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Stock Market Development

Indonesian Resemblance

The Jakarta Stock Exchange which started operating from 1977 was
found to be rather inactive in the mid-eighties. But a reform measure
in the finance sector undertaken in late 1988 encouraged development
of the stock market. Tanya Gupta, who is a lecturer at the Department
of Business Administration, North South University, Dhaka looks at

the resemblances i1t
Exchange.

HE hwlonesian  stock
market Clevelopment

and reforin bears some
stiiking resemblance to the
Bangladeshi Dhaka Stock
Exchange. It will be enligh-
tening to look at the Jakarta
Stock Exchange and the effect
that reform measures had on
the stock exchange and then
compare il to the existin
situation on the Dhaka 5Stoc
Exchange.

The Jakarta Stock Exchange
in modern times, has been op-
erating since 1977. In 1986 the
main complaint about the stock
market was that it was inactive.
There were only 24 stock issues
and 3 bond issues. One of the
reasons attributed to the under-
development of the capital
market was that it was rela-
tively easy to gain financing
from local sources. It was not
necessary for a company to go
public to raise money. It had
other relatively easy sources of
funds. Secondly, tax evasion
and other forms of corruption

bears to the development

of Dhaka Stock

provision for time deposits held
in Indonesian banks which was
removed. This cncouraged the
development of the stock mar-
ket as new options for invest-
ment needed to be found.
PAKDES Il (Package of De-
cember) introduced an even
stronger measure in December
1988. This measure encouraged
flow of foreign funds into the
stock market along with the re-
uired foreign trading and un-
gerwriting expertise. It also al-
lowed Indonesian investors ac-
cess 1o loreign markets. 1 did <o
by allowing hoth wholly owned
Indonesian liris and joint
ventures with 85 per cent own-
ership to op=rate as securities
firms. At the same time. licens-
ing arrangemoats veie il
for securities firns in terms of
capital requirement, licensing
procedures and other regulatory
Mmeasures. Danareska's
monopoly was reduced as the
priority that Danareska was
given with respect to 50 per cent
of new issues was removed.

straint faced by private manu-
lacturing enterprises. The three
surveys were sponsorcd by
Bangladesh Chamber of Com-
merce in 1991 (1200 organisa-
tions), Workl Bank in 1991 (107
organisations)] and by the
Bangladesh Apex Agﬂn% in
1989 (500 entrepreneurs). These
organisations are either un-
aware of the advantages of list-
ing on DSE and the access to
lunds this implies or enlisting
is nol itreated as attractive at
present by these organisations.
DSE could specifically target
Lthese organisations and oher
incentives in line with their
demands to encourage them to
list themselves on the t’.x{rhﬂn'ge,
If they are not aware of the
advantages of enlisting. the

could be made aware through
information dissemination.
Income tax evasion is common
here as well and is easier if the
company is not listed.
Danareska's equivalent here is
Investment Corporation of
Bangladesh (ICB). ICB is the
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were also common among the
local businesses. It was far eas-
ier to get away with this if the
company was not listed on the
Jakarta Stock Exclhange. The
third’ thajor reasén bEhifid the'
underdevelopment of the stock
markeét was (heé ' ubiquitous
presence of Danareska. a na-
tional investment (rust.
Danareska was entitled to pur-
chase 50 cent of all new is-
sues. It also acted to stabilise
stock prices.

The Package of October
(1988) (PAKTO) was introduced
with the intention of encourag-
ing competition in the banking
industry and related bank re
form. Although PAKTO was
meant mainly for bank re
forms, it did have an impact on
the stock market as well. An ex
isting rule that prohibited bank
and non-bank financial insti-
tutions from issuing shares on
the stock market was maﬁpmi
b(:arum 0. This allowed bank
s to be traded on the mar
k=t for the first time. There was
also an income Lax exemptions

Market capitalisation rose
drastically with the introduc-
tion of reforms. The bond mar-
ket was stimulated as well wilh
the musmber alonew issues, -
cre { v
89. The .number of byor |
kers /dealers went up from 39 to

143, 12 new securities [irms
came up and bond issues
jumped from 6 to 20.

e Dhaka Stock Exrhange
has abouvt 135 stock issurs. 4
bond issues and six mutual
lunds. About 30 issuc¢s are
traded daily. Out of 195 inem-
bers. 30 to 40 members are a
tive. The DSE faces similar
probleins as the Jakarta Stock
Exchange v~ to Zice. Firi. b
certain specilic sectors have
casy access to funds from DFls,
NCBs and otlwr sources. There
lore they are not encouraged (o
list themselves on the DSE A«
cess Lo lunds is however cited as
a major problem for firms in
sectors other than the sub
sidised sectors. For example
Wmited access 10 credil is citerd
as the mosi mportant oo

in. 1987 7

largest investor on the DSE. |
was created by the government
to develop the capital market. Iy
underwrites  securities and
niuages muiual lunds, [ oflers
lefwling . schemes as well  MGE
Al7h a4 pHpeity in thel pur
chase of shares being issued. A
percentage of any offering is re-
scrved for ICB. It has performed
poorly with a bad loan compo-
nent of 40 per cent! in recent
times. Like Danareska's role
was examined, ICB's role should
he examined as well. The prior
ity it gets with respect to pur
chase of shares being issued
should also be revised

The Indonesian stock mar
kit was once a market very sim
lar to the Dhaka Stock Ex
change. The process of finan-
cial reformn helped deepen its
market. increase activity and
bring expertise to the Jakarta
Stock Exchange. Learning from
the experience of other develop
ing countries. il = possible lor

[Jhaka's stock exchange 1o de I

vellop as well
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Taxation of Banking Companies in
Bangladesh: A Critical Review

M Eradatullah who is a former Commissioner of Taxes and now
working as Tax Consultant with National Bank Limited writes that
the banking sector is not given the attention it deserves while making
tax assessment and explains how the rigid application of tax statute
as to the problems faced by the banks has put them in a traumatic
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not yel made signili-
cant strides toward a sound
economic base after about 25
years of its birth. The reasons
are many and common with
other least developed countries
of the world. In spite of the
government's concerted efforts
to raise revenue from domestic
resources, the target is not being
achieved. Only half a million
pﬂﬂglt are tax payers. Our tax
GDP ratio is 9, cent which
is lower than other comparable
countries. Nevertheless, it is
gratifying to note that revenue
collection from Iinternal
resources contributes about 40
per cent of our ADP. With the
slow process of reducin
customs duty in keeping W'ltE
the free market economy, direct
taxes, that is income-<tax and
wealth-tax along with VAT are
gaining momentum. Of late, the
government has been laying
special emphasis on income-tax
collection by ' wa of
administrative - reforms,
expansion of the tax net. sim-
plification of tax statute, liber-
alisation of tax policies etc.

As is well known more than
80 per cent of tax revenue are
collected from corporation
banks and limited companies
which again include significant
portion from banks. But
unfortunately this important
sector is not given the attention
it deserves while making tax
assessment. These are made in
stereotyped manner like other
general assesses. Banking is a
8 alised form of business un-
like general trading houses or
manufacturing concerns for
whieh it deserves to be treated
on a different footing keeping
in view {ts distinct character-
istics with regard to mainte-
nance of accounts, strict super-
vision and control by ithe
Bangladesh Bank., accountgbil-
itly to Board of Directors and
shareholders. in-depth audit
both internal and external.

Moreover, other factors like
number of branches. employees.
share market value, in-
vestments, deposits, advances,
capital adequacy, reserve fund
and last but not the least, quan-
tum of bad and doubtful loan
otherwise termed “classified
loan” are significant. It is this
particular area which has cre-
ated a disastrous situation for
the banks at present. Almost 30
to 40 per cent of the fotal loan
advanced, have turned into bad
or doubtful of recovery. This is
simply staggering and posing to
ravage the backbone of banks
particular]y the private com-
mercial banks which are al-
ready trailing far behind in
meeting the capital adequacy
and reaching loan-loss provi-
sion larget. On a reugh estimate,
the national figure of such lonn
will be'more thar Taka 12,000
crofes. against wiich the banks
have 1o keep . .sufficient
provision for lom- loss as
BB requirement *which they are
unable to meet due to
inadequate earning of profit.

In such incongenial circum-
stances, the government intro-
duced allowance of expenditure
@ 4.5 per cent of the total arrear
outstanding loan or actual pro-
vision whichever is less, as
provision for had and doubtful
(lebts effective from 1990-199]
assessment-year since raised to
D per cent in 1994, But the gov-
ernment did not accept the
banks' treatment of interest
not received from loans “clas-
sified” under BB guidelines is-
sued in its crcular B.C.D 34 of
1989 and continued to tax them
as income accrued during the
ear. The plea of the banks,
wwever, is clear and plausible.
How can the statute charge tax
on interest which has not been
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situation.

received during the year nor
there is any possibility of its
recovery in near future, the
bankers argue.

The tax authorities are un-
compromising on this issue
since I.T. Law permits them to
do so on accrual basis under
section 17(1){a) of 1.T.
Ordinance, 1984. As a result,
the banks are overburdened
with huge amount of tax on
such unrealised interest from
1990-1991 to 1995-1996 as-
sessment years. As remedial
measures and being unable to
pay these taxes, they have con-
tested such assessments in dif-
ferent appellate forums in ad-
dition to moving to BB,
Ministry of Finance, IRD and
Banking Division. But no tan-
gible result has yet been
achieved.

The present government,
however, realising the gravity
of the issue and finding merit in
Lthe %rievancts of the banks,
has brought about amendment
in this year's Finances Act
(Section-28) under which inter-
est on "classified loan” will no
longer be taxed on accrual basis
but will be charged to tax in the
year in which the bank will
show it in its income account or
the year in which it is actually
received, whichever is earlier.
This is a very welcome measure

lock cannot be allowed to con-
tinue for indefinite period. It is
hi;fh time that the issue be re-
solved with an open mind so
that the interest of both the
government and the banks are
equally safeguarded.

In this connection we may
consider the relevant Indian
Income Tax Law since the
Bangladesh and Indian tax
statute are basically similar. In
India this issue was a burning
one in early 50s and Reserve
Bank of India had to issue in-
structions to the banks for
keeping the 'su ded interest’
out of taxable income due from
loans doubtful of recovery and
this was corroborated by ccn-
tral Board of Direct Taxes. This
was, however, not accepted by
all tax officials for which many
disputes up and went up
to Supreme Court. At last the
controversy came to an end
with passing of bill in 1991
which enabled the scheduled
banks and public financial in-
stitutions to pay tax on such
interest as may be prescribed
having regard to the guidelines
issued by the Reserve Bank of
India in which it is credited by
the bank to its profit and loss
account or the year in which it
is actually received by the bank
whichever is earlier (Section
43D).

many banks with tax demand.
In view of the present precari-
ous condition of the banks on
account of heavy bad loan and
BB's mounting pressure to cover
up the deficit of loan-loss pro-
vision, it can be safely con-
cluded that it is simply impos-
sible for the banks to clear the
outstanding tax liability due
chiefly to interest suspense,
Can our benign government not
take a realistic view of the
whole issue and direct the min-
istry concerned (NBR) to make
the amendment under Section
28 of 1.T. Ordinance regarding
‘interest suspense’ effective
from 1990-1991 assessment
year and save the banks from
virtual imminent collapse? We
are a poor nation, and a child
too. Let our banks grow and
economic activities flourish.

Income will automatically
generate leading to widening of
tax base which is so very essen-
tial for the smooth and rapid
development of the country as a
whole. Side by side the banks
should not sit idle over these
huge irrecoverable loan. Rather
they should launch vigorous
operations for recovery and the
defaulters should be taken to
task. There is no denying that
the primary responsibility of
becoming these loans into bad

The question w hether real income has materialised has to be examined
in the context of commercial and business realities of the situation in
which the assessee is placed and not with reference to his

system of accounting. "

and widely acclaimed by all
quarters.

But unfortunately this bene-
fit has been made conditional
by curtailing the existing 5 per
cent tax-free provision for gd
and doubtful debt allowed un-
der Section 29 (1) (xviii aa) by
ad a new proviso which is
re uced tim: "Provided
further that no deduction under
this clause shall be allowed to
an assessee if he avails himsell
of the computation of his in-
come from interest on bad or
doubtful debt under Sub-section
3 of Section 28.7

Thus it is clear that by virtue
ol this amendment the existing
benefit of 5 per cent tax-free
provision will not be admissi-
ble o those banks who avail of
the benefit of ¢omplitation of
interest suspense” under new
amendment. In other words. in
order to avail the tax exemption
from interest suspense. one has
to pay tax on provision for bad
and doubtful debt and vice
versa. Obviously. there is no
substantial difference between
the pre-budget and post-budget
provision regarding this burn-
ing problem faced by the banks.
As a result the bankers are
quite at a loss how to submit
their tax return for the current
year On the one hand they
would like to keep the unre-
alised tion of interest due to
classifiedd loan out of income,
and on the other. it will make
them liable to pay tax on provi
ston made for bad and doubtful
debt which is also not possible
without creating colossal lig-
uidity crisis. How to come out of
this impasse then? The dead-

This is exactly what we have
introduced this year for treat-
ment of interest on "classified
loan”. And again, there are also
provisions for allowing provi-
sion for bad and doubtful debt
"the rate not exceeding ten per
cent of the total income” in
Indian law which means both
the benefits are concurrently
available. This. of course, does
not mean that we should follow
the Indian system out and out

but can be adalptrd suitung to
our context. In this regard.

there may be interdepartmental
meeting between, Banking
Division, NBR, BB wherein the
representatives of scheduled
banks may be invited along
with representatives from

Taxes' Bar and Chamber ol
Commerce. In this wa&y '“ar'~c

agreed’ and’' harmonious con-
sensus may be reached which
ultimately will be very effective
in quicker disposal of tax cases
and collection of taxes. This
may be possible by suspending
the operation of new proviso to
Section 29 for another three
Vears.

This will enable the banks to
fully comply with both loan
loss provision and capital ade-
quacy requirement within this
period.

Mcanwhile, a pragmatic and
lenient view may also be taken
as regards tax charged on unre-
alised interest for the year prior
to the new amendment. Our
Finance Minister has very
aptly pointed out in his budget
speech that ‘taxing interest
which has not been received or
the possibility of recovery is
very remote has overburdened

Che Laile Star Entertainment Guide

or doubt(ul of recovery lies with
bankers Had the interest been
duly realised. the government
wotild not be deprived of con-
sidlerable amount of revenue
from this important sector. At
the same time we should also
bear in mind that banks are not
totally isolated institutions
from the governmental ma

chinery. These are governed by
Banking Companies Act, 1991,
and under strict supervision
and control by the Central
Bank. Moreover, there is a gov-
ernment-nominated director,
not below the rank of Jt Secy to
the government, in the Board of
Directors of every private bank.

After all. to quote from cer-
rain celebrated court decisions
of hréial "What tHe [Heomiél tax
A¢t purports to tax'is business
profits and business profits are
the true profits of the business
ascertained according to com-
mercial principles. There may
be an expenditure or there may
be a loss which may not be an
admissible loss under any of
the specific provision of the
statute and yet such an expendi-
ture or loss would have to be al-
lowed in order to determine
what are the true profits of a
business” (Aruna Mills Limited
V CILT (1957) 31 L.T.R. 153, 163
(Bombay HC). As regards
method of accounting their
lordships in C.1.T. V Molor
Credit Co. Pvt. Ltd. (1981) 127
1. TR.., 572 [(Madras HC) ob-
served: "The regular method of
accounting determines only the
mode of computing the taxable
income and the point ol tune at
which the tax liability iarises. It

taxable income or

taxation. Where no income has
resulted, it cannot be said that
income has accrued merely on
the ground that the assessee has
been following mercantile sys-
tem of accounting. Even if the
assessee makes a debit to that
effect, no income can be said to
have accrued to the assessee,
There can be no liability to tax
on a hypothetical income,
Hypothetical accrual of income
based on mercantile system of
accounting followed by the as-
sessee is not to be taken into ac-
count. What should be consid-
ered is whether the income has
really accrued to the assessee. -
The question whether real in-
come has materialised has to be
examined in the context of
commercial and business reali-
ties of the situation in which
the assessee is placed and not
with reference to his system of
accounting.” While Eiﬂn defi-
nition of 'profit' Lor Ha.lgsh ¥
L.C. observed in 'Gresham Life
Assurance Society V Styles' the
intention of the Act is to lax
only profits, i.e. profits in its
natural and proper sense in a
sense which no commercial
man would misunderstand.
(1892) AC 309, 315 Tax case 185,
188,

In view of above unhappy
position of the banks what is.
more frustrating the assessing
officers of Tax Department
like other assessee make heavy
disallowances from Income &
Expenditure A/C on very
frivolous grounds or without
verifying all supporting papers.
Disallowances are made from
almost all items of expenditure
by stating some common defects
such as 'not corroborated with
verifiable evidences or not
property vouched' and verifi-
able. Such proposition is ab-
surd in case of banks because
books of accounts are audited
externally and internally with
detailed comments of the audi-
tors including audit team of BB.
Moreover, major expenditure
are subject to reggliar scrutiny
and approval by different
committees constituted by the
Board of Directors. The assess-
ing officers should however
carefully check whether there
are taxable perquisites, capital
arr[penditure, hag debts written
off not due, undue foreign trav-
elling. excessive entertainment
expenses beyond Rule and
whether depreciation correctly
charged. Another very impor-
tant point to see is whether pro-
vision for bad and doubtful debt
has been lawfully claimed and
whether there is any collection
Irom such debt which were al-
ready allowed earlier as provi-
sion.

This amount is to be in-
cluded as income. This is all
;:ﬂxmi. anﬁ:#dtal assessment of a

ik, or for : Wi
iiairﬁ%ﬂl“iﬁsﬁ&t?ﬂ 1?1%9%{
‘fost tax offitidls take ‘untiec-'
essary pain to touch Ato Z re-
sulting in a thumping assess-
ment which is neither accept-
able to the assessee nor to the
Appellate authorities. The liti-
gation goes on and on and rev-
enue collection on account of
such assessment are stuck up
for vears together.

From the foregoing it is ewvi-
dent that rigad applicaton of
tax statute as to the problems
facecl by the hanks. is causing
immense hardship and has put
them in a traumatic situation.
Let them overcome it by giving
them a little compassionate
lreatment for sometime so that
they can be put on right gear
(Otherwise there may be serivus
stifling of the growth or even
the whele edifice of the banking
sector may crumble soon.
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