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Aibstract

Taxation plays a major role in economic activity, as a
prime source of revenue and as a toal of economic mangement
for all governments in either developed or 1less developed
cauntries.

This thesis contains a comparative analysis of the tax
treatment of companies in the United Kingdom(JK) and in
Egypt. The study is particularly concerned with the effect
of taxation on investment and financial policy decisions af’
UK multinational companies operating in Egypt. and incentives
which have been offered by the Egyptian Government to attract
-foreign investors to aperate in Egypt.

The cnmbarison is made by examining both the UK and the
Egyptian positioﬁs, with emphasis on UK experience in
applying different systems of corporatioﬁ 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. Hawever. use
has had to be made of infarmation 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 alsao supported by analysis of interested
academic staff in thé Universities in Egypt as well as
opinions of administrative staff in both Tax Administration

and GAFI. A separate examination was undertaken of the



perceptions and responses of Multi—-National Corporations
(MNC* s) opetating in Egypt.
Tﬁe'Structure of the thesis is thus as follows:

Part oﬁe‘ provides a general introduction invelving a
over—view of the taxation of companies with reference being
made to the separate legal entity of the companys 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 meésurement and the
problems associated with the taxation both of profits and
company distributions. Double taxation. both economic and
juridical:; is. considered as are the hneeds'and meth;ds for
_mitigafing 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 aiso analyses the tax treatment of companies
under the old and new systems.h 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 praomulgated to attract foreign
investment by offering many inducements including tax
incentives. This part also discusses the concept of the

multinational campany 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 this.



Finally discussions and conclusions contained in chapter
fifteen embody suggestions for reform both of tax law and
investmenf laws in Egypt as- a means of enabling more

effective incentives for investors to operate in Egypt.
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CHAPTER ONE

A GENERAL REVIEW OF THE TAX TREATMENT
OF COMPANIES ACCORDING TO UNITED
KINGDOM AND EGYPTIAN TAX SYSTEMS



1.

Chapter One

A general review of theitax treatment of companies

accarding to United Kingdom and Eqgvptian tax systems

1.1 Introduction

In their guest 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 compatibfe not
only with economic- social and political systems, but with
6ther-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 multiﬁational companies (MNIS). Economists and
tax experts have debated the need for tax systems for many

vyears, mostly at a theoretical level: but without coming to

any consensus. Some have expressed deep scepticism about
the wusefulness and feasibility eof 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 fole of taxatioﬁ in the past was eséenf&ally
confined to’ coverage of public expenditure. Thus: the

financial purposes were the main concern of taxation to the
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exciusion of any direct objectives in the economic or social
fields; Howevers in the,lighf of fhe developed and enhanced
econbmicv role of the étatg cdupled with the evaluation of
ecéﬁomic and financial objectives, a concomitant chénge in
the role and  function of taxation has taken place.
Consequently taxation has bec@ﬁe an instrument of ecanomic
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 beyvond 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
caonsumptions to provide resources for governmen%al use or
capital accumulations to discourage investment in projects
which have little benefit on growth;s 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 like of both developed and developing countries
and this can be expected to continue.

In every country the form of company taxation has been



the subject bﬂf both arcademic - debate - and political

experimentation. The existence: of & separate corporation

income tax on  cCompan

es has been defended on 2 wvariety of

grounds and this form ef ftaxation seems to be a permanent

element of most countries tax structurses. This is dus to
the intervention in public policy tfowards corporations to
influence theiy hehaviour. The increasing dominance of

carpaerate forms of enterprise has led to this separate form

of taxation®’ agnd is =sen as a major slement in fthe rise in
the rate of economic growmth. However: the incidence of T
and ifs effecis upon economic areas su 2= growih. sitability
and income distribution have led iz a2 great deal  of
intelliectual dispuis and disagresment among  sconamisis

cavrporation fax.
The Egyptiian izx system. especially thes cCompany fax
system: has for long been in need of major rvefora. Year
after year successive Finance Acts atteapted to <Close

been develaoped an a systemaiic patiern and have added ito the

It is pevhaps imporfant to mention here that up to 1921

the Egyptian Company taxation system mas similar.

o+

o
"

~hy

ed bLefo

s

approximately. to the British system which opera 2

the introduction of CT in 1945, - Since then- the British

Government has itssl1f changed its company tax svsiem twices
once in 1945 and then in 1973. In Egypt: on the other hand.



up to 1981 cumpanies;~ﬁad pafd commercial and ih&uétfiél
profits tax at a raté of 39.7:ﬁer cent. Qn indjvidual paid
at source tax on movable capital assets.Natwa,rate“ofi4d.$52.

In the seventies: the Egyptian Government introduced a
new policy the so called Open Deoor Economic Policy (DDP}. 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 aof 1932 and for other reasons the Minister of
Finance establ ished a technical commi ttee 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 an"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 19281 the Tax Law No.14 of 1932 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
campanies.

Corporation tax in beoth UK and Egypt produced a
significant amount of revenues in fact: the CT proceeds
during the year of 1984 were £63883 mn. in United Kingdom(>?
and for the same year were LEZ023 an.<*> in Egypt<=>-

As a rules, CT is both édminiétratively‘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 fncome. A,éreat amount
of tbe iofal revenue comes from the largest cérporations,
which generally tend to have the best records and are the
easieét fo deal with administratively.

It is :therefore apprapriate that in Egypt wﬁére
‘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
purpase of this study is to attempt to see what system of
Eompany 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
following questions:-—

- What is a corvporation for tax purposes?

— Why should a corporation be taxed?

— What results follow from the imﬁositinn of tax on
corporations?

— 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
investment?

- Has there been any effect on the way in which the
corporations are financed?

- Tavwhaf degree has foreign investment in Egypt been.

stimulated?



- Is there a serious double taxation prablem from the
taxation of corporate income and fhe subsequent
taxation of dividends paid to the shareholders?

- If so: Has téx law any rules to prevent or alleviate

it?

~— What is the best way to prevent tax aveoidance and tax

evasiaon?

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 hanﬁ I iwill consider
Egyptian Company taxation to evaluate its suitability- if
any, to the present conditions in the country. I will also
look ahead in the 1light of British experience at saome
possible future developments in the field of Egyptian Company
taxation.

Finally, it therefore becomes necessary for a proper
appraisal of Egyptian company taxation to examine the
structure of UK dorporatfon tax law for guidancer 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:

-
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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 _aﬁd will <cover the

future reform of Egyptian Company Tax system and findings.



B.

1.2 The concept of conporétion as a separate entity for

tax purposes

The word "corporation” comes from the Latin corporare as
a meaning “to form into 'a bady?.<<> A corporation has been
defined by the encyclopedia of social sciences as a form of
organisation which enables a agroup 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 cregte any liability for the latter. <7

It is really a voluntary association of certain people
who pool their resources together énd undertake some type of
activity for the express purpose of making profits. If the
members of a corporation choose to function thuss it is
because of +the many benefits that this form of organisation
confers an them. The corporate form of eorganisation 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 typé of the business structure.

The concept of company and its types according to British Law

The ward "company" has no strictly legal meaning. It
is difficult accurately to define a covporation. it is almast
impossible to give a «<lear and correct definition of a

company . In the case of Re Stanleys, Tennant v. Stanley




Buckley J., said. <=

“"The word company has no strictly technical

meaning. It involves:. I think, two ideas -
namely, first that the association is of
persans so numerogus as not to be aptly

described as a firm. and secondly. that the

cansent 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 cCompany.

The words “corporation or company" here mean-:
I think. an incorporated bady or an
unincorporated body which is "municipal-
commercial or otherwise" and which is of suszh

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 1702 recognises
as companies some purposes af the Act those which are
canstituted regulated by Act of Parliament, contract of
co—partnery, cost book regulation, letters patent, ar royal
charter. Some of these are corporations and some are
not.2e?

Evans F. attempts to give a definition of a company
as “A caompany is an association of two or more

individuals united for one or more common objects: whether
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incorporated or unincorpovated.i) Lord Hailsham gave the same
definition as above,he said: <2
“"The word “company’® imparts an association of
a number of individuals formed for some common
purpese-; such an association may be
incarporated (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 wunincorporated
company which has no such separate existence and it is not in
lJaw distinguishable from its members.
The Taxation Dictionary defines the company as:
"An associatién of persons formed for the purpose of business
or undertaking carried on in the name of assaciation. each
member having the right of assigning his shares ta any other
persons: subject to the regulations of the company". <1=>

Therefore,. accarding to these viewpoints we accept the
Buckley idea that the wmord “company" has no strictly
technical meaning, it has a variable meaning and can be used
in many ways. The meaning depends on the context.

There fallows an examination of separate legal entity of
the company, of the forms of business organisation and a

classification of these forms for tax purposes.
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1.3 The separate legal 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. wha can seek the aid of
the court and aéainst 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. Non—legal persons include c¢orporations.

Buckley L.J. said in the Court of Appeal in Continental

Tvyre and Rubber Co. (G:B.) Ltd. v. Daimler Co,. 13>

“"The artificial legal person called the
corporation has no physical existence. It
exits only in contemplation of 1law. It has
neither body. parts. nor paésions...lt can be
neither friend nor enemy. Apart from its
incorporators it can have wneither thoughts:
wishes, nor intentions. for it has no mind
‘other than the minds of the corporators.”
and Lord Farker had the same idea mentiaoned abave: he said:

"A Company is not a natural person with mind

or conscience... no one can question that a

-
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carparation is a legal person distinct from
its shareholders."
The famous rcase which clearly established the independent

legal personality of the company is $Salomon_ v. Salomon _and Co.

Lid. <22,
Thus the company is a person in the eyes of the laws;
quite distinct from the individuals who are its members.

The company as a legal personélity is described as an
artificial person in contrast with a human being.<1s?
The same principle established by the House of Lords in

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

Farming L td.<*=s?> Al though 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 FPrivy
Council applied Salomon’s <case and said that Lee was a
separate person from the company he formed and compensation
WAas pé&able.

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<*7>,

Moreover, Salomon’s rase opened ney and wide
possibilities to the small businessman and its importance in

the world aof commerce is immeasurable. As Gower said.<1®?

"This decision opened up new vistas to company
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lawyers and the world'of commerce. fNot only
did it finally establish the legalftyjof the
oné—man company and showed that incorporation.
was as readily available to the small private
partnership and sole trader as to the largé
public company. but it also revealed that it
was poassible for a trader not merely to limit
his 1liability teo 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 shocking".

The corporation is a construction of law establ ished by
the authority of the state and presumébly operating within
the confines aof its «charter from that state. While 1t
depends on its shareholders. directors, and officers for its
organisation and operation: the corporation has been accepted
as having a sepavate and distinct exfstence as a “person® in
the evyes of the lamw for centuries. Consequently.
carporations have been permitted to take: hold and dispose of
property. make contfaéts, and to sue or be sued in their own
names. All rights enjoyed by a corporation are vested in
the corpoaorate name and not that af any involved individual.
Also any responsibilities or obligations of a company are
charged in the first instance to the independent corparate
entity, rather than to the people behind and within it.

fhe purpose of the corporate form is just and foremost,

to provide for continuation in interest; whereas individuals
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grow old and dié, . corporations éimply grow old. . As ‘fhe
oriéinal owners and. managers leave :thé' service of the
corporation. new shareholders, directors and officés ~ta§e
their places: coﬁtiﬁuing the functidﬁs' of the corporate
éntity.

An additional advantage.of the corporate form which has
prern 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 entirély distinct
and separate entity from its member. Goyder G. stated that
"a company is a formal 1legal arrangement governing the
relationship of the parties in a businegs."<1%?

Accarding 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 Musgrave stated
the different viewpoints toward the CT. He said: <=

“Treasuries like the corporation income tax
because it is a convenient way to get revenue.
Labour Unions 1like it because they think it
falis on profits and makes the tax structure
ﬁore ﬁrogressive. 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 managemént decisions are interfered

with...still -others view it as an instrument

of econaomic policy. "and he concludes." for
these and other reasons: an  absolute
corporation tax has remained popular and

cantinues to receive support from both 1liberal
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 questions Are the corporation and its shareholders
really synonymous? In attempting to answer this guestion:

politicians: economists and businessmen alike differ among

themselves. The law, as mentioned. provided the corporation
mith a legal personality. Therefore. the independent legal
personality of the company is a well known principle
established vyears ago . <=1? The company as a legal

personality is aften described as an artificial person in
contrast with the human being who is described as a natural
person ‘=22

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 pérsons‘23’.

From_fhe 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 belaong 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
existence.

Two diametrically opposite views have been used by each
side to support their views:

Viewpoint One

Behind the company lié 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 1legal personality separate from that of
its shareholders. However, it remains an artificial
creation and even though shareholders may have anly 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



17.

'cﬁrporafe income and therahsence of aﬁy 1ink‘ between the
pefsonal'and corporafe {axes are ’unjustifie&. Profgssqrr
'Musgréve says ‘=42 |
"All taxe; are‘ultimately paid byApeople, and
equity deals with the distribution of the tax
bill among individuals | or families.
Corperations as such cannot bear the ultimate
burden. They are important legal entities
and powerful decision making units bu% they do
not have a taxable capacity of their own.
Even though shareholders may have anly 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 whao 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
warkers® .

Thus, according to this view. the corporate bersnnality
is just a convenient short—-hand expression to convey the
atiributes of these associations of persons and the company
is subjected to corporation tax on behalf of its
sharehol ders.

Viewpoint Two

There is a second school of thought where the approach is
in line with the law. which recognises the corparation 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 wha are its members. Hence it is «capable of
enjoying certain rights and discharging certain duties¢=s?>
The company as a legal personality owns its own property in
whi;h the shareholders only own shares. and any income to the
company belongs to that separat; legal identity which should
be taxed. It is sometimes compared to a river because: just
as a viver is the same river “though the parts which compose
it are changing every instant", so also a corporation is the
same corpaeration. though the people who own it may change
from time to time. Therefore, tﬁe 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: <=2
*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

incCome creating production process. A corporation is

-
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coansidered 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
corparation form had not been deyised.

In the light of this view which is adopted by UK
statutes. the company is seen as a separate 1legal entity.
It is no surprise to find that in some <cases, mainly in
connectiaon with taxation,rthe 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 f(Gasque v.

iRC. <=7
"A Eody corporate canmot 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. EBut by analogy with a natural
person the attributes of residence. domicile
and nationality can be given and are, I think:
given by the 1law of England to a body
carporate™.

and Lord Loreburn L.C. said in the case of De Beers

Consolidated Mines Ltd. v. Howe, <=3

"In applying the conéeption of residence to a
company we ought,. I think: to proceed as
nearly as we can upon the analagy of an
individual .

But still the company is an artificial person that cannot eat

or sleep: thevefore the residence of a company is in fact
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determined according to where its"cehtral management and.
confrgl'acfually abides. ==

:Perhapsﬂthekmost impﬁrtant‘aPQQmehtsrfor a separate tax
on corporation income arise from the fact that corporations
usually do nét pay out all of their income in the form of
dividends. If all prcfits 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 <corportion. These profits are usually returned because

corporate managers or shareholders: ov both. think they will

be useful to the company and will probably increase the
future profitability of the company. Higher future
profitability ovr its prospect- is likely to increase the
market value of the companies shares. For the shareholder:

the increase in share prices are realisable capitaivgains 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 taxpavers.

On the other hand. in both fGreat 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 labge'companies, mostly organised in the corporate
form. A great amouﬁt of the total revenue comes from the

largest corﬁqrations, which generally tend to have the best
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records and are easiéer 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 caorporation 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 na strictly legal meaning of a

"company" in both countries (areat Britain and Egypt). the

definition af a "company" according to British Law is I
think, more precise than the definition of a "“company”
accaording to Egyptian Laws. Therefore. we can accept the

following definition of a "company" for tax purposes.

"4n association of persons formed for the purpose of a
business or undertaking carried on in the name of the
association: but exclﬁding a partnership". (==

(Z) The types of company in both countries are approximately
the same, except the public company'smnesg;§ﬁhﬂﬂxare

owned by individuals according te British law. and belang 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



activities.

(5)’The;company as a legal entity has the power torsue and to
be sued in its own name. |

(4) 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 cﬁanges in
its membership.

In the case of IRC v. Blott we can deduce some of the

facts mentioned above:
Holden said: ¢392
"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'tﬂese profits".
(95 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. <12

(1) Paftnerships

General partnerships

Under the Partnership Act VIS?O a partnership is the
relation which subsists between persons carrying aon business
in common with a view of profit.<==2 Al though 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 Fartnership 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 (LPAY 1907 .33
The general rule is that a iimited partnership must not
consist of more than 20 persons. Al though in a general
partnership the iiability of each partner for the firm’s
debts is unlfmited, it is nevertheless pqssible for certain
. partneﬁs te enjoy limifed liability. To achieve this it is‘

necessary to register the firm as a limited paftnership under
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the LFPA 1907. This form is rarely used: hu@ever, 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. Thae company so formed
acquires a legal personality independent of its members. and
each of the members will normally enjoy limited liability for
the ﬁompany’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 £.705 (1) .(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 S5.705, 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 fhe
right to transfer shares. ==

Accardingly 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 1loan to a
director.

(5) Public Company

This is a form that embraces the very largest
manufacturing units in the private sector. The mass
praoduction of such things as steel. motor cars and chemicals
generally needs more capital thamn can be raised by fifty
shareholders al though 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 wusually unknown
personally to members of +the share-buying public, so it is
necessary for stringent control to be exercised aver 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 1943
and 1767.

(4) Limited and Unl imited Companies

The provisions of the Company Acts are in all
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significant respects equally applicable to public and private

companies after iqcorporafﬁun. In particular since 1947 a
private <company has enioyed no exemption from the obligation
to publish annual accounts: although smaller private

companies are relieved from disclosure of certain specific
items. =<2

The usual form of business organisation wmhich undertakes
large scale operations is called a limited company. The
princ{pal attraction of this business uni t is that
shareholder 1liability is limited to the nominal value of the
share held. The facility was conferred by Act of Parliament
in 1856. In this way a 1large number of people can
contribute funds to an  enterprise without risking their
entire personal possessions. Fur thermore the company has
its own legal existence qguite separate from that of the
shareholders: so its continuity is net threatened by the
death of one of them. 5Such companies wname always end in the
word “limited”.

The Company is unlimited when itdoesnot have any limit
on the liability of its members.S.1(Z)(c) of Company Acts

1985, <=7>

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

taxation is.<F=
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(i) Al though a partnership is.nd£ a separate iegal entity
like a companyQ a joint assessment is madevin the name of thé'
partnership in»respecf of its tfading’income under $.52 F.A
of 1970
(2} Trading income is computed in accordance with the normal
rules of income tax. Partnerships 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 allacation is earned income. except for a sleeping
partner.
(4) Each partner must file an individual tax return in the
normal way. Fersonal relief is usually given against
non—trading income first.
(5) Capital allowances are available in respect of
partnerships assets and these are deducted from the adjusted
profits before any allocation is made. Capital allowances
claimed on non—parinership asseits are deducted in the
individual partners’ personal tax computation
(&£} The normal basis of assessment for income arising under
schedule D cases (i} and (ii) applies. that is the preceding
yvear bases.

On the other hand, the Company as a separate form éf
business is subject to corporation tax, according to U.K.VTax

Law. <=
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Chapter Two

General Review of company tax systems

2.1 Introduction

It will be obvious that a number of countries haQe been
changing from one system of company tax to another <12 The
choice Gf.& 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, fheveby raising
important questions far legal and economic policy
considerations for the states in their choice of particular
sysiems.

Two -main issues‘ arise from the domestic policy
consideration which have led governmenis to choose one system
of company taxation rather than another and the consequences
mhich 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 guestion whether this should be done at
company level (split rate system) or shareholder 1level
Cimputation system) <=2,

International <considerations have also played an

increasingly important part in influencing the «choice of
governmenfs as to which system should be adopted. These

cansiderations concern: in particular. the impact of a system
upaon the balance of private capital transactions, 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 dividends <>,

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 disadvaﬁtages,
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 <2, Another view - is that
such a system results in a full rate being levied on the
campany whether profits are distributed ovr not, with complete
relief to the shareholder for the tax alvready suffered.

The study of these matters reguires 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

’imputatidn system® . They will be treated in that order

- 2.2 The Classical system

The classical system (the separvate system) means that
company profits are téxed 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 fivst 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 fram the cauntry
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 yvields of courses
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 giveﬁlto shabeholdérs,for cofpofation tax paid.
Low and higher income shareholders pay thé same cqrporation
tax. but. possibly a different income tax on their dividends.
One. of the merits of this system is the esasy collection of a
great amount of revenue. In addition +to the 1legal
interpretation of the carporate 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 wunder the personal
income tax without providing any relief. Keeton and Frommel
said. <=2
"It is said that one of the mevrits 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".

Mareover: 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 mnot they are
invested. It may become easier for some companies to
finance growth out of retentionss but 'it will become
correspondingly more difficult for other companies to expand
by raising'new capital.

The disadvanfage.of the classical system is the problem

of economic double taxation between cdmpany and shareholders.
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This system is operated in its pure .fqrm in Australia-
Deﬁmavk} Luxembourg. the Netherlands: Spa{nj and Switzerland.
In its slightly modified form, it is found in Iceland and
Sweden: Austria. Finland. Japan. Nerway. Fortugal and the

United States (US) <2,

2.3 The Two—Rate system

The two-rate system, also known as the double rates
two—tier system, owes its name to the fact that two different
tax rates are applied {fo covpovate profit. as described in
the Green FPaper: ons the highevr: applies to the retained
profiis.

In the words of the fGreen Faper on the Reform of
corporation taxs the two-rate sysiem is described as
follows <7 -

"Under a two-rate system. disiributed profiis
would be liable ta corporation tax at a lower
rate than undistributed profits. In addition
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
taxy liability".

The system was employed jn Germany for a long period
(1953/76) and the rates of CT applicable in Germany were 15
pef cent on distributed and 351 pey <cent on undistribufed

pvufifs‘s’. Recently this sysfem was replarced by a combined
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syétem of full- impﬁtation rate Sysfems} The reasons'why’
Germany replaﬁed if are first: its desire to fully alleviate'
economic double {aiation of dividends. and second: to dbtain
a stronger bargaining power in its negotiations with other
countries as far as international double taxation is
cuﬁcerned.'

The existence of two taxy rates applied +to corpeorate
income creates the éo—called "shadow effect" . This
implies that where all profits were distributed fhey would be
taxed; not at the nominal tax rate, but at the effective tax
rate: which is higher.<*<? 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 éxample, in
Germany: the nominal tax rate on distributed profits was 13

per cent. whereas the effective rate was 2Z3.44 per cent.

Z2.4 The imputation system

lhnder the imputation system the company is taxed at a
flat tax rate for the total amount of profiis, irvespective
of whether they are retained or distributed. The fGreen
FPaper describes the “Imputation System” as followss <112

"Iinder the imputation system:. ‘all profits:
whether distributed or not. would be liable to
cﬁrporation tax at the same rate. but part of
the.tax on the distvributed profits would be
available to be set as a ﬁredit vagainst thé

shareholder”s own tax liability and could in
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appropriate-circumstances be repaid to him";

The:systEm is called fmputation and owes its name to the
fact that part or all of the éorporation tax paid by the
company'»related to the distributed part of profits is
ascribed or imputed to shareholders.

The main feétures of this system are as follows: <132
Firstly +this system is used as a means of achieving specific
‘objecfives which it would be difficult or impossible to
achieve gy other methods. For example-s Francé uses it as a
means of promoting the function of the «capital markets
Canada | uses it as a means of making share ownership
attractive and American economisis see it as a crucial part
ef the conduit theary<r>> Secondly: from a political point

of view, this system constitutes a compromise between the two

extreme views of integration. Thivdly: full integration
woild resualt in a greater drop of government revenue.
Finally, - the partial elimination of economic double taxation

may vreflect uncertainty regarding the incidence and shifting
of the CT. In the words of the White Paper ¢14> U"ya consider
it likely that some level of LT is shifted to consumers in
the price which they charge for their goeods and services™.
According to this system. credit mechanism warks at the
shareholder 1level and it takes place in two stages. In the
first: the shareholder includes in his income tax declaratian
not only the net amount of dividend which he received but
this amaunt plus the amoﬁni of credit vreceived. At the
rsecond sfage the credit is off-set against the final tax

liability of the <sharehalder3sS> 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 aof the
differing goals ;mhich the government 1iries to achieve.
Inevitably some factors may represent the secondary goalé of
government and the final choice is a compromise between the
principal and collected goals. The latter may include tax
evasion and tax avoidance. fax shifting. flexibility for the
government for exercising ifs counter «cyclical policy and
revenue policy.

Principal goals include allocated efficiency. eguity and
incame disiribuation...etc.

The classical system does not differentiate between
residents who invest at home or abroad: since the residents
aet no credit or special rate treatement when they invest at
home. Imder 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.

Therefores wﬁere direct ;investment is concerned: the
situation can differ. As regards inward direct investment.
according to the split—rate syétem foreign fivms are

encouraged to set up subsidiaries rather than branches; the
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fmpﬁtajion system diacburages both thé settiﬁg up of bran;hés

jand‘ subsidiaries whilst the ciassical system appears neutral
between the two. | The syéfemﬁ as such héve no effect.on
outward direct investment,. though it may be noted in passing
that outward direct investment is uéually discouraged either
because of the overspill problem or because of intermediary
withholding taxes paid in the country of investment but not
fully credited<1e>

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 1i3x ireaity 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
af the relief granted by the country with the gsplit-rate
system.

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 systems<17>
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Highlight for Part One -

The purpaose of this part is to review the company tax
system in the United Kingdom. This inevitably involves an
analysis of existing knowledge but by ewvaluating the

development of United Kingdom company taxation we will be in
a better position to understand the various systems of
corporatiqn tax that have been devised and the purpose
underlyiné such systems. Consequently we will be more
competent to point out their virtues and defects.
Thus the currvent part is divided into four chapters:
Chapter Three — General scheme of Company Taxation in
the tnited 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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Chapter Three

General scheme of company taxation in the United Kingdom

3.1 Introduction

Corporation tax is chargeable on all companies resident
in the U.K.: which includes not only a body régistered under
the Companies Act, but also any body corporate  or
unincorporated association: but does not include partnership.
As the taxes statute has not defined "residence" for company
taxation purpaeses i1 has been necessary for the courts to
provide a working definition so that the scope of tax could
be known. Thus the Couris 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™. (12 In this legal view. it has become possible
to.say mhether or not a particular company is resident in the
U.K.: and whether or not it is liable to UJ.K. tax both on its
domestic and overseas profits.

Novi resident companies trading in the U.K. through a branch
or agency are suobiect to corvporation tax. It is necessary,
in considering the present form of U.K. company
taxation. to look at the historical evaluation of U.K.
caompany tax systems.

In fhe light of this: ‘we propose to dfscuss .in this
chapter the +three major periods in the history of the U.K.
company taxation. Also me sha11 attempt to make comparisons

between the three systems of company tax showing their
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relative advantages and diséd&aégéges.
These systems are:
(1} The pre 1945 period:
(2) The Classircal system (19463 to April

(2} The Imputation sysiem (CT from 1973

1973 and

gnwards) .
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3.11 The Pre — 1945 periods

Before 1945 Compan§ 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 when
it distributed the income émong the members. In para. 50
of Royal Commission, June 1955. (Z)

"The arrvangement which assesses corporate
bodies to income tax. wupon their gross
profits before payment of any dividend
but reqguires those who drawm 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 1203.
Corporate taxation. thewn, began as part
of tax system which contained only income
tax and virtually no progression.”

Income tax was introduced by Fitt in 1799. When income
tax was re—imposed by Addington in 1303 he introduced the
income tax schedules into his Act of that year. Tﬂerefore
companies. as taxable persoﬁs, became subject to income fax
from that time.

Companies were liable to income tax at the standard rate
an their total income. irrespectivé of the amount. just like
individuals but unlike individuals they were not allowed the

benefit of- personal reliefs and  allowances.(3) The
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of their income tax 1liability 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 laosses
brought forward.

Thus the profits of a business carried on by a caompany
were taxable against the company wunder the schedules of
charge and were not taxable again: ‘“*’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. <

"A shareholder mwas not separately taxable
(disregarding sur—tax) on a dividend as a
profit individual to himself under
Schedule DO."
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 own funds. In the case of Broadbury v. English

’

Sewing Cotton Co. Ltd. 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
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quasi—partners.”

So, it should be mentioned that the company was at first
" treated as the agent of the Iﬁland' Revenue (I.R.)through
which it collected the individual®s liability to income tftax.
Thus the company was paying income tax on behalf of ité
shareholders. (7}

Homwever: 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 relevent
tax wmas 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 incnme: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 S1463 of the Income Tax Act of
1242 (5) .

Thus, it can be seen that companies in this peviod were
regarded as convenient tools for téxing 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 Vdefinitiqn of the companies’ reéidence,
overseas income mas»taxed on a femittanﬁe basis: but only in

those specigl cases where no part of the activity that
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produceﬁ them took ﬁléte in Britain. ‘The measure of the
income for fhé purposé of assessmeﬁt mas only that mhiéh Was
brought over to Britain. section IQQ of the Income Tax Acf
(ITA)Y aof 1842. Fickering and Frest hold the view that the
remittance basis was introduced by the decision of the House
of Lofds in 1887, They saids

“"The uncertainty on this point was finally

resalved by the decision of the House of

Lords ;n the Colguhoun v. Brooks where it

k-

was held that there were insuperable
difficulties in giving full effect +to
universal language’ of the predecessors

of the rcases IV and V provisions. and the

remittance basis was establ ished.”" (9}

In the case of Colguhoun v. Brooks an English resident

had invested a large sum in & business of glass: o0il and
colour mevchants and storekeepers in Melbourne. Australia.
In 1884-1885 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 £921% which had not
been remitted. It was held that +the Inspector was wrong
because although the Act was worded in wide terams: 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
.chargeablg ohly on the amount of income received in aor
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 II.K. and foreign possessions

and was assessable on a sum not less than the full émouﬁt of

the actual sums annually received in the U.K. In the

case of Colguhoun v. Brooks Lord Macnaughton said: (12)
"Ilpon 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 b. of Income Tax Act 1842". and
are chargeable accordingly on the actual

sums received in the United Kingdom."

Additonal Company Taxatian

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
mere introduced and later repealed. These different mthods
includeds:
(1) Excess Profits Duty (EPD} which was introduced in
1915¢*3> and retained until 1921.¢*9
(15)

(2) Corportion Profits Tax (CPT) which was effectiye from .1920

ta 1924, <1
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(3) National Defence Contribution (NDC) 1937¢*7> to 194719
(4) Excess Frofits Tax (EFT) 19392¢*™> to 1944& <=2
(9) Excess Profits Levy (EFL) 1932<21> g 1953 «==>
(&) Profit Tax (FT) 1947 <¢23> {p 196424
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 carvied 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 puvrposes
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 Governament’s revenue
consequently decreased despite the fact that profits were
unreasonably high.

In 1920 the Budget introduced a new tax called
Corporation profit tax.<<==’ The rate of that tax was 5%.
The rate mwas reduced to Z.5X on profits accruing after 30th
June 1923.

This tax (CPT) applied to the profits accruing after
3lst Decembér 1719 to (1) A British company‘®*’ carrying on
any trade or business or wundertaking 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<*7’> gg far as those profits
argse in the UK.

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 wunder 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

CPFT purposes.

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

in its incidence and easily evaded. <=

It was alsoe «criticised as a tax which wmas to the
advantage of the rich and disadvantageous to the poor who
mere taxed more heavily than the wealthy.

Sc in 1924, the Chancellor of the Exchequer announced
his fntention to abolish CFT. This repeal left the company
again liable only to income tax at the standard rate. which
was 4 shillinés in the pound, with the basis of assessment on
its trading profits on the preceding year basis as with
individuals. In fact only the 1924 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 192¢.

In the 1930s the revenue law caught up with this
separatiun'and companies began to be taxed in a different way
from individuals. <32 As is frequently the case with
taxation, the change was associated with the need to finance
marfare. 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 percmﬁmge 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 exemption from ERT, The a@inimum
standard was defined as £1000, or £1300 per working
proprietor, up to a limit of £6000, <322

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 carporate
liable to NDC and
(3) excess directors'renumeration if the company was director
contreolled. 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 imposed<‘®=> aimed at taxing profit in exess of the

peace—time rate of 60 percent.



51.

The reasons for the profits tax were as followg:—<==>

(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
ﬁeet 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 distributiaon: and

(3) the tax was linked with a long term objective of
encouraging productive investment in the farm of
ploughed—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: =42

Ya tax on profits, the effective rate of which
varies according to the proporation between
those retained and those distributed is not
calculated ta . produace an equitable
distribution eof 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 Roval Commission. on the

other hand, argued in defence of the profit tax. They

said. <>
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“Né considér tha¥, in.the special circumsténces
of the post iwar, years. the measures taken
since the war by sﬁccessive Government for the
prevention or disﬁuuragement of dividend
increases were an ineluctable necessity in
order to maintain full employment without
serious inflation. The measure of wage
restraint; in the years 1248-50 would not have
been attained without dividend restraint, and
to prevent an enormous untaxed increment to
the wealth of a particular group in the
communii ty. The social and ecanomic
inequalities which such a shift {n 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<®> presented its Budget in
March 1952372 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 fortuffous rise in company profits because of
the abﬁor&al_ proceés ofvrearmament.‘sa’ It was therefore:
impdSed to operate‘only during this exceptional period. <>

Thué EFL was introduced by Finance Act of 1952, and'repealed
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as from January 1, 1954.¢4°?

EPL was imposed on all companies and other bodies
turporate, or unincorporated saocieties except for any trade
ar business carried an 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.<<41? Individuals and
partnerships were not affected by EPL. For EPL purposes. a
campany’s profits and losses were computed in the same way as
for profits tax, $5$.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, §.33 of F.A.
1952. Therefore these differential rates were highly
criticised by the Royal Commission on the Taxation of Profits
and Income.<9=> Thus it was recommended by the Commission
that the differential rates should be brought to an end<4>>
and that the tax be converted into a flat tax rate on the
total profits of a company.

However. as from April 1st 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 intreducing the change. said: ¢44>

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

of industry and commerce have emphasised to me
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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 remave distortions in
company finance. This will all help in
modernising and expanding gur industrial
system. It will also greatly simplify the tax
cade 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 sharehoalders. 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 vyear by the alteration of the rate in the
persanal sector,<4=? Furthermore, complexities weré due to
the fact that profits tax was an a currentvyear 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 ta plough back profits, led taoa the 1945 Reform.
Moreover. the main characteristics af 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 te flat
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'rate prof}ts,tax,

(2) at one time the distribution of profits Qas enéauraged
anﬂ,'at apother time it was penalised (profit tax with
differential rates) and

(3) capital gains and receipts as such were not taxable but

.the o0ld caoncept of the tree and the fruit had been eroded

over the years.<9s?
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3.111 Classical system

| Up ta 1?65; cémpanies paid income téx and profits tax‘
tat a réte of 15 percent since 19261). thereby paying more tax
than would be due from the shareholders as individuals.
" Where an individual feceived a dividend from a'Cdmpany, 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 fof
which he was assessed on his total income. <472
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 corﬁnration tax. He was confronted at
once with the adverse recommendation of the majority of the
Royal Commission.¢4®? 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 Maudling- <*®> in his Budget
said th;t his predecessor had referred to the question of
‘amalgaméting income tax and profits tax inta a single
corporation tax.

In April 1964, the Inland Revenue had published a White
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paper- in thch a Scheme for an accounts basis for Income Tax
on Company profiﬁé‘5°’ mas set out which described for
accountants. economists, businessmen and others, thé 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
vear) . Once this difficult transition had been made, it
would then have been comparatively easy to bring in a

corporation tax which would rationalise the structure of the
system whilst preserving its general effects.

In 194£5: Mr Callaghan’s pvopésals 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

parinerships. and growing private cCompanies more heavily than
public companies. If{ imposed heavy penalt?es on the income
from overseas investment, but in a somewhat random and
haphazard way. and it made. préférence dividends much more
expensive than~debenture interest, altered the investment
policy of Charities, and discouraged portfolio investment in
the WU.K. by foreigners. The merits of a CT were not to be
confused with a quite sepgrate issue of the rchanges in the
level and in;idente of taxation which Mr Callaghan had taken
this opportunity to introduce.

The main objectives of change and reform in the company



58

taxation were:

(1) To modernise the arrangement for taxing companies by
establishing a separate system of cCompany taxation, so making
the cCompany taxation more responsive to f?scal policy to aim
at influencing the economy through the corporate sectors

(2) To simplify the company tax system and remove a number of
anomalies which had led to significant tax avoidance and to
influence distribution policy in favour of the ploughing back
of large shares of company profits into productive
investment;

(3 To modify a number of features of the pre—1945 tax system
said to favour investment overseas compared with investment
in the U.K. The most important of these features., perhaps-
was the guestion of relief for foreign taxes. Inder the
pre—19245 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 1liability to
profits tax and iﬁcome tax on its income from abroad. At the
same time, the liability of its shareholders to s*anﬂavd 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 profiis wunder the pre—-1945 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 pr?ceding yvear
basis. = 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
prE?ng/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
campanies 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.
progressiQe 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: <==>

"These changes have made obsoclete the idea
that companies and individuals should be
treated for tax in the same way."
The Finance Act of 19465 changed the previous system of
company taxation in two fundamental aspects:
(1) It abolished the charge to income tax and profité tax on
a company’s profits and introduced a charge to a new tax
which was known as Corporation Tax (classical system) . <<=
According to the new tax. all companies resident in the U.K.
became liable to CT. =4 A company not resident in the U.K.
wauld nat be chargeable unless it carried on a trade in the

U.K. through a branch or agency,. == Individuals and
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partnerships were not liable for LCT. except that a company
which was a member of a partnership would be chargeable in
respect of its share of the partnership profits <<
(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 FParliament each
vear. Financial years are referred fo in the Corporation
Tax Acts by naming a single calendar year. being the calendar
vear in which the financial year begins. S5.,292(2) (e) of F.A.
1945, Thus the “financial year of 1964" means the vyear
ending 31 March of 1947. The rate of CT for the financial
yvears 12464 and 19465 was 40X%. So CT was levied at a lower
rate than the combined rates of income tax and profits tax.
Thé rate of CT for future financial years was expected to be
fixed by the Budget Resolutions immediately following the end
of the year. and 1o be embodied.in the Finance Act giving
effect thereto. Al though the 'Pate of tax is fixed for
financial years, assessments are made on companies profits of
their accounting periods. lNhere an accounting period
straddles two financial vears one which has a different rate
of tax from the other, a time app;ftionment of the profit has
to be made s0 as to impose each rate on a proportion of
profits corresponding to the proportion of the accounting
period which falls in each financial year, $.4%(3) 1945.

All the income (except the dividend and other
distributions received from companies in the U.K.) and all

chargeable gains of the «company are chargeable to CT.»

5.47(1). Income for this purpose means income within the



1.

meaning of the Income Tax Acts, $.8%2(3);<=7> yhether 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. Th; hTA ﬁse the word "profits" as meaning a compény’s
incomé and. chargea;i;. gains- 55.446(5) (6) and 47 (1) .
Therefore, a company was to be 1liable 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 mas to
remain unchanged: the distribution in his.hands mas still to
be regarded as having borne income tax at the standard rate.
Thus- if he was ekempf 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 éimplify 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



62.

Chancellor said: <==?

"It gives a strong incentive to all compaﬁies to
plough back more of their profits for
expansion. Finally. the incentive to cut
costs and tor 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
sharehalders and to account to the revenue for the dividend
tax so deducted so that in the hands of the shareholders the
dividends had already beorne incohe tax. The deduction of
income tax at source also applied to the receipt an