those objectives- In 1977? the law was ame ndment by L a w  32 

which increased the scope of pe rm i s s i b l e  act ivity? made 

po ssibl e an extension of its holidays? and g r a nted some  of 

the privileges of the Law to proje c t s  fully owned by 

Egyp t i a n s .

The leg islat io ns al low foreign m a j o r i t y  o w n e rs hi p and 

pro vid e a package of incentives and gu arantee s. T h e y  also
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grant tax h o l i d a y s  for p e r i o d s  rang ing  from five to fifteen 

years. Th ei r p r i v i l e g e s  include a large m e a su re of freedom 

with respect to the r e p a t r i a t i o n  of p r o f i t s  and capital.

P r o jects in free zon es are g e a r e d  to e xp ortati on  and are ‘ 

p e r m a n e n t l y  exempt from taxation. Imports into and ex po rts 

from the free zones are not su bj ect to any re st r i c t i o n s  

unless the import is into Egypt. All g u a r a n t e e s  p r o v i d e d  by 

the law against n o n — commercial ris ks a p p l y  equa lly  to free 

zones projec ts . All p r o j e c t s  o p e r ati ng  under the p r o v i s i o n  

of investment law are c o n s i d e r e d  to be lon g to the p r i va te  

sector even whe n carried out as a joint ve nt ur e with a  pu bl i c  

company. In order to attra ct foreign investment? L a w  43 

al lo w s  for several ad va n t a g e s .  A m o n g  the most important of 

these are: 

t •> Tax Incent ives

The most important incenti ves are the tax incentives. 

The La w exten ds  to a p p r o v e d  p r o j e c t s  and invested capital a 

nu mber of fisical p r i v i l e g e s  taking the form of tax 

ex emp tions. Ho wever there are p r o b a b l y  two basic o b j e c t i v e s  

of L a w  43. The first and p r o b a b l y  the most important is to 

obtain foreign capital to create e x p o r t s  and thereby cre at e a 

favourable foreign exchan ge  w h ic h the go v e r n m e n t  needs. The 

se co nd is the need for t ech no logy in m o d e r n  d e velopm en ts. So 

the tax incentives are d e s ig ned to a c c o m p l i s h  these 

o b j e ct iv es for s t i m u l a t i n g  local an d foreign investors to 

invest in Egypt.

Tax e x e m p t i o n s  are con t a i n e d  in several a r t i c l e s  in L a w  

43s Art i c l e s  16? 17? 18? 46 and 47. The first three



222.

art i c l e s  create a s e r i e s  of temporary exemptions? wh il e the 

latter two a r t i c l e s  create a per mane nt  tax exemp tion. The

following some  deta il s of both tax exemptions:

(a) Permanent  tax exemptions MNC s  w h ich  operate in 

E g y ptian free zone qu a l i f y  for a  pe rmanen t tax exem ption . 

Other c o n s e q u e n c e s  include the a b i l i t y  to import or export 

without a n y  r e s t r i c t i o n s  and an exe mp tion will obtain? also? 

from cu st oms duties. Equipment? m a c h i n e r y  and equip ment for 

transpor ta tion uti liz ed by a p p r o v e d  p r o j e c t s  m a y  be to ta lly 

exempted from cu stom d u t i e s . <:7>

(b) T e m p o r a r y  tax exemptions All investments a p p r o v e d

under L a w  43  wh ich do not q u a lify for free zone s t a t u s  

q u alif y for tax exem pt ion on the net profi t of projects? 

whether d ist ri buted or un d i s t r i b u t e d  profits? all revenue 

from p r o f i t s  that are rein ve sted or special reserv es  shall be 

exempted from the levy of CT  and commercial and industrial 

pr o f i t s  tax for a pe ri od of five ye ar s st a r t i n g  wit h  the 

first fiscal year subse qu ent to the c o m m e nceme nt  of

p r o d u c t i o n  of the proj ect or to the eng agement in a c t i v i t i e s  

as the case may  b e .405 T h i s  tax h o l i d a y  m a y  be ex t e n d e d  to 

eight years? pr o v i d e d  the Investment A u t h o r i t y  r e c o m m e n d s  and 

Council of M i n i s t e r s  a p p r o v e s  suc h extent ion? on g r o u n d s  of 

the nature? geogr ap hical lo cation and volum e of the capital 

of the project? its importance for eco no mic d e v e l o p m e n t . 4*30 

A ten year tax exempt io n m ay also be g r a nt ed  to p r o j e c t s  

underta ki ng reconstruction? e s t a b l i s h i n g  n e w  c i t i e s  in 

n o n — agricultu ra l a r e a s  that fall ou ts id e the b o u n d a r i e s  of 

ex ist ing cities and pr o j e c t s  involved in land reclamation'v
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Furthermore? the di st r i b u t e d  p r o f i t s  als o e n j o y  a five y e a r s  

tax h o l id ay from tax on income de riv ed  from  m o v a b l e  p r o p e r t y  

as well as the general tax on ; income. The former tax 

applies to income rec ei ve d from s e c u r i t i e s  and interest 

income from guarantees?  deposi ts  and debts? w h ile general tax 

on income a p p l i e s  to individual investors and not to 

companies

<ii) Im port— export regulations: P r o d u c t i o n  facilities?

t r ansp or tation equipment? mac hinery? equipment  and spare 

pa rt s required  for the s t a r t — up or the o p e rat io n of the 

project m a y  be importes without 1 i c e n s e . <!to>

(iii) Oth er exemptions: The L a w  43 sought to relieve firms

a p p roved under it from m a n y  of the more b u r d e n s o m e  

r e s t r i c t i o n s  c o n t ai ned in E g y pt ia n laujs. Thus? it p r o v i d e s  

that p r o j e c t s  shall be exempted from the p r o v i s i o n  r e q u ir ing  

them to d ist ri bute a n n u a l l y  a ce rt ain p e r c e n t a g e  (25%) of 

pr o f i t s  to em pl oye es. MNCs are also p a r t i a l l y  exempted from 

labour p a r t i c i p a t i o n  in m an agement . E m p l o y e e s  en gaged for 

approved p r o j e c t s  m ay  be exempted from the a p p l i c a t i o n s  of 

Eg yp ti an social insurance laws on c o n dition  that a more 

beneficial insurance plan is pr o v i d e d  by pr oj ect and a p p r o v e d  

by the General O r g a n i z a t i o n  for Social i n s u r a n c e . <11}

(iv) P r o t e c t i o n  and Guarantees: F o r e i g n  investors see k  

protection against n o n — commercial risks. Therefo re? the 

Investment L aw p r o v i d e s  that a p p r o v e d  p r o j e c t s  m a y  not be 

confiscated or n a t i o n a l i s e d  and that asset of suc h p r o j e c t s  

may not be sequestrated? confiscated? s e i z e d  or blocked 

except through judicial p r o c e d u r e s . <12>



11.5 Transfer of Assets to non-Resident Companies

Where a UK company? which is carrying on trade outside 

the UK? e s p e cially  in Egypt? through a branch or s u b s i d i a r y  

tran sfers the whole or part of that trade together with its 

as se ts  used for the p u r po ses of the trade (or its as se t s  

other than cash) to a co mp any not resident in the UK? in 

exchange w h o l l y  or p a r t l y  for s e c u r i t i e s  cons is ting of s h a r e s 

or sh ares  and loan stock in the foreign company? so that the 

UK resident comp any holds not less than one quarter of 

o r d in ary share capital of the transfer company? then the 

charge to corporation tax on a n y  ch ar gea ble gain that wou ld 

other wis e accrue is p o s t p o n e d . 4130

The deferred chargeable  gain is treated as a r i s i n g  and 

hence the ch an ge a b i l i t y  of tax on the gain comm encing  wh ere  

any of the following takes place:

(1) the transferor company disposes of the whole or part of 

the share s held by it which were issued in exchange by the 

transferee c o m p a n y . 4135

(2) the transferee company di sposes of the whole or part of 

the as sets held by it or ceases to use t h e m . 41^ 5

The idea of deferri ng the gain se ems to be that the gain 

is regarded as paper gain and so the c o mpany is g i v e n  the 

time to find cash to pa y it. The def erment of capital gain 

li abi li ty ap plies also to insurance c o m p a n i e s . 41555

On the other hands the position  of the Egypt ia n tax code 

on asset s transferred to MNCs in Egypt is that all capital 

as set s and imported con stru ction material and comppnent



n e c e s s a r y  for funding p r o j e c t s  m a y  be ex empte d from all taxes 

and cu st om  duties. When B r i t i s h  p a r e n t s  or p a r t n e r s  

transfer a n y  assets? the E g y p t i a n  A u t h o r i t y  shall a s s e s s  the 

value of imported and intangible a s s e t s  co nt r i b u t e d  to an y 

ap pro ved pr oj ect by a n y  foreign investor. In e v a l uating  

such assets? the General A u t h o r i t y  for Investment and Free 

Zone may consult the op inio n of qual ified exp er ts a p p o i n t e d  

by the Board of D i r e c t o r s  of its del egate.

The invested capital of a p p r o v e d  p r o j e c t s  shall be 

recorded in a reg ister e s t a b l i s h e d  for such  p u r po se s. 

Invested capital in the form of cash shall be reg i s t e r e d  in 

the same uni ts  of c u r r e n c y  as wer e transferred. In tangible 

a sse ts shall be r e g i st er ed as capital co n t r i b u t i o n s  in kind? 

together with st atement  of their value as as s e s s e d  by the 

Aut hor i t y .

E v a l u a t i o n  and r e g i s t r a t i o n  of invested capital and 

issuance of the registrat i on — c e r t ificate  of the invested 

capital shall be in a c c o r d a n c e  with the following  

p r o c e d u r e s . 4 x**y

(1> After all the invested capital of a  pr oject has been 

imported or trans ferred into Egypt? the investor shall su bmit 

an a p p l i c a t i o n  to the a u t h o r i t y  for the e v a l uation  and 

re gi st ration  of such invested c a p i t a l . Such a p p l i c a t i o n  

shall include a s t a t em ent of the na tur e and v a lue of the 

invested capi tal certi fi ed by a charter ed  a c c o u n t a n t  and 

shall be s u b m i t t e d  together with the followin g documents:

(a) For funds tra ns ferre d in foreign c u r r e n c y  thr ough one 

of the re g i s t e r e d  bank s at a Central Bank of Egypt? the



investor shall submit an official ce rtificate issued by the 

bank through which the transfer has been made. The

c ert ificate  must set down the amount of such transfer?

a c c o mp an ied by a statement certifi ed  by charter ed account

st ating how such transferred cash funds shall be uti li zed in 

e st ab lishin g the project. These funds shall be ev aluated  at

the highest rate declared for free foreign c u r re ncy at the

date of the transfer.

<b> For invested capital imported in form of m a c h i n e r y

equipment? trans por tation equipment? and all other capital 

assets n e c e s s a r y  for the est abl ishment of the project? as 

well as for raw m a t e ria ls  and co m m o d i t y  r equ ir ements n e ce ss  • 

for the first ope rating cycle? which have been clea red

pursuant to the customs releasing licenses issued by the GAFI 

an official ce rtifi cate from the customs re que sted at the 

time of clearance and stating the cl ear anc e date and value 

as sesse d by the customs.

(c) With respect to am ou nt s expanded to obtain intangible 

assets? research or incorporat ion? the investor shall submit 

d oc uments prov ing  and justifying such expenses in rel at ion to 

the pro po sed project.

(2) In all cases before issuing the re gistration certificate? 

the GAFI is entitled to det ermine through e x a m i n a t i o n  and 

inspection of documents that the tr ans ferred funds or 

imported capital have been in fact utilized for p u r p o s e s  of 

the project.
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TransferabtIttv of profits
The general p r i n c i p l e s  that g o v e r n  the transfer of 

profit are set down in L a w  N o . 43 of 1974 as follows:

(a) A pr oj ect  wh ose v i s ibl e and invisible ex ports cover all 

elements of foreign excha n g e  r e q u i r e m e n t s  is p e r m i t t e d  to 

transfer its annual p r o f i t s  w i t h i n  the limi t s  of the bala nce 

of the p r o c e e d s  of the p r o j e c t ' s  exports;

(b) P r o j e c t s  that are b a s i c a l l y  not e x p o r t — o rientat ed  and 

that limit the c o u n t r y ' s  need for imports shall be p e r m i t t e d  

to transfer in wh ol e or in part their net p r o f i t s  w i t h i n  

limits ap p r o v e d  by the authority;

(c) H o us in g p r o j e c t s  who se r e n t a l s  are pa yable  in foreign 

curre nc y are pe r m i t t e d  to transfer their net p r ofits in full. 

Others whose rental s are p a y a b l e  in local currency? m a y  

transfer profit up to a limit of eight percent (8%) per year 

of the amount of their invested c a p i t a l .

(d) Po pu lar  hous ing p r o j e c t s  and hous ing in new cities are 

permitted to transfer net r e v e n u e s  up to a limit of fourteen 

sercent of their invested capital .

The A u t h o r i t y  (GAFI) shall d e t e rm in e the amount of funds 

uhich may be tr ansferr ed ab ro a d  including net p r o fits a c c r u e d  

jy the invested capital r e g i s t e r e d  with the A u t h o r i t y  in 

iccordance with the following procedure:

|1) An a p p l i c a t i o n  for transfer shall be p r e s e n t e d  to the 

luthority s e t tin g forth the p r o f i t s  sought to be tr ans ferre d, 

he a p p l i c a t i o n  shall be a c c o m p a n i e d  by the foll ow ing 

ocuments:

i) A copy  of the p r o j e c t ' s  b a l anc e sheet and profit an d loss
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sta tement for the p e r i o d  in w h i c h  the p r o f i t s  were ea rne d 

c er ti fied by a c h a r te red accountant; and

(ii) A ce rt ificat e issued by a ch ar tered a c c o un ta nt a t t e s t i n g  

that the pr oj ect has s u b m i t t e d  its tax de cl a r a t i o n  and 

disc har ged all taxes as well as other o b l i g a t i o n s  due to the

s t a t e .

(2) The a u t h o r i t y  shall n o t i f y  the pr ojec t and its bank of
I
the amount of p r o f i t s  w h ich m a y  be tr ansferr ed following its 

d et er minati on  that such a m o u n t s  have been p r o p e r l y  c a l c ul at ed 

in acc o r d a n c e  with  esta b l i s h e d  a c c o u n t i n g  rules.

(3) Such profit m a y  thereaf ter he transferred ab ro ad  in the 

ma nne r descri be d in the p r o v i s i o n s  of item (1> of ar t i c l e  22 

o f L aw 43.

With respect to the following projects? the a u t h o r i t y  

shall issue to the banks the n e c e s s a r y  cu rr ency ex ch ange 

a p p r o v a l s  for the amount of net p r o f i t s  which  it d e t e r m i n e s  

may be transferred abroad:

(1) The p r o j e c t s  a p p r o v e d  under the p r o v i s i o n s  of item <ii> 

of arti cle  22 of L aw 43 as p r o j e c t s  whi ch limit the c o u n t r y ' s  

need for imports; and

(2) Housin g projects? the r e n ta ls  of whic h are p a y a b l e  in

local currency? shall be p e r m i t t e d  to transfer amount up to

JB% per a n n u m  of invested cap i tal ? and housing in n ew cities? 

outside the a gric ul tural are a  and beyond the p e r i m e t e r s  of

 ^existing ci ti es  shall be p e r m i t t e d  to transfer a m o u n t s  up to

L4% of invested capital.

Ban ks shall transfer these funds at the highest rate 

orevailing and decla r e d  for foreign currency.



11.6 Egy pt ia n View on Foreign Investment

The govenment represented by the foreign investment 

authority is claiming that the economy will gain from foreign 

i nvestment as i t will bring in fore i gn cap i tal? and 

technological know-how? which is badly needed for development 

Moreover the authority expects foreign investment to create 

employment opportunities which lead to getting more revenue 

from tax salary (table 10.6) increase production? and ease

the balance of payment problems.

The policy of encouraging foreign investment emerged 

from the ’Government'policy' which stated that the Egyptian 

economy is in bad need for foreign resources not only to 

support it but also to hasten its development process by 

encouraging foreign investment? the government aims to get as 

much as possible of foreign finance and technological 

know-how? creating new jobs and extra revenue from tax duty 

and other kind of direct taxes.

To show that • foreign investment is aiding in the 

development of the economy? the foreign investment authority 

draw a comparison between the national investment plan for 

the year 1984? and the approved foreign investment for the 

same year. The comparison is summarized in table (11.1)
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Table 11.1

Relative importance of the economic sectors in the national 

planned investment and approved foreign investment for the

year 1984.

be ctor P1anned Nat i ona1 Approved Foreign

Investmen t Investmen t

1) Commodity sector

X

53 . 2

X

47.0

2) Distribution sector 28 .3 20.0

3) Services sector 18.5 28 . 3

Source: GAFI 7 Investment Projects under Investment Law? Ten 

years after? 1985. (in Arabic)

According to table (11.1)? the foreign investment authority 

claims that:

(1) Although there is a similarity between the approved 

foreign investment? and the national planned investment? 

there is little difference between the approved foreign 

investment and national planned investment. For instance? 

in the first two sectors the approved foreign investment is 

less than the national planned 14.5% while in the third 

sector the approved foreign investment is more than the 

national planned 9.8%. Therefore^ the Egyptian government 

has to alter their incentives for the first two sectors to 

encourage investors to work in these sectors especially as
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they are more important for the E g y ptia n economy. On the 

other hand the go ve rnmen t shou ld  make some r e s t r i c t i o n s  on 

the other se ct or s whi ch are less beneficial to the E g y pt ian  

e c o n o m y .

(2) The ap pr o v e d  foreign investment for the year  1984? 

r e p r es en ts 12% of total p l a nned  national investment for the 

same y e a r .

(3) The a u t h o r i t y  also clai ms that these ap p r o v e d  p r o j e c t s  

for 1984 will provide 8 4 2 3 4  jobs? pay y e a r l y  L E 1 9 9  m i l l i o n  as 

wa ges and s a l a r i e s . <17>

(4) The a u t h o r i t y  also es t i m a t e s  the value of g o o d s  and 

se r v i c e s  pr od uc ed by foreign investment p r o j e c t s  at 

LE1366.

(5) Also foreign investment will p ay  L E 1 3 & 4 2 7 8 8  y e a r l y  as a 

sa l a r i e s  and wag es  tax? table (10.6)

The staff in both tax administration ? tax o f f ice s and 

of GAFI in accounting? a d m i n i s t r a t i v e  and s t a t i s t i c s  

d e p a r tmen ts  and some s t af f of u n i v e r s i t i e s  who ar e 

interested. The m a j o r i t y  of them agree in interviews w i t h  

the re searcher that the overall ef fe cts of foreign investment 

on E g y p t ’s econom ic and social dev elopment is p o s i t i v e .

This agree ment is evident in table (11.2) on the f o l l o w i n g  page. 

This table sho ws that about 7 2% of the r e s p o n d e n t s

interviewed consid ered the ef fe cts of foreign investment as  

g e n e r a l l y  positive and 8% of the r esponde nt s v e r y  p o s i t i v e .  

While about 6% of the r e s p o n d e n t s  do not know and 14% is 

negative. In both gr oups  these who did not a n s w e r  and

reject foreign investment argue that (1) it will h a r m l y



affect the ec on omic and poli tical sover eignity? a nd  distort 

the social s t r uc tu re of the country? (2) foreign p r o j e c t s  

will? through unfair competition? we ak e n  the p u b l i c  se ct or  

which is the coun tr y's base for econom ic  development?

(3) Egypt is divi ded into about 26 p r o v i n c e s  an d  investment 

pr oje c t s  are rest ri ction  in four p r o v i n c e s  only? this m e an s 

that the four di st ri cts will get a  good chance to help 

u n e m p l o y e e s  in these ar eas onl y and the p e op le  living in 

these are as whi ch  can get a ny m e r c h a n d i s e  w i t ho ut a n y  

suffering? and (4) the O DP will lead the co u n t r y  a w a y  from 

p l anne d develop me nt.

Table No. (11.2)

A t t i t u d e s  towards the ef fects of FI in Egypt

V e r y  pos i t i ve 

R e s p o n s e s

Po s i t i ve 

R e s po nses

Do not know 

R e s p o n s e s

Negat i ve 

R e s p o n s e s

Total

R e s p o n s e s

Z o ■ No. % No. 'A No. % No. %

4 8

1

36 72 3 6 7 14 50 100



11.7 Effect of Foreign investment on The Egyptian Economy

Th i s  se c t i o n  will attempt to pr ov id e a s e l e c t i v e  s u m m a r y  

of the effect of direct foreign investments on the e c o n o m y  of 

host cou n t r i e s  in general and the different p o i n t s  of vie ws 

of Egy p t i a n  economists? businessmen? and g o v e rn me nt off i c i a l s  

c on cerned wit h foreign investment in Egypt.

On the one hand there is a group of e c o n o m i s t s  who argue 

that foreign investments help to foster the ec onomic  

development p r o c e s s  by introducing capital? n ew t e c h n o l o g y  

and m a n a ge ment s k i l l s  n e c e s s a r y  for dev elop ment. On the 

other hand there is ano ther gro up who argue that the c o st s of 

foreign investments are for highe r than its b e n e f i t s  which 

could be a c q u i r e d  at a much lower price.

Am ong  the first group of econ o m i s t s  is Stretten? P. who 

ar gu es  that the co ntr i b u t i o n  of p r i vate inv estments m a y  help 

to lay the fo un dations for further gr owth in the e c o n o m y  and 

in s t r e n g t h e n i n g  the base from w h ic h domes ti c s a v i n g s  and 

foreign exc ha nge are g en er ated. <1<9> P r i v a t e  foreiqn

investment? in his view? is not a zero-s um  game w h e r e  the 

loss of one is a gai n for the other? and host c o u n t r i e s  m ay 

benefit of the following a d v a n t a g e s  of p r i v a t e  foreign 

investments:

(1) Th r o u g h  tax revenues? it may c o n t ribute ind i r e c t l y  to 

filling the s a v i n g s  and foreign exc ha ng e gap.

(2) It helps in the transfer of tec h n o l o g y  and s k i l l s  and 

p r o v i d e s  for training of local manag er s.

(3) It helps in e s t a b l i s h i n g  co n t a c t s  with  o v e r s e a s  banks?



capital markets? pro d u c t s  markets? and s a le s organization? 

thence it may create d i r e c t l y  and indirectly emp loyment 

opportun i t i e s .

(4) It ma y  improve dom es tic w a ge s or improve the terms of 

t r a d e .

(5) It m ay change the market str u c t u r e  and thus con t r i b u t e  to 

v i g or ous com pe titio n and

(6) F o r ei gn investment aids the host g o v e rn me nt rev en u e s  by 

e s t a bl is hing a new tax income? direct or indirect tax wh ich  

may subs t i t u t e  for the reve nue from c o r p o ra tion tax during 

the tax hoii d a y .

M e u r <ZO) argu es that the flow of p r i v a t e  capital 

cont r i b u t e s  to the host c o u n t r y ’s develo pment p r o g r a m m e  in 

general way s by helping to reduce the sh o r t a g e  of do m e s t i c  

s a ving s by increasing the s u p p l y  of foreign exc hange. As a 

result of this initial cont ribut ion real income will ex pa nd  

p r o d u c t i v i t y  will rise? d o m es tic labour w a ge s will become 

higher? and pr ice s will became lower. Moreover? p r i v a t e  

investment will a l lo w for a large labour force to be 

employed? and will transfer to the host c o u nt ry technical 

knowledge? market information? mana gerial and s u p e r v i s o r y  

personal? organizational experience? and n ew  p r o d u c t s  and 

pr o d u c t i o n  techniques.

In di sc uss ing the w e lfar e ef fects  of foreign direct 

investment J o h n s o n <:21> a r gu es that it increases the capital 

stock and improves the tec hno logy in the host c o u n t r y  w h i c h  

will also gain from taxing the ea r n i n g s  of the investment? 

and its resid ents will enjoy lower p r i c e s  and a be tt e r



q u a li ty  of commo dities.

R e u b e r <22> in his s t u d y  of pr i v a t e  foreign investment 

in de velopment ar gu e s  that like an y other kind of investment? 

p r ivat e foreign investment will add to the size of d o m es tic  

stock of real capital which  will result in real output and 

the re dist r i b u t i o n  of income away from local ow ners of 

capital in favour of labour and other no n-capita l owning 

m e m bers of com munity.  He also found a po s i t i v e  a s s o c i a t i o n  

between foreign investment and g r oss national p r o d u c t i o n .  

To calc ul ate the net e c o no mi c ben ef it s of foreign investment. 

Reuber uses the following model:

P r o d u c t i v i t y  of imported capital — 

Net economic be nefits of = Direct cost of imported capital + 

foreign investment External b e n ef it s of imported

cap i tal —

External costs of imported capital 

The first part of the right hand side of the e q u a t i o n  is 

reflect ed  in the c alculat io n of each individual inv estment 

project? while the other part is e x p e r i e n c e s  by the s o c i e t y  

as a whole. The be ne fits cited by Reu b e r  include; .<23>

1) The transfer to the host co u n t r y  of not onl y capital but 

also a pa ckage of a u x i l i a r y  factors including tec hnology?  

management? and foreign market acc ess.

2) The o p p o r t u n i t y  off ered to host c o u nt ri es to c a p t u r e  a 

substantial share  of the ea rnings on foreign capital? and 

rents earned on the package of a u x i l i a r y  factors.

3) Tr ai ning of labour and mangement? increase in p r o d u c t i v i t y  

of local firms? and re d i s t r i b u t i o n  of income w i t h i n  the host
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count r y - -

Bro oke a nd  Ro mm er w ho a r gu e that p r i v a t e  foreign

investment is involved in a lov e— hate re la t i o n s h i p  with 

gov er nmen t and p e ople  of host countries? clai m that p r i v a t e 

foreign investment have the following meri ts:

1 — Pr i v a t e  foreign investment will bring much n e e d e d  capital

to a c o u ntry wh ich cannot g e n erate  suffic ie nt of its own;

2 — P r o vi de jobs and e mploy me nt opportunities;

3 — Privat e foreign investment is w i l l i n g  to co nsider s i tes

in dev el opmen t areas;

4 - Will raise s t a n d a r d s  of m a n a ge ment in general as well as

manager ial  education;

5 - Aid the ba la nce  of pa ymen t by m a n u f a c t u r i n g  local g o o d s

that wo ul d have been imported and

6 - Int roduce n ew  t e c h n ol ogies and ne w produ cts-



11-8 An Evaluation of the Results of Investment According to
"E g y p t i a n  Investment Laws'*

Be fore the issuing the 'Open-Door' policy? E g y p t ' s  

former investment laws did not st i m u l a t e  foreign investment 

in E g y p t ' s  e c o n o m y . A short e x a m i n a t i o n  of the 

atmosphere? c i r c u m s t a n c e s  and legal s e t ting  a f f e c t i n g  foreign 

investment s h o w s  that the laws thems elves were not 

un f a v ou rable to the exi ste nc e of foreign capital in the

economy? but rather the political climate p r e v a i l i n g  at the

time was the impediment to the incoming of foreign capital .

The laws r egu la ting foreign investment have ev olved

through the following stages:

1— Law No- 2 12  of 1952 cre at in g the Perm anent  Council for the 

Developm en t of National Product i on « <2<s>> In this law? the

use of foreign and E g y p t i a n  capital is s p e c i a l l y  p r o v i d e d  for

land reclamation? and c oncen tr ated upon e l e c t r i c i t y  as a 

basic need for industr ializatio n - So that the foreign 

co mp an ies o p e r atin g in Egypt were exe mp ted from the 

commercial and industrial p r ofi ts  tax ac c o r d i n g  to L a w  N o -306 

of 1952.

2 — Law N o . 156 of 1953? whi ch  was later am en ded by law  No- 475 

of 1954? w a s  the fundamental law regu l a t i n g  foreign 

investment- This law at tr acted foreign investm en ts to 

p a r t i c i p a t e  in de velopm ent project s such as mining? industry? 

power? trade? tourism and  t r a n s p o r t a t i o n . <27> The m a jor  

importance of the law? was that E g y p t i a n /  foreign joint 

c o m pa nies were a l l ow ed to be incorporated w h ich c o n t r i b u t e d



s i g n i f i c a n t l y  to the technological developm ent of ce rtai n  

m a n u f a c t u r i n g  industries.

3 — La w  No- 65  of 1971? On Arab Capital Investmen t and Free  

Zones? is the law that "carried the see ds of the O p e n — Door 

po lic y" as it invited Arab as well as foreign investors to 

engage in b u s i n e s s  in E g y p t . B e c a u s e  of the p o l i t i c a l l y  

unstable a t m o s p h e r e  s u r r o u n d i n g  Egypt at that time? foreign 

investors were not feel enco ur aged by this 1a w . < y

4- L a w  43 of 1974: This  law co nc erning  the investment of 

Arab and F o r e i g n  F u nds and the Free Zones was en ac ted in 

order to att ract foreign investors to make  their t echno lo gy 

as well as their capital ava i l a b l e  to E y p t i a n s  as part of the 

de ve lop men t p r o c e s s . <SO) The Egy p t i a n  G o v e rnm en t issued La w  

No- 32 of 1977 to amend L a w  43 of 1974 by e l i m i n a t i n g  m a n y  

un c e r t a i n t i e s  and d i f f i c u l t i e s  w h i c h  d i s c o u r a g e d  foreign  

investors to wor k in Egypt

In 1974 Egypt introduced the "Open Door" e c o no mic  

p o l i c y  wit h a v ie w to boos ting pr i v a t e  investment. L a w  43 

of 1974 has offe red  m any  different incentives to pr i v a t e  

investors? the main ones being: tax ho lidays up to fift een

years; e x e m p t i o n s  from cer tain laws r e g u la ti ng imports? 

exchange control and labour? and duty  free im po rtation of 

machinery? equipment  and tools n e c e s s a r y  to investment 

pro j ect -

The law wa s a m e nd ed in 1977 to give g r e a t e r  incentives 

to p r i vate investors and this was followed in 1981 by L a w  159 

which e x t en ded similar incentives to investors in the n e w  

commun i t i e s .
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The p r i n c i p a l  g o a l s  of the L a w  43 and L a w  3 2  of 1977 were 

as follows:

(1) to c r e a t e  a r e a s  of joint interest for the national 

e c o n o m y  an d for Ara b and F o r e i g n  investors;

(2) to b r o a d e n  the p a r t i c i p a t i o n  of d o m e s t i c  capital w i t h

Arab  an d F o r e i g n  capital;

(3) to improve the c l i ma te  to m ake it c o n d u c i v e  to the 

m o v e m e n t  of Ar a b  capital;

(4) to e s t a b l i s h  financial c e n t r e s  in E g yp t to meet the n e e d s  

of the Arab r e gion and to f a c i litat e investment of Arab  funds 

w i t h i n  the region;

(5) to off er  a d e q u a t e  g u a r a n t e e s  a g a i n s t  n o n - c o m m e r c i a l  risk* 

as well as othr incentives? to e n c o u r a g e  investment;

(6) to increase empl o y m e n t  o p p o r t u n i t i e s  and  to increase the

technical an d a d m i n i s t r a t i v e  e f f i c i e n c i e s  through trainin g in 

m o d e r n  techno log y;

(7) to make a v a i l a b l e  g o o d s  and s e r v i c e s  that c o ul d not be 

p r o v i d e d  by local p r o d u c t i o n ; a n d

(8) to int roduce m o d e r n  t e c h n o l o g y  into Egypt 132)

T hi s a n a l y s i s  will c o n c e n t r a t e  on L a w  43 as the ten 

y e a r s  w h i c h  have el apsed si nce its i n t r o ducti on  of fe r an 

a d e q u a t e  s t a n d p o i n t  from w h ic h to judge its s u c c e s s .  Th e 

r e l e v a n c e  of this a s s e s s m e n t is indicated by the fact that 

the m a j o r i t y  of foreign investme nts in Egy pt are sti ll 

a f f e c t e d  by i t .

The table b e l o w  shows that about 62% of the total n u m b e r  

of p r o j e c t s  a p p r o v e d  had a l r e a d y  s t a r t e d  p r o d u c t i o n  by the 

end of 1984. Ov e r  57% of all a p p r o v e d  Inland pr oje cts? a n d



83 %  of all a p p r o v e d  Free Zone p r o j e c t s  were in p r o d u c t i o n  by

the end of De cem b e r  1984. The reason for the d i f f erence  of

pr op o r t i o n s  of implemented p r o j e c t s  is due m a i n l y  to the fact 

that most Free Zone p r o j e c t s  are s t o rage p r o j e c t s  and thus 

need less time to execute than Inland p r o j e c t s  w h ic h are on

the whole industrial? a gric ul tural or se r v i c e  industry

projects. It is evident from the figures that both Free 

Zone and Inland p r o j e c t s  are behind S c h ed ule as far as 

implementation is co ncerne d and this is e s p e c i a l l y  true of 

the Inland pr ojects.

Over this ten year period? “ 1975— 1984 in table (IT »J5 >? 

190 pr op osed p r o j e c t s  ca ll in g for a capital of L E I 003 

million? were wit h d r a w n  folloojing their failure to s u s ta in  

their application . The total num ber of a p p r o v a l s  thus falls 

to 1447 with an equity  of L E 5 5 1 4  mi ll io n. H o wever it s h o u l d  

be noted that the w i t h d r a w a l s  were all in the c a t e g o r y  of 

Inland pro j e c t s  so that a true figure for the total number of 

Inland p r o jects approve d w o u l d  be 1136 wit h an e q u i t y  of 

LE4693 mill ion.

Cons i d e r i n g  that three years  is the a v e r a g e  p e r i o d  it 

takes an ap proved  industrial proj ect to reach the p r o d u c t i o n  

stage? the figures for 1983 and 1984 sho u l d  be ex c l u d e d  to 

reach a more reali st ic pi ct ur e. T hi s entail s that from the 

real a p p r o v a l s  of 1136 projects? w h ose capital a m o u n t s  to LE

4698 million? one sh ou ld  exclude 281 projects? an d a capital

total of LE 1220 mil li on. The resul tan t real a p p r o v a l s

until the end of 1982? st an d at 8 55 projects? wih a capital

investment of LE  3 4 7 8  mil li on. C o m p a r i n g  the last figu res
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with those of p r o j e c t s  a l e a d y  in p r o d u c t i o n  by the end of 

December 1984* one can see that a p p r o x i m a t e l y  9 0% of real 

a p p r o v a l s  are a l r e a d y  in p roduction.

Now we must evalute the effects of the;approved pro j e c t s  

and their importance to the national economy.
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Table (11.3)
P r o j e c t s  A p p r o v e d  and Investment Capital 

F r o m  1975 to 1984

LE -mn

Year

------------------------------------------

Inland Free Zone Total

N o . of 

Proj ects

Val ue No. of V a l u e  

P r o j e c t s

N o . of 

P r o j e c t s

Val ue

1975 157 746 43 189 200 935

1976 54 3 1 4 49 40 103 3 5 4

1977 122 67 8 42 75 164 753

1978 123 3 53 39 26 162 3 7 9

1979 150 551 26 30 178 581

1980 153 7 2 9 25 17 178 7 4 6

1981 211 869 46 7 2 2 57 941

1982 7 5 241 23 190 98 431

1983 157 646 9 40 166 686

1984 124 547 9 137 133 711

Total 1326 5701 311 81 6 1637 6 5 1 7

Investment

cap i tal 1326 11287 311 1106 1637 12393

S t arted

p roduct i on 7 6 0 485 8 2 5 8 781 1018 5 6 3 9

W i thdrown 190 1003 190 1003

Sources Journal of Investment Revi ew, d i f f e r e n t  n u m b e r s •
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C h apter Twelve 

T a x a t i o n  of Multinational E n t e r p r i s e s

12.1 Introduct i on
The g r owth of multinational ente r p r i s e s  is linked with the 

increasing economic inter-dependence of the W e s t e r n  and Third 

W o r l d s . <J> This inter-dependence shows itself in the

international movement of g o o d s  and se r v i c e s  and in the

resulting forms of busines orga n i s a t i o n  which control and 

direct such movements. International m o v e m e n t s  of capital* 

enterprise and k n o w-how are c l o s e l y  linked with m o v e m e n t s  of 

goods and se r v i c e s  and in these pro c e s s e s  the role of 

international taxation becomes increasingly important, not

least in identifying c o u ntries or areas in w h i c h  new

d e v e l opments may take place.

When a business firm b e c omes a multinational* a w h o l e  n e w  

dimension is added to the impact of taxation on its a c t i v i t i e s .  

On the one hand more than one government will have a fiscal 

interest in the income of firm. On the other hand* the firm 

has looked at greater o p p o r t u n i t i e s  for global tax m i n i m i s a t i o n  

in moving goods and funds between c o u n t r i e s . <2> The 

a p p r o priate revenue authority* usually insist that transfer 

prices between branches of firms or me m b e r s  of a g r oup be fixed 

on an 'arms length' basis; but the pricing of this r equirement 

is difficult, p a r t i c u l a r l y  where the transfers are of 

technology or patents or s p e c ialised g o ods wit h  n o - k n o w n  

comparable market p r i c e s . <3>

Tax c o n s i d erations can be important not only in transfer
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p r i c i n g  decisions* but also in d e c i s i o n s  relating to the 

locating of p r o d u c t i o n  facilities. L o w  tax l o c a t i o n s  m a y  be 

used w ith a d v a n t a g e  not only as ce n t r e s  for p r o d u c t i o n  but also 

for financial purposes. MNC s  are* always looking to m i n i m i s e  

their global tax— bill have a v a i l a b l e  to them s o - c a l l e d  'tax 

h a v e n s ' .

T h i s  c h a pter is devoted to the following s u b j ects.

12.2 M e a s u r i n g  e f f i c i e n c y  and p r o f i t a b i l i t y .

The mai n  point is that taxation can change the order of 

choice. In the domestic market* profit can be used as  a 

m e a sure of efficiency. In the international market the most 

p r o f i t a b l e  project m a y  be that w h i c h  a t t r a c t s  least tax or most 

subsidy. E f f i c i e n c y  and p r o f i t a b i l i t y  are not n e c e s s a r i l y  the 

same. When some c o u n t r y ’s b a l l - b e a r i n g  m a n u f a c t u r e r  is lo o k i n g  

for a site in a developing country* it is at least as 

interested in the relative s u b s i d i e s  o f f ered by v a r i o u s  

g o v e r n m e n t s  as by w a ges rates and p r o d u c t i v i t i y . For 

instance* Ireland does not co n j u r e  up the same v i s i o n  of 

e f f i c i e n c y  as  say West Germany. But c o m p aring the r e l a t i v e l y  

m e ager incentives offered by a G e r m a n  Gov e r n m e n t  w i t h  the few 

p r o b l e m s  of employment and none of foreign exc h a n g e  earnings* 

wit h  the v e r y  g e n e r o u s  s u b s i d i e s  p l u s  tax e x e m p t i o n s  on e x p o r t s  

offered by the Irish Government* a  d e c ision to invest in 

Ireland rather than G e r m a n y  m ay make sense.

12.3 M i n i m i z i n g  Tax p a y m e n t s

The e n t e rprise has to deal with at least two tax le v y i n g



authorities* the host a n d  parent gove r n m e n t s .  It has* to a 

limited extent* some d i s c r e t i o n  about how it will m o v e  its tax 

l i a b i lities between these two authorities; it cannot s i m p l y  

transfer all l i a b i l i t i e s  to one government or the other* but 

there is g e n e r a l l y  some room for manoeuvre* w i t h  the 

implication that it will n o r m a l l y  seek to m i n i m i z e  its 

liabilities. For example* if p r o f i t s  earned by a s u b s i d i a r y  are 

left with the subsidiary* and not repatriated* it m a y  be able 

to avoid p a y i n g  the parent g o v e r n m e n t ’s taxation on these 

profits and so p a y  only the host g o v e r n m e n t ’s taxation. But 

if the s u b s i d i a r y  w a n t s  to reinvest these p r o f i t s  at home* or 

has to use them to p a y  d i v i d e n d s  at home then it will incur 

more tax l i a b i l i t i e s  at home. In general therefore it can be 

said that* p a r t i c u l a r l y  if taxation is lower in the host 

country than at home* there is no obvious incentive to 

repatriate p r o f i t s  to face taxation* if there is a ny 

p o s s i b i l i t y  of the funds being invested p r o f i t a b l y  by  the 

subsidiary. P r o f i t s  can a l l o c a t e d  to lower taxed s u b s i d i a r i e s  

by raising the price of their e x p orts and or by d e c r e a s i n g  the 

price of their imports.

If the taxes are p r o g r e s s i v e  M N C s  are induced to a l l o c a t e  

pr o f i t s  until the marginal tax rates are equated. As a

consequence* V a i t s o s <S5> ex p e c t s  mul t inat i onals to remit their 

p r o f i t s  to the home centre at the expense of the foreign 

s u b s i d i a r i e s  since the home office of the m u l t i n ational is more 

apt to incur lower p r o f i t s  or loss e s  because of subs t a n t i a l  

overhead and research e x penditure.

The tax p e n a l t y  w h ich m a y  be incurred by m o ving p r o f i t s  from



one c o u n t r y  to an o t h e r  qua l i f i e s  the notion that an e n t e r p r i s e  

may have financial a s s e t s  w h i c h  can be moved freely f rom one 

part of the world to another.

So far it has been a s s u m e d  that p r i c i n g  p o l i c y  is 

"neutral" so far as  taxation is concerned. But the ente r p r i s e 

may use a transfer p r i c i n g  p o l i c y  as  a  m e ans of m i n i m i z i n g

taxation. Trans f e r  p r i c i n g  is not used m e r e l y  for this

purpose* it has other uses* n a m e l y  in respect of c u r r e n c y  or

customs duties transactions. But c l e a r l y  transfer p r i c i n g  can 

be used to min i m i z e  taxation by m o v i n g  the tax burden to 

wherever the tax rate on p r o f i t s  is lightest. Finally* 

taxation in s u b s i d i a r i e s  is at a lower level than in the home 

industrial territory which would suggest the need for e x p o r t i n g  

p r o fits as well as products* but if the plan is to re c o v e r  

costs or repatriate p r o f i t s  fast in an uncertain foreign

market* this p r o d u c e s  a conflict of aims. The reverse a p p l i e s  

to customs v a l u a t i o n  where a t t e m p t s  to m i n imize taxation at 

home can affect tariff p a y m e n t s  abroad.



12.4 Dividend payments by subsidiaries

In r e v i ewing the lit e r a t u r e  re l a t i n g  to d i s t r i b u t i o n  of 

profit there a re two questions

(1)Firstly a s  to whether dividend d e c i s i o n s  are a c t i v e l y  made 

by M NCs or wh e t h e r  d i v i d e n d s  are residual funds a f t e r  me e t i n g 

requirement for reinvestment.

(2) Secondly* as to w h e t h e r  the v a lue of a  firm a n d  its share 

price are a f f e c t e d  by the p r o p o r t i o n  of e a r nings distributed.  

One school backed by M o d i g l i a n t  and Mill e r  <<tS>> a r g u e s  that the

value of a c o m p a n y ’s s h a r e s  is e n t i r e l y  independent of its

dividend p o l i c y  when tax e f fects are ignored. A n o t h e r  school 

supported by G o r d o n <:r> and o t h e r s <e> insist that current 

dividends being more certain and nearer in time than future 

dividends* and are v a lued more h i g h l y  by investors* with the

result that d i v idend p o l i c y  will tend to effect s h a r e  prices.

Tax s y s t e m s  in most co u n t r i e s  a s s e s s  d i s t r i b u t e d  p r o f i t s  

d iff e r e n t l y  from u n d i s t r i b u t e d  profit.**50 W h e r e  a  c o m p a n y  is 

charged to CT  on its p r o f i t s  and income tax is charged on 

dividends* the effect is that d i s t r i b u t e d  p r o f i t s  are d o u b l y  

taxed. To the extent that such r e t ained p r o f i t s  are re f l e c t e d  

in share prices* capital g a i n s  will arise. If the M N C s  sol d  

these s h ares then the capital g a ins are taxable.

However* it would a p p e a r  then that the d i v i d e n d  p o l i c y  of 

a s u b s i d i a r y  m a y  be different from that of a parent company. 

This is l i k e l y  to be p a r t i c u l a r l y  the case when the s u b s i d i a r y  

is not w h o l l y — owned but has local p a r t n e r s  or s h a r e h o l d e r s .  

The dividend p o l i c y  of the s u b s i d i a r y  might be to p a y  the



largest p o s s i b l e  dividends in order to recover the initial cost 

as q u i c k l y  as passible* e s p e c i a l l y  w i t h i n  a tax h o l i d a y  period. 

The d i f f i c u l t y  of such a p o l i c y  might be l i m i t a t i o n s  on 

profits. At the other extreme it might not be expedient to 

p l o u g h  p r o f i t s  back with little or no dividend being d e c l a r e d  

for years* a l w a y s  as s u m i n g  that there were no local e q u i t y

ho l ders or p a r t n e r s  to be a p p e a s e d .*xo> In general* if there 

is a degree of u n c e r t a i n t y  about the r e a c t i o n s  of tax

authorities* it m a k e s  sense to have a regular d i v i d e n d  and 

profit repatriation policy* if only to establish that e n t e r p r i s e  

is not a t t e m p t i n g  to evade local control in an e m e r gency.

However* the general p r i n c i p l e s  that gove r n  the transfer 

of p r o f i t s  (dividends) are set down in the Investment L a w  43  of 

1974 as f o l l o w s * <lx>

(1) A project whose v i s i b l e  and invisible e x p orts cover all 

eleme n t s  of foreign exchange r e q u i r e m e n t s  is p e r m i t t e d  to 

transfer its annual p r o f i t s  with i n  the limits of the b a l a n c e  of

the p r o c e e d s  of the p r o j e c t ’s exports.

(2) P r o j e c t s  that are b a s i c a l l y  not e x p o r t - o r i e n t e d  an d  that 

limit the c o u n t r y ’s need for imports shall be p e r m i t t e d  to 

transfer in whole or in part their net p r o f i t s  w i t h i n  l i m i t s  

ap p roved by the G A F I .

(3) H o using p r o j e c t s  whose re n t a l s  are p a y a b l e  in foreign  

c u r r e n c y  are p e r m itted to transfer their net r e v e n u e s  in full. 

Others* whose rentals are p a y a b l e  in local currency* m a y  

transfer p r o f i t s  up to a limit of 8%  per year of the a m o u n t  of 

their investment

(4) Po p u l a r  housing p r o j e c t s  and h o u sing in n ew r e v e n u e s  up to



a limit of 1454 of their invested capital.
A c c o r d i n g  to the U K  tax system* p r o f i t s  of a  branch or 

other form of permanent establishment* will be taxable in both 

the UK  and overseas (Egypt)* w h e t h e r  or not they are 

repatriated to the UK. The UK* being the c o u n t r y  of the 

c o m p a n y ’s residence* will a l l o w  a  credit against U K  tax on the 

branch profits. This credit cannot exceed the amount of 

eligible overs e a s  tax on the same p r o f i t s . *120 To compute the

tax credit it is n e c e s s a r y  to find out*

(1) the overs e a s  is withholding tax on the dividend; a n d

(2) whether* and if so what* relief is a v a i l a b l e  for und e r l y i n g  

tax, i.e. tax paid in the c o u n t r y  in w h ich the p a y i n g  c o m p a n y  

is resident on the pr o f i t s  out of w h ich the di v i d e n d  was paid.



12.5 Tax Incentive and Foreign Investment

Over the past 3 0  years* c o n s i d e r a b l e  a t t e n t i o n  ha s  been 

given to the p o s s i b i l i t y  of influencing not only the v o l u m e  

of p r i vate investment but also the r e a l ization of d e s i r e d  

s p e c i f i c  national p o l i c y  o b j e c t i v e s  by the use of tax 

incentives under income and p r o f i t s  taxes. In Egypt* since 

the e a rly 1 9 5 0 ’s* the offer of tax incentives to p r i v a t e  and 

foreign firms has a l w a y s  been an important a s pect of 

industrial p o l icy. Egypt has not been alone in this. M a n y  

other countries* both developed and developing* have a d o p t e d  

the same policy. In B r itain for example* s i n c e  the S e c o n d  

World War s u c c e s s i v e  g o v e r n m e n t s  have made use of initial 

investment a l l o w a n c e s  to influence investment d e c i s i o n s  in 

private firms.

In this s e c t i o n  we will be rev i e w i n g  the w h o l e  s y s t e m  of 

investment incentive legislation in Egypt, to a s s e s s  the 

e f f e c t i v e n e s s  of the present tax incentives and to d e t e r m i n e  

whether the present practice is the most s a t i s f a c t o r y  w a y  of 

fostering industrial development* other important projects* 

and the g r o w t h  of the e c o n o m y  a l o n g  the lines p o s t u l a t e d  in 

the National D evelopment plan. Part (i) will deal w i t h  the 

general d i s c u s s i o n  of the m e t h o d s  of tax incentives 

legisltion; part (ii) with the s p e c i f i c  s i t u a t i o n  in Egypt; 

and part (iii) with s u g g ested reforms.

M e t h o d s  of Tax Incentives L e g i s l a t i o n

The d i s c u s s i o n  which follows n o w is m e r e l y  in t e rms of



s u r v e y i n g  the e x i sting m e t h o d s  of tax incentives for the 

e n c o u ragement and s t i m u l a t i o n  of p r i v a t e  investment both in 

d eveloped and deve l o p i n g  countries. The u s e f u l n e s s  of such 

a  s u r v e y  is that it a f f o r d s  an u n d e r s t a n d i n g  of the p o s s i b l e  

beneficial e f f e c t s  or otherwise of tax incentives on 

investors both d o m estic and foreign.

Tax incentive legis l a t i o n s  follow* listed a c c o r d i n g  to 

their t y p e s -

Tax e x e m ption

Tax exemption* o t h erwise known as “Tax holiday"* is the 

most w i d e s p r e a d  tax incentive. M a n y  investment incentive 

laws s e e m  to be more co m m o n l y  a s s o c i a t e d  with it than w i t h  

a ny other s y s t e m  of tax incentives. ’Tax e x e m p t i o n ’ s i m p l y  

means a peri o d  of exemption from the payment of taxes imposed 

by the gove r n m e n t  and this e x e m ption m a y  be c o m p l e t e  or 

partial. The exemption m a y  also be related to industry* 

region or type of i n v e s t m e n t . * In general* tax exempt ion

begins with the day of initial p r o d u c t i o n  or the d ay of first 

commercial sales. Because tax e x e mption has been g e n e r a l l y  

regarded as an industrial investment device. In Egypt tax 

holiday for investment and industrialisation offer it as  one 

of their major incentives. It therefore b e c o m e s  n e c e s s a r y  

to consider the a r g u m e n t s  for and against* the tax e x e m p t i o n  

measure* albeit b r i e f l y .

In support of tax exemption it is a r g u e d  that it is a 

simple and e f f ective w a y  of improving the c o m m ercial 

p r o f i t a b i l i t y  of investments by m a k i n g  tax-free income



av a i l a b l e  to c o m p a n i e s  w i t h i n  the exemption p e r i o d .  It can 

therefore be regar d e d  as a  s i mple and direct w a y  to s u b s i d i z e  

the cost of e n t r e p reneurial activity. It increases the 

profit p r o s p e c t s  of a  n ew ve n t u r e  and e n a b l e s  a  firm to 

recover its capital costs more q u i c k l y  so that the risks of 

investment are c o n s i d e r a b l y  r e d u c e d . <*=*> j ax exemption* by 

leading to a  build up of a firm* fixed a s s e t s  and w o r k i n g  

capital* qu i c k l y  e n a b l e s  a  firm wit h  l o n g - t e r m  a p p r o a c h  to 

investments to re-invest q u i c k l y  tax free earnings* at least 

part of them* for the expansion of its b u s i n e s s .*

A n other favourable aspect of tax e x e mption is that it is 

neutral between c a p i t a l - i n t e n s i v e  and l a b o u r - i n t e n s i v e  types 

of b u s i n e s s  and s e e m s  therefore to be a c o n v enient tool that 

can be used in c o u n t r i e s  with su r p l u s  labour in a t t r a c t i n g  

industries and other p r o j e c t s  that will help to s a lve the 

unemployment problem.

T a x - e x e m p t i o n  has a v e r y  important p s y c h o l o g i c a l  effect 

in the sense that it implies that foreign capital is wanted. 

Thus tax e x e m ption can be a  v e r y  useful tool in the hands of 

the d e v e l o p i n g  c o u n t r i e s  to attract foreign capial as the 

foreign firms m a y  be reluctant in the first instance to come 

because of poor investment climate in these coun t r i e s .  Tax 

exe m p t i o n  therefore rea s s u r e s  them that their p r e s e n c e  is 

need e d  and welcome.

A c c e l e r a t e d  D e p r e c i a t i o n  A l l o w a n c e s

The term ’a c c e l e r a t e d  d e p r e c i a t i o n  a l l o w a n c e s ’ b r i e f l y  

referred to as* a c c e l e r a t e d  depreciation* c o v e r s  all m e t h o d s



of ra p i d l y  w r i ting off of the original cost of n e w  capital 

equipment less a ny salvage value in the early years of 

investment. Thi s  is done by ded u c t i n g  the cost from taxable 

income and for this purpose several m e t h o d s  are employed. 

The common m e t h o d s  are* (1) the s t r a i g h t - l i n e  method* under 

which the cost of depreciable p r o p e r t y  is w r i t t e n  off in 

equal annual instalments over its e x p ected useful life; and

(2)the d e c l ining balance method* under w h ich the d e d u c t i o n  is 

a constant fraction of the unam o r t i z e d  balance of the cost of 

the a s s e t s  but a  declining fraction of original cost. Both 

straight line and declini n g - b a l a n c e  m e t h o d s  have been used in 

the British multinational c o r p o r a t i o n s  in Egypt as 

demon s t r a t e d  in the empirical study. <x:r>

It becomes clear that an a c c e l e r a t e d  d e p r e c i a t i o n  s y s t e m  

has several advantages* as follows*-

(1) Under a c c e l erated d e p r e c i a t i o n  a l l o w a n c e s  a  c o m p a n y  

r e a lises interest free loans in the form of p o s t p o n e m e n t  of 

taxes; so long as the c o m p a n y  c o n t i n u e s  to expand* there is 

tax saving. This enhances the p r o f i t a b i l i t y  an d  l i q u i d i t y  

of co m p a n i e s  and in this w a y  it m a y  sti m u l a t e  investment by 

increasing the a v a i l a b i l t y  of financial resources;

(2) Where tax rates are high an exp a n d i n g  c o m p a n y  will be 

able to finance a s u b s t a n t i a l l y  large fraction of i nvestments 

from retained profits under an a c c e l e r a t e d  d e p r e c i a t i o n  

sy s t e m  and in developing cou n t r i e s  w h e r e  the capital m a r k e t  

is not fully developed and interest rate are o r d i n a r i l y  high 

a tax incentive measure like a c c e l e r a t e d  d e p r e c i a t i o n  s y s t e m  

that p e r m i t s  greater reliance on international fin a n c i n g  is



h igh l y  a d v a n t a g e o u s .  T h u s  an a c c e l e r a t e d  d e p r e c i a t i o n  s y s t e m  

is v a l u a b l e  in respect to m a n y  firms w h ich are reluctant to 

seek outside capital. Even as  regards firms bent on r a i sing 

outside capital* a c c e l e r a t e d  d e p r e c i a t i o n  will also be useful 

in that it will make it easier for such firms to do so.

This is so because m a n y  p r o s p e c t i v e  cre d i t o r s  u s u a l l y  insist

that a  loan c o n t r a c t e d  to finance pu r c h a s e  of plant or 

equipment be repaid w i t h i n  a shorter p e r i o d  than the ex p e c t e d  

life of the assets. R e p a yment of the loan will therefore be 

facilitated far more with the a d o p t i o n  of an a c c e l e r a t e d  

d e p r e c i a t i o n  system. Thi s  will also enhance the value of 

the c o m p a n y ’s s h a r e s  as the profit p r o s p e c t s  of the c o m p a n y  

will be good.

(3) The tax b e n e f i t s  to investors and the revenue loss to the 

state under a c c e l e r a t e d  d e p r e c i a t i o n  are related to the

amount of investment rather than to the size of p r o f i t s  as is 

the case under a tax exemption. T h u s  the use of the tax 

relief under a c c e l e r a t e d  d e p r e c i a t i o n  is dependent on the

behaviour of the individual firm and because the amount of 

benefit is d i r e c t l y  related to the rate of e x p a n s i o n  as 

me a sured by a c q u i s i t i o n  of ne w  d e p r e c i a b l e  assets* this will 

e f f e c t i v e l y  assist the level of investment r e q u i r e d  in 

ma n u f a c t u r i n g  industries. This is p a r t i c u l a r l y  so in a  

d eveloping c o u n t r y  like Egypt* because a c q u i r i n g  e q u i p m e n t  

should lead to industrial expansion* s h o u l d  foster 

m o d e r n i z a t i o n  re s u l t i n g  in greater output* and finally.

(4) A c c e l e r a t e d  d e p r e c i a t i o n  m a y  s t i m u l a t e  investment through 

its influence on risk and uncertainty.



B u s i n e s s m e n  u s u a l l y  make a l l o w a n c e  for risk and 

u n c e r t a i n t y  in investment d e c i s i o n s  and one of the w a y s  in 

w h i c h  they do this is by insisting that a n e w  asset ’p a y  for 

itself’ in a c o n s i d e r a b l y  s h o rter p e r i o d  than its normal 

physical or ec o n o m i c  life. Wh a t e v e r  a b j e c t i o n s  can be 

raised against this pr a c t i c e  in the commercial world* this 

pa y - o f f  p e r i o d  a p p r o a c h  s e ems to be a  v e r y  d e s i r a b l e  m e t h o d 

of a l l o w i n g  for risk and uncer t a i n t y .  A c c e l e r a t e d

d epr e c i a t i o n  therefore a s s i s t s  investors to a m o r t i z e  the 

capital a s s e t s  out of their net yield with i n  the i n v e s t o r ’s 

p l a n n i n g  period* thereby g i v i n g  investors a better p i c t u r e  of 

p r o s p e c t s  for their industries and confidence to mak e  their 

plan without too much regard to the deterrent influence of 

taxation on n ew investment.

F r o m  the p a r a g r a p h s  above it s e e m s  that a c o u n t r y 

w i s h i n g  to encourage the development of m a n u f a c t u r i n g  

industry* p a r t i c u l a r l y  in the p r o d u c t i o n  of intermediate and 

capital g o ods will find the a c c e l e r a t e d  d e p r e c i a t i o n  s y s t e m  a 

v ery useful tool .

A c c e l e r a t e d  d e p r eciation will only be a d v a n t a g e o u s  to 

firms if it can be set off against taxable income. It will 

therefore be harmful where there is inadequate taxable 

income. Thu s  its e f f e c t i v e n e s s  can onl y  be e n h a n c e d  by 

liberal p r o v i s i o n s  for a v e r a g i n g  a c c o u n t i n g  lasses a n d  profits 

through liberal carryback or c a r r y f o r w a r d  of losses. Apart 

from the fact that a c c e l e r a t e d  d e p r e c i a t i o n  is l i k e l y  to be 

less effective in time of d e p r e s s i o n  than during p r o s p e r i t y  

(with taxable income and tax l i a b i l i t i e s  tending to be lower
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in years when investment is large* and higher in years of
depression* its adoption will decrease government revenue

unless it results into a net increase in a c t i v i t y  large

enough to offset the reduction in the effective rate of

taxat i o n .*ie>

Finally* a ccelerated depreciation is biased in favour of 

firms in capital intensive industries and industries in which 

the ratio of depreciable assets total investment is high.

Taxation S y s t e m  and Social Justice

The relationship between income tax and w e a l t h  

distribution is an important one and in order to realize the 

nature of this relationship e s p e c i a l l y  in d e v e l o p i n g  

countries* it is nec e s s a r y  to understand two points* First* 

there are differences between the less d e v e loped c o u n t r i e s  

with regard to the relationship between income and w e a l t h  

taxation; this relationship does not depend upon the 

c o u n t r y ’s development stage* or upon the e x i stence of foreign 

investment of MNCs* but upon other kinds of ec o n o m i c  

constraints* second* in these countries the highest richest 

classes do not always realize that tax imposed on

their wealth may have a clear impact on the income of the 

poorer classes. C19,>

Moreover* the relationship between income and w e a l t h  

taxation brings us back to the nature of income d i s t r i b u t i o n  

polic i e s  and to the nature of the idea of social justice 

which has been applied in developing or less d e v e l o p e d  

countries either by the policy makers or the rich class e s .



There is a r elationship between the rich c l a s s e s  as 

s o c i a l / e c o n o m i c  groups and their dom i n a t i o n  of* or* at least* 

a s s o c i a t i o n  with political groups* because between them these 

g r o u p s  have the power to ‘ control and do m i n a t e  their 

societies. T h eir wealth not only h e lps them to keep their 

power and s t r e n g t h e n  their position* but also m a k e s  it

p o s sible to further increase their w e a l t h  as well.

It ma y  be useful here to s p e c i f y  what we mea n  by the 

idea or concept of ’social j u s t i c e ’* w h i c h  We take to b e s <20> 

“An ethical compound made up of s e p a r a b l e  

goals* such as the desire to a l l e v i a t e  extreme  

poverty* to increase mobility* to remove 

excessively high income* and to reduce income 

d ispers i on

The idea of inequality m a y  be a c c e p t a b l e  to som e  peop l e  

but not to others.

Unfortunately* most of the s o u r c e s  of tax r e v enue in 

Egypt come from indirect tax* as m e n t i o n e d  in c h a p t e r  seven* 

which a f f e c t s  o nly the lower and m i d d l e  classes a nd that

sy s t e m  therefore has implied negat i v e  effects for the income 

d i s t r ibution to these poor e r  classes. in fact* the

current taxation s y s t e m  increases the w e alth of the richest 

cl a sses through the a v a i l a b i l i t y  of man y  e xceptional 

pr i v i l e g e s  and concessions* e s p e c i a l l y  in the p r i v a t e  sector 

for m e r c h a n t s  and businessmen. T h i s  m e a n s  that this s y s t e m  

is v e r y  unfav o u r a b l e  to the lower and p o orer classes* whilst 

it is beneficial for the rich classes. Generally* there are 

still some s u s p i c i o n s  about wh e t h e r  the g o v e r n m e n t  of



d e v e loping c o u n t r i e s  po s s e s s  the c a p a b i l i t i e s  to achieve 

p r o g r e s s i v e  tax policies* because of the interaction of 

p o l i c i e s  such as these with the wide range of social* 

political and econo m i c  c o n d i t i o n s  in these countries.

There are several s t u d i e s  d e t a iling the w e a k n e s s  of the 

tax s y s t e m m  in Egypt* e s p e c i a l l y  Tax L a w  N o . 14 of 1939* since  

the beg i n n i n g  of the 1 9 7 0 ’s. It has been d e s c r i b e d  as an

inefficient s y s t e m  and there have been reco m m e n d e d  some vital 

reforms to revise i t . <23:> For instance* only recently* 6 5 0  

cases have been d i s c overed w h e r e  individuals evad e d  taxes 

between 1976 and 1983. All were m i l l i o n a i r e s  a n d  had never 

paid a n y  taxes p r e v i o u s l y  or even r e g i stered ujith the 

taxation a u t h o r i t i e s <23>

Moreover* there is tax d i s c r i m i n a t i o n  favouring foreign 

investment p r o j e c t s  of foreign firms and the local p r ivate 

sector* as against those of p u blic firms*24** A l t h o u g h  the 

farmer firms have had tax c o n c e s s i o n s  including free c u s toms 

duties (exports/imports) for between five and fifteen y e ars 

as a result of the current foreign investment law* the latter 

firms do not benefit from such p r i v i l e g e s  so that the current 

po licy has negative c o n s e q u e n c e s  for the p u b l i c  firms 

p r o d u c t s  and there is unequal c o m p e t i t i o n  b e t ween these firms 

and the M N C s  so that the M N C s  have a better c h ance of 

success.



12.6 Taxation and host government problem

It can be said that the p r o b l e m s  of the host g o v e rnment 

are more difficult than those of the parent g o v e rnment* e.g. 

the host g o v e r n m e n t ’s d i f f i c u l t y  in g e t ting information from 

the parent c o m p a n y  in an o t h e r  country. Such information m a y  

be essential in d e t e rmining w h e ther p r i cing p o l i c i e s  are 

being used to limit tax l i a b i l i t i e s  to an u n a c c e p t a b l e

degree. Nevertheless* and not w i t h s t a n d i n g  the practical 

l i m i t a t i o n s  imposed on the tax a u t h o r i t i e s  of the host 

country* the s u b s i d i a r y  will be liable to tax on its d e c lared 

local p r o f i t s  just as a n y  other l o c a l l y  r e g i s t e r e d

c o m p a n y .<3:55>

There is* however* a patent political factor in the 

situation. M a n y  s u b s i d i a r i e s  are located in c o u n t r i e s  which

are p o l i t i c a l l y  unstable or where a n t i — foreign s e n t i m e n t  

is e a sily a r o u s e d  and exploited. ’ Tax the f o r e i g n e r ’ is a 

common slogan* even if it is not clear that the u l t i m a t e  tax

burden falls on the foreigner and is not p a s s e d  on to the

local customers.

The other side of the taxation issue is the extent to 

which fiscal m e a s u r e s  can be used as a method of e n c o u r a g i n g  

foreign investment. Some pos s i b l e  forms have a l r e a d y  been 

br i e f l y  touched upon —  investment g r a n t s  and a l l o w a n c e s  w h ich  

e f f e c t i v e l y  reduce and pe r h a p s  n e u t r a l i z e  the tax b u r d e n  for 

at least the early y e a r s  of the subsidiary’s e x i s t e n c e  and 

complete tax exemption on export p r o fits.



12.7 International Transfer Pricing and Tax

The international transfer price is a simple concept; it 

is defined as a price charged for a  t ransferred product 

b etween two economic units* a s s u m i n g  that they are l o c ated in 

different countries* but which belong to the same 

multinational firm. As long as the p e r f o r m a n c e  of the 

entire firm is being evaluated* it does not s e e m  important to 

determine which part of the firm c o n t r i b u t e s  how much of the 

total profit. However* from the p e r s p e c t i v e  of national tax 

authorities* it does make a d i f f e r e n c e  where the income 

e v e n t u a l l y  ends up within a firm.

E i t e m a n  and Stoneh i 11 <2<£>> m e n t i o n e d  that the effect of 

transfer p r i c i n g  on .multinatippal firms is apparent in s e ven 

areas; taxation tariffs* managerial incentive and evaluation* 

legal problems* risk*, bargaining p o wer and joint v e n ture. 

A r p a n <2::r> listed the following important areas; taxes* 

duties* inflation* change in e x c hange rates* ex c h a n g e  

control* improvement of the financial a p p e a r a n c e  of a 

subsidiary* expropriation* export s u b s i d i e s  and level of 

compet i t i o n .

Gr eene <2t»> reported that taxation is the most 

important issue in transfer pricing* w h ile A r p a n * 2 *** 

e m p h asised that cultural d i f f e r e n c e s  a f f e c t e d  the o r i e n t a t i o n  

of top management as to the p u r pose of p r i c i n g  a r r a n g e m e n t s .  

It ap p e a r s  that when looking at the transfer p r i c i n g  p r o b l e m  

acc o r d i n g  to whether these c o n s i d e r a t i o n s  are internal or 

external to the firm that some a s p e c t s  are c o n t r o l l a b l e  by
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the f i rm i tself .
Internal C o n s i d e r a t i o n s

a) Qbj ect i ve

In e s t a b l i s h i n g  international transfer prices* a firm 

should try to a t t a i n  a numb e r  of o b j e c t i v e s  which differ from 

those w h ich a p p l y  to d o m estic transfer pricing. For example* 

the firm m a y  want to m i n i m i s e  taxes and duties and at the 

same time win approval from the g o v e rnment of the host 

country. Yet the basic o b j e c t i v e s  of profit m a x i m i s a t i o n  

and p e r f o r m a n c e  evolution are also important. O f t e n  it is 

not po s s i b l e  to s a t i s f y  all these o b j e c t i v e s  s i m u l t aneously* 

so a firm must decide which are its main o bjectives.

However* transfer p r i cing can be seen from several 

po i n t s  of view* with different o b j e c t i v e s  in mind.

b) Conflict b e tween o b j e ctives

The need for transfer price d e t e r m i n a t i o n  s t e m s  from the 

fact that the s u b s i d i a r i e s  of a m u l t i national firm are 

s e p arate profit centres which are d e c e n t r a l i s e d .  

D e c e n t r a l i s a t i o n  brings to light the issues of autonomy* 

p e r f o r m a n c e  e v a l u a t i o n  and goal congruency.

Therefore* the transfer p r i c e s  c o n s t r u c t e d  w i t h  the 

objective of m e a s u r i n g  p e r f o r m a n c e  is* in MNCs* in c o n f l i c t  

with the object of profit m a x i m i s a t i o n  for the w h o l e  

corporat i o n .

Brooke and R e m m e r s <30> po i n t e d  out that the effect of 

taxes and risk m a k e s  it more difficult* s o m e t i m e s  n e a r l y  

impossible* to m e a s u r e  the p e r f o r m a n c e  of a  s u b s i d i a r y .



Also* they found a t e n d e n c y  towards c e n t r a l i s a t i o n  of 

p o l i c y - m a k i n g  in MNCs* e s p e c i a l l y  in the a r e a  of finance. 

Pohlman et al (31* reached the same c o n c l u s i o n s  about 

American MNCs. The o b j e c t i v e  in an international

environment* is g e n e r a l l y  to further the interest of the 

corporation as a whole.

External C o n s i d e r a t i o n s

In e s t a b l i s h i n g  the p r o c e d u r e s  and p o l i c i e s  of 

international transfer p r i c i n g  mechanisms* a number of

external factors must be c onsidered.

These external c o n s i d e r a t i o n s  include income taxes* 

import duties* exchange rates* and g o v e rnment influence. 

They are often in conflict. Nevertheless* a p a r t i c u l a r

transfer p r ice m a y  be e s t a b l i s h e d  to fulfil the o b j e c t i v e  of 

tax minimisation* profit m a x i m i s a t i o n  involving international 

considerations.

Income Tax

The most p e r s u a s i v e  o b j e ctive in international transfer  

pricing is tax mi n i m i s a t i o n .  The economic a d v a n t a g e s  are 

obvious if a  transfer price s h i f t s  profit from a c o u n t r y  with 

a low tax rate. For example* s u p p o s e  a MNC(A) has a  foreign 

s u b s i d i a r y  (B) located in a c o u n t r y  with a  lower tax

rate . * 3 2 * By t r a n s ferring p r o d u c t s  to (B) from (A) for a  low 

price the overall corp o r a t i o n  tax lia b i l i t y  of the firm can 

be reduced* a s s u m i n g  all other factors are the same.

Suppose that the tax rate in co u n t r y  (A> is 4 0 %  a n d  in



Table (12.1)
Tax And Transfer P r ices

A

£

V " ........  -

B

£

C o m p a n y

£

Market price ’per u n i t ’ 1000 1000
T r a n s f e r  price 700

T r a n s f e r  cost (700)

Var i a b l e  cost (400) (200) (600)

C o n t r i b u t i o n  margin

(per un i t) 3 00 100 4 00

Sold un i ts 1000 1000 1000

Total contr i b u t i o n -

marg i n 300 * 000 100* 0 00 40 0 * 0 0 0

Fixed cost 6 0 * 0 0 0 4 0 *000 100*000

Ta x able prof i t 2 4 0 * 0 0 0 6 0 * 0 0 0 3 0 0 * 0 0 0

Tax payment 9 6 * 0 0 0 18*000 114*000

Net profit after tax 144,000 4 2 , 0 0 0 186,000

- .J
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Table (12.2)
Tax a n d  T r a n s f e r p r i c e s  with 

regard to reducing transfer pric e s

A

£

B

£

C o m p a n y

£

Market p r ice ’per u n i t ’ 1000 1000

T r a n s f e r  price 5 0 0

Cost price (500)

Var i able cost (400) (200) (600)

Co n t r i b u t i o n  margin

’per u n i t ’ 100 300 4 0 0

S o l d  un i t 1000 1000 1000

Total c ontribution

m arg i n 100,000 3 0 0 , 0 0 0 4 0 0 , 0 0 0

F i xed cost 6 0 , 0 0 0 40,0 0 0 100,000

T a x able profit 4 0 , 0 0 0 2 6 0 , 0 0 0 3 0 0 , 0 0 0

Tax p a yable 16,000 7 8 , 0 0 0 9 4 , 0 0 0

Net profit after tax 2 4 , 0 0 0 182,000 2 0 6 , 0 0 0

. > ........1
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the country (B) 30X; this can be illustrated from the 

situation in the tables (12.1) (12.2).

Obviously? it is to the economic benefit of the country 

to decrease the transfer price as low as the government of 

the host country (B) will allow.

If the company decreases the transfer price down to 

£500? the result is as shown on table (12.2) the transfer 

price of £500 increases the profit after tax from £186?000 to 

£2Q6-?000 because of the £20? 000 reduction in total tax.

Import Duties

The best known inducement for the use of tranfer pricing 

is international differences in tax and tariff rates.

Import duties? as well as corporation or income taxes? can be 

minimised. For example? a MNC benefits if it transfers 

products at low prices to a foreign subsidiary in a country 

with high import duties? the company can reduce the total 

cost for import duties through transfer pricing.

Although import duties minimisation sounds easy? 

frequently it is complicated because ’all other factors’ are 

rarely equal. A host country with low import duties may 

have high income tax. Therefore? a multinational firm must 

take into account duties along with income taxes in both the 

home and host countries. Benke and Edwards found that

in order to minimise import duties and income tax in Belgium? 

the receiving country? a multinational company invoiced

identical goods into Belgium at different prices. It drew



the a t t e n t i o n  of c u stom o f f i c i a l s  and income tax a u t h o r i t i e s .  

The result w as a  c o m p r e h e n s i v e  r e v i e w  of p r i c i n g  p r a c t i c e s  

used by the c o m p a n y  in Belgium? which led to r e q uired changes 

in p r i c i n g  p r a c t i c e s  and higher total income tax.

12.8 T a x a t i o n  of M u l t i national C o r p o r a t i o n s  in Egypt

In the m u l t i n ational corporation? tax p r o b l e m s  turn out 

to be c o n cerned almost e n t i r e l y  with income tax? p a r t i c u l a r l y  

corp o r a t i o n  tax. The individual income tax? too? a f f e c t s  

mu ltinational c o r p o r a t i o n s  but only indirectly by raising  

q u e s t i o n s  of how to treat div i d e n d s  r e c eived by resident 

individuals from abroad; also a f f e c t e d  are c o r p o r a t e  

div i d e n d s  paid to individuals abroad on u n d i s t u r b e d  p r o f i t s  

and capital g a i n s  from the sale of c o r p o r a t e d  s h a res.  The 

taxation of cor p o r a t e  income v a r i e s  from one c o u n t r y  to 

an o ther not onl y  in the levels of tax rates? but a l s o  in 

d e f i n i t i o n s  of taxable profits? and the a l l o c a t i o n  of a 

f i r m ’s w o r l d w i d e  income a m ong the taxing j u r i s d i c t i o n s  in 

which it does b u s i n e s s  or engages in some other taxable 

activity. Hom e  cou n t r i e s  differ in the degree to w h i c h  they 

make all o w a n c e  for host c o u n t r y  taxes. F r o m  a  g o v e r n m e n t ’s 

point of view? there are a large n u mber of more or less legal 

p a t t e r n s  from w h i c h  a multinational c o r p o r a t i o n  can c h o o s e  to 

try to m i n i m i z e  its w o r l d w i d e  tax bill. D i f f e r e n c e s  in the 

rates of tax on c o r p orate p r o f i t s  are p e r h a p s  not so great? 

however? d i f f e r e n c e s  are somewhat g r e a t e r  a m ong d e v e l o p i n g  

c o u n t r i e s  than a m o n g  the developed. These d i f f e r e n c e s  in 

co r p o r a t e  income rates are so m e t i m e  m i n i m i z e d  by d i f f e r e n c e s



in rates of wi thholding taxes on di vi distends? interest and 

other r e m i t t a n c e s  by a s u b s i d i a r y  to a pare n t  c o m p a n y  

elsewhere. What is fast b e c oming more s e r i o u s  than 

diff e r e n c e s  in tax rates are the gaps a nd o v e r l a p s  in 

d e f i n itions of taxable net profit. There are differences? 

for example? in the a l l o w a n c e s  and m e t h o d s  of depreciation? 

of assets? in g r a n t i n g  investment credits? in the v a l u a t i o n  

of inventories and in the m e t h o d s  of c o m p u t i n g  net income 

(the balance sheet method? or the income profit and loss 

method). Even if taxable net income were s i m i l a r l y  defined  

in all countries? there would remain the p r o b l e m  of h o w  to 

allocate a given f i r m ’s w o r l d w i d e  profit among the c o u n t r i e s  

in which it operates. E v e r y  c o u n t r y  claims the right to tax 

net income that a r i s e s  w i thin its borders. Most c o u n t r i e s  

claim the right to tax more than income a r i s i n g  o u t side the 

c o u n t r y ’s borders? when that income is recei v e d  b y  a 

corporation domiciled or incorporated w i thin the country.

The c h a nces for double taxation are obvious. The

s u b s i d i a r y ’s books and d o c u ments w h i c h  record the a c t i v i t i e s  

carried on in the host c o u ntry m a y  not be r e a d i l y  a v a i l a b l e  

to the tax a u t h o r i t i e s  in the home country.

One of the most troublesome a s p e c t s  of the a l l o c a t i o n  

p r o b l e m  is that of transfer pr i c i n g .  O f ten there a r e  no 

market p r i c e s  for comparison? in this case? cost p l u s  a 

normal profit might s e e m  to be a  ready a l t e r n a t i v e .  

D e t e r m i n i n g  cost involves a l l o c a t i o n  of o v e rhead cost. in 

vie w  of the importance of transfer p r i c i n g  some of the m a j o r  

trading n a t ions have p u b l i s h e d  some rules or g u i d e l i n e s  to be



follo wed  for m a jor g r o u p s  of tra nsa ct ions. Th i s  effort has
■inot? of course? succeeded, in a v o i d i n g  all d i s p u t e s  and

unc ertai nt y.  A  group  of tax expe rt s and o b s e r v e r s  from 

international o r g a n i z a t i o n s  has been m e e ting  under  the

a u s p i c e s  of the U n i t e d  N a t i o n s  to formulate g u i d e l i n e s  in a

s e ries  entitl ed  “Tax T r e a t i e s  B e t w e e n  D e v e l o p e d  and 

D e v e l o p i n g  C o u n t r i e s “ . <3^ > The s e ri es r e v e a l s  in

co n s i de ra ble detail the p r o b l e m s  en co u n t e r e d  by m u l t i n a t i o n a l  

firms and host c o u n t r y  g o v e r n m e n t s  and d i s cu ss es a l l o c a t i o n  

of income ’ transfer p r i c i n g ’ .

The re is a nee d at the international level to de vise 

w a y s  and m e a n s  of an a c t i v e  exc ha nge of e x p e rience and the 

d i s s e m in ation  of useful information. The a s s i s t a n c e  of tax 

ex perts  w e l l - v e r s e d  in foreign and international tax law

could be call ed in from deve lo ped c o u n tries  to assist 

de vel op ng co u n t r i e s  in the a u d it in g of m u l t i n a t i o n a l

compan i e s .

The p r o b l e m s  of taxation of M NC s are be co ming mor e a n d  

more complex. The re are m a n y  techniques that m u l t i n a t i o n a l s  

m ay use to m i n i m i z e  their local p r o f i t s  an d therefo re reduce

the amount of income tax they may p a y  to local g o v e r n m e n t

concern ed.  Often? the effect of transfer p r i c i n g  has

resulte d in a  loss of tax reven ue s and  increased flow of 

funds out of the c o u n t r y  in whi ch the co m p a n y  o p e r a t e s .

Also there is a  need for li miting the overhe ad  c o s t s  of

parent co mp an ies. V a r i o u s  d e v e lop in g c o u nt ri es hav e d e v i s e d  

a g r e e m e n t s  for lim it in g those e xpen di tures. On e  useful

device for a de v e l o p i n g  c o u n t r y  might be to require a  cop y  of



all of the tax laws a f f e c t i n g  the pare n t  co m p a n y  in order to 

know about the laws of a c o untry  in w h ic h the s u b s i d i a r i e s  

of the co mp any operate. The audit s y s t e m  must als o be 

s t r e n g h t h e n e d  to cope with these p r o b l e m s  effectively? as a 

s m o o t h l y — functioning? well org an ized tax s y s t e m  is n e c e s s a r y  

for dealing with mul tina ti onal c orp or ations.  In Egypt there

are two mai n s e c t o r s  of conflict in respect of taxati on of 

MNCs. These s e c to rs are:

1) F o u n d a t i o n  of a pe rm anent establishment? and the 

d e f i ni ti on of a foreign corporation;

2) Tra de and transfer of p r o f i t s  be tween a s s o c i a t e d  

ent erp rise s.

Therefore? a  c o mpany whic h s t a r t s  a n e w  e c o n o m i c  

a c t i v i t y  has the choice be tween forming a branch and a 

s u b s i d i a r y  company. The branch is not a s e p a r a t e  legal 

entity; on the other hand a s u b s i d i a r y  must be formed in 

c o n j un ct ion with  at least one other per son. The c h o i c e 

be tween these two s t r u c t u r e s  turns on legal? economic? 

financial and commercial c o n s i d e r a t i o n s  as well as  on 

taxation ma tters. The cre at ion of a branch is u s u a l l y  

a c c o m p a n i e d  by certai n capital t ransa ci ons including the 

a c q u i s i t i o n  of immovable property? goodwill? leases? etc. 

Whe n the co m p a n i e s  expand their o p e r ation out sid e Egyp t the 

tax treatment de pends on the p o s i t i o n  of the e s t a b l i s h m e n t  

which ma y be a dependent br anch or an independent br anch. 

In the former its result (taxable profit) will be taxable on 

foreign tax only. On the other hand an independent? b r anch  

will be taxable in Egypt and other foreign c o u n tries . Egypt?



will a l l o w  a credit ag ainst Eg y p t i a n  tax on the branc h 

pr ofi ts . A foreign c o m p a n y  op erating  in Egypt is s u b je ct  to

CT or commercial and industrial p r o f i t s  tax on e x a c t l y  the

same basis as if the principal s h a r e h o l d e r s  w e r e  E g y p t i a n  

n at ion als . The transfer of p r o f i t s  be tween a s s o c i a t e d  

e n t e r pr ises g i v e s  rise to the cl ass ic  case of d o u b l e  taxation 

n a m e l y  the clash between taxation at so urce  and taxation on 

the basis of do mic ile. However? Egypt has an a g r e e m e n t  w it h 

UK and other countries? as m e n t i o n e d  earl ier in cha pte r five 

in the research? to a l l e v i a t e  do uble taxation. The

following important a s p e c t s  s h ou ld  be taken into a c c ou nt in 

Eg y pti an  corpo ra te tax to meet the tax p r o b l e m s  and the 

m e t h o d s  whi ch m u l t i n a t i o n a l s  m a y  use to m i n i m i z e  local 

profits? and to take ste ps  to combat these me thods.

a ) B u s in es s P r o f i t s  and T r a ns fe r Pr i c i n g

B u s iness p r of it s will be de em ed to have a ’s o u r c e ’ in

the co unt ry to the extent that they arises

a) from? or through a branch or a p e r m anent e s t a b l i s h m e n t  in 

Egypt? b) from a contract ente red into or c a r r i e d  out in 

Egypt? c) from the o p e r atio ns  of a depende nt  age nt in Egy p t .  

A double taxati on treaty m a y  restrict  the c i r c u m s t a n c e s  in 

w h ich bus in ess pr o f i t s  are taxable in Egypt o n l y  to (a) 

above.

Tax Law  N o . 157 shou ld have p r o v i s i o n s  to a p p l y  an a r m ’s 

length test in ca lc ulatin g b u s i n e s s  p r o f i t s  w he n local 

op e r a t i o n s  are contr ol led from abroad? an d g o o d s  or s e r v i c e s



are s u p p l i e d  from the paren t off ic e o v e r s e a s  to local 

oper a t i o n s .  T h i s  is a  most important p r o b l e m  and c e r t a i n l y

in practice? the most d i f fi cult as pe ct  of the w h o l e  su bjec t 

of mu l t i n a t i o n a l s ?  namely? tra nsfer pr i c i n g .  Full su pport 

for the Tax A d m i n i s t r a t i o n  s h o u l d  be g i v e n  by the Cent ral 

Bank? D e p a r t m e n t  of Trade? and other like d e p a r t m e n t s .  Some  

tax o f f i c e r s  s h o u l d  s p e c i a l i z e  in m u l t i n a t i o n a l s  and? if 

possible? receiv e special tra in ing cou rs es.

T r a n s a c t i o n s  w i t h i n  tax have n s  po s e  pra ct ical p r o b l e m s  

but the s p e c i a l l y - t r a i n e d  o f f i c e r s  d e a l i n g  wi t h  

m u l t i n a t i o n a l s  s h o u l d  be on their g u a r d  w h e n  they see  s a l e s  

or p u r c h a s e s  made in what is o b v i o u s l y  a tax haven and mak e  

the n e c e s s a r y  c h a n g e s  to reveal the h i dden p r o fits.

b) E x c e s s i v e  c h a r g e s  for head office a d m i n i s t r a t i o n  e x p e n s e s  

and m a n a g e m e n t  fees?

There s h o u l d  be no pr of i t  elem ent in a true

reimbu r s e m e n t  of a d m i n i s t r a t i v e  e x p e n s e s  pai d  by a s u b s i d i a r y  

or branch to a  parent  compa ny . Th ere m a y  be no n e e d  to have 

s p e c i f i c  d o m e s t i c  tax laws to control the d e d u c t i o n  of 

a d m i n i s t r a t i v e  expen se s. However? so m e  thought s h o u l d

p e r h a p s , be g i ve n to li miting  the d e d u c t i o n  for a d m i n i s t r a t i o n  

e x p e n s e s  to a set p e r c e n t a g e  of g r o s s  r e c e i p t s  or g i v i n g  the 

tax c o m m i s s i o n e r  p o wer to do so. Some m u l t i n a t i o n a l s  m a y  

claim? and be a l l o w e d  by the local tax a d m i n i s t r a t i o n  a

de d u c t i o n  for a p o r t i o n  of head of fi ce  a d m i n i s t r a t i v e

e x p e n s e s  based on a p e r c e n t a g e  of the local g r o s s  r e c e i p t s .



The a p p r o a c h  most favoured is to ask that a c e r t i f i c a t e  by 

the external a u d i t o r s  of the parent office be s u p p l i e d  g i v i n g  

the followi ng details:

(i) an itemized list of the ex pens es  included in the claim;

(ii) Local r e c eipts and

(iii) Total r e c eipts for the o r ganisat io ns as a whole.

The a u d i t o r ’s c e r t i f i c a t e s  wou ld  be required to c e r t i f y  that 

ex pense s in (i) did not include a n y  capital or other items not 

n o r m a l l y  de d u c t i b l e  for tax p u r p o s e s  and did in fact a p p l y  to

a d m i n i s t e r i n g  op e r a t i o n s  of the kind carried on in the local

co u n t r y  co nc ern ed. This a p p r o a c h  would favour a d e d u c t i o n

based on the p r o p o r t i o n  that (ii) abo ve bears to (iii).

c) Exc e s s i v e  cl aim s for interest? royalties . and k n o w h o w  

payment

There are a t t e m p t s  by MNCs to minimize their local

pr o fit s by exces si ve ch arge s under a n y  of these h e a di ng  w h i c h  

could be met by a d e q u a t e  p r o v i s i o n s  in CT. S u b s i d i a r y  

c o m panies s h oul d be as s e s s e d  through the or d i n a r y  CT  rat es  on 

the net income from these pay me nts. Of course? o b v i o u s l y  

excessive  cla im s could be a d j u s t e d  by di sa l l o w a n c e  to the 

local payer  and sh ould be chal le nged for tax p u r p o s e s .  

Interest sh ou ld  be deemed to have a “source" in the c o u n t r y  if 

the loan on which it is paid is used by the bo rrower in Egypt? 

irrespective of whe re the m o n e y  has in fact been b o r r o w e d .  

Interest p a y able  by the branch  on its ’Head O f f i c e  A c c o u n t ’ 

s h ould  be ignored for tax pu rposes. A p o r t i o n  of the 

interest p a yabl e to an outs ide lender may need to be a l l o w e d
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against the branch operations.
The do mesti c tax law s h o u l d  p r o v i d e  also for r o y a l .ties to 

have a so urc e in the c o u n t r y  MJhen deduct ed  by the p a y e r  in 

ar r i v i n g  at the p a y e r ’s a s s e s s a b l e  income in Egypt.



12.9 The Tax treatment of multinational companies according
to U K  tax s y s t e m

UK  C o r p o r a t i o n  Tax is charged on the w o r l d - w i d e  income 

of U K  r e s i de nt s and on income ar is in g from UK  s o u r c e s  in the 

case of non U K  resi dents. Thu s UK residents? e i th er  

individual or corporate? must conside r the p o s sible impact of 

both UK  taxes and also  o v e rs ea s taxes on the sam e income or 

gains. For instance? a UK resident trading c o m p a n y  w i t h  a

branch in Egypt will be char ged to UK corp oration  tax on its 

w o r l d — wide income and ch ar ge d to Eg ypti an  c o r p o r a t i o n  tax 

on income from its branch  in Egypt. So once an a c t i v i t y  

cr osses  a tax frontier the international as well as na tional  

tax dime ns io n must be cons i dered . <3S=S>

After tax? p r o f i t s  of an ove rs eas branch m a y  g e n e r a l l y  

be p e r m i t t e d  to a UK resident en te rpr ise w i t hout a ny  

additional ov e r s e a s  w i t h h o l d i n g  tax. In the case of the 

s u b s i d i a r y  company? when it is remitted to a U K  pa re n t  

co m pan y by w a y  of a di vidend  it will g e n e r a l l y  be s u b j e c t  to 

an overs ea s w i t h h o l d i n g  tax on the amount of the d i v i d e n d s .

The main  p r o v i s i o n s  of UK tax law a p p l i c a b l e  to 

c o m p an ie s resident in the UK  will be s u m m a r i s e d  in the 

following points:

(1) A co m p a n y  resident in the UK  is chargeab le  to C T  on its 

trading p r o f i t s  w h e rev er  arising? whe the r or not s uch income 

is remi tt ed  to the UK. S i m i l a r l y  any la sses incurred on 

trading in a n y  part of the wo rl d m a y  be set off a g a i n s t  

p r o f i t s  a r i s i n g  in a n y  other part.



(2) If* however* fo reign  o p e r a t i o n s  a re  c a r r i e d  on thr ough 

s u b s i d i a r y  c o m p a n i e s  s e t — up o u ts id e the UK* o n l y  dividends* 

and interest an d s i m i l a r  pay ments* pai d  to the parent c o m p a n y  

are c h a r g e a b l e  to taxes in the UK. Once again* w h e t h e r  or not 

these d i v i d e n d s  are r e m i t t e d  back to the U K  is irrelevant. 

As o n l y  d i s t r i b u t e d  pr ofi t of an o v e r s e a s  s u b s i d i a r y  ar e 

tax abl e in the UK* any lo ss es incurred by  suc h  a s u b s i d i a r y  

cannot be set off agains t other income in c o m p u t i n g  U K  taxes.

(3) A U K  r e s i d e n t  c o m p a n y  r e c e i v i n g  a d i v i d e n d  from an 

o v e r s e a s  c o m p a n y  is e n t i t l e d  to a cr edit for o v e r s e a s  tax on 

that d i v i d e n d  a g a i n s t  its l i a b i l i t y  to U K  c o r p o r a t i o n  tax on 

the sam e  d i v i d e n d .  But the m a x i m u m  tax c r e d i t  cannot exc e e d  

the U K  c o r p o r a t i n  tax on the di v i d e n d .  To  c o m p u t e  the tax 

credit it is n e c e s s a r y  to find outs (i) the o v e r s e a s  

w i t h h o l d i n g  tax on the dividend; a nd  (ii) wh ether * an d if so 

what* relief is a v a i l a b l e  for u n d e r l y i n g  tax* i.e. tax p a i d  

in the c o u n t r y  in w h i c h  the p a y i n g  c o m p a n y  is re side nt  on the 

p r o f i t s  out of wh ich the d i v i d e n d  wa s  p a i d . <3tf>>

(4) D o u b l e  taxation relie f is g r a n t e d  in the UK* both 

u n i l a t e r a l l y  a n d  under treaties wi t h  f o r e i g n  cou n t r i e s .

(5) U n d e r  p r o v i s i o n s  for unil ateral  relief* taxat io n pai d  in 

a fo reign c o u n t r y  on p r o f i t s  or d i v i d e n d s  is a l l o w e d  as  a 

d e d u c t i o n  a g a i n s t  UK  taxes p a y a b l e  on that i n c o m e . <37r>

U K  un ilatra l relief rul es  p r o v i d e s  a credit for 

u n d e r l y i n g  tax whe re the , recipient of an o v e r s e a s  d i v i d e n d  

is a UK  resid e n t  co m p a n y  which c o n t r o l s  at least 10% of the 

v o t i n g  p o w e r  of the ove r s e a s  c o m p a n y  w h i c h  p a i d  the d i v i d e n d .  

D i v i d e n d s  r e c e i v e d  are therefore g r o s s e d - u p  in c a l c u l a t i n g  U K



co rporati on tax* the exact p r o c edure  however de pend s on the 

interest of the UK  co m p a n y  in the foreign company. If the 

UK co mpany has more than 10% of the vo ting power in the 

foreign com pany then di v i d e n d s  are added to all foreign taxes 

paid on the di vi dends i.e. w i t h h o l d i n g  tax and other 

underlyin g taxes. Doub le tax relief is then a l l o w e d  in 

respect of all unde rl ying tax. If* however* the vo ti ng 

power of the Uk recipient of d i v i dends  in the foreign c o m p a n y  

is less than 10% only taxes paid s p e c i f i c a l l y  on the d i v i d e n d  

may be added to the divi dend and claimed for DTR. The 

relief allo wed in each case is however limited to the foreign 

tax added to obtain gro ss di vi de nd or the UK  CT on the g r o s s  

dividends* whic hever is the lower. DTR  cannot be c a r ried  

over from one peri od to another; an y  foreign tax cannot be 

relieved in the relevant p e rio d is not eli gible for s e t - o f f  

against UK  taxes of an y  other year.

(6) The UK has entered into D TR a g r e e m e n t s  with a large 

number of foreign countries. These treaties m ay  p r o v i d e  for 

additional relief over and above that given u n i l a t e r a l l y  or 

sp e c i f y  taxes to be included in the de fi nition of u n d e r l y i n g  

tax. Generally* they also p r o vid e for the free e x c ha ng e of 

information between the tax a u t h o r i t i e s  of the two co un t r i e s .  

(4) S e ction  485* TA 1970* c o n tains  the UK  t r a n s f e r — p r ice  

rule. Where pr o p e r t y  is sold betwee n a s s o c i a t e d  c o m p a n i e s  

which might have been ex pec ted between independent p e r s o n s  

dea ling at "arm's length" the Board of Inland Revenue m a y  

direct an adjustment to arm 's length price. If the sale 

price is lower than arm 's length price the a d j u stmen t is made
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in computing the s e l l e r ' s  p r o fits or losses for tax pu r p o s e s . 

On the other hand* if the sale price is higher than a r m ' s 

length price the adjustmen t is made in comp uting the bu y e r ' s 

profit or losses for tax purposes. Ho wever  in the abov e two 

cases there is no ad justme nt  will be made if the buyer or 

saleler are a UK  resident trading in the UK an d the pri ce  

paid for the property, in the first case* is d e d u c t e d  in 

computing the p r o f i t s  or loses of that trade for U K  tax 

purpose* or in the second case* is brought in as a tr ading  

receipt in com pu ting the profit or losses of that trade for 

UK tax p u r p o s e s . <ate>

(8) A li mi tat ion  on the rec ov ery of D TR can arise  w hen the U K  

recipient of foreign dividen ds  in turn pays out its foreign 

earnings as di vi dends in the UK. When the d i v id en d is p a i d  

by the UK co mpa ny  it has also.to p ay A CT at a rate d e t e r m i n e d  

by the basic rate of personal tax (25%) and this tax is 

recoverable from CT before comput ation of DTR. U n d e r  such 

c ir cu mst ances it is v ery li kel y that some DT  will go 

unrelieved. A UK comp n y  may* however* sur r e n d e r  its a d v a n c e  

CT relief to 5 1% owned U K  s u b s i d i a r y  thus increasing its 

a b i li ty to receive DTR.
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CHAPTER THIRTEEN

RESEARCH DESIGN AND METHODOLOGICAL 
CONSIDERATION



C ha pte r Thir te en 

Re s e a r c h  De sign and M e th odologi ca l C o n s i d e r a t i o n

13.1 Introduct i on

The principal findings from the s u r v e y  are set out in

the chapter de al ing with the relative a rea  with w h i c h  the 

r e s ea rc h has been c o n c e r n e d . (1> T h e r e  are? ho we ve r some  

important re su lts which sh ould be set out before the d e t ailed  

inferences are discussed.

The princ ipa l h y p o thesis  whi ch un de rlies the w h o l e

res ea rch is that taxation has some effect on the investment 

d ec i s i o n s  of the multi national compani es  (MNCs) c o n c e r n e d .

The s u r v e y  cont ribut es  to the rese arch in two ways* 

Firstly? it p r o v i d e s  information about the vie w of m a n a g e m e n t  

of MNCs? tax of fi cers and mana gement of GAFI? c o n c e r n i n g

taxation and financial decision making. Se con dly ? it 

p r o v i d e s  dat a which can be used in testing the h y p o t h e s i s  in 

the de cis ion areas.

The m ain  objective of this s u r v e y  was to obta i n

independent prof essional opin ion With regard to b u s i n e s s  

res po nse to taxation s ti mulati on . Suc h op inion in gene ral 

was exp ected  to (i) prov ide  a s e c o n d a r y  so urce of i nf or mation  

on a t t i t u d e s  of bus ine ss firms? and (ii) p r o vid e us w i t h  a 

r e l a t i v e l y  impartial view on the response of b u s i n e s s  to 

taxat i o n .

The s u r v e y  me th od was a q u e s t i o n n a i r e  which  w a s  sen t out



to 72 B r i t i s h  multinati on al com pa ni es (BMNCs) o p e r a t i n g  in 

Egypt. A  c opy of this qu es t i o n n a i r e  is to be found in 

App end ix (A). Of the 72  M N C s  circulated? 43 rep lie d to the 

qu est ionnaire? a  response rate of 557.. The postal s u r v e y  w as  

carried out in 1985/86 and was followed by a  per son al  

i n t e r v i e w w i t h  20 Tax O f f i c e r s  (Tax Inspectors? Tax 

R e s e a r c h e r s  in Res e a r c h  Department? The general D i r e c t o r  in 

Tax A d m i n s t r a t i o n ) ? 20  ex perts of GAFI in diff erent

depa r t m e n t s  (i.e. Depart me nt of Accounting? the D e p a r t m e n t  

of Mathematics? and F e l l o w s h i p  ’a d m i n s t r a t i v e 7 De pa rtmen t)? 

and 10 staff  and re search st u d e n t s  for higher d e g r e e s  in 

different u n i v e r s i t i e s  (Al— Azhar? Me nofia and  M a n s o u r a  

Universities) who were interested in this sub je ct. Thi s  

chapter will consider the following important points:

(1) H y p o t h e s i s  study?

(2) The interpretation of the s t ud y and the main results?

(3) Sel e c t i o n  of the sample?

(4) L i m i t a t i o n s  of the research.

The s t u d y  at t e m p t s  to combine the theoretical s t u d y  with  

the field s t u d y  e.g. when we research the effect of CT  on 

finance or on profit d i s t r i b u t i o n s  we try to give mor e  detail 

about the field s t ud y and at the same time to fac i l i t a t e  a 

compari so n between the impirical and theoretical s t u die s.  

So? in the final chap ter ? a brief sum ma ry of the m a t t e r s  

w h ich have been di sc ussed p r e v i o u s l y  is followed by d e t a i l s  

on m a t t e r s  whi ch have not been dis cussed before.



13.2 Study Hypothesis

The main  hyp o t h e s i s  of the s t u d y  can be ou tl ined as 

foilows =

(a) In respect of the reaso ns for Foreign Investment

For most firms? foreign investment (FI) d e c i s i o n s  are 

contingent upon several c o n s i d e r a t i o n s  including sp e c i f i c  

factors rel ating to host countries? p a r t i c u l a r l y  inducements 

by the host and home g o v e rn me nt whi ch  can be a d v a n t a g e o u s  to 

the firm in dec id ing w h et he r or not to invest. All of these 

factors are like l y  to have a significant influence on the 

firm's decis io n to invest abroad.

The mai n reas ons for a firm's decision to invest in a 

host co un try are? for example? cost factors including labour 

costs and inducements by host government? investment climate  

factors such as general a t t i t u d e s  towards FI? politic al 

stability? etc. These are in a d d it ion to tax a t t r a c t i o n  and 

a c c e l e r a t e d  d e p r e c i a t i o n .

As far as the pres ent s t u d y  is concerned? it has been 

assumed  that a Br itish mul tin ational c o m p any's  (BMNCs) 

decision to under ta ke a n ew  FI in Egypt is m o t i v a t e d  by a  

number of reasons related to sales? profits? risk 

diversification? cost factors and other locational factors in 

a d d ition to the inducements from the host and home 

governm en ts.

The re asons  rela ted to sal es and profit potential  ar e 

expected to p l a y  a c o n s i d e r a b l y  greater role when a decis i o n



about investment in Egypt is being considered by a BMNC: in
order of importance there are reas ons related to tax 

holidays? tax rates? a c c e l e r a t e d  depreciation? cost fac tors 

and also reason s related to host g ov ernment  inducements.

It sh ould be noted that the above a s s u m p t i o n s  mean that 

the differen ce  betw een the re aso ns  given lie in their degree 

of influence of importance in relat ion to the FI decis ion.  

Thus it is pr op o s e d  that the r e a sons related to s a le s and 

p r o fits be con sid er ed as first in sig nifi cance.

(b) F r o b l e m s  e nco un tered bv B M NCs  when implementing tax 

policies? investment exp an sion and other a c t i v i t i e s  in 

Egypt

There are a v a r i e t y  of fact ors in an econo mi c cultural 

and political environment in d e v e lop in g host countries? w h ich  

might influence the im plement ation of firms' tax treatment 

and investment gr owth and a c t i vities.  Empirical s t u d i e s <:2> 

pr ov id e eviden ce which  list the following factors: that of

inefficient infrastructural facilities? com municat ions? tax 

information? transportation? en ergy etc.? the s c a r c i t y  of 

qualified accountants? tax ex pe rt s and a sk i l l e d  labour  

force? gove rnment c o n trols and m e a s u r e s  imposed over e.g. 

pr i c i n g .

It has also been illustrated that most firms are v e r y  

concerned  about the E g y p t i a n  tax rate and exc ha ng e rates.

Accordingly? the prese nt  a s s u m p t i o n  se ems to be this:

The BMN Cs oper ating  in Egypt m a y  tend to a t t a c h  more



importance to the influence of infrastructural and 

c o m m u n i c a t i o n s  and t r a n s p or tation problems; g o v e rnmen t 

s u bsid y p o l i c i e s  and co n t r o l s  over prices? and l e n gthy  

ne g o t i a t i o n s  relating to the implementation of investment 

poli c i e s .

(c) The impact of Fo r e i g n  Investment on Egypt

The overall effec ts of foreign investment on E g y p t i a n  

economic and social devel opm ent will rely on s ubstant ia l  

capital inflows? increasing govern me nt revenue? the c r e atio n  

of n ew jobs? tec hnol og y and other resource tra ns fers etc. 

Fo re ign investment will p r o b a b l y  pl^ y an increasi ng ly 

important role.

In order of importance? some of the Eg y p t i a n  sta ff  mj i 11 

po s s i b l y  tend to put more emphasis on the importance of 

technological benefit s res ul ting from FI to Egypt? fol lo wed  

by the econo mi c benefits. But on the whole? it is p o s s i b l e  

that there are s i g n ifican t d i f f erence s in the importance of 

these va ri ou s ben ef its as far as E g yp t' s d e v e lopm en t is 

conce rn ed .

In the light of foreign investment theories? there a re  

several factors which m ay influence a firm before m a k i n g  

foreign investment de ci sio ns. The number  of r e aso ns  for a 

firm's deci sion to invest in a host co untry are listed as 

follows; cost factors including la bour costs and inducement 

by host government? gove rnment  p o l i c i e s  in respect of taxes? 

tariffs? investment cl im ate factors such as general a t t i t u d e s
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toward foreign investment* political stability* etc.
(d)There is a r e l a t i o n s h i p  be tw een the incentive tax and 

investment in Egypt-

(e) T h e r e  is no trust be tw ee n t a x p a y e r s  a nd  tax inspectors. 

In a d d i t i o n  t a x p ayers have not full k n o w l e d g e  of the rules 

and r e g u l a t i o n s  of the tax s y s t e m * bookkeeping p r i n c i p l e s  and 

c l a s s i f i c a t i o n  of d o c u men ts . The ref or e* t a x p ay ers req uire 

more inf orma ti on  abo ut E g y p t i a n  tax a n d  investment laws* 

e s p e c i a l l y  w he n such tax inform ation is benef icial to 

ta x p a y e r s  as a whole* both ind ividuals a nd  c o r p o r a t e  bodies.

On the oth er hand* the staff of tax o f f i c e s  have enough 

p r a ct ical e x p e r i e n c e  w h i c h  is v e r y  important to improve 

their knoMJledge* and to a c q uire the b r e adth  of vision 

n e c e s s a r y  for h a n dl in g important tax case s.

More ove r* tax inspectors have to a c h i e v e  a n u m b e r  of tax 

ca ses  (at least 30  cases e v e r y  m o n th ). T h e r e f o r e  there is a 

t en de ncy to p u r s u e  trivial cases w h i l e  s o m e t i m e s  n e g l e c t i n g  

mor e important m a t te rs . Thi s te n d e n c y  o b v i o u s l y  will lead 

to d i s c r e p a n c i e s  in state revenue. It als o c r e a t e s  o p e n i n g s  

for o p p o r t u n i s t s  to evade tax and a m a s s  w e a l t h  illegally. 

In pract ice* the tax inspector does not g e n e r a l l y  ac cept a 

tax re tu rn and m a k e s  a personal e s t i m a t i o n  of taxable pr ofi t 

(random e s t i m a t i o n  whic h m ay  be for goo d  or insignifi cant 

r e ason s but he does not at te mp t to do his best to d i s c o v e r  

the defi cit and cure it). T h i s  p h e n o m e n o n  c r e a t e s  distr us t 

b e t we en  the tax inspector and the ta xp a y e r  wh o th in ks  the tax 

inspector will refuse his return w h e t h e r  the tax re turn is 

true or not.



13.3 The interpretation of the study and the main results

B e f o r e  we begin to d i s c u s s  ho w the s a m p l e  for the s t u d y
, /

w as  dr aw n upon it is n e c e s s a r y  to c l a r i f y  that the s t u d y  

d e p e n d e d  b a s i c a l l y  on some important tools of re se ar ch and 

empir ica l studies * suc h as the use of q u e s t i o n n a i r e s .

The s t u d y  is d i v id ed into two pa rts . The first part is 

based on in terviews with  tax ispectors* tax asse ss ors* tax 

c o l l e c t o r s  in the tax a d m i n i s t r a t i o n  an d  w i t h  the man agers* 

a c c o u n t a n t s  and c l e r k s  in G A F I . The s e c o n d  part is an 

ou t l i n e  q u e s t i o n n a i r e  de signed for use w i t h  M N C s  in Egypt?

inteviewing their ma nagem ent* ei ther for eig n or local* and

employees* e s p e c i a l l y  cl erks and a c c o u n t a n t s .

Bot h  types of q u e s t i o n n a i r e  were  d e s i g n e d  to inves tig ate 

some vital issues re lated to our s t u d y  of the impact of MN C s  

in Egypt  as a host country* and to g a i n  b a si c in fo rmation  

about MNCs* the re asons for investment in Egypt* the 

importance p l a c e d  by the E g y p t i a n  G o v e r n m e n t  on the pre se nc e 

of MNCS* and f a c i l i t i e s  of fe red by the g o v e r n m e n t  to 

e n c o u r a g e  the M N C s  to operate in the c o u ntry.

The s t u d i e s  Mjere c l a s si fi ed as followss 

D S t u d i e s  w h i c h  have tried to trace the impact of M N C s  in

their host c o u n t r y  (Egypt) through a  d e p e n d e n c e  on the 

st a t i st ical a n a l y s i s  of data w h i c h  is g a t h e r e d  from M N C s  

r e s p o n s e s  and GAFI sourc es .

2) S t u d i e s  w h i c h  have a t t e m p t e d  to a n a l y s e  the effect of 

mu l t i n a t i o n a l  c o m p a n i e s  in the host c o u n t r y  (Egypt) through 

a s s e s s i n g  the intellectual a t t i t u d e s  an d o p i n i o n s  in these
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countries* e s p e c i a l l y  Egypt.

3) S t u d i e s  whi ch  have c o n c e n t r a t e d  on the tax treatment of 

MNC s and their exi sti ng implications in the host c o u n t r y  

(Egypt)* as well as the tax p r o b l e m s  and d i f f i c u l t i e s  facing 

the MNCs.

4) S t u d i e s  wh ic h have tried to an a l y s e  the impact of M N C s  in 

the host countries* espe c i a l l y  looking at s p e c i f i c  issues 

such as creating ne w jobs*and transfer technology.

5) S t u d i e s  which chose the per io d 1974— 84 for the following 

reasons:

a) A t t r a c t i n g  foreign investment st ar ted in 1971* but w as  not 

effe ctive  until L aw  N o .43 was issued in 1974 to further

org an ize foreign investment. Fro m 1971 to 1974 there wer e 

few investment pr o j e c t s  and these were m a i n l y  by Arab

investors.

b) It was hoped that by the end of the res ea rc h p e r i o d  that 

data on foreign investment and its tax p r o b l e m s  could be

obt a i n e d .

The main objec tiv e of each interview with the I n s p e c t o r s  

and other e x pe rt s in both Tax A d m i n i s t r a t i o n  an d General  

A u t h o r i t y  for Investment and Free Zones (GAFI)* other than 

the filing of information and reco rding the a n s w e r s  to the 

questionnaire? was to di scu ss with the Inspectors* the tax 

treatment and the ef fects of investment on the E g y p t i a n

economy.

The interviewee was asked to talk about* in general* tax 

incentives* tax rates* tax exe mpt io ns and tax h o l i d a y s  as 

important factors to attract foreign investment to o p e r a t e  in



Egypt* and in p a r t icu la r the tax p r o b l e m s  and tax treatment 

of MNCs du ri ng tax holidays  and after tax hol idays. Du rin g 

that time* m a n y  que st ions in the quest i o n n a i r e  were  ansujered 

(without being known to the interviewee) and a n y  p o i n t s  

raised or c o m me nt s made were recorded

Du rin g the interview* c o m pany reco rds  and the 

fe as ibil it y s t u d i e s  of the Eg y p t i a n  project were see n 

wh en ev er it was  possible? but in some  cases? it was not 

po ssi b l e  to obtain the exact figures of financial s t r u c t u r e  

and expe ct ed  profit s.  This data  was seen  and c o l l e c t e d  from 

GAFI .

In a d d it io n to interviewing executives? interviews wer e 

co ndu cted with a group of staff in A1 Azhar? Menofia? and 

Marisora Universities ? research s t u d e n t s  for higher d e gree s 

were also interviewed who are d i r ec tl y or ind ire ctly 

involved with foreign investment in Egypt and the p r o b l e m s  

which face the foreign investors.

E g y pt ian government off ic ials m a i n l y  in the o f f i c e s  of 

the GAFI? were interviewed with the a i m  of u n d e r s t a n d i n g  the 

pr o c e s s  of app r o v i n g  an investment proposal and what the 

p r o bl em s are which face dealing with  foreign investors? and 

their control of MNCs.

Both types of q u e s t ionnai re  were designed to invest igate 

some vital issues related to our s t u d y  of the impact of M N C s  

in Egypt (as a host country); to gain basic inf ormation about 

the tax treatment of MNC s and the effect of MNC s  on the 

national revenue of Egypt* and its labour force; al s o  its 

effect on technology  transfer? employment and training? and
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its transfer prices.
M o r e o v e r  important data  whi ch includes v i e w s  abo ut 

foreign investment? tax p r o b l e m s  and other p r o b l e m s  ^ h i c h  

deter investment in Egypt? were obtained from reports? and 

p e r i o d i c a l s  by dif ferent s o u rces in a d d i t i o n  to the 

l i t e ra tu re r e view of foreign investment.

F i n a l l y  in the following c h a p t e r ? <3) w h ile  we do not 

propose to repeat at length data  di scuss ed in p r e v i o u s  

chapters? we * wish to make clear the c o r r e lati on  b e t ween the 

theoretical research and the field study. In order to do 

this I will s u m mar is e the resu lts of the field s t u d y  w h i c h  

have been discu ss ed before? and will deal in great dep th w it h 

further data resul tin g from the empirical research.
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13.4 Selection of the Sample
When investigating the at t i t u d e  of large g r o u p s  of p e o p l e  

about sp e c i f i c  problems? it m a y  be difficult to interview all 

these pe opl e but it is oft en be po ssi bl e to inter vie w a 

sample of them in order to asse ss  their general a t t i tu de . 

At the same time? it is n e c e s s a r y  to represent all these 

people in the sample of the s t u d y  to ensure that the re sult s 

reflect the po s i t i o n  of all of them.

It is ve r y  difficult to s u r v e y  and cover all of the

MNCs ope ra ti ng in Egypt because of time and cost 

availability? so we e v e n t u a l l y  cal cu la ted the total nu mb er of 

MNCs operati ng  in Egypt to be about 1637 in 1984 (as s h own  in 

table 13*. 1 in both Inland and Free Zones ) whi ch o p erat e in 

Egypt under Investment L aw  No. 43 of 1974 as a m e n d e d  by L a w

32 of 1977? while British Mul tin ation al  C o m p a n i e s  (BMNCs)

op erating in Egypt are es timate d at 72  BMNCs.

A c t u a l l y  we found that 72 BMCs represent all kin ds  of 

a c t i v i t y  and in both inland pr o j e c t s  and in the Fre e Zone? as 

shown on table (13.2).

In coll ectin g the data n e c e s s a r y  for the research? three 

m e t ho ds were employed:

1) While the re se arche r was in Egypt on f i e l d — s t u d y  

qu e s t i o n n a i r e s  were sent to several MNCs  op e r a t i n g  in Egy pt 

encl osi ng a st amped ad d r e s s e d  envelope for a reply;

2) The help of the r es earche r' s son and daughter and oth er  

co ll eagu es  in Egypt was eng aged in d i s t r i b u t i n g  the 

q u e s t i o n n a i r e s  to MNC s and col lec ti ng them after comp letion;

3) In order to ge ne ra te mor e information a further n u m b e r  of



qu e s t i o n n a i r e s  wer e sent from B r i t a i n  to B M N C s  in Egypt 

(S.A.E included).

Ta bl e No. (13.1)

All co u n t r i e s  p a r t i c i p a t i n g  in the capital of M N C S

O p e r a t i n g  in Egypt

value LE .MN.

No - of 

F i rms

Cap i tal 

Local X Foreign  X

Total of 

cap i tal

Industrial p r o j . 54 7 9 1 0 . 4 45.6 1087.6 5 4 . 4 1998.0

Agr icu ltur al  p r o j . 99 144.4 48. 7 152.3 51 .3 2 9 6 . 7

C o n s t r u c t i v e  p r o j . 197 3 1 8 . 0 5 8.5 2 2 5.4 41 .5 5 4 3 . 4

S e r v i c e s  p r o j . 21 9 3 3 8 . 3 3 2 . 7 6 9 5 . 4 6 7 . 3 1 0 33.7

F i n a n c e  proj . 26 4 8 5 3 . 8 46.7 975.1 5 3 . 3 1828.0

Total 1326 2 5 6 4 . 9 4 5 . 0 3 1 3 5 . 8 5 5 . 0 5 7 0 0 . 7

Free Zones

Ca i ro 60 2 .5 0 . 8 3 1 3 . 2 9 9 . 2 3 1 5 . 7

A 1 e xa ndr i a 126 0 .4 0.1 3 3 4.9 9 9 . 9 3 3 5 . 3

Suez 40 0. 4 0 . 5 7 3. 2 9 9 . 5 7 8 . 6

P o r t — Sai d 85 1 .9 2 . 2 8 4.4 9 7 . 6 8 6 . 3

Total 311 5 . 2 0. 6 8 1 0.7 9 9 . 3 8 1 5 . 9

Gran d Total i.637 2570.1 3 9 4 6 . 5 6 5 1 6 . 6

Sources GAFI* Investment Review* April 1985* Vol .6 No-1
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Table No (13.2)
British participation in the capital of MNCs in Egypt

Up to 31 . 1 2 . 1 9 8 4

Value in L E . 1 0 0 0

1 .

No . of 

f i rms

C A P I T A L

Bri t ish p a r t . Other p a r t . Total 

of 

Cap .Cap i tal % Cap i tal %

Industrial p r o j . 27 2 9 7 8 2 48.1 3 2 1 5 8 51 .9 6 1 9 4 0

Financial Proj. 27 3 3 0 2 3 48.4 5 8 686 51 .6 9 1 7 0 9

C o n s t r u c t i o n  proj. 10 2 5 2 0 2 9 . 9 5910 70.1 8 4 3 0

S e r v i c e s  p r o j e c t s 8 1447 41 .7 2026 5 8 . 3 3 4 7 3

Total 72 6 6 7 7 2 — 98780 — 165552

Source: S t a t i s t i c s  Inf or ma tions from GAFI.



13.5 Limitations of the study

The main l i m i tati on s of this research  are:

(1) The a n a l y s i s  p r o vided  in this s t u d y  is based on e s t i m a t e s  

and not the actual figures. This is due to the fact that 

some of the foreign investment pr o j e c t s  are just a p p r o v e d  

pr o p o s a l s  and have not yet ar rived to the operational  stage? 

and data about the tax treatment of the m a j o r i t y  of p r o j e c t s  

that are in the operational stage is not a v a i l a b l e  beca us e 

they are still in tax ho lid ay  periods.

(2) Some of the required data  was difficult to ob tain ei ther 

from the tax office or GAFI because? as they said? the 

information is v ery confidential and not al lo wed to be g i ve n  

without p e r m i s s i o n  from the tax payers or investors. The 

data includes the cost of production? the value of ex p o r t s  

and imports? the transfer price? the s t a t e m e n t s  of p r o f i t s  

and losses accounts? balance sheets? r e patriat io n profits? 

annual reports? tax returns? and other information r e l a t e d  to 

the me th od  of depre c i a t i o n s  and stock in trade.

(3) T his s t u d y  is conce rned with  the effect of CT  and tax 

incentives on dis tri bu ted profits? foreign investment in 

Egyp t .

(4) The researc he r is awa re that some important m a t t e r s  are 

exclu de d from this study? such as the eff ects of inflation on 

CT? shiftin g tax? the a n a l y s i s  of a c c o u n t i n g  s t a t e m e n t s  

(operating accounts? profit and losses account? b a l a n c e  

sheets...) of MNC s have not been taken acco unt  b e c a u s e  the 

dat a relat ive to these ma tter is ha rdl y to collect an d  on
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the other hand the time is consntrai ned.

(5) P e ople  u su ally-d o not speak frankl y about their g o als  

p a r t i c u l a r l y  business goals? and that one is more likely  to 

get complete  answers.
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CHAPTER FOURTEEN 

ANALYSIS OF THE FIELD STUDY



Chapter Fourteen 

Analysis of the Field Study

14.1 In troduct i on
In the light of the preceding chapters? it could be

generally noted that the study aim was to evaluate the 
Egyptian tax system in general and company tax system in 
particular? and also the tax effect on foreign investment in 
Egypt. An attempt will be made to analyes the data
collected using the methodology which was outlined in the 
last chapter in order to test the hypothesis put forward in
this chapter? and also to present the finding concerning the

determinations of foreign investment decisions to undertaking 

FI and choose its form. As discussed earlier the decision 
of a company to undertake a new FI in a given country occurs

on the basis of a number of considerations concerning e.g.

the choice of a particular location? the size and form of FI 
etc. Theories of FI and previous research findings point 
out a wide range of determinations and reasons behind the 
companies7 decisions for investment. In addition the 
investing companies can rank these factors according to their 

influence and importance in the investment decision. Such 
ranking is important because it can be used to differentiate 

between investments in different countries. For example? one 
company may consider the tax incentives as a main factor 
behind its investment in Egypt? while it considers the 
availability of raw materials as the main factor for its
investment in another country? such as Hong Kong.
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In this chapter? while we do not propose to repeat at 

length data discussed in previous chapters? we wish to make 
clear the correction between the theoretical research and the 
field study. In order to do this I will summarise the 

results of the field study which have been discussed before? 

and will deal in great depth with further data resulting from 
the empirical research.

14.2 Reasons for Investment in Egypt

The following analysis represents an examination of
factors concerning the reasons for investment decisions as 
preceived by 43 BMNCs operating in Egypt. It is clear that 
some factors are more important than others i.e. it appears 
that there are reasons which tend to play a greater role 
compared with other reasons in relation to the decision 

undertaken by the firms surveyed to invest in Egypt. The

respondents were asked to state the main objectives and
indicate the most important amongst these reasons. The
responses are summarised in the table 14.1 ranked according 
to choice of the most important objective. The table (14.1) 
shows the reasons for foreign investment which have been 

taken into account by the MNCs when the decision to invest in 
Egypt is considered. In order of importance the factors 
are? first? those related to profit potential followed by a 
desire to benefit from tax-holidays to maximise profits; the 

desire to benefit from host government inducements e.g. risk 
avoidance? labour trouble avoidance? accelerated depreciation
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and policy stability.
Those objectives originally listed in the questiannaire 

ranked at the top and not many respondents added new items to 
the list. It is not obvious whether this is because the 

objectives in the original list almost matched the main 
objective of the responding firms.

The survey of the activities of BMNCs shoMJS that
taxation may not be very important in location decisions but

that tax considerations are still relatively important.
A comparison of our results with other results? suggests? 

similarly? that taxation is not the most important factor 
which attracts investors. These other results were 

obtained from a survey*1* of MNCs operating in Singapore
which reported that the political and social stability of
Singapore was the most important factor attracting foreign 

investors to that country? although Singapore is well known 

as a low— tax export platform for MNCs. Also? the Mead

Committee in the UK*2 * suggests that taxation is probably not 
the prime consideration in locational decisions and that 
quite marked differences can exist between national tax 

burdens without these resulting in extensive movements of 
capital and persons from high tax to low tax countries. 

Other studies*3 * in South American developing countries have 
concluded that tax incentives have had little influence on 

investment area.
Moreover? Table 14.2 below reveals the desire of BMNCs 

to maximise their profits. It found that 31 BMNCs out of 43 
mentioned increasing profit as a main objective for



appraising their production- A comparison between the 
reasons for investment decisions and factors affecting the 
pricing of the goods sold is shown on tables 14-1 and 
14.2. These reveal that factors related to maximising 

profits are first in order of importance followed by factors 
related to desire to open new markets (table 14.2) while the 
covering costs will be in the third stage.

Table (14.2)

Main Objectives of Pricing Productions

Total of Total of Total of Total Of Order

Respond. Respond . Respond. Respond. o f

(out of (out of (out of (out of Impor­

43) 43) 43) 43) t a n c e

Rank 1 Ran k 2 Rank 3 Rank 4

No % No X No % No %

Increasi nq

p r o f i t 31 75.6 9 22.0 1 2.4 —  — 1

Cover cost 6 27.3 7 31 .8 9 40.9 —  — 3

Open new

market 6 16-2 22 59.5 9 24.3 —  — 2

Others — — 1 10010 —  — —  — 4



14.3 Attitudes towards the effects of foreign investment in
Egygt

Attitudes towards the effects of foreign investment are 
an initial pre-requisite for measuring and probing the 
importance of foreign investment(FI) in Egypt. As mentioned 
earlier in chapter twelve the interview presented by the 
staff in tax administration> tax offices and the foreign 
investment authority agree that the overall effects of 
foreign investment on Egypt's economic and social development 
is positive. This agreement is evident in table (14.3).

This table shows that about 72% of the respondents 
interviewed considered the effects of foreign investment as 

generally positive and 8% of the respondents very positive. 

While about 6% of the respondents do not know and 14% are 

negat i v e .

Table No. (14.3)

Attitudes towards the effects of FI in Egypt

Very pos i t i ve Pos i t i ve Do not know Negat i ve Total

Responses Responses Responses Responses Responses

No. % No. % Z 0 1 Z o ■ ■oZ

4 8 36 72 3 6 7 14 50 100



Moreover* it has been generally assumed that Egypt will 

probably have to continue to rely on substantial capital 
inflows* technology* other resources a n d s o c i a l  benefits in 
which foreign investment will play an important role.
Table (14.4) portrays how the sample of Egyptian academic 
staff in universities* tax offices* GAFI and research 
students evaluated some of the anticipated benefits of FI to 

develop the Egyptian economy. From this table* it is clear 

that respondents considered that the benefits examined as 
being most important to the development of the Egyptian 
economy were related to the creation of new jobs? additional 

sources for government's revenue and technological
contributions to direct foreign investment.
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Table (14-4)
Contribution of Foreign Investment to Egypt

Very Fairly -Some No F3ank

Important Important Impor tan t Empor tan t

N o . X N o . X N o . X No. X

Create new jobs 30 60-0 14 28.0 6 12.0 - - 1

Foreign capital

i nf1ow 12 24-2 9 18.5 18 36.0 11 22.7 6

New sources for
government7s

revenue 16 32.4 25 50.0 7 14.6 3 4.3 2

Technology
t ransferred 13 26-0 17 34.0 11 22.5 7 14.6 4

Train ing
manpower 15 30.0 19 38.0 8 16.0 8 16.0 3

Providing new
production and

serv i ces 13 26.0 18 36.0 8 16.0 8 16.0 5

14.4 Attitudes toward tax rates
In recent decades reduced tax rates in general and CT 

rates in particular have became increasingly popular tools of 

governments? both at the state and national levels? to 

encourage the location of new firms- For example? in the UK



the CT rate has been reduced from 52% to 35%? with the CT 
rate for small companies reduced from 33% to 25%. In 
addition? income tax rates have been reduced to 25% in the 
Budget of 1988 and the higher tax rates reduced from 60% to 

40%.<*>■
The survey of BMNCs operating in Egypt? as revealed from 

table (14.5) show that more than 90% of respondents 
considered the tax rate too high. However? respondents 

report that the maximization of profit was the most important 
factor attracting FI to that country.

By comparison with others? the same result was arrived 
at from the survey of MNCs operating in Signapore<=> which 
reported that the political and social stability of Singapore 
was the single most important factor encouraging FI to invest 
in the country and tax rates were unimportant although 

Singapore is well known as a low— tax export platform for 

MNCS.
However? it seems to me the increased tax rates in Egypt 

in 1983 were one of the important reasons behind the 

widespread winding up of investment companies in Egypt.
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Table (14.5) 
Attitudes to Tax Rates

High Reasonable Low Total

No . X No. % No . X N o . X

39 90.7 3 7 1 2.3 43 100

The figures in table No. (14.6) on the fallowing page 
indicate that about 3 1 .5X of total inland projects operating 
in Egypt were wound up between 1974 and 1984. The reasons 
for this? as we found in discussion with academic staff in 

GAFI and tax inspectors? are Egyptian tax system problems 

related to the tax treatment of capital gains during tax 
holiday and the differential tax treatment between foreigners 

and Egyptian employees. Additional reasons include? the 
different tax treatment between foreign and Egyptian 

shareholders in relation to increasing the capital of 
companies? problems related to labour conditions? technology 
transport? local supplies? etc. Finally? the major points 

can be highlighted in the followings
(1) As mentioned above? table 14.1 shows the reasons for 
foreign investment which were taken into account by the BMNCs 

when deciding to invest in Egypt was considered. It is 
clear that certain factors are important and it appears that 

there are reasons which tend to play a greater role compared 

with other reasons in relation to the decision undertaken by
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the firms surveyed to invest in Egypt.
(2) In order of importance the factors are* first* these 
related to profit potential* followed by the desire to
benefit from tax holiday to maximise profits; the desire to
benefit from host-government inducements e.g. risk avoidance*
labour trouble avoidance* accelerated depreciation and policy 

stab i1 i ty.
(3) The important factors may differ from one country to
another according to the position: of the countries. For
example* if a country has policy stability then other 

factors will be taken into account in the investor's decision 

such as tax incentives* maximising profit...
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Table (14.6)
Projects Approved? Withdrawn and In Operation 

Until 31/12/1984

Sectors Approved 

Pro j ects 
N o . X

Withdrawn 
projects 
N o . 'A

Projects in 

operati on 
N o . X

Industrial proj. 783 100 261 33.3 522 66.7

Agr i cultural Pr o j . 155 100 61 39.3 94 60.7

Cons t r uct i on pr o j . 252 100 66 m 2 186 73.8

Services Proj. 348 100 127 36 .5 221 63 .5

Financial Proj. 333 100 75 25.5 258 74.5

Total

. ..

1871 100 590 31 .5 1281 68.5
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14.5 Problems of Foreign Investment

As related to the previous analysis? it was considered 
appropriate to explore the most common problems which have 
been experienced by respondents of the BMNCS in Egypt. They 
were asked to indicate the greatest problems they have 

encounterd in respect of the implementation of their 
companies' tax treatment? investment expansion and related 

activities. In response to these questions? more than 55% 
answered yes while about 44% said no as shown from table 

14.7.

Table (14.7)
Tax problems facing BMNCs

Yes No Total
No. % No . % No %

24 55.8 19 44.2 43 100

The table 14.7 above demonstrates that the 24 respondents 

have tax problems facing their BMNCs in Egypt while 19 
BMNCs said no. Table 14.4 illustrates types of problems 

Miich can lead to estimated assessments being made by tax 
inspectors even when returns of profit have been made. 
These problems include the treatment of capital gains 
accruing during tax holidays?- employee taxation? depreciation
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percentages and allowable expenses. In addition? the
foreign exchange rate ujas the common problem facing all
investors in Egypt. Discussion with a group of investors 
through GAFI showed that all of them believed the
availability of foreign exchange to be vitally important to 
any investors. This enables them to import their required 
raw materials? pay for services? repay external debts? and 
repatriate dividends. The discussion emphasised the lack of 
foreign exchange and the different exchange rates applying in 

the transfer of capital into Egypt and the repatriation of 
profits from Egypt. Also Egypt has insufficient foreign 

exchange to meet its imports on the one hand and
alternatively to provide a favourable climate for foreign 

investment on the other hand.
The respondents were asked to indicate the common 

problems they have encountered in respect of the 
implementation of their companies' tax treatment. In 

response to this question? the salient problems which were 
found to have more significant influence can be summarised in 

the following table (14.8).
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Table (14.8)
The Kind of Tax Problems facing MNCs in Egypt

Kind of problems No. of No. of No . of No. of missing o r d e r

Respo. Respo. Respo. Respo. value of

Accor . Accor » Accor . Accor. i mpor

Rank 1 Rank 2 Rank 3 Rank 4 tance

Freq X Freq X Freq X Freq X  Freq

Involv i ng

taxable profits 24 55.8 9 20.9 4 9.3 5 11.6 1 1

Employee tax 3 7.0 8 18.6 8 18.6 21 48.8 3 4

Fi xed date of

beginnig tax

hoii day 5 11.6 9 20.9 21 48.8 8 18.6 - 3

Taxable gains
and movable

capital asset 10 23.3 17 39.5 10 23.3 6 14.0 — 2

It was considered appropriate to explore the most common 

problems which have been added by respondents and these can 
be summerised as follows:
1. Shortage of finance and credits provided by the Egyptian 

government

2. Exchange rates and the difficulty of collecting 

foreign currency from banks.

3. Price control.
4. Lack of skilled manpower at all level.



5. Shortage of technology.
6. Ambiguities which exist with regard to many aspects 

of the investment policies.
7. The lack of co-ordination between government’s departments 

concerning result in lengthy negotiations and 

increased costs.
8. The different tax treatment between Egyptians (either 

shareholders or employees) and foreigners which leads to 

Egyptians giving up their jobs or being unco-operative 

with the company

9. Shortage of foreign exchange and change in
foreign exchange rates with regard to the Egyptian 
Pound against other currencies.

10. Inadequate and poor standard of communication facilities 

i n Egyp t .
11. Excessive customs procedures in respect of imports and 

exports.
12. The absence of research in Egypt and of information

centres needed to serve investment purposes in general.

Responsibility for solving tax problems

Table 14.9 below was prepared by converting the reported 

frequencies of problems according to group No.l and then 

applying the percentages reported as having been solved by 
the respondents themselves? by other experts (professional 

accountants or auditors)? negotiation with tax authorities? 

or by appeals? as shown below.
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Table (14.9)
Methods of solving Tax Problems

Respon. 
Out of

Respon. 
out of

[Respon. 

out of

■Respon. 

out of

Miss­

ing
Order
of
import­

43 43 43 43 value ance

Accord . Accord. Accord . Accord .

to rank to rank to rank to rank

(1) (2) (3) (4)

No % No "A No % No "A

Solved by
Respondents 10 28.5 5 14.3 14 40.0 5 14.3 8 4

Referred to
Aud i tors 4 12.1 19 57.6 8 24.2 2 6.1 10 2

Referred to Tax

Spec i ali st 1 100 - - — - — 42 5

Referred to

Courts 7 18.4 8 21 .0 16 42.1 7 18.4 5 3

Negot i ated

wi th Tax
Inspectors 21 77.8 4 14.8 2 7.4 — — 16 1
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Table (14.10)
Relation of Funds

Parent 

Compan i es 
No. %

Internal 

Finance 

N o . %

Other

Shareholders 
N o . %

34 79.1 32 74.4 14 32.6

Notes the sum of response does not equal 43 and percentage 

over 100 because of multiple responses.
From the data in table (14.10) above we see that the

funds from the parent company have been counted as a major 

source of finance for BMNCs following by internal finance.
Those in our sample received about 79.1 and 74.>4 percent.

These sources of finance were large in aggregate terms for 

the reaons mentioned above and other two reasons:
(1) Tax exemptions will apply for a five year period to the 

proceeds of the profit which are reinvested in the

enterprise.
(2) Tax holiday will apply for a five year period? according 
to Law 43 of 1974? when an increase in the capital of BMNCs 

has been issued and the increase of capital has been paid 
with foreign currency.

Further? from the data in table (14.11) below perhaps 

reflecting larger need for funds these subsidiaries tended to 

borrow more and in larger amounts foreign currency from



local or foreign sources to benefit from Egyptian investment 

and tax laws as follows*
(1) Exemption from tax on interest for loans in foreign 

currency granted to joint ventures?
(2) Loan interest is taken from gross profit as any other 
expenses? and
(3) Investment Law 43 offers tax free to loan interest if the 
loan was hard currency in order to encourage the investors to 
save their requirements of foreign currency . <<s>>

Table (14.11) 
Kind of finance

Increase of capital 

No. X

Loan 

N o . X

Increase current 
Account

No. %

14 38.9 27 75 2 5.6
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14.7 Effect of CT on Financial Decision

As mentioned earlier? in chapter ten of this research? 
BMNCs are looking to minimise their global tax— bill. 

Therefore? a firm choosing between financing by external? 
internal or retained earnings? takes into account benefits 
from host countries which can minimise the tax— bill. The 

Egyptian Investment and Tax Laws provide that interest
payable on external loans can be deducted as a tax expense. 

On the other hand the interest is exempt from tax on movable 
capital assets. Therefore? parent companies? as shown from 

table (14.4) prefer to finance the subsidiary by loans 

instead of issuing new shares for the following reasons*
1. It is quicker to borrow than to issue new capital.

2. Borrowing policy is preferred to fresh equity in order to 
reduce taxable profit.

3. It is easy to borrow as little as possible.
4. Interest rates? compared with bank interest rates may be 

lower, and
5. From the viewpoint of the issuing company the cost of 

equity is potentially more expensive than on equal amount 

of borr owed cap i tal . Companies are allowed to deduct from 
taxable income? interest payments on borrowed capital? but 

there is no corrosponding deduction for dividends paid to 
shareholders in return for the use of their funds as 

equ i ty cap i tal.
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Chapter Fifteen

Conclusi on

Taxation today plays a major role in economic acitivity? 
as the prime source of revenue and as a tool of economic 
management for government and as a major recurrent outgoing 
for business firms and investment field!

Theoretical analysis of the impact of any taxation is 

usually conducted with reference to investors and business 

firms excercising ’rational' profit maximising behaviour 

under conditions where all other relevant factors remain 
unchanged.

This study has been concerned with the tax treatment of 

company with special reference to MNCs operating in Egypt. 
The purpose of the research has been to evaluate the 
importance of tax as a factor in the location decision of 

MNCs and to study the specific effect of tax exemption.
The different methods of company tax system which have 

been discussed in part one and part two? gave us an 
indication about the determination of suitable CT systems in 

the developed (UK) country and what is suitable to a less 

developed country (Egypt).

This thesis examined an overall review of CT first in 
the U.K. involving a discussion of the historical development 
and the present state of UK corporation tax and secondly in 
Egypt entailing an examination of the incidence and effects 

of the present system of CT as well as ranging widely over
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the various requirements of principle in CT reform is 
invariably bound to be lengthy- However? in the light of 

our study in respect of the structure of CT in the UK which
has been invaluable for the light it has thrown upon such
questions as the most appropriate system of CT that can meet 

Egyptian needs and objectives? relative effects of the major 
systems of CT upon economic development generally? the 
appropriate CT has considering the financial requirements of 
Egypt? the f orest aliftQnb- of devices ujh i ch would otherwise

permit the avoidance or evasion of CT.

Thus the U.K. experience with company taxation has 
served in this thesis as an effective basis for the appraisal 
of the Company Tax system in Egypt-.

In the light of this conclusion the research was divided 

into three parts which are:
(1) UK company tax systems-
(2) Egyptian company tax system.
(3) Foreign investment operating in Egypt and the Egyptian 
incentives either tax incentive or other kinds for 

stimulating investors to operate in Egypt.

U-K- Company Tax system
Before 1958 the U-K. taxable profit was liable to profit tax 

at rates which discriminated against dividends. In addition?
income tax was applied to both retained and distributed
profits at the standard rate. In the case of the

distributed profit? the income tax was credited by the
shareholder against his income tax liability on dividend.
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Between 1958 and 1965 the same rate of profits tax was 
applied to both retained and distributed earnings? whilst 
income tax was levied as before. This system was neutral at 
company level in the sense that the additional tax on 
undistributed profits was equal to the withholding tax on 
dividends.

Between 1965 and 1973 a classical system was in force at 

rates varying from 40% to 45%. Under this system companies 
paid CT on their profits regardless of whether they were •

distributed or not. Distributions out of such profits were 

then fully taxable in the hands of shareholders with no 
account being taken of the fact that the source of income had 
already suffered tax at one level. Dividend was subject to 

discriminatory double taxation.
Under the imputation system the rate of tax on company’s 

profits rose to 50% and subsequently was raised to 52% while
being reduced in 1984 to become 35% from 1986 and 25% for
small companies according to the Budget of 1988.

Shareholders are now entitled to tax credit of 25/75 of the 

amount of cash dividend paid. The granting of tax credit to 
the shareholder is intended to reflect the fact that the 
underlying profits have already been taxed. The i n t e n t  ion  is 
to mitigate the double taxation. To ensure that any credit 

or refund is matched by CT actually paid? the company? in 
paying the dividend? must account for advance Corporation tax 
equal in amount to the imputation credit. This tax is not 

a withholding tax and cannot be construed 0r taking in interpreti 
double tax agreement. It is merely an advance payment of
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tax which will eventually be due. Provided that the company 
has a sufficient liability to corporation tax in respect of 
the profits of the year during which the dividend is paid the 
effect of the dividend payment would be to bring forward the 
payment of tax liability.

As mentioned earlier? „ there are many important 
resemblances between the three systems? i.e. the company tax? 

and the tax on the income of individuals which are 

independent of each other; the CT is imposed on the entire 
profit of share companies? etc. Also there is a great 
similarity between the two— rate and the imputation systems: 
this idea has been demonstrated by Prest who regards the two 
systems are? as substantially similar in terms of total tax 
payments? net profit rent ions? and net dividends . < x >  Also 

Mr Chon commenting on the choice between the two-rate and the 
imputaton system said:<2>

“We are not really being asked to discuss a 
choice between two systems? but two means for 

the same system".
As can be seen in EDT? none of the three systems 

provides for entire avoidance of EDT: the classical system 
results in EDT. While the other two systems attempt to 

moderate the EDT and the suggested method attempts to prevent 
EDT by imposing one only tax? income tax? on distributed 
profit? and also only one tax (CT) on undistributed 

profit.<=5> According to the classical system? the rate of CT 
is the same for retained and for distributed profit. Under 
the two-rate system? the rate of CT applied to distributed



profits by a company is lower than that applied to retained 
profits. With the imputation system? the rate of CT is the 
same for the retained and the distributed profits.

The dividends received by the shareholders are taxed in 

the same way as any other income according to the three tax 
systems.

From the standpoint of finance? the classical system is 
more disposed to encourage self-finance rather than the 
distribution of dividends. The other two systems are both 
neutral as regards retentions and distributions.

The imputation systems for one? presents certain 

complications regarding assessment and also regarding the 

payment of dividends out of profits which are exempt from CT? 
disadvantages which could be troublesome to multinational 

companies. In the classical system and the two-rate system 
foreign shareholders automatically enjoy the benefit of the 
lower rate of CT while the imputation system allows each 

country to decide whether or not? and under what conditions 
credits will be given to foreign dividend recipients of third 

world countries.

The Egyptian Company Tax System

In the light of the foregoing analysis in part two? it 

will be seen that up to 1981 the taxable profit was 
subjected to commercial and industrial profits tax at tax 

rates of 39.7% (17% commercial and industrial profits tax
plus additional tax rates 22.7%) according to Tax Law 14 of 

1939. Since the promulgation of this law which is still?



until now? the essence of tax legislation in Egypt? a number 
of economic? social and political events have had their 
impact upon the the taxation system? and its aims and
significance. At the outset of the 1952 revolution? the 
State was interested in economic development? and used the 

taxation policy as an instrument encouraging national and 

foreign private investment. But following the
nationalization of the Suez Canal and the 1956 war?
encouragement was reserved for the Egyptian private sector
only? foreign investors were actively discouraged. 

During this period? the bulk of proceeds from indirect tax 
remained to be the backbone of the collection system 
representing two thirds of tax revenue? and may be considered 
a sign of an incapable taxation system? and an expression of 
the State’s basic reliance on direct methods in bridging 

i ncomes.
The apparent feature of the Egyptian tax system up to 

the issue of Tax Law 157? was the continuance of indirect

taxation in raising taxation revenue? even when customs 

duties declined during the war years (1967—73) because of the 

contraction in the volume of foreign trade.
Under this system there is no difference in tax 

treatment for the following activities i.e. partnership 

taxable profit? sole— trader taxable profits or joint stock 
company’s taxable profits which were subject to the 

commercial and industrial profits tax. Therefore? it was

necessary to reform the Egyptian tax system and a separate 

tax on corporate income had to be established because of the



special privileges and benefits which it receives under its 
form according to Egyptian laws. The tax is predicated on 
the assumption that corporations have some tax capacity of 

their own. In addition the corporation has a separation of 
management and ownership? thus generating income over Mjhich 
no shareholder can claim any particular economic control. <̂ > 

This system was modified in 1981 by the introduction of the 
new Tax Law 157 which differentiates among finance companies 

(limited liability company? limited liability company with 
shares or joint stock company) which are subject to 

corporation tax at flat rate of 32% for industrial companies? 
of 40% for commercial company or of 40.5% for petroleum 

company? and personal companies (general partnership? limited 
partnership) and sole traders which are liable to commercial 

and industrial profts tax at progressive tax rates starting 
from 20%? to 32% for industrial projects? from 20% to 40% for 
commercial and industrial profits tax and from 20% to 40.55% 

for petroleum projects.

The study also reveals that the existing taxation system 

in Egypt has failed to realise some of its objectives? as it 
encounters several problems which should be tackled and 

remedied such as tax avoidance? tax evasion and tax arrears. 

To control tax evasion the tax laws should be constructed in 
a simple manner without any ambiguity which might pave the 
way for tax loopholes. This entails the application of 

penalties relating to tax evasion in its different 

d i mens i ons.<55> The problem of tax arrears is reflected in 
the data released by the Tax Adminstration which revealed



arrears of LE356.5mn. in 1980/81 in addition to LE230.5mn. 
for Custom Duties in the same year.<&>

From the foregoing information it is clear that 
taxation reform would inevitably require a change in the 
whole system and reconsideration of tax laws. However? a 
balance should also be maintained between all types of taxes 
so that the taxation structure would depend mainly on direct 

taxes and reliance on indirect taxes would be reduced? 
thereby ensuring a greater degree of equity in the 

distribution of the national income. The possibility of a 

unified tax system should also be studied? so that one tax 
would be applied to the taxpayer’s total incomes derived from 
various sources. Undoubtedly the Egyptian tax reforms
become necessary to reach the stage of a unified tax system 

require careful preparation? new organisational and 
administrative procedures? as well as legislative amendments 
of tax laws. The unified tax system is characterized by 
simplicity in application and the low cost of collecting 
taxes as compared with the Schedular taxes. It is also 

characterized by its clarity for the taxpayer and by the 
greater realisation of social justice? permitting the 

graduation of the tax in accordance with the taxpayer’s 

ability to pay. However? the application of this system 

requires a tax collecting mechanism of great efficiency.
Finally? it is important to understand that tax policy 

cannot be completely isolated from wider economic matters. 
Therefore? in the less-developed countries? such as Egypt? 

the classical system is more suitable especially as this
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s y s t e m  d i s c r i m i n a t e s  ag ainst the d i s t r i b u t i o n  of pr ofit for 

e n c o ur ag ing investment and saving. However? the re ta ined 

profit will lead to deficit in the revenue? but in the long 

run will be caught up for capital g a i n s  tax. On the oth er 

hand? the g o v e rn ment could s u b s t i t u t e  the deficit of tax 

revenue by imposing he avy p e n a l t i e s  on the income from 

ov ersea s investment and it can collect sp e c i f i c  s ums from

individuals who ma y  be sharehold ers? employees? creditors?

s u p p l i e r s  or customers .

In respect of international transactions? the E g y p t i a n  

tax incentive laws requir e scrut iny. Also? p r oper m e t h o d s  

for allo c a t i n g  taxable p r o f i t s  of foreign c o r p o r a t i o n s  

cond uctin g a c t i v i t i e s  through their s u b s i d i a r i e s  in Egypt

should be dev elope d. Finally? s t ep s sh ould be taken to

st r e n g t h e n  and re or ganize the tax a d m i n i s t r a t i o n .  A m o d e r n

corpo ra te  tax in Egypt req u i r e s  a m o d e r n  and e f f e c t i v e  tax 

a d m i n i s t r a t i o n  to collect the am ou nts due.

In the de ve loped countries? such as Great Britain? w h i c h  

have ar ri ve d at the stage of mass p r o d u c t i o n  both the two 

rate and imputation s y s t e m s  are more  su i t a b l e  for p r o m o t i n g  

the d i s t r ib ution pr o f i t s  w h ich lead to the c r e at ion of n e w  

p u r c h a s i n g  power and to the re - a c t i v a t i o n  of the capital 

market and the reducti on of relian ce upon financing  out of 

p i o u g h e d - b a c k  profit s.

The effect of the CT  a c c o rd in g to the two— rate or 

imputation s y s t e m s  would? therefore? reduce s u b s t a n i a l l y  

ag g r e g a t e  investment. But if the g o v e rnment  w i s h e s  to 

encourage  total investment it can do so more d i r e c t l y  by



influencing credit conditions; by general b u d g e t a r y  policies; 

by investment allowances; and by g i vi ng direct s u b s i d i e s  or 

cheap l o a n s  on sp e c i f i c  investment projects.

Re li ef  For L o s s e s

Under the UK  tax system? a co mpany  has the right to 

loss tax relie f to set off losses incurred in the cour se of 

its trade or bu s i n e s s  agai nst its taxable pr of it and the 

carrying  forward of unused losses is unlimited.

Under the E g y p t i a n  tax s y s t e m  it is limited to a p e r i o d  

of five years. Therefore? it see ms  that for the time bein g 

at least? the tax s y s t e m  should give the right to that 

c o m p a n y  to set off lo sses incurred in the course  of its 

trade? or business? against its taxable profi t until the 

lasse s are absorbed? esp e c i a l l y  to encourage taxpa ye rs to be 

honest and not to con sider makin g a ny  at t e m p t s  to a v o i d  the 

tax by coveri ng  a ny  loss which might remain af ter the 

s p e c i f i e d  p e r i o d  (5 years  only).



Foreign Investment Operating in Egypt and Incentives

As said earlier? this thesis ex am ines the impact of 

taxation on bu s i n e s s  in Egypt? as less de veloped countries? 

at the level of mu lti n a t i o n a l  compa nies. The E g y p t i a n  

governm en t a t t i t u d e  towards incoming direct foreign  

investment is b a s i c a l l y  favoura ble and encouraging.  T hi s is 

reflected  in the issue of the Investment L a w  43 of 1974 w h i c h  

offers m a n y  inducements and incentives to foreign investors 

including tax exemption? tax holiday? a c c e l e r a t e d  

depreciation? r e p a t r i a t i o n  of profits? and insurance ag ai ns t  

the n a t i o n a l i s a t i o n  or co nfi s c a t i o n  of their capital.

As such? it was  n e c e s s a r y  that tax legi slati on  m e d i a t e s  

between c ont ra sting aims? i-e e nc ouragin g local a nd  foreign 

investment and s a v i n g  through expanding  e x e m ption  and

privileges? in contrast wit h  the a i m  of se c u r i n g  social 

justice; a c h i e v i n g  financial aims and ad ju sting tax ation  to 

ac hi ev e justice in d i s t r ibuti ng  the burd ens  of ec o n o m i c  

development and easing their impact on limited income g r ou ps. 

This s i t u a t i o n  is reflec te d in taxation l e g i s l a t i o n  and 

investment laws during the pe riod after the War of 1973?

es p e c i a l l y  with the p r o m u l g a t i o n  of Law s 43 and 46 of 1978. 

Approval of a foreign investment under L a w  43  involved 

au t o m a t i c  exempt io n from taxes on industrial and com me rcial

profits? CT  and other kinds  of taxes. The e x e m p t i o n

s pe c i f i e d  under investment law is g e n e r a l l y  for a  p e r i o d  of 

five ye ar s but m a y  be ext en ded for a further three y e a r s  

whi ch m a y  be gr a n t e d  by the GAFI for pr o j e c t s  w h i c h  are



c o n s i d e r e d  to be of su ff icient importance. Also mac hinery? 

eq uipment and tra ns portat io n equ ipment n e c e s s a r y  for a p p r o v e d  

pr o j e c t s  m a y  be exempt from Eg y p t i a n  cu stom  duties and taxes 

on the r e c o m m e n d a t i o n  of the A u t h o r i t y  and the approv al of 

the P r e s i d e n t .  B e s i d e s  the ex emptio ns  g r a n t e d  for taxes

and cu s t o m s  duties? an e q u al ly important range of c o n c e s s i o n s 

a p p l i e s  to ex chang e co ntrol s and re pa t r i a t i o n  of capital and 

profits. Under L a w  43? compa ni es op erating  p r o j e c t s

ap p r o v e d  by GAFI are a l l owed to set up a special foreign 

c u r r e n c y  bank ac co unt with an E g y ptian bank. On the basis of 

the ba lan ce  of this account? compan ie s will be able to

r ep at riate p r o f i t s  and capital in hard curre ncy . As

m e n t i o n e d  in chap ter eleven (11.7) the investment in Egy pt is

ver y  important for creatin g extra finance for E g y p t i a n

go ve rn ment to meet the n e e d s  of current e x p e n di ture a n d  to 

help the Gove r n m e n t  to improve the s t a ndard  1 iving of the

E g y p t i a n  pe ople. In ad dition  increasing em p l o y m e n t

op p o r t u n i t i e s  and increasing the technical and a d m i n i s t r a t i v e  

e f f i i c i e n c y  through training in mo der n technology.

L a w  43 has two aspects: The first aspect is the

pr inc iples? r e g u l a t i o n s  and p r o v i s i o n s  go v e r n i n g  the e n t r y  of 

foreign investment. Pot ential foreign investors have to go 

through this initial stage if they wish to operate in E g y p t .  

There are four mai n m i n i s t r i e s  or o r g a n i z a t i o n s  involved:

(i) F o r e i g n  Investment and Free Zone A u t h o r i t y  (GAFI) w h i c h  

is heade d by a D e p u t y  C h a irma n who is a p p o i n t e d  by the 

President?

(ii) The M i n i s t r y  of E c o n o m y  from which o r g a n i s a t i o n  c o m e s



the Chairman of the Board of the Investment Authority?
(iii) M i n i s t r y  of Industry? and 

(iv) The General O r g a n i z a t i o n  for Ind u s t r i a l z a t i o n  ( G O F I ) . 

When a  foreign investor a p p r o c h e s  the GAFI? they take an 

a p p l i c a t i o n  from him and they examine it. Aft er e x a m i n a t i o n 

they sen d c o pi es  to the M i n i s t r y  of Industry and to GOFI to 

get their op inion  about evaluat in g the scheme? i.e. 

e v a l uatin g it from the point  of v i e w  of se ein g wh e t h e r  such 

an investment is useful for E g y p t i a n  e c o no my  or not.

The s e con d aspect is the principles? regu l a t i o n s  and 

p r o v i s i o n s  g o v e r n i n g  the o p e r at ion of the foreign investment 

when it ge t s  into Egypt.

As st ated earlier E g y p t i a n  investment law e n c o m p a s s e s  

ma n y  aspects? either tax or non-tax incentives? to e n c o urage 

investors to operate in Eg ypt. The re are a n u mber  of n o n ­

tax incentive p r o v i s i o n s  w i t h i n  Law 43? e.g e x e m p t i o n s  from 

exc han ge co nt ro ls rel ati ng to profit remittances? p r o v i d i n g  a 

g ua r a n t e e  agai nst n a t i o n a l i z a t i o n  or confiscation; it als o 

co ntain s e x e m p t i o n s  from cert ain  r estric ti ve labour  l aw  

requirements? and enable s ope r a t i o n s  that are e s t a b l i s h e d  in 

Egypt by foreign investors to ma i n t a i n  bank a c c o u n t s  in 

foreign cu rrencie s.

F u r t h e r m o r e  L aw  43 has two basic o b j e ctives.  The  

first? and p r o b a b l y  the most important? is to obtain  fo rei gn 

capital? to creat e exports and thereby create a f a v o u r a b l e  

foreign ex ch ange position? which Egypt does not have at the 

pr esent time. The se con d is the need for t e c h n o l o g y  in 

mo de r n  dev elo pm en t. Therefore? the tax incenti ves  are
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de s ign ed  to a c c o m p l i s h  these o b j e ct iv es by br i n g i n g  an d for 

e n c o u r a g i n g  foreign investors to invest in Egypt- The tax 

e x e m p t i o n s  are contained  in several a r t i c l e s  in L a w  43s 

A r t i c l e s  16* 17 and 18* and A r t ic les 46  and 47. The first 

three a r t i c l e s  create a s e r i e s  of te mporary exemptions* wh il e  

the latte r two a r t icles  creat a permanent tax exempti on* as 

m e n t i o n e d  in ch ap ter 12 with more detail.

A l t h o u g h  the Eg ypt ia n g overnm en t g i ve s more incentives 

as m e n t i o n e d  a b ov e to enc ourage investors to invest in Egypt* 

there are still a lot of p r o bl ems facing these investors. 

For instance* the investor who operate s in free zo nes has to 

use foreign c u r r e n c y  in all his dealings* he has to p a y  

wages* electricity* water? rent* e ve rythin g in foreign 

currency* and it is ver y hard to have a c ces s to en ou gh  

cu r r e n c y  for these pu rposes. The other p r o b l e m  w h ic h

a r i s e s  when a n y o n e  co n s i d e r s  oporati ng  in Egypt is the 

infrastruc tur es. Despite the Egyp ti an go ve r n m e n t  havin g 

a t t e m p t e d  several times to improve the s t a n d a r d  of 

infrastr uc tures through foreign loans Egypt still has 

inadequate telephones* inadequate housing* and inadequate 

transp or tation .

In a d d i t i o n  to the r e c o m m e n d a t i o n s  which ar e m e n t i o n e d  

in this research* there are other s u g g e s t i o n s  as follows*

(1) The g o v e rn me nt sh ould have a plan with clear an d 

r e a l i s t i c  o b j e c t i v e s  that will attract foreign inve stors  to 

invest in Egypt .

(2) GAFI co l l e c t s  the r eq uiremen ts  of all d i s t r i c t s  (about 26  

di s t r i c t s  in Egypt) and sh ould co-ord in ate these to p r o d u c e



a c o m p r eh en sive list of required proje cts. Also GAFI should  

dist ribut e the investment p r o jects among all or most 

d i s tr ic ts  ac cordin g to their requirements, thus giving  more 

equal o p p o r tuniti es  to all Egy pt ians.

(3) GAFI shoul d keep information and up to date data about a 

good number of M N C s . Such information would be useful for 

ge tti ng a reas onabl e assessment on the v i a b i l i t y  of such 

companies. For e x a m p l e7 if a MN C wound  up its proj ect and 

it w i s h e s  to start a new bu si ness under a new name? pe r h a p s  

to avo id and evade tax? or to benefit from a ne w tax h o l i d a y  

and similar incentives under the new project? the historical 

backgroun d information would be av ai lable to help GAFI 

sc r u tinise  its busines s record and a s s e s s  the poten tia l of 

the n e w l y - p r o p o s e d  p r o j e c t . (4) GAFI sh ou ld  also p r o m o t e  the

ODP by adv er ti sing in foreign new s p a p e r s  and m a g a z i n e s  the 

obj ec ti ves of the policy? and the incentives which are 

offered by Egy ptian  investment law. Moreover? the a u t h o r i t y  

should try to give invitations to investors in dif ferent 

c o u n tries  to visit Egypt and the A u t h o r i t y  g i ve s them 

v i s i b i l i t y  st ud ies for the pr o j e c t s  which are useful for both 

Egy pt ian economy and investors.

(5) The Egypti an  tax code? as descr ibed earlier in chap t e r s  

four and eight? accepte d any m e thod of trade-stock valuation? 

so? this way created a loophole in the tax by c h a ng ing the 

method from time to time? in both d e p r e c i a t i o n s  and 

trading-stock. The co nse quence of such change is that a 

taxpayer can avoid tax. It seems to me that the best way for the 

tax treatment of depreciat ion and trade— stock  are as follows:
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(a) Straig ht  line m e t h o d  s h o u l d  be used for Industrial

buildings? commerc ial  buildings? hotels? a g r i c u l t u r e  

and foresr y b u i l d i n g s  and  works.

(b) R e d u c i n g  bala nc e redu ct ion should  be used for

m a c h i n e r y  and plant? cars? vehicles? mines? oil we lls.

(c) D e p e c i a t i o n  rate sh ould be in line with the nat ur e of

assets? their life? e.g. if the plant w o r k s  one 

shift the rate of depre c iat.i on must be less than the 

other whi ch  w o r k s  two s h ifts  or more.

(d) The “F i r s t — In First Out" sho ul d be only a c c e p t e d  by 

the Tax A u t h o r i t y  for v a lu ing trading sto ck except those 

case s whe re the actual cost of the p a r t i c u l a r  

item can be d i r e c t l y  ascertained? and those (e.g. 

small items) where  the current market val ue is 

more su it able for them.

(6 ) Improving the s t a n d a r d s  of tax a d m i n s t r a t i o n  by 

implementing the following suggestions:

(a) The s c al in g up of the training of tax -administrative

personal with the est ablishm en t of more c o u r s e s  in 

Egypt and other d e v e lope d countries? e s p e c i a l l y  in 

the U K  and in Fr ance beca use the s o u rc es  of the 

Eg y pti an  tax s y s t e m  rely upon the rational b a sis  of 

tax s y s t e m  of both cou n t r i e s  (UK and France)? to 

s t u d y  the t ec hnology  and other m e t h o d s  w h i c h  are 

used in these c o u n t r i e s  and attempt to benefit from 

them.

(b) The introduction of computer te chnology and its w i d e r

use in Egypt.



(c) An increase in c o - o p e r a t i o n  betw een tax o f f i c e s  in 

diff er en t di stricts  and the Tax Authorit y.

(d) E n c o u r a g e m e n t  of honest and hard wor k in the tax

a d m i n i s t r a t i o n  by a w a r d i n g  mor e incentives? and the 

p r o v i s i o n  of stiff p e n a l t i e s  for those who are corrupt 

or careless.

(7) S e t t i n g  of a  c o - o rdinat ed  plan for national investments: 

Ther e is no doubt that ujhen choosing internal wa y s  of

financing? p a r t i c u l a r l y  when choosi ng  go al s of investment? 

suc h m e t h o d s  must help create a c o n t inu ou s au t o m a t i c  mov em ent 

of investment and savin g in wh ic h eve ry new sta ge of forming 

capital leads to additional res ou rc es w h ic h are s t r o n g e r  than 

before. Such resou rces m a y  be devoted to new investment s to 

help raise the levels  of income? but such ways a c h i e v e  no 

s u c c e s s  unles s they are used wi th in  a coor d i n a t e d  p l a n  of 

i n v e s t m e n t .

(8 ) Fi l l i n g  the gap s  in the E g y pti an  tax system: In the tax

s y s t e m  there are gaps from whi ch some citiz en s b e n e f i t e d  and 

are still b e n e fit in g by indulging in *b l a c k - m a r k e t7 w h i c h  are 

not subj ect to taxes. These a c t i v i t i e s  are known all over 

the c o u n t r y  an d they need not be m e n t i o n e d  in detai l. The 

go v e r n m e n t  must try to fill the gaps by imposing taxes on

these acti v i t i e s .  But we must a v oid  e x a g g e r a t i o n  in 

d e t e r m i n i n g  the rate scale on these new a c t i v i t i e s  be ca use 

ve r y  high rates m ay deprive the go vernmen t of its p r o c e e d s .  

Besides? this m a y  drive pe op l e  to create n ew  m e a n s  of fraud? 

and this will create a vi c i o u s  circle of tax evasion.

It is therefore su g g e s t e d  that a t t e m p t s  at r e f o r m  s h o u l d
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be just and reasonable* s h o w i n g  no fear nor favour* and 

s h o u l d  be s t e a d y  and gradual* as Egypt has s u f f e r e d  much in 

the past from erra tic m e t h o d s  of reform-
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ERSITY OF GLASGOWi
LTMENT OF!noN

Faculty of Law & Financial Studies 
5-9 The Square 

GLASGOW G12 8QQ 
Tel: 041-339 8855 
Ext

Telex. 777070 U N I G L A

Dear Sir,
The Egyptian Tax System and Multinational Business
The questionaire is part of a research project currently 
undertaken in the Department of Taxation, Glasgow University, and 
in co-operation with the Egyptian Ministry of Higher Education.
The aim of the questionaire is to find out the main tax and 
related accounting problems which, in your view, may affect the 
performance of your company's business in Egypt or may influence 
decisions regarding business investment infEgypt. This is part 
of a wider examination of multinational enterprises operating in 
Egypt and our objective in carrying out the research is to 
identify any difficulties arising from the present Egyptian tax 
system as it affects the encouragement, or otherwise, of foreign 
investment in Egypt. We believe that the result of this survey 
will be of interest not only for academic purposes but also to 
the Government of Egypt, investors and businesses operating in 
Egypt, and to the Egyptian Board of Tax Administration. We 
would therefore be most grateful if you could complete these 
forms and return them to the undersigned as soon as possible.
The value of the survey will depend to a great extent on the 
number of businesses willing to provide information and you can 
be sure that any information which you supply will be treated in 
'the strictest confidence. A copy of the findings of the survey 
can be sent to you in due course, if you wish.
please do not hesitate to contact the undersigned if you have 
any queries on the questionaire.
We thank you, in anticipation, for your co-operation, 
ours faithfully,

Sayed M .A. El Wahab 
Research Student 
pepartment of Taxation 
Jniversity of Glasgow.

Supervisor:- 
Professor Mervyn Lewis 
Head of Department of 
Taxation
University of Glasgow
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Fart One

this se c t i o n  is con c e r n e d  with the n a t u r e  of y o u r f i r m ' s  

b u s i n e s s  as part of a m u lti-national organisation.

Q1 Name of c o m p a n y  (or firm)

(please print)

A d d r e s s   ........

T e l e p h o n e  number  ........

02 C l a s s i f i c a t i o n  of o rganisation (please ring the numb e r

opposite the cl a s s i f i c a t i o n  which most cl o s e l y  d e s c r i b e s  

your business).

1. More than one of thos listed below;

2. Agriculture? fishing? p o u l t r y  projects;

3. M i n i n g  and Quarrying;

4. Land reclamation;

5. Food? drink? tobacco;

6. P e t r o l e u m  products;

7. Metal manufacture;

8. Mechanical engineering;

9. Electrical engineering;

10. Textiles;

11. Leather? leather g o o d s  and furs;

12. C l o t h i n g  and footwear;



13. O t h e r  m a n u f a c t u r i n g  industries;

14. T r a n sport and communication;

15. B a n k i n g  and financial services;

16. Professional and sci e n t i f i c  services;

17. O t h e r s  (please specify).

03 What is the type of your C o m p a n y ?  

(Please tick one box)

(a) Joint venture

(b) Branch;

(c) O t h e r s  (please specify).

04  Does your C o m p a n y  have its own s u b s i d i a r y  c o m p a n y  or 

branch operating ab r o a d ?

(Please tick one box.)

(a) Yes

(b) No

05 If yes? is that company (or companies):

(a) and independent branch?

(b) a dependent branch?

(c) a factory p r o d u c i n g  goods to sell in E g y p t ?

(d) others (please specify).



06 What are the main r e asons for your investment in E g y p t ?  

(Please rank in order of importance)

(a) To a t t a i n  m a x i m u m  profit;

(b) E g y p t i a n  tax h o l i d a y  period is longer than in other 

countries;

(c) Cost of p r o d u c t i o n  is lower;

(d) Eg y p t i a n  tax rate is lower;

(e) O t h e r s  (please specify).

1. A c c e l e r a t e d  d e p r e ciation

2. C ash s u b s i d y

3. P o l i c y  s t a b i l i t y

07 Do you consider it desirable to:

(a) Increase the length of the tax h o liday period;

(b) De c r e a s e  the E g y p t i a n  tax rate;

(c) O t h e r s  (please write in your suggestion).

08 Do y ou consider? by reference to other c o m p a n i e s  in the 

group? that

your c o m p a n y ' s  profit is: Egy p t i a n  tax r a t e s  are:

(a) High; (a) High;

(b) Reasonable; (b) Reasonable;

(c) L ow (c) Low

09 What are the main p r icing o b j e ctives of your c o m p a n y ?  

(Please rank in order of importance.)

(a) Profit maximization;

(b) C o v e r i n g  the fully a l l ocated costs as q u i c k l y  as
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poss i bl e;

(c) Entering new markets;

(d) Others (please state),

Q 10 What are the major factors affecting your pricinq 

strategy?

(a) Competitive price;

(b) Industry leader price;

(c) What customer can pay;

<d> Fixed price by host government pricing authority; 

<e) Full cost plus rate of profit;

(f) Fixed price by the parent company*

(g) Others (please state).

Q11 Does your company require extra finance?

(please tick one box)

(1) Yes

(2) No

Q12. If yes: please specify 

1. Internal finance 

2 . Ex t ernal f i nance

3. Others (please state)



013 If internal finance is pro v i d e d  from inside the c o m p a n y ?  

(Please s p e c i f y  the s o u r c e  of funds)

(a) R e t a i n e d  p r o f i t s  (i.e. do not make 

distribution); -

(b) Reserves;

(c) O t h e r s  (please specify).

014 H as taxation been a co n s i d e r a t i o n  in your general 

b o r r owing p o l i c y  decisions.

(Please tick one box.)

(1) Yes

(2) No

015 The following are some factors that m ay be relevent 

in deciding w h e ther external (borrowing) or internal 

owner finance. Could y o u  sp e c i f y ?

(!) It is quicker to b o r r o w  than obtain owner capital;

(2) I n t e rnally g e n e r a t e d  funds are usually ad e q u a t e  

for the c o m p a n y  methods;

(3) It is p o l i c y  to b o r r o w  as little as possible;

(4) Interest rates are acceptable;

(5) Interest rates are u n a c c e p t a b l y  high;

(6) B o r r o w i n g  is pre f e r r e d  to fresh equity in order

to reduce taxable profit.

Q.16 Has your firm p e r f o r m e d  its objective in the last 

5 y e a r s ?  (Please tick one box)

1. Yes 2. No



Q1 7  If your a n swer is No do you think taxation was a 

d i s c o u r a g i n g  factor.

1. Yes 2. No

Q 18 If your a n ser is Yes could you state the reasons

1. Tax rate is high

2. Tax h o l i d a y  not enough

3. O t h e r s  (Please specify)

Q19 Are there an y  d i f f e r e n c e s  between the s t a ndard and 

actual a c h i e v e m e n t ?

(Please tick one box.)

(a) Yes;

(b) No.

Q 2Q D oes your firm have a separate a ccounting s y s t e m  from 

i ts p a r e n t ?

(a) Yes

(b) No

0.21 What is the meth o d  of acc o u n t i n g  r e g ularly e m p loyed 

in your co m p a n y ?

(a) Cash mehtod;

(b) Actual method;

(c) H y b r i d  method;

(d) Long term contract method;

(e) O t h e r s  (please specify).
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02 2  What is the m e t h o d  you a p p l y  to estimate your 

inventories?

(Please state.) -----

(a) C o s t i n g  methods;

(b) Market value;

(c) L o w e r  of cost or market;

(d) O t h e r s  (please specify).

023 If costing method* what is the m e thod your co m p a n y  u s e s ?  

(Please tick one box.)

(a) A v e r a g e  cost;

(b) First in first out;

(c) Last in first out;

(d) O t h e r s  (please specify).

Q24 Has your c o mpany changed its meth o d  of va l u i n g  

inventories in the past five y e a r s ?

(Please tick one box.)

(a) Y e s ; [ (

(b) No. | |

Q2 5  If yes* what w ere main reasons behind a n y  c h a n g e ? 

(Please explain.)
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02 6  What d e p r e c i a t i o n  formula is applied by your c o m p a n y ?  

(Please state.) p-----

(a) S t r a i g h t - l i n e  method;

(b) D e c l i n i n g - b a l a n c e  method;

(c) S um of the years — digits method;

(d) Unit of p r o d u c t i o n  method;

(e) Ma c h i n e  hour method;

(f) O t h e r s  (please specify).

027 H a s  your c o m p a n y  changed its depreciation formula duri n g  

the past five y e a r s ?

(Please tick one box.)

(a) Yes;(______

(b) No [

028 If yes* what are the main reasons behind this c h a n g e ?  

(Please explain.)

029 Do y ou request special reports from a c c o u n t i n g  

organ i sat i ons?

(a) Yes;

(b) No.

Q3Q If yes* are they as helpful as you feel they s h o u l d  b e?  

(Please specify)
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Q51 What do y o u  believe is the general at t i t u d e  of line

line m a n a gement to the use of profit p l a n s  as a  p l a n n i n g  

and control technique in your com p a n y ?

(Please describe.)

Q32 What is the cu r r e n c y  used by the co m p a n y  in its a c c o u n t s ?  

(Please tick one box.)

(a) Home c u r r e n c y  (i.e. the curre n c y  of the c o u n t r y  w h e r e  

the parent c o m p a n y  is established;

(b) C u r r e n c y  of the c o u n t r y  where most of the investment 

capital is going;

(c) C u r r e n c y  of the c o u n t r y  where the m a j o r i t y  of 

s h a r e h o l d e r s  reside;

(d) O t hers (please specify).

Q33 What is the meth o d  used in transfer pri c i n g ?

(Please tick one box.)  .

(a) Current and non current methods;

(b) Cash and non cash methods;

(c) Historical method;

(d) Current method;

(e) O t h e r s  (please s p e c ify).



367.

Q34 When your C o m p a n y  receives products? raw material or

s e r v i c e s  from its parent c o m p a n y  or another s u b s i d i a r y  

company? what p r ice w o uld a p p l y ?

(Please tick one box)

(a) Cost of product? raw material

(b) Var i a b l e  cost of product;

(c) Market value;

(d) Others? p l ease state.

Q3 5  If your C o m p a n y  sends products? raw material or s e r v i c e s  

to its parent c o m p a n y  or s u b s i d i a r y  company? what p r i c e  

w o uld a p p l y ?

(Please tick one box)

(a) Cost of product? raw material;

(b) Va r i a b l e  cost of product;

(c) Market value

(d) Others? plea s e  state.

Q3& Are the p r o f i t s  of your C o m p a n y  computed a c c o r d i n g  to 

the requirement of tax law?

(Please tick one box)

(a) Yes

(b) No

Q37 Has taxation of your c o m pany a relevant c o n s i d e r a t i o n  

in your d i s t r i b u t i o n ?

(a) Yes

(b) No



Q38 If your answ e r  is yes p l e a s e  state;

(a) v e r y  important c o n s i deration

(b) important co n s i d e r a t i o n  

<c) minor consi d e r a t i o n

Q39 Are your e m p l o y e e s  s a l a r i e s  paid in foreign c u r r e n c y ?  

Yes No

Q4Q Does your co m p a n y  fill in an annual tax return? 

(Please tick one box)

(a) Yes

(b) No

Q41 Do you enclose revenue s t a t ements and other d o c u m e n t s  

with your tax returns? as required by the tax o f f i c e ?

(a) Yes

(b) No

Q 42 Does the tax inspector approve your tax r e t u r n s ?  

(Please tick one box)

(a) Yes

(b) No



Q43 If no? what meth o d  w o uld the tax inspector use to 

de t e r m i n e  your taxable p r o fit?

(Please tick one box)

(a) R a n d o m  estimate;

(b) G r oss p r o f i t / s a l e  ratio;

(c) P e r c e n t a g e  of p u blic expenses;

(d) Using ava i l a b l e  financial ratio;

(e) Same taxable profit of p r e vious year;

(f) O t h e r s  please specify.

Q44 H as your c o m p a n y ’s tax holiday s t a r t e d ?  If so? when

did it s t a r t ?  (Please state)

(a) When the c o m p a n y ’s assets were first used;

(b) When the company first started to m a n u f a c t u r e  

g o ods or s u pply services;

(c) When the company started to sell its g o ods or 

services;

(d) When the company made up its first balance 

sheet or financial statement;

(e) When the c o m pany fiihst registered in Egypt;
*

(f) What other time? if any.

Q 4 5  Has your c o m p a n y  s u f fered tax by deduction or 

otherwise during its tax holiday pe r i o d ?  

(Please tick one box)

(a) Yes

(b) No



Q 4 6  If it has? p l e a s e  s t ate whether? and how? the tax 

w as r e c l aimed

(a) F r o m  s u p p l i e r / p r o d u c e r

(b) F r o m  the tax office

(c) By  s u b s t i t u t e  from another tax credit.

(d) A n y  other sour c e  (please specify).

Q47 Has your c o m p a n y  made a n y  business loss? or losses? 

during its tajc h o l i d a y  p e r i o d ?

(Please tick one box)

(a) Yes

(b) No

Q48 If it has? p l ease state how the company treated 

the loss. ______

(a) By c a rry forward

(b) By transfer to parent company.

(c) By other m e ans (please specify).

Q 49 What E g y p t i a n  tax? if any? is pai d  on d i v i d e n d s  re m i t t e d  

by your c o m p a n y  to its parent c o m pany (please exp l a i n ) .
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Q5Q Do y ou think that taxation has been a  p r o b l e m  a r e a  

m a k i n g  it difficult for your c o m pany to ac h i e v e  its 

object ive?

(please tick one box)

(a) Yes

(b) No

Q51 If your a n swer is Yes? do you think that taxation is

(a) a m a j o r  p r o b l e m  a r e a

(b) a m o d e r a t e  p r o b l e m  are a

(c) a m i nor p r o b l e m  a r e a

Q52 Please indicate? in percentage terms? the extent to 

which y ou ______

(a) attempt to solve such problems yourself;

(b) refer them to the c o m p a n y ’s auditors;

(c) refer them to tax specialists;

(d) refer them to the courts;

(e) n e g o t i a t e  with the Egyptian Tax 

A d m  i n i strati on;

(f) use other m e a n s  (please specify).

Q5 3  What p e r c e n t a g e  of such pr o b l e m s  are concerned w i t h  

(please state)

(a) taxes on profits;

(b) taxes on dividends;

(c) other taxes (please specify)



054 P l e a s e  state? in relation to p r o b l e m s  s o l v e d  by yourself? 

the s o u r c e s  of information used by you.

In order to receive a copy of the c o m pleted s u r v e y  plea s e  

giv e  your name and job title.

Name  ...................... ................... .

Job title  .......................... ................................

T h a n k i n g  you for your co-operation.


