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1. POVERTY IN INDIA

A poor person 1s one who does not have command over or
access to the basic needs of life. On the n;aterial plane, basic
needs are fundamental physical needs like adequate food, drinking
water, clothing and shelter which are necessary to stay alive
and maintain working capacity. On the non-material plane are
basic social services like education and health. The symptoms
of poverty or the signs indicating lack of access to the basic
needs are malnutrition, illiteracy, slum housing condition,
inaccessibility of public facilities, high infant mortality and

the like.

No single symptom can be rolied upon for getting a
realistic idea of the true incidence of poverty. This is
because while a person may not ve suffering from malnutrition, he
may be illiterate. Similarly, a person may be 1literate, but he
may be suffering from malnutrition, Further, the incidence of
jnfant mortality in an a;aea, may not be high, but the people may

be starving or skipping meals.

The picture of poverty in Trdia differs from one part
of the country to snother. Take, for instance, poverty measured
in temms of intake of calories. Table 1 presents state-wise
data on daily caloriec intake per capita, daily caloric require-
ment per capita, poverty line corresponding to the calorie

requirement, and the percentage of pcople below the poverty
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TABIE 1
INCIDENCE OF POVERTY IN IWDIA

Daily czlorie intake Daily calorie Poverk§ line Percentage

per capita requirement (Rs of people
per caplita below poverty
line

Rural Urban Rural  Rural Urban Rural Urban Rural Urban

urban
combined

1 2 3 4 5 6 7 8 9 10
Andbra Pradesh 2209 2121 2192 2531 2140 BO.13 58.05 T0.2 47.6
Assam 2105 2031 2098 2238 2085 52.53 68.22 47.4 54.9
Bihax 2186 2300 2197 2411 2177  60.48 B1.48 59.5 46,1
Gujarat 2180 2230 2194 2482 2107 55.25 68,37 52.3 52.5
Haryana 2971 2244 2843 2387 2095 50.64 63,39 28,1  46.7
Himachal Pradesh NA NA WA 2529 2189 61.T1 66,88 37.3 25,7
Jommu & Kashmir — 2742 2497 2696 2417 2088 38.32 40.55 18.5 199
Kametaka 2211 1995 2158 2490 2135  59.91 TC.12 6.5 59.0
Kerala 1534 1760 15TH NA NA NA NA NA NA
Madhya Pradesh 2422 2108 2373 2527 2107  4B.43 56.48 53.4 41,6
Maharashtra 2044 2163 2081 2531 2146  T2.727 87.55 765 62,3
Manipur NA NA NA 2276 2055 46,37 50,97 31.8 215
Meghalaya N4 NA NA YA XL HA Na FA HA
Nagaland WA NA WA NA N4 NA NA NA NA
Orissa 2125 2164 2128 2453 2123 50.33 53.39 65.6 44,3
Punjab 2818 2355 2708 2388 2105 53,41 61.60 25.2 34,0
Rajasthan 2719 2243 2635 2532 2005 50,56 55.97 34.8 38.1
Sikkim N N NA NA ¥A NA A NA NA
Pamil Nadu 2012 2091 2036 2557 2144 68.73 T8.92 789 Ti.T
T pura A N4 NA 2359 2061 60,77 67.66 68.2 38,1
Uttar Pradesh 2450 2046 2393 2437 2080 47.01 50.31 - 46.4 39,7
West Bengal 2070 216 2101 2311 21%1 62,34 82,08 T75.1 58,6
ALl India 2328  200% 2263 2435 2095 49.09 56.64 47.6 40,7

NA = Not Availasble

Sources: For columns 2-4: S, Sengupta and P.D, Joshi: "Consumption of cereals
and energy content of food consumed”, in Sarvekshana (New Delhi, NSSO),
July 1978, p. 5.

For columns 5-10: K.L, Datta: “Measurement of poverty in India -~
statewise estimates", paper presented at the conference on social
science research and the problem of poverty, Indian Association
of Social Science Institutions, New Delhi, January 12-15, 1981,
Ppo 25"'260



line, The data, which relate to 197374, suffer from certain
limitations., For instance, while the data on daily calorie
requirement do take into account the inter-state differences in
age—-sex—~occupation structure of the population, they do not take
into account differences in, say, body weight and height of the
people and climate, Further, the average per capita daily calorie

reqguirement has been cstimated on the basis of age-sex-occupation

specific calorie allowances recommended in 1968 by the Nutrition Bxpert

Group of the Indian Council of Medical Research, It has been
argued that the per capitae daily calorie requirement so estimated
is apprecizbly higher than the minimum required for biological
sl.ft:)sis-t.ent':.e.-l There are some other limitations, But we believe
that the data presented in table 1 are the best data available

today on the incidence of poverty in Indiats different states.

L striking featurc of the data presented in table 1 is
the magnitude of poverty in India, The incidence of poverty,
measured in tems of inadequacy of daily calorie intake, 1S such
thet as much as A7.6 per cent of the people in the rural areas
and 40.7 per cent of those in the urban areas lived below the

poverty line in 197%74. bLvailable evidence does not suggest

1See Goverrment of India, Planning Commission, Perspective

Planning Division: Report of the task force on projections of
minimum needs ond effective consumption demand (Wew Delhi, 19797
p. 7. .
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any perceptible decline in the incidence of poverty since 1975—74.1

So if one goes by the population estimate revealed by the 1981

census, one can say that over 300 million people in India live

below the poverty line.

One notices considercble inter-state differences in the
incidence of poverty. There arc nine states in which the incidence
of poverty, both in rural and urban areas, is higher than the
national average. These states are: Andhra Pradesh, Bihax,
Gujarat, Kamataka, Madhya Pradesh, Msharashtra, Orissa, Tamil Nadua

and. West Bengal.

The states in which the incidence of poverty is higher
than the national average, are not necessarily worse off in texms
of per capita income,. Take, for instance, the case of Maharashtra.
According to the latest available data, this state has a per
capita income of Rs. 16282 which is as much as 40 per cent higher
than the nation2l average .3 One reason why the incidence of

poverty in Maharashtra is higher than the nabional average is

1A caxeful look at the Planning Cormission data shows that while
the all-India incidence of poverty declined from 51 .49 per cent
in 1972-73 to 48,13 per cent in 1977-78, it rose to AB.44 per
cent in 1979-80. Sec covernment of India, Planning Commission,
Sixth Five Year Plan 1980-85 (New Delhi, 1981), pp. 51-52.

2Ré1ates to 1977-78.

3T’ne pexr capita consumption expenditure in Mahareshtra is also
higher then the national average.



3

that the poverty 1ines'-of this state happen to be much higher
than the national a‘,verages. .The poverty lines are h;i.gh because
(a) the per capita daily calorie requirements in Maharashtra are
higher than the national averages (this is due to the particular
age-sex-occupation composition of the population in the state),
end (b) the yield of calories per rupee of consunmption expenditure

in Moharashtra is apprecisbly lower than the national average.1

A careful look at the data in table 1 reveeals that a
good part of the inter—state differences in the incidence of
poverty may be due to inter—state differences in the yield of
calories per rupee of consumption expenditure, Take, for instance,
the case of Rajasthan and Tamil Nodu., One does not see much
difference in the calorie nomms of these states, but the poverty
lines corresponding to. their calorie noms differ quite a bid:
the poverty lines for miral and urban Tamil Nadu are, respectively,
36 per cent and 41 per cent higher than those for rural and
urban Rajasthan., If the yield of calories per rupce of consumption
expenditure in 'I'émil Nadu were the same as in Rajasthan, the
poverty lines for rural and urban Tamil Nadu would have been,

respectively, 25.7 per cent and 27.4 per cent lower than those

1The yield of calories per rupee of consumption expenditure may
differ from one state to another due to (a) differences in the
food hebits of people, and/or (b) differences in the prices
people pay for the goods they buy.



indicated in tablec 1. In that case the incidence of poverty in

Tapdil Fadu would certainly have been of a lower cn:'d.e]:.1

The incidence of poverty in a state may differ from
region to region and in a region from season to season, Take, for
instance, the case of Gujarat, £ good look at the availsble data
suggests substantial variations in the incidence of poverty
within this state. According to a study conducted by the
Goverrment of Gujarat's Burean of Economics and .Statistics, the
‘incidence of poverty in Gujarat is the highest (75.75 per cent)
in the castern hilly excas and the lowest (32.11 per cent) in the
Sas,ura.s,l'x’r,:|:'a..T.'eg"_'i.orl.2 Availsble evidence clso suggésts considersble
season-to~season variations in the incidence of poverty., The
Indian Institute of Mancgement, Almedavad has recently completed
a survey the resulis of which throw light on the incidence of
poverty in the hilly region of Gujarat's Dharampur tal\ﬂca.§
hccording to this survey, in about 22 per cent of the sample

houscholds in the hilly region of this teluka, on an average,

-

1In’c.er—state differences in the yield of calories por rupee of

consumption expenditurc are only one of the factors which may
explein inter-state variations in the incidence of-poverty.
Other factors which may cxplain such varietions are inter—state
differences in per capita consuaption expendituxe and those in
ineguality in the distribution of cousumption expenditures,

2Gmare rament of Gujarat, Bureauw of Economics and Statistics: Incidence
of poverty in Guijarat (Gandhinagar (Gujarat), Governmeni of Gujarat,
General Administrotion Departwent (Plenning), 1973).

5T.I{. Moulik, et sl.: Dhorampur block level plan (Almedabad, Indian
Institute of Managemenit,; 1 980) .
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an individual is foreed tc starve for 15 days in s year. The
incidence of stamwestion starts in March and gets sggravated by

July: it is the highest in Septemder.

Having said 211 this, the question which arises is: How
to deal with the problem of poverty in Indis? 45 we see things,
the problem of poverty in India is such that it calls for action
on many frouts, of which fiscal policy is one, The sections that
foliow toke a good look at taxes and government expendifures in
India and provide an idea of the role which fiscal policy can play

in dealing with the nproblem of poverty in the countxy.

II. TLXES LAFD THE POCR

Texation represents the lamgest single souxce of public
revenues in India, accounting for over 80 per cernt of the toial
revenue meceipts of the centre, stotes and union territories,

The taxcs presently levied by the centre, states and union
territeries are: income tax, corporation tax. surtax, interest

tax, wealth tax, giff tax, estate duly, stamp duty and registration
fec, import duly, export duty, central excise duty, state excise
duty, land revenue, agricultural income tax, central sales tax,
state sales tax, tax on vehicles, taxes on passengers and

goods, entertaimment tax, tax on pxofessions, calling =nd

employment, etc, In addition, taxes {e.g., octroi duty, property
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tax) are levied by thousands of local awthorities spread all over

the countxy.

The revenues of the centre, states and union territories
have incyezsed considerably over the last three decades — from
Fse £5266,7 million in 1950-51 to fze 13,504.1 million in 1960-61,
B5e 47,52441 wmillion in 1970~-T1 and s« 198,437.5 million in 1980-81,
It is estimated that tax revenues of the centre, states and
wion territories amounted to fse 240,269.2 million in 1981-82
and e 272,284.5 million in 1982-83, And there is reason to
believe that the figure would rise to about f3. 314,000 million in
1983-84.

Viewed in relation to growth in national income, the tax
revenues of the centre, states and union territories have recorded
a fairly impressive performance, The percentege increase in tax
rewehues has been substantially highe;' thaa the growth in
national income, The proportion of national income which the
central government and the various state and union texritory
govermments have been able [or have thought fit) to divert to
the public sector through taxation, has moved up from T.1 pex
cent in 1950-51 to 10,2 per cent in 1960-61, 13.9 per cent in
1970-71, 18,8 per cent in 1980-81 and 21.4 per cent in 1982~83,
This is a fairly impressive achievement, Further, India's
performance on the tax front comperes favourably with other

countries: While per capita income-wise India ranks 67th (emong
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84 countries for which relevant data are available), in tems
of tax revenue as per cent of national income, the country ranks

57th,

The increase in tax revenue that has taken place over
the last three decades, is not evenly distributed over the
various taxes, Indeed, 2 careful look at the‘ relevant daté
shows that a change amounting almost to & revolution has taken
place in the proportions borne by the different taxcs to the
total tax revenues, Thus, income tax which contributed 21.37
per cent to the total tax revenues at the commencement of
economic planning in India, now contributes only about seven
per cent, Similarly, land revenue which contributed B.23 pex

cent in 1950-51, now contribuies less than one per cent.

On the ot_her hand, revenues from central excise dutly
and sales tax have grown from only é.bout one-fifth in 1950-51
to well over one-half now. This has been possible partly 28 a
result of growth in production and consumption in the country,
and partly as a result of deliberate policy efforts to make
central excise duty and sales taX increasingly more intensive

and moxe extensive,

DISTRIBUTION OF TAX BURDEN

Many attempts have been made over the last three

decades or so to estimate the distribution of tax burden in
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Tndia. The first attempt was made by the Taxation Bhquiry domnu‘.—
ssion which was appointed by the Government of India in 1953
urdor the ohairmenship of John Matthai.' The Commission, which
confined its analysis to formal incidence of taxes, selected
income and yesidence (by rural and urban areas) as the main
bases of its analysis, As data on jincome distribution were not
available, the Commission used the househ-old consumer expenditure
dats collected during the fourth round of the National Sample
Survey (NSS), This was done on the assumption that expenditure

approximately equalled income .2

The N3S data used by the Commission were collected
during the period April-October 1952 and,” therefore, pertained
to the fiscal year 1952-55., They wexe, however, assumed to hold
good for the fiscal year 195354, the year for which the
Commission analysed the incidence of taxation., The taXes
covered by the snalysis were: centyal ex¢ise, import duties,

opium excise, liquor excise, general sales tax, sales tax on

1(}ove:c':nment of India, Ministry of Finance, Department of Beonomic

Affairs: Beport of the Taxation Bnquiry Commission 195354,
Vol, I (Deihi, Manager of Publications, 1955), pp. 45-84.

2Tlr1e Commission was aware of the 1imitations of this assumption
but as no better data were available and as considerations of
time and cost stood in its way of undertaking a comprehensive
family budget inguiry designed specially for the purposes of
a study of tax incidence, it was left with no alternative
but to use the best of the data already available.
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motor spirit, entertaimment tax, inter—-state transit duties,

sugarcane cess, and motor vehicles tax,

The analysis of tax incidence for 1953-54 by the
Moxation Enquizy Commission has been followed by two attempts
by the Ministzy of Finance, Government of India, These attempts
have analysed incidence of indirect taxes for the fiscal years
1958--59‘I and 1963—64.2 The concepts, coverage, assumptions and
method of analysis were more ﬁr less the same as in the 1953-54
study by the Taxation Enquiry Commission, excepting one
difference which may be noted. Unlike the 1953~54 study,
these studies have taken consumer expenditure, and not income,
as the base of their analyses and have, therefore, refrained
from making the assumption of approximate equality between income

and consumer expenditure,

Nearly seven years after the 1963-64 study was completed,
the Government of India appointed, under the chaimmanship of
L K Jha, the Indirect Paxation Bnquiry Committee to determine,

among other things, the distribution of the burden of indirect

1Gove:mment of India, Ministry of Finance, Department of Beonomic
Affairs, BEconomic Division: Incidence of Indirect Taxation,

1958-59 (New Delhi, 1961),

2Gove:mment of India, Ministry of Finance, Department of Beonomic
Affairs, Beonomic Division: Incidence of Indirect Taxation,

1963-64 (¥ew Delhi, 1969) .
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taxes levied by the centre and the states among the different
expenditure groups in rural and urban areas. The Committee
cntrusted this study to the National Tnstitute of Public Finance
and Policy, New Dclhi, The Institute accordingly undertook a
study which covered import duties, central excise duties, sales
toxes, statc excise on liquor, tax on passenger and goods,
motor vehicles tax, entertainment tax, electricity duty and

other taxes and duties, The study relates to 1973—74.1

The calculations cerried out for 1973-T4 for the Jha
Committee have been extended to 1979-80 in a study undertaken
by Bhtisham Abmad and Nicholas Stem.? Whet Ahmad a.mli Stemm
have done is that they have calculated the ei‘fectivé indirect
tax rates on different commodities -nd have used these rates
for calculating the proportion cof tax in consSumer expenditure

for each household group.

In addition, a number of atiempts have been mede to
estimete the distribution of tax buxden in some individual states.

The first such attempt was made by the Orissa Taxation Enquiry

1Governmen‘b of India, Ministry of Finance, Department of Revenue:'

Report of the Indirect Taxation Bnouixy Committee, Part II
Tew Delhi, 1978), PP. 87-116.

2Eilrn::i.sl".tam Atmad and Nicholas Stern: Effective Taxes and Tax
Reform in India, Discussion Paper Number 25 zCoventxy,
England, University of Warwick, Development Economics Research
Centre, 1983).




15.

Committee which was set up by the Government of Orissa in 1959
umder the chairmanship of P S Lokanathan,’ The Committee estimated
the burden of taxes, both direct and indirect, on different
income/consumption expenditure groups in the rural and urban
areas, A state-wide family budget enquiry was conducted during
February-April 1960 with o view to gather information for
analysing the buxden of taxation, The reference period was taken
as one month for most of the items of consumption and a year

for a few of them, Thus, date relating to cbngumption of

cercals, milk and milk products, other food items, fuel and

light, intoxicants, toilet and sundry goods were collected for

a period of one month preceding the date of the survey, while

for those relating to consumption of clothing, etc., miscellaneous
goods and services, durable and semi-durable goods, the reference

period was one year,

The dircet taxes covered by the study weres: land
revenue, income tax, motor vehicles tax, radio license, cycle
license, and other municipal, local rates and taxes, As regards
indirect taxes, those which the Committce was able to cover in
its study of tax incidence were: central excise duty on mill-
made cotton clothing, sugar, tobacco, kerosene, matches, tea,

coffee, leathcr footwear, cycles, and motor spirit; tax on

1Govemnent of Orissa, Finance Department: Oxissa Taxation
BEnquiry Committee Report (1961) , chapter IV,
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railway fares; state sales tax orn 50 items; purchase tax; state

excise duty; entertairment tax; and motor vehiclcs tax.

The second attempt to estimate the distribution of tax
burden at the state level in India was made by the Uttar Pradesh
Toxation Bnquiry Committec which was set up by the Government of
Uttar Pradesh in 1968 under the chaimanship of J D Shuk1a.1
The Committee, which selected household consumption expenditure
and residence (by rural and urban areas) as the main bases of
its analysis, confined its work on the distribution of tax burden
to only the indirect taxcs levied by the CGovernment of Uttax
Pradesh, The data on houschold consumption expenditure used by
the Committee were those which were collected by the Directorate
of Boonomics and Statistics, Uttar Pradesh, in collaboration with
the Central Statistical Organisation of the Goverment of India,
The data related to the period July 1965 to June 1966, but were
assumed to hold good for the fiscal ycax 196566, the year for
which the Commitiee analysed the distribution of tax burden,

The taxes covered by the analysis werc: Sa.ies tax, purchase taX
on sugar cane, state excise duty, entertainment and betting tax,
motor vehicle tax, sales tax on moitor spirits, passengers and
goods tax, and electricity duty. These taxes accounted for

63.94 per cent of the total taxcs, emounting to Rs, 952.1 million,

roised by the Government of Uttar Predesh in 196566,

1Government of Uttar Pradeshs Uttar Pradesh Taxation Bnqui
Commi ttee Report 1966-60 {Lucknow, 1969, chapter III,
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The analysis of tax burden distribution for 1965-66 by
the Shukla Committee has been followed by an analysis by the
Taxation Bnouiry Committee which was set up by the Goverrment of
Uttar Pradesh in 1974 under the chairmenship of D T Lekdewala,
3ince it was not possible for the Committee to collect the income
distribution data through a special large scale sample survey
owing ;co Limitations of time, it too had no =liexnative but to
fall back upcn the household consumption cxpenditure data so as
gt a bq:oaﬁ. idea of the incidence of State indirect taxation
in Uttar Pradesh, The latest daia on household conswuption
expenditure which could be made aveilable to the Commdttee related
to the period July 1969 - June 1970 and the same were assumed %o
hold good for the fiseal year 1969-T0 ~ the year for which the
Committee analysed the disitribution of tax burden. The taxes
covered by the Committee in its annlysis were: general soles tax,
motor vehicles tax,f passenger and goods tax, sales tax on motor
spirit, electricity duty, entertairment and betting tax, purchase
tax on sugarcsne, and state excise duties, These taxes accounted
for 73.61 per cent of the totzl taxes, amounting to Rs, 1,412.8

million, raised by the Govermment of Uttar Pradesh in 1969-70.

1Govemnent of Uttaxr Pradesh, Finance Department: Uitax Pradesh
Taxation Bnguiry Committee Report 1974 (lucknow, 1975),
chapter IiX, '
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The next study relates tc Guje.ra‘b.1 Undertaken by the
National Council of Applied Bconomic Research, New Delhi, at the
instance of the Govermmert of Gujara ,7 it estimnted the ta=x burden
by different income/expenditure groups. & specially designed
sample survey was carried out to collect certoin data., The suzrvey
related to the year 1967-68 and, as desired by the Government of

Gujorst, was confined to the urban sector.

The taxes covered by the stud& were: income tax, union
excise dutics, sales tex {including sales tex on motor spirit),
motoxr venicles tax, tax on passengers carried by road, entertain-
ment tax, electzicity duty cnd cducation cess, The study did
not teke into accougt the burden resulting from taxes on non-
final consumption goods like r=w materisls, fuel, intermediate

goods, and plant ond mechinery,

The study of tax burden distrihutioﬁ in Gujsrat done by
the National Council of Applied Eccnomic Research has becn
followed by a study done at the instence of the Gujarat Toxetion
BEnquiry Commission which was set up by the Government of Gujarat

in 1978 under the chairmanship of Raja J, Chelliah.2 The Burean

1Nationa1 Council of Applied Economic Reseaxch: Incidence of
taxation in Gujarst (New Delhi, 1970), 116 pp.

Government of Gujerat: Report of the Gujarat Taxation Enquiry
Commission {Gendhinagar, 1980), pp. 1320,
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of Beonomics and Statistics, Goverment of Gujarat specially
tobulsted for the study the consumption expenditure data for the
state collected during the thirty-second round (1977-78) of the
National Sample Survey. ‘To obtain a picture of the distribution
of income among households in the state, the consumption ;astimates
.for the different expenditure groups derived from the NS5 data
were combined with the infcrmation availeble in a atudy on
savings, The taxes covered by the study ares land revenue,
profession tox, conversion tax, stamp duty and registration fees,
general sales tax, sales tax on motor spirit, motor vehicles taX,
passengers and gopds tax, electricity duty, entertainment taX

and state excise ‘d.ut.ies. The study has taken into account nct
only the burden x;asulting from indirect taxes falling on i:ina,l
consuner goods, but also that resulting from taxes on intermediate

consumption goods and capital goods .

The next study relates to Karnateka (fommerly Mysore) .
Tt was done by the National Council of Applied Economic Research,
New ])elh:i..1 Sponsored by the then Government of Mysoxe, thé study
relsted the tax burden to household income and expenditure and
estimated the pa,ttern of its distribution among different income
and expenditure groups, both in the urben and in the rural

goctors, As in the case of the Gujerat (1967-68) study, a

1Nationa1 Council of Applied Economic Research: Incidence of
taxation in Mysore State (New Delhi, 1972), 57 pp»
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specially designed sample survey Was carried out to collect the

nacessary data.

The study relates to the ycar 1968-69. The taxes which
were covered by the study are: income taX, central excisc duties,
land revenue, sales tax (including saies tax on motor sPirif),
state excise, motor vehicles tax, taX on passengers carried by

road, entertaimment tax and electricity duty.

4 study has also been made to estimate the distribution
of tax burden on people belonging to different economic classes
in West Benga.l.1 The study relates to the year 1964-65 ond is
based on the house}'lold consumption expenditure data collected
during the nineteenth round (July 1964 - June 1965) of the
National Sample Survey. The taxes covercd by the stud.& are!
centrel excise duty; import duty; state excise duty on alcohols
and intoxicants; toxes, fees, fines, cic. on vehicless general
sales tax; sales tax on ‘motor spirit; amusement tax; duty on

consumption of electricity; and tax on entry of goods,

Another study which has been made 1o estimate the

distribution of tax burden at the state level relates to Rajasthan.2

1Banomali Dey: "Impact of indirect taxes on distribution of
consumer expenditurc", in Beonomic ond Political Weckly,
(Bomboy, Samecksha Trust), Beptember 7, 1974, ppe 1543-1552.

2‘3hyam Nath: Incidence of important central and state taxes in
Rajasthan, a thesis submitted to the University of Rajasthan
Tor the degree of doctor of philesophy (Jaipur, 1976), 293 pp.
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The study relates to. 1961=62 and 1973~74 and is based on the
household consumpticn expenditure data collected during the
seventeenth round (September 1961 ~ July 1962) and twenty-eighth
round (October 1973 ~ June 1974) of the National Sample Survey.
The taxes covered by the situdy for the purpose of estimating

the distribution of tox burden amerng different rural and urbean
consumption expenditure groups are: central excise duties, import
duties, sszles téx, state excise duties, mobtor vehicles tax,

tax on passengers and goods, entevrtaimment tax and electricit;;

auty .

There have been a pumber of situdies in additican to the
ones surveyed by us.1 The objective of many of these studies has
been $o obtain a quantitative baosis for examining equity in
taxation 25 between the rural and the ulba.p or the a.gricultui‘al

and the non-agricultural sectors .2 One study has analysed the

1Seu, for example, Ved P. Gondhi: Tax Burden on Indian Agriculburc
{Cambridge, Massachusetts, The Law School of Hervard University,
1965), chapter 5; M.H. Gopals Wealth Tax in Indias JIts Burden and
Inpact (New Delhi, Economic and Scientific Research Foundation,
19705 s PPa 23-35; Anupam Gupta: "Income Distribution, Tax Yield
and Progression in Income Taxation", Beoneomic and Political Weekly,
Veol, 7, no. 42, October 14, 1972, pp. 2111-2118; H.F, Lydall and
M, Llmed: "in Bxercise in Forseasting Consumer Jemand and TaXation
Yields in Indis in 1965~66", Indian Economic Review, August 1961;
Mahesrx T, Pathak and Aran S, Patel, fgricultural Toxetion in
Gujarat (Boubay, Asia Publishing House, 1970), 95 pp; C.H. Hanumantba
Rao: Texation of Agricultural Land ip Andhva Pradesh (Bombay,
4siz Publishing House, 1964); G.5, Sahota: Indizn Tex Structure
and Econgmic Development (Bombay, Asia Publishing House, 1961),
chapter II; and 8,L, Shetty: “An Inter-SBectoral Analysis of
Taxable Ca.pacity and Tax Burden", Indian Journsl of Agricultural
Beonomics, vol, XVI, no. 3, July-September 1971, pp. 216~-246,

2'See, for example, Ved P. Gandhi, op.cit.; and $.L,Shetty, op.cite
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availables data with a view to cbiaoining some idea of the cffective
incildence of progressicn in the income tax m‘tes,1 whereas another
stuly has orplysed the sggregate burden of the income and weplth
taxes at different levels of income from wealth.2 But none of

the stulies attempted so far nss been concerned with the estimstion
of distribution of tax hurden resulting from 2ll the taxes levied
by the central, state and unicon territory goverments in India,

In the remainder of this section, an attempt will be made to fill

this gap.

Coversoc

Our gtudy relates to the year 1975-76. -It covers all
the dircet and indirece taxes levied by the central govermment
and the various state and union territoxry governments in India,
Taxes arc alsgc levied by the thousands of local suthorities in

the cou:m::f:;yr,3

but we moke no atiempt to cover them, This is
laxgely due to the serious pmoblems on the front of data

availability,.

1Anupam Gupta, op. cit,
ZM.H. Gopal, op. cit.

5Taes levied by lecal authorities include octrol duty,
terminal tax, properity tex, etc.
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In 197576, = total sum of Bs« 111,817,5 million was
collected by way of all the direct and indirect taxes levied by
the central, state and union territory governments in India
(Table 2), Among other things, this figure includes (a) taxes
paid by the central, state and unicn territory goverrmments on
goods purchased for consumption and capital fommation, (b) texes
paid by the non-govermment sector on capital goods and raw
matericls for capital goods, and (c) taxes shifted to foreign
importers of Indian goods., Taxes paid by the govermment sec'l:o:lc'1
on goods purchased for consumption or capital formation do not
yesult in = net burden on the people., These taxes should
therefore be cxcluded from the pool of taxes allocable to the
people, [Lccording te the computations made by us, these taxes

amounted 10 Fse 4,185.7 million in 1975~T6.

As regards taxes on capital goods and raw materials fer
capital goods, the position is that these taxes raise the cost
of capitel goods and can only be passed cn to the consumers of
their products through higher depreciation charges. But the
question is: how much on account of these taxes should be included
in the pool of taxes alloczble to the people in 2 yeax? 1f one

gocs through the litcrature, one will come up with three answers

1The government sector here includes only thosc departments
of the ceniral, state and union territory governments whose
services are given free.
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TiBIE 2

DETIIS OF COMBINED 74X FEVENUE OF THE CENIRE,
STLTES /3D UNION TERRITORIES

1975~T6
Toxes Amoun? 'Per cent of
(Rse million) the total
1 . 2 3

1. Corporation tax (including surtax) 8,617.0 7.7
2, Taxes on inceme 12,143.6 10,86
3. Bstate duty 116.,5 0.10
4., Interest tex 583.8 C.52
5. Wealth tax 5373 0.48
6. Gift tax 5141 0.05
7. Stomp duties znd registrotion fees 243444 2.10
8, Lond revenue 2,541 .0 2.09
9, Agricultural income tax 284.8 0.25

1C, Taxes on professions, calling and
employment and urban immoveble property tax 250.4 0,22
11, Import duties ) 13,361.2 11.95
12. Export duties 83%2.8 0.74
13, Centrsl excise duties 38,447.8 34,38
14, Steatc excise duties 45574.8 4,09
15, OSales tax 2G,183%,4 15.05
16, Taxes on vehicles 2,087.5 1.87
17. Entcrtainment tex 1,399.7 1425
18, Taxcs on goods and passengers 1,858,3 1.66
19, Toaxes on electricity 1,118.6 1.00
20, Foreign travel tax 82,3 0,07
21, Other taxes 601.0 0.54
Totol 111,817.3 100.00

Source: Govermment of India, Ministry of Finance, MNew Delhi.
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to this question, First: allocate all the taxcs on capital goods
in the year in which they are collected.1 Second: allocate a sum
equal to the average of last ten years' taxes levied on capi‘bdl
goods.2 And third: allocate only ten pcr cent of the toxes on

3

capital goods collected in a year,

In our view, the second answer mekes much more sense
than the other two answers, Given the fact that indirect taoxes
on capital goods are capitaliscd, it iIs logical to expect that
the market prices of consumer goods produced in a year will be
influenced by indircct taxes peid on capital goods in past years.
Thus, assuming the aversge life of capital goods to be ten years,
the incidence of indirect taxes on final consumer goods can be
tzken as the aversge of last ten years' taxes levied on capital
goods, Using this approach, we figure thet a sum of fs. 13,533

million - the difference between the amount of takes on capital

1See National Council of fpplied Economic Heseaxch (1972), ops Cit.,
pp. 41-42,

2‘.-?»ee Banomali Dey, op. cit., ppe. 1544-45.

%see Government of India, Ministry of Finance {Department of
Revenue), op. ¢it., p. 1135 and Government of Gujar=t, op, cit.,
Pe 17,
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goods (including taxes on raw matcrials for capital goods) levied
in 1975-76 and the overage of texes levied on such gocds during
the lest ten ycars (i.e., from 1965-66 to 1974-75) ~ should be
deducted to arxrive at the effective bﬁrden of taxes on the people

 during the year 1975-T6.

L casc also exists for an adjusiment on account of taxes
whose incidence falls on foreign residents, Although it has been
an accepted principle in India to free export of all in‘temé.l
commodity taxcs so as to improve their competitiveness in inter—
naticnal mexkets, the system which has been evolved for the granit
of drawback of ﬁuties is such that the amount of drawback granted
seldom equals the actual customs and excise duties paid at
guccessive stages of the ma,nu.fa,ctxmé of a given export product,
Further, sales taxes paid are not taken into account in the
 drawback calculationis, The result is that the exporter gets as
drawback only a .part of the actual texes paid. It is at least
partly because of this inadequacy that the Government of India has
hed to introduce schemes of cash assistance or other forms of
incentives to enable exporters to compete in overseas markets,
But the costs involved in operating thesc schemes and incentives
arc not zdjusted against taxes mised. All 'l'z'mt is adjusted is
the amount granted by way of drawbacks which, as stated above,
docs not equal the actual taxes paid, In view of this, a
deduction should be made from the figure of total taxes raiscd,

g0 as to arrive at the effective burden of taxes on the people



25.

during a year. According to our oomputations, the deduction

yelevant to the year 1975-76 amounts %o fs. 2,260 million.

The thrce dcductions which we have discussed above, add
up to a total of [z. 19,978.7 million. This mecans that the
offective burden on the people in India as a result of the taxes
levicd by the central, state and union territoxry governments in
the country, amounted o lse 91,838.6 million (Rse 111,817.3 million
minus fse 19,978.7 million) in 1975-76, Let us now proceed o

analysc the distribution of this burden.

Data Used

We propose to usc data from a number of sources, including
the National Sample Survey Organisation of the Government of India.
The twenty-cighth round of the National Sample Survey (¥sS), carried
cut during thg peric_)d October 1973 - June 1974, is a fairly
comprehensive survey of nhouschold expenditure, We assume that
the consumption patterns which the data collected during this

round reveal, hold good for 1975-—76.1

Tn the NS data used for this study, the estimates of
consumption expenditure have been given by monthly per capita

expenditure classes in rupees, The experditure levels have bech

Yhe meS consumption expenditure data suffer from certain limi-
tetions (see Lnand P, Gupta: Fiscal Policy for Employment
Generation in India, fn IIO-VEP Study (New Delhi, Tata McGraw-
11 Publishine Company Limited, 1977), pp. 41 and 43). While
we fully recognise these limitations, we believe that the NSS
dats can still be used as a basis for drawing a fairly realistic
picture of the distribution of tax burden in India.
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grcuped into 14 classes, separately for rarzl and urban sectors.

These classes are: Rs. 0—13, Rse 1515, Rse 15-18, Bs. 18~21, iise 2124,

fse 24=285 fse 28~34, Fse 34-43, fse 4355, Bse 5575, Rse 75~100, [s4100-150,
fse 150200 and Rs. 200 and zbove, We have regrouped these 14 classes
into seven classcs, namely, Bse O-15, Rse 1528, fise 26-43; Fse 4355,

Rse 5575, Fse 75~100, and fise 100 ard above,

There is a difference between the figure of total
consumption expenditure worked cut on the basis of the NS5 data
and the estimete of consumption expenditure derived from nctional
accounts (prepared by the Central Stotistical Organisation, Gove mment
of India)., The Central Statistical Organisation's (c30ts) figure
is higher - by nearly 12 per cent, We have tzken the S0's figure
for 197576 and have come up with cstimates of consumption
expenditure for cach expenditure group in the rurcl shd urban
sectors on the basis of the proportions revealed by the HS3 data

for 197374,

Incidence assumptions

The incidence assumptions used in this study have been
classified into two variants, Variant A and Variant B. This has
been donc to illustrate the effect of wodifications in the
incidence of corporation tax and export duties. Corporation tax
and export duties have been selected fox illustrating tne effect
of modifications in incidence assumpticns because of the ohgolng

disputes concerning the incidence of these taxes. Interestingly,
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it is not just the public finance experts who arc involvéd_ in the
disputess the goverrments have also entered the field, The
‘Government of Assam, for cxample, has argucd that export duty on
tea is a direct ta.x.1 But for the Government of India, export

duty is an indirect tax.

Veriant 4 treats both corporation tax and export dutics
as direct taxcs and thereforc assumes that their incidence is not
shifted, In contrast, Variant B treats both the taxecs as indirect
taxes and assumes that their incidence is shifted forward in the
form of higher product prices., The treatment of all other taxes

is the same in both Variant & and Variant 3.2

Both the varisnts treat texes on income, estate duty,
wealth tax, land revenue, agricultural income tax, gift tax, taxes

on professions, calling and employment and urban immovable

1In a letter to the Minister of Finance, Government of India, the
Assam Chicf Minister haos demended fs. 280 million to reimburse the
loss in agricultural income tax duc to the imposition (by the
Government of India) of ad hoc export duty on tea in 1977-76.

The demand is based on the reascning thot the Government of India
unilaterally imposed the duty as & result of which the asscssable
profits of the tea companics in Assam went down by about Rse 730
million. It has been claimed that had the export duty not been
imposed, a sum of about Rs, 280 million would have accrued to

the state goverrnment as sgricultural income tax. For a more
detailed report, sce Tho Beonomic Times (New Delhi), August 16,
1978,

2Thus, Variant 4 may bc regarded to represent the set of most

progressive assumptions and Variant B that of least progressive
assumpticns.,
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property tax asr dirvect taxes and therefore assume that théir
incidence is not shifted, Stamp duties and registration fecs

have alsc becn treated as direct taxes, This can be justificd on
the ground that the incidence of these taxes falls mainly on
property owners and is not reflected in the pricing decisions
concerning .con.sumer goocis. As regards import duties, central
excise duties, foreign travel tax, intercst tax‘, state excise
duties, sales tax, taxes on vehicles, taxes on goods and pasSsengeIrs,
entertainment tax, toxes on electricity, etc., both variants

treat them as indirect toxes and therefore assume that their

incidence rests fully on the finzl consumer,

Allocation of taxes

The burden of taxes on income (cther than corporation
tax) has been allocated entirely to the top consumption expenditure
c¢lass in the urben s;ctor. This has been done becouse taxes on
income, being taxes on non—agricultural income, are mostly borne
by the urban population. The people who pay these taxes constitute
a relatively small numerical winovity and belong almost without

any exception to top rungs of the economic ladder.

The burden of estate duty, wealth tax and gift tax hes
also been allocated entirely to the top consumption expenditure
class in the urban sector. Scme may object to this on the
ground that the rural sector also bcars the buxﬂen of these

taxes, We readily concede this point, but what is importent
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to notc is that the contribution of the rural scctor 4o the xevenue
from these taxes has been very small - availeble evidence suggests
thet it did not amount to even five per cent in 12975-76. In view
of this, we do not think it would make much of a difference to our
results if the entirc barden of estate duty, wealth tox and gift
tax is allocated fo the urban sector. This will turn out to be
paxticula.;-ly so if account is taken of tbe fact that the total
yevenue from these taxes (3. 704,9 million) works out to only

0.77 per cent of the taxes allocated in this study.

For stamp duties and registration fees, we have followed
the practice adopted by both the U.P. Taxatlon Bnquixy sznittees.1
Thus, 80 per cent of the receipts from these duties and fees have
been treated as the burden bome by the urban population and the
remaining 20 per cent by the rural population. The entire burden

has been allocated to the top consumptioh expenditure class.

Land revenue has been considered as a burden on the rural

population alone, As regards its distribution among the different

expenditure groups, all that we can do is to txeat it as a

proportional tex .2

I5e¢ Goverment of Uttar Pradesh, Finance Department, op. ¢it.,
Ta 88,

2.& careful rveview of the litcrature suggests that land revenue
is at best a proportional tax, See ibid., p. 107.
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Agricultural incomer tox has also been considered as o
burden on the rural population alone. It has been allocated

entirely to the top consumption expenditure class.

Taxes on professions, calling and employment and urban
immovable property tax have been considered as a burden on the
urben population alonc. The entire collections from these taxes

have been allocated to the top consumption expenditure class.

. We may now deal with the following taXes: import duties,
central excise duties, state excise duties, sales ltaX, taxes on
vehicles, cntertaimment tax, taxes on goods and passengers, tax
on clectricity and other taxes (c.g., newspapers and advertisement
tax, cducation cess, taxes on xaw jute), The incidence of these
taxes Was analysed in the study undertaken for the Jha Committee.
We have relied on the results of this study for allocation of
these texes among differcnt rural and urban consumption cxpenditure

gTOUpS.

Let us now deal with the allocation of interest tax and
foreign travel tax, Interest tex being a burden on bank borrowers,
should be allocated z;cc:o:r:ding to the conswnption pattern of the
goods and services produced by them (bank borrowers), But as
information along the desired lines is not aveileble, the best
Wwe can do is to treat the tax =s an cxcise tax and allocate

its burden accordingly,
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The burden of foreign travel tax has been allocated
entirely tc the top consumption expenditure group in the urban
sector. We recognise the limitation of this approach, in thot a
good part of the travel subject to this tax is by people who travel
on business, institutional or government eXpense. People belonging
to rural arcas (e.g., peopie travelling from Kerala villeges %o
West Asian countrics for employment in those countries) also bear a
part of the burden of this tox. The date required for making
suitable adjustments on these accounts cre nof availsble, But the
point is that even if such deta were available, they would not
have made much differcnce to the results of this study. This is
especially so because the collections on account of foreign travel
tax amounted to a mere 0,09 per cent of the total taxes allocated

in this study.

Finally, we moy address ourselves to the allocation of
corporation tox and export dutics, In Variant A, which treats
these toxes as dircct taxes, their burden has been allocated
entirely to the top consumption expenditure class in the urban
sector, Ae regords Variant B, the question of allocating export
duties does not arise. Since this variant treats export duties
as _iné.i:cect taxes, their incidence has been assumed %0 be shifted
forward in the form of highér prices for the foreign consumcr,
Lllocation of corporation tax, however, is a problem. Data

required for allocating corporation tax, when treated os an



32.

jndirect tax, are not available. Tn an ideal situation, one would
like to allocate its burden according to the consunption pattern
of the output of the corporaie sector. But as infommation along
the ideal lines is not availsble, the best we can do is to txeat

the tex as an excise tax and allocate its burden accordingly.

Qur findings

Table 3 presents the results of this study. One point
emerges clearly from these results, This relates to progression
of tax burdens Toxes in India axe, on the whole, progressive,

with the non~poox bearing a heavier tax burden than the poor do.

Before we proceed further, a word may be said sbout
the limitations of our study. One- limitetion of the study is
that it has measured tax burden in relation to consumption
expenditure, One ca;x axgue that it would have been better if the
study had measured tax burden in relotion to income rather than
consumption exﬁenditure. A11 that we have to say is that while
we readily concede this point, we were not able to rclate taxX
burden to inéome as the required data on income distribution

were not available.

One can say that our study suffers from ancther
limitation in that, for estimating the incidence of taxes such
as central excise duty, sales tax and taxes on goods and

passcngers, it has rclied on the results of the tax incidence
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TABIB 3
T4X BURDEN 4S5 PER CENT OF CONSIMPTION EXPRNDITURS
' 1975-76
Monthly per capita expendi- Rural Urban Rurszl and
ture group (fs.) India India urben combined
1 2 3 4
0~ 15 3077 6.37 5‘88
(4.16) (8.00) (4.33)
15 - 28 4,47 7.27 4476
{(4.92) (8.20) (5.26)
2B - 4‘3 5074 8.43 6018
(6.34) (9.51) (6.85)
| (8.50;  (12.43) (9.28)
35 - T15 8.24 13.32 9.4t
(9.22)  (15.15) (10.,58)
75 - 100 11.93 16,40 13.18
(13,38)  {(18.67) (14.85)
100 and obove 19.66 86,60 45,52
(2.02)  (71.40) (41.09)
All groups 10,12 28.35 17.18
(11.30)  (34.19) (17.02)

Note: TFigures within brackets show the burden cf taxes under

Va.rian‘t B .
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study prepared for the Jha Committee, If the study had not relied
on these msulfs and had instead attemptéd to estimnte the incidence
of the fa,::es in question uwsing data such as thuse revealed in

the study by Almad and Stewm, the rcsulting progression in taxes

would heave heen of a lower order,

We belicve that despite these Limitations our study provides

2 meaningful picture of the distribution of tax burden in India,

- Hi$ THE TAX SYSTEN DONE A GOOD JOB?

.The tax system in India has done a falrly good job, One
Ccan say this because of two thiﬁgs. Firstly, thc tax system has
achieved considerable success in raising rmesources, It is
currently reising over s, 310,000 million a ycar. This is not a
small figure, Bven if one compares its performance on the front
of mobilisation of m;ources with 2 systems of cther countrics,
ohe will find that it is doing very well. And secondly, the fax
system in India is progressive, with the non-poor bearing a

heavier tax burden than the poor do,

But this does not mean that there is nc scope for
improvenent in the performance of the tax system. Indeed, a
carcful examination of the relevent data clearly suggpests that
a lct can be done to, say, improve the progressivity of the tax
system, The obvious Way of achieving this is by raising moxe

resources through direct taxes., We are convinced that if the
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tax system is to be made more 'progmssi\re, direct toxes will have
to improve their performance. We do not believe that direct texation

in India has reached the saturation point.

Those who belicve that direct taXation in India hos
reached the saturation point, should know that the total direct
$ax collections of the centre, statos and vnion territories amount
%o only 3.32 per cent (1,83 per cent wnder Vorlant B) of the
country's national jncome, | and thet quite a larxge number of people
who should be paying direct taxes, dc not pay thgm ot all, & good
'n.zmber of those who do pay these taxes, escapc by paying considerebly
snaller sums than whai they should pay. How can one forget the
results of the voluntary disclosure scheme of 1975 (under which
as many as 255,782 declarations, involving concealed wealth and
income of the order of Fs. 15,533.8 million, wexe made) and those
of the special bearer bonds scheme of 1961 (under which the

Government of Indiz received os much as Bs. 9,639.27 million) .

That direct taxation has not reached the gaturation point
will become clea.xerrif one takes a lock at what is -happening on
the front of estate duty. &s we all know, estate duly is levied
on wealth acquired without effort. It is therefore a better
~ instrument of redistributive policy than, sty income tax
becouse it has much less adverse cffect on incentives, Bastate
duty becomes a still better instrument of redistributive policy

if it is-considered that (a) intergenerational transfer of
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mterial wealth is o major reason for the persistence of wealth
jhequality, snd (b) wealth inequelity is more pronounced than
jncome incquality and is recognised os a principal cavse of the
great disparities of economic coadition in Indian socicty.
Despite all this, estate duty continues to be an unimportant tax
in India's tax system., The collections on account of estate duty
have nlways been very small, For the year 198384, receipis from
this tax ove estimated at just fs, 190 million. 4s 2 proportion -
of total tax receipts, this works out to only 0.06 per cent. In
the lete fifties and early sixties (1955-56 to 1965-66), the
proportion was 0,25 per cent. This state of affairs is due to
leakages at the level of tax policy formulation as also at the

level of tox administration.

What we are trying to say is that much more money can be
raised through dircct taxes than what is being raised now. But
for this %o happen, 2 detemmined effort will have to be made to
plug all the leaksges in airect tax policy formulation and its
administration at beth the central and state and union territory
levels, Experience shéws that many a time these lenkages have
the effect of producing results which are inconsistent with the
requirencnts of equal tax treatment of equals and unequal tex
treatment of unequals, Consider, for example, the data
relating to 1nd.1v1dmls in Delhi who have been agsessed on an

income of morc than Rse 200,000 during the financial year 1976-—77 .
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The date shoW thaﬁ only 35 individuals were a0 assessed, (0f these
35 individuals, nine are foreigners, working for organize:.tions
Live the Ford Foundation.)! This is incredible 2 Clearly, o
large number of rich indiirid.ua‘.!.s heve managed their affairs in
such a manner that their texable incomes do not . add up to much,
It also Seems that many have simply resorted to under-reporting
or non~reporting of their incomes., what is more, while certain
higfr—saiaﬁed individuals have been assessed on all the income
they made, meny individuals meking equivalent income from sources
oth.er' than salayy have escaped the income tox net by paying much
jess than what they should psy. Indeed, the income tax payable
by the Delhi's sﬁpex—rich worke out to be less than that payable

by the not-so-rich!

1jor details of these data, see IThe Econonic Times (New Delhi),
Avgust 5, 1978, Data relating to moe recent years are not
available, but there is xeason to believe that the picture has
not changed much since 197677,

211; geems that it is things of this kind which are responsible,

at least partly, for the ocutbursts of people like U3, Congressman
Long, Chairman, Sub-Committee on Foreign Operations of the

House Commitice on Appropriations, accusing rich Indians of
evading income tax and thereby evading their respon@ibility for
India's millions living in poverty. Mr. Long is reported to

have claimed that when he was in India, he was told that

Wiheir income tax is five to ten per cent revenue and ninely

per cent corruption,” See The Hinduston Pimes (New Delhi),

April 25, 1983.
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If India's performance on thé front -of direct taxes
is to be improved, at least two things will have {to be done.
Mrst, a since_re effort will have to be mede {0 improve the
mensgement of tax expenditures, And second, much more money Vwil_l
have to be mised from the rural nofr-poor than whati the tai '
system has been sble to raise so far, Sections three and four

discuss these in some detail,

III, MANAGRMBNT OF TAX EXPENDITURES

Tax expenditures have been defined as those provisions
in a tex system that involve d.epai'tures from the nommative stru-
cture of the tax with the infent fo encourage private behaviour
in line with government objectives or to ne,liéve hard.ship-s.-
Essentially,r by reducing nommative tex liabilities, the tex
axpendituxés represert goverrment monetaxy assistance delivered

through the tax system rather than the direct bu;;i.ge:'l'..1

To illustrate, let us consider the provision relating
to investment allowance, Under section %2A of the Indian Income

Tax Act, 1961, a deduction oh account of investment allowance is

11-otfi Maktouf and Stanley S. Surrey: "Tax Expenditure Analysis
and Tax and Budgetary Roform in Less Developed Countries"
(Mimeographed, 1983}, p. 3.
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allowed in the computation of taxsble profits at the rate of 25 per
ceni of the actual cost of (1) new ships or new alrcraft acquired
by taxpzyers engaged in the business of operation bf Ii’ships or
airereft, (ii) new machinery and plant installed for the purposes
of the business of carrying on repairs to ocean-going vessels of
other powered eraft, (iii) new machincry ox plant installed for
the purposes of business of generation or distribution of electri-
city or ary other form of power, (iv) new machinery or plant
installed for the purposes of business of construction, manufacture
| or production of any one or more of the axticles or things
specified in the Bleventh Schedule to the Income Tax Act, and

(v) new machinery or plant installed in a smell scale industrial
wdertaking for the purposes of business of manui‘actv.re ox
production of any articles or things, Where the plant oz
machinery is installed-for the manufacture oy production of an
indigenously developed article or thing, the rate of investment
allowance is 35 per cent, Thus, if a company instals a new
machine costing, say, Is. 1 million for manufacturing gn indigenously
developed article or thing, it will be cntitled to- claim =
deduetion of Rss 350,000 on akcount of investment allowance,

This, using the rate of corporation tax (including surcharge)

currently spplicable to the generality of cases, viz., 57.75

1According t0 a recent (1983} amendment, investment allowance at

the higher (35 per cent) rate is also available in respect of
machinery or plant which would assist in pollu'hwn conbrol ox
protection of enmvironment,
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per cent {55 por cent + 5 per cent thereof), will cnable the

company to reduce its tax liability by Rs. 202,125, In oiher words,
investment allowance nrovides government assistance io the companv.1
But since the zllowance provides goverrment assistance th::éugh |
reduction in tax liability zether than direct cid, it qualifics

for trecatment as a tax expenditure.

The provision relating to investment allowance is V_not '
the only one which gualifies for treatment as tax expenditure; |
One can readily identify nany ctﬁor_;:;bvisions in the Indfauu Tex
Act which are Yspecizl" and represent tax expunditures. Examples
are: house rent allowance (sections 10(134) and 80GG); excmption
in respect of income fro:ﬁ interest on capital investment bonds
(section 10(1 5)(iib); exemption of income from newly estsblished
industrial undertakings in free trade Zones (éectioﬁ 108) 3
edditional depreciation allowance (section 32(4)(iia)s deduction
in respect of capital expenditure on scientific research (section
35(2)(ia); weighteddeduction in respect of donation for scientific
research undexteken under sn appxovéd programme (section 35(24):
weighted deduction in xespect of any expenditure incurred by an
assessce on scientific research undertaken under an approved

progremme (section 35(2B){a); agricultural development slliowance

Mnvestuent allowance is in addition to the nommal depreciation
allowences and is not taken into account for detemiaing the
writien down vzlve of the plant and machinery to which it
epplies, Hence the allowance acts as a bonus or specilal
allowance over and above the nomal recoupment of the cost of
plant and machinexy through deprecistion allowances,
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(section 35C); rural develorment allowance (section 35(C); deduction
in respect of ;gemnent to associations and institutions for
carrying out progremmes of conservation of naturel resources
~(section 35GCB); deduction in respect of Life insurance premia, .
contributions to provident fund, ete, (seoti_on 80C) 5 deduction
in respect of investment in equity shares oli‘ rew industrial
companies and public housing finonce comperiies (section 80CC);
deduction in res;;ecf. of medical treatment of handicepped dependa-
nts (section 80D); d.eductionfxgsl)ect of donations for charitahle
purposes (section 80G); deducﬁion in respect of any sum pald by
a taxpayer to the National Fund for Rural Development (section
80GGA) ; deduction in respeet of profits and gains from newly
established industrisl undertaking or hotel business in backward
areas (secﬁion 80HH)3 deduction in respect of profite and gains:
i‘mm newly established sme.ll scale industrial undertakings in
certain arcas (section 8CHHA); deduction in respect of profits
and gains from projects outside India (section SCHHB)j; tax
concession basad oa export tumover (section BOHHC); deduction
(tax holiday) in respect of profits and guins from new

industrizl undertekings, cte., (sections gor!

and B0J)3
- deduction in respect of profits and gains from business of

livestock breeding, poultry and dé;z:,r faming (section 80JJ)3

YSection 801, =5 it stands now, deals with tax holiday benefit
to new industrial undertakings, ete, Barlier, it dealt with
gpecial tax benefit available in respect of profits of
companics from priority industries,



deduction in respeet of interest on certoin securitics, dividends,
etc, (section 891.)-; deduction in respect of inter—corporate dividends
(scction 8CM); deduction in respect of dividends mqeived. Irom
certain foreign companics (secticn 80N} deduction in respect of
royalty, comissicn, feez, ete, fxom forelisn enterprises {scetion
80~0)s deduction in respect of remuncration from certzin Foreigm
gources in the case of professsrs, beachers and research workers
(section 80R); deduction in xespect of professional income fxom
foreign sources in certain cases (section 8CER); deduction in
respect ¢f remuneration received for services rendered outside India
(section BORRA)3 deduction im the case of totally blind or physically
handicapped resident persons (section €0U); and special provisions
relating tc taxation of income from certain specified assets in

the case of- non-resident Indinn citizens and foreign nationnls of

Indian origin (section 115C),

It is not Jjust the Incomc Tex Act which includes provisions
tl’xc;a.t result in tax expenditures. Other direct tax laws also include
such provisions, Indcezd, if one takes o careful lock at the
provisions in the various dircct tax laws, one would find that the

Indian tax sysiem is honeycombed with tax exrenditures.

Tax cxpenditures have become so popular thot practically
all governmernt committeces set up to lock into specific problems
of public policy hove come up with recommendations for intro-~

duction, extension, enlaorsencnt or maintenance of tax expenditures.
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Thus, the Tagk Foree on Marine Pruducts I_ndustry; set up by the
Gov:ennnent. of India in April 198%, is reported to have recommended -
the grant o£ tax holiday benefits to fishing vessels: The Task
Force has also recommended raising of investment allowance entitle~
ment from 25 per cent to 40 per cent, These special incentives,

1 The

the Task Force believes, will promote deep~sea fishing,
Committee on Free Trade Zones, which submitted its fimal report to
the Government of India recently, feels that tax holiday of five
years offered to fyee trade zone enterprises in the 1981-82 budget
is inadequaste, This, according to the Committee, should be
extended to ten years and even after that further concession should
be granted on a case by case basis .2 The Planning Commission’s
Study Group on Pinancing of the Private Corporate Sector has
reoomn-lendJa'd that a deduction by way of advance investment allowance
should be pemitied in~the computétion of taxsble profits fox
amounts deposited with the Industrial Development Bank of India

i_:o assist comlianies to accamulate funds for undertaking new
investment at the appropriate time and in a phased manner, The
Group is of the view that investmeny equities should alse be Jfin

encouraged, It has, therefore, rccommended that the deduction

1For a presg report on the rvcommendations of the Task Force,
sec The Hindustan Times (New Delhi), September 15, 1982,

'2For a press report on the report of the Committec, see The
Hindustan Times (New Delhi), September 25, 1982, pp. 1 and 8.



available under section B0L of the Income Tax Act should be

thrown wpen to dividend income on the same footing as interest

on bank deposits and income from units issued by the -‘.Unit Trust

éf India. In addition, the Group has recommended that a deduction
of 15 per cent should be allowed from .dividgand. income in excess

of the amount exempted under section 8CL. Certain other recommenda~
tions to encourage investment in equities have glse been made,
such as lowering of the rate of deduction of tax at source from

dividend on equities .1

When people look for financial support for any .public
cause, they generally end up with pleas for government support
through the tax system, Let me give one recent example, There
is an ozgan_iSation calied Dardionu Ratet Fund which provides
medicines, fruits, and other requirements to poor pa.tienfs fme
of cost, The Fund recently orgenised a funciion which wes at'bend.ed.,
among | | others, by Mr, Pransb Mukherjee, Finance Minister,
Government of India,,r and Mr, P N Bhag#;ati, Justice, dupreme Court
of India, Speaking at the function, Mr, Justice Bhagwall is
reporied to have urged the Finance Minister to help the Fund in
scouring recoghnition for it so that the donations received by it

are exempted from ta .2 One wonders why Mr. Justice Bhagwati

1For a press report on the recommendations of the Study Group,
sece The Hindustan Times (New Delhi), May 21, 1983, pp. 1 amd 7,

2$ee Tne Times of India (Ahmedsbad), September 26, 1982, p. 3.
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urged the Finance Minister to provide governmental financial support

through the tax system rather then through direct government aid,

Then, there are organisations like the Fed.exation of
Indian Chambers of Commerce and Industyy, the Associzted Chambers
of Cormerce- and Indwstry, the 15unjab, Haryana and Delhi Chamber
of Commerce and Industry, the Indian Merchants' Charber, %the
Gujarat Chamber of Commerce and Indusiry, and the Indian Chambex
of Commerce which arc alwaye ready with proposals for introduction,
extension, enlargement, or maintenance of tax expenditures and
keep on lobbying for them, The Federation of Indian Gtﬁm‘bers of
Commerce ‘a.-nd Industry, for example; is lobbying these days for
(a) raising investment allowance entitlement from 25 per cent to
15 per cent for those industrial entcrprises that go in for
modernisation; (b) introduction of a provision allowing a deduction
in respect of profits “set apart for replacement of plant and
machinery and modernisation; (c) broadening the scope of section
80-0 of the Income Tax Act so that the entire roya=lty, commission,
fee, and similar incomes qualify for 100 per cent deduction
under this section and no part thereof is subjected to tax on
the ground that it relates to the rendering of management and
_ other such incidental services; (4) extension of section 80-0
benefit to non-corporate taXxpayers; (e) extension of section
80~0 benefit to all the partners of a consortium when a consoxrtium
is formed to provide technical know-how to foreign enterprises;

(£) brosdening the scope of section 8 so that one can claim
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deduction in respect of dividend income from invesiments in Jjoint
ventures abroad irrespective of mode of investment; (g) extension
of section 8CN bencfit to non~corperate taxpayers; (h) reising
deduction under scction BORRA from the present level.of 50 per cent
to 100 per cent; (i) raising deduction under section 8OHHB from

the present level of 25 per cent to a higher level; and so vr.m.‘i

The Govermment of India as also the different state
and union territory governments in the country seem to have a soft
cormer for tax expenditures, They generally respond favourably
to demands for introduction, extension, enlangement and maintenance
of tax expenditures. But what about the accounting of these
. expenditures? Do we know how many tax expenditure provisiocns the
verious direct tax laws in India contain and how much governmental

financial assistance is provided through these pmvisionS? '

The Directorate of Inspection (Research, Statistics
and Public Relations) in the Department of Revenue, Ministry of

Finance, Government of India brings out a publication titled

1Sce The Beonomic Times (Bombay), September 8, 1982, p. 4;
Federation of Indian Chambers of Commerce and Industyy,
Woxkshop on Indizn Joint Ventures Abroad and Project Bxport
Beport (New Delhi, 19682), Ppe “o0-28; and 16th All Indig
Conference of Corporate M rs and Tax Bxecutives (22-2
Octobexr, 1982)s Background Paper (New Delhi, 1982), pp. 2=9.




47«

ALl India Income Tox Statistics (AIIT8) which provides, amohg
other things, data on deductions allowed and tax relief granted
under a2 number of provisions in the Income Tax Act.; Table 4
presents these data in respect of assessments completed during
the years 1968-69, 1969-70, 1971-72, 1972-?3s 1974~15, 197576,
1976~77, 1977~78, 1976-79 and 1979-80.1 he data for 15:;70—712

‘and 197374° are not aveilable.

11979—80 is the latest year for which All India Income Tax
Statistics is presently available,

2According %o 3 statement in A1l India Income Tax Statistics
for 1971-72, the compilation of all Tndia income tax statistics
for 1970~71 "has been kept in abeyance."

514 appears that the compilation of all India income tax
statistics for 197374 has also been kept in abeyance.
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ZADIR 4
DEDUGTIONS ALIOVED IN TNCOMS TAX ASSESSIENTS COMPIETED DUEING THE YEARS 1968-69 TO 1979-60

______._....___.___q...q.-.——.——-.-———--.---.—.—r—-u.——-_--—._—._,,_..-n—_—_._....-.—-—

Contributi~ Expenditure Paymenis Educational Danations Profits of Profits of

ons Lo pro~ oOu medical for securing expenses for chari- undertakings companies
Assessment vident fund, treatment retiving abread of t=ble employing from priority
Year life insw- etc, of bencfits children of purposes displaced industrics
' rance, ctc, . handicapned (Scc. BO B} non-citizens (Sec. 80 G) persons (Sec. 80 I)
(Sec, 80 €) dependents (Sec, 80 F) ? Sec. 80 H)
(3ec, 30 D) i
1 2 ) 4 5 6 7 B

1068-69 96,6 6

& 2617 75768 4,891 139 3,210 1717 295

B 80,356 9 1,252 14 1,524 75 T

c 892,231 8,140 3,568 186 1,402 106 T2
1969~70

L 770,775 34350 1,079 506 11,086 1,403 21,047

5 98,362 22 253 164 5,466 "6ey 11,897

e 965,555 3,210 815 708 3,624 412 163
1971~72 - |

& 957,53 1,429 691 579 24,642 11,594 93

B 139,355 "240 170 168 13,249 6,248 ErS s

C 1,045,667 1,220 537 435 4,428 465 395
1972-73

A 1,150,326 7% 354 213 23,591 2,752 66,584

B 142,697 101 121 €9 12,524 1,845 37,7C3

c 1,112,871 €84 184 174 4,198 232 295
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Profits from Dividends  Dividends  Inter-cor  Royalty etc, Dividends  Income of

new industri from new from Indiann porate from compa- from foreign cooperative
al uvnéerta- Iindustrigl companies, dividends nies companies societles
Assessment  yings, ete, undertokings interest from (Sec. 80 M) (Sec, 8C MM (Sc¢e., 80 N) (Sec, 80 P)
Year {(8sc. 80 J) ete. securities, and 80-0)
(8ec, 80 K) bank deposits
etc.
(Sec, 80 L)
9 10 11 12 13 14 15

196869

A 2,006 5,870 1,635 29,246 9,319 194 75451

B 1,119 54595 632 19,738 8,180 84 1,860

¢ 122 1,201 2,746 157 4 5 244
1969~T0 ' ‘

A 19,645 1€,305 324895 84,647 548 889 8,729

B 9,953 10,118 18,629 55,930 338 622 2,451

c 1,584 35460 15,905 381 5 5 675
1971-72 : .

i 65,876 235675 112,394 214,464 14515 3,294 21,986

B 36,033 31,909 49,750 124,848 975 2,081 6,860

c 1,080 49387 42,145 669 10 24 1,435
1972-73 | -

A 164,675 51,480 71,925 239,571 2,423 24102 404244

B 91,115 18,0814 17,986 158,338 1,686 14346 11,706

C 634 3,145 41,248 806 12 7 929
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197475 ' -

A 1,691,502 516 238 237 20,810 728 18,065 48,642 32,198 121,917 143,955 2,049
B 190,557 70 112 98 10,794 243 10,134 27,084 19,274 35,057 97,754 1,153
¢ 1,267,010 407 B84 168 4,247 345 95 704 3,647 60,654 699 9
1975-76 | | |

g 2,066,176 1760 235 405 24,467 1,190 11,589 34,503 23,728 98,895 121,802 384
B 217,732 92 €5 83 12,700 432 6,480 19,923 13,504 22,660 ©0,03%0 226
e 1,150,630 605 9B 149 4,276 267 29 550 3,401 58,694 633 9
1976~T7 - ' ' '

A 2,906,403 528 j92 376 22,756 909 39,345 36,799 24,949 101,328 166,305 03
B 345,624 103 99 137 10,739 184 18,330 20,871 14,108 21,725 108,033 45
C 1,159,563 339 103 162 4,438 278 13 427 2,844 55,374 01 - 2
1977~70 | ' - |
A 3,242,915 1,092 220 272 21,225 2,141 10,974 43,093 24,071 99,357 125,401 538
B 349,740 130 62 54 10,846 1,147 6,127 24,745 12,484 19,063 74,763 363
c 1,204,844 515 70 156 4,066 164 22 400 2,591 56,355 760 3
197579 , )

A 2,333,737 1,038 130 116 24,753 2,599 3,700 65,071 36,360 78,040 72,194 4,231
B 317,024 962 20 30 13,413 1400 2497 37,083 15167 16907  se1er o'a0e
- ¢ 001, 436 532 59 02 3,223 156 1 58 1,900 38,455 490 12
1979-00 R ' : - ' .

A 2,341,299 322 48 O] 27,370 3,065 18,919 258,452 37,950 53,337 04,977 6,040
B 336,651 45 24 30 13,973 2,074 10,745 134,409 22,455 11,613  50.015 3.960
c 023,092 18} 14 30 2,160 95 10 254 1,510 24,660 ? '5o§ 5’99



52.

P - T O — - e eme e wE aer wr a mm el EE b e s W W W A oy A W e e W e o o o omm e e

e e e o e WA M M S GRS e ms mk T tm me PR mm Er mm MY e e A A A mm W oan e e ome e TN mm mm me e wm Bm YN ME e e e e W e

197475 T | ' . - '
A 2,850 206,301 1,239 246 702 37,926 095 8,354 160,702 2,330,170
B 2,005 Oed15 370 74 175 18,614 21 2,732 75,546 493,535
¢ 12 909 163 03 99 2,699 166 2,037 32,691

1975-76 ' - o B
A 553 65,364 2,429 206 345 49,153 1,656 6,369 119,907 2,630,176
B 251 14,415 376 70 03 24,021 M0 1,925 57471 473,759
c 12 1,232 \305 97 65 2,900 300 1,961 13,214

197677 | e , ' o - -
A 933 106,960 4,159 572 46‘6 48,401 1,135 3)856 95:133 34,553,050
B 599 37,601 1,005 153 165 25,007 209 1,373 30,839 695,910
c 4 1,202 237 440 O 2,759 274 1,008 11,090

197775

& 139 100,964 3,415 369 400 35,700 719 2,673 218,603 3,933,337
B 84 31,918 942 102 53 17,500 143 ©819 111,321 662,007
c 2 1,093 176 46 T 1,997 176 1,023 9,676 '

1975~79 _ ‘

4 565 72,036 1,637 342 J00 30,433 600 1,976 119,169 2,049,593
B 322 21,933 534 93 390 12,071 162 621 474959 540,633
c 15 075 186 53 58 1,474 157 937 10,937 .

1579-90 ' S ‘
A 2,295  32,40€ 444 296 66 17,756 547 1,515 132,191 3,021,000
B 1,330 9,940 195 56 12 8,400 131 264 70,897 670,109
¢ 7 635 3 30 24 048 130 644 5,257 -

w wmt EE e e Ee W e wm wm pm e e M M W DA M SR e e e R md PR mm mw ms e Sm T am AR e me M= oy tm MR em we AT e ST as e em ome S

At Amount of deductions allowed (in thousands of rupees)
B: Tax velief (in thousands of rupees)
C: Number of asscssments in which the deduction in question was allowed.

Sourcet Sece text,
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Aécording to these data, the income tax relief allowed
on account of various deductions ranged between Rs. 280.64 million
in 1968-69 and fse $95,91 million in 1976~77, and amcunted to
Rse 678,19 million in 1979~80. &s a percentage of revenue from
income tax, it ranged between 2.25 per cent in 1978~T79 ard 5.79
per cent in 1971~72, and stood at 2.48 per cent in 1979-80. In
other words, according to the ATITS data, the tax relief which
the Govermment of India pmvides-through various income taX

deductions does not amount to much.

This is incredible, A4 careful examination reveals that
the ATITS data suffer from two major limitations, Firstly, these
data do not cover all special deductions availsble under the
various provisions of the Income Tax Act. Take, for example, the
deductions on account of development rebate and investment
allowance. The development rebate, which was in operation from

4pril 1, 1955 to May 31, 1974,.I has been of considersble assistance
to Indian industry, A4n exercise wndertaken in 1971 by the Ministxy
of Finance showed that devclopment rebate resulted in a tax relief
to industxy of s 70O million in 1970~71 and that the figure might

go up to Rse 850 million in 1973~74.2 Unfortunately, the ATITS

11 certain cases the development rebate was allowed if plant
and machinery was installed before June 1, 1975. For ships,
the rebate was available up to the end of 1976.

2See the reply of the Finance Minister, Government of India, to
the debate in the Rajya Sabha on the Finance (¥o,2) Bill, 1974,
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data do not cover deductions allowed on account of development

ebate.

The ?rovision relating to investment ;-3.110wance' was
introduced in 1976. As things stand, investment é.lloWance is a
major tax concession in India, According to an cstimate made by
an expert committee of economists and tax adrministrators appointed
by the Government of,I‘ndia_, the total deduction on account of
jnvestment allowance amounted to Rse 3,000 million in 197980,
involving & tax relicf of about R 1,750 million.! Unfortunately,

the ATTTS data on deductions do not cover even investment

allowance.,

Secondly, even the data on deductions which the ATTTS
covers,‘ do not appear to be complete., Take, for instance, the
ATITS data on deductions allowed under sections 60J (tax holiday),
GOMM, and GO-O (royalties etc. from companies) of the Income TaX
Act, According to these data, section 00J deductions amownting
to Rge 34459 million and Rse 36.00 million, involving tax reliefs
of Rse 19,92 million and Rse 20,07 million, were allowed in assess—
ments completed durxing 1975-T6 and 1976-T7, respectively. These
figures are not complete, The ®hcle issue Was gtudied in detail

by the Expert Commitiee on Tax Measures 4o Promote Employment.

1Gove:mment of India, Ministry of Finance, Department of Revenue,

Revort of the BExpert Committee on TPax Measures to Promote
Boployment ZNew Delhi, 19805, p. 1.
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' According to the data which the Committee was able to get from

the Income Tax Department, the deductions allowed to the corporate
asscasecs under section 0OJ amounted to Bse 323 mil\l.lion and Rse 336.4
million in 1975~76 and 1976-T7, respectively. This resulted in a
tax relief of Rs. 155.2 million in 197576 and fse 103 million in
1976~T7. Allowing for the fact that these figures relate to
coxporate assessees only, the total tax relief allowed wunder
section COJ hes been put by the Committee at s, 200 million in
197677, Thus, if one compares the AILTS figure for tax relief
through section 0OJ with that reported by the Expert Committee on .
Tax Measures 1o P.romote Bmployment, one finds the latter to be 9.5C
times the foxmer. This is not a happy state of affairs, especially
in view of the fact that the source of data in both cases is the

seme, viz, the Income Tex Department;

As regards ;ata on deductions allowed under sections OCMM
and 00-0, the state of affairs does nol appear to be any better,
Scotions OOMM and 80-0 have been on the statute book since April 1,
1970 and Apxril 1, 1968 respectively. Lecording to the AIIT3, the
total number of assessments in which deductions under these sections
wore allowed during 1960-69, 1969~T0, 19T1-72, 1972=T3, 197415,
1975~76, 1976~T1, 197770, 1970-79, snd 1979-00 is T5. But
according to the information ﬁunished by the Finance Secretary,

Goverrment of India, during the course of & recent (1901) evidence

Tpid, pp. 31-32.
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before the Public Accownts Commiitee, the number of cases dealt
with under section 00-0 alone is 1,103, Similar infomation in

| respect of section OOMM is n::;t availzble, But corisj_dering the fact
tha.t a special cell known as COMM cell has been created for scruti-
nising the agreements received in the Central Boaxd of Direct Taxes
for approval under section GCOMM, the number of cases dealt with
undey this section may be quite high. A.}}. this suggests tiat the
OOMM and 0O-0 assessments — and consequently the deductions allowed
and the tax relief provided under these sections - have been substa

ntially higher than the figures indicated in the ATITS.

One thing emerges clearly from the foregoing discussion:
There is nd prope:r}-yStem of accoxmti.ng of tax expenditure assistance
provided through the route of income tax 'in India. The Directorate
of Inspection does bring out some data -on special d.ed.uc%;iénﬁ available
wnder the Income Tax’Act, but they lack cxedib:i_.l:i.ty. One wonders
why the Directorate keeps on bringing out these data, Is it that
the Directorate is not awere of the serious limitations these data
guffer from? Or is it that the Directorate, though awaze of the
1imitations, has some other purpose in mind? One does not know what
it could be. But one thing is certain: The data which the
Directorate brings out arc used by some a8 evidence to show that

the tax relief which the Government of India provides through the

ok Sebha Secrotariat, Fifty-first Report, Public Accounts
Commi ttee (1900-01) (New Dolhi, 1961), p. 16,
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various income tax deductions does not amount to much, Take, for
example, the Federation of Indian Chambers of Commerce and Industxy.
According to the Federation, the incentive provisions in the Indien

income tax law "do not give significent relief ."1

Tt is not correct to say that the incentive provisions in
the Indian income tax law do not give significant relief., As things
stand, the various incentive provisions in the Indien income ta.ic
law are such that they enable a laxge number of taxpayers to generate
substantial tax savings .2 It is because of the various incentive
provisions that meny companies in India pay little or no income tex

(see Table 5),

One mey now ask: What about the accounting of & tax expendi-
ture assistance pravid.ed'thrdugh the routes of other direct taxes
such as wealth tax, gift ta=x, and estate duty? ' The answex to this
question is quite simples There exists no system of accounting of

tax expenditure essistance provided through such taxes,

Considering the extensive use which policymakers in India
make of the instrmment of tax expenditures, what is needed is proper

menagenent of all tax expenditures, Four points are involved here,

Y5ee Federation of Indian Chambers of Commerce and Industry, ope Cit.,
" P 3.

2Fbr a discussion on how the various incentive provisions in the
Indian income tax law enable companics to generate substantial
tax savings, see Anand P, Gupta, "Management of the Income Tax
Functions Is India a Tax Haven?", Beonomic and Political Yeekly,
Vol., XVI,; Ne, 9, February 20, 1981, pp. M 15-21.
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TABIE 5

TLXATION OF CORPORLTE INCOME TN INDTA: 20 BRAMPIES

e e e e S e B G s e SR e WP Be B S BN e my W M Sy AR TR e o mw e v MR e M e

Ligbility

(Rs, mi~ (Rse mi~  (R9e mi-
1lion) 1lion) 1lion)

A Gy S e e e My dm W e M W um e e W e we e we e Me S Wh mm AR ml ew W TE AR me W e e

1. Tata Engineering and 197980 3176,2 176.2

0
Locomotive 1980~81  243.7 243.7 o
198182  418.8 418,.8 o}
2. Beliance Textile 1980 12,1 1121 0
Industries 1961 197.0 197.C. 0
1982 291 .6 291.6 0
1980~81 68,6 68.6 0
1981=82 80,5 805 0
4. Bombay Dyeing and 1979-80  53.4  53.4 0
Manufacturing 1680~-81 5042 5C.2 0
- 1981-82  30.4 30.4 0
- 5, J.K. Synthetics 1979 97.4 97.4 0
1980 67.0 670 0
1981 120,0 120,40 0
6. Ashok lLeylard 1980 126.5 126.5 0
1982 107.3 107.3 0
7. Ahmedabad Blectricity — 1979-80 21,3 21,3 o)
1980-8% 58,6 5846 0
198182 69,7 9.7 o
8. Anéhra Cement 197980 4ed 4.4 0
1980~81 642 6.2 0



9. Gabrie; India

10, X S B Pumps

11, Kunal Engineering

12, Mahindre Ugine Steel
13. Milkfood

14. Modipon

15, Nagarjuna Steels

16, Punjeb Anami Batteries
17+ Baunaq Internationgl

18, Shree Vallabh Glass

1979-80
1980-81
1981-52

1979
1960
1981

197980
1980-81
1981-82

1979
1980
1981

1979
1980
1961

1979
1980
1961

1976~79
1979-80
1980~81

197580
1980-81
1961~-82

197980
1980~81

198182

1979~-80
1980~81
1981-82

11.3

395

3145
3542
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6.4
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30.1
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19, Steel Tubes of India 1979-80 2.4 2.4 0
198081 38 3.8 0
1981-82 3.1 3.1 0
20, Usha Martin Black 1979 10.7 10.7 ¢
1980 16.3 16,3 0
1981 173 1743 0

Source: Compiled by the author.
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The first is concerned with ldentifying tex expenditures, In order
to identify tax expenditures, one will have to teke a careful look

at the various provisions in a tax law. Not all provisions allowing
exemptions, deductions, etc. constituie tax expenditures. It is

only special prcrvisions in a tex law which constitute tex expendifures.
These special provisions really have nothing to do With the essentials
of a tax, nothing to do with shaping the stmciural framework
necessary to operate a tax, Inastead, they are methods oi‘ snending

1 Take, for example, the provision azllowing a

government funds,
deduction of 20 per cent in respect of profits and gains from newly
established industrisl undertskings or hotel business in.baclcaa.rd.
areas (section COHH of the Income Tax hct, 1961}, This provision is
not essential for operating an income tax, I% is o speclal provision:

Its purpose is simply tc provide goverrmental assistance., It is,

therefore, a tax expenditure,

The second point is concerned with measurement of tex
expenditures, One way of messuring tax expenditures is to figure
out the decrease in tax receipis caused by a tex expenditure
provision. The other way of measuring tax expenditures is to figure
out the amount of spending that would be required to provide an
egual af_ter-t’ax benefit to the taxpeyer. This method makes the

tax expenditure data more comparsble with direct budget outlays,

The thim point is concered with inclusion of the

cotimates of tax expenditures in the budget. Tax expenditures

1Stehley 5. Suxrcy: Pathwoys to Tax Refcamt The Concepk of Tox
endituyes (Cambridee, Massachusctts, Harvard University Press,

1973} v. 32. :



62,

are similar in puzpbse to direct govermment expenditures, Vhat
this implies is that if a government which provides assistanoce
through tex expenditures and presents a budget which does not

inelude estimates of tax expenditures, one will be justified in
treating such budget as an ihcomplete budget. The budget of the
Goverrment of India belongs to this category: The Govermment of
India provides enommous assistance through tax expenditures, and

yet its budget does not include any estimate of these expenditures.

In my view, if a govermment provides assistance through
tax expenditures, its budget must include estimates of these
expenditures, It will be useful if tax expenditure estimates are
grouped together by functional categoxieé used for direct government
expenditures, When including tax expenditures in a budget, one
will have to take into account projected economic factors and any
changes in tax experiditures resuliing from proposals contained in

the budget.

The inclusion of cstimates of tax expenditures by functicnal
categories in the budget will enable one to find out total govermment
expenditure under each of the functional aress.! It will also

enable one to figure out how tax expenditures compare with

certain tax expenditures interact with other tax expenditures

and thus affect their value, This being so, tax expenditure
catimates cannot simply be added together to obtain totals
for functional areas or a grand total. One will, therefore,
heve to make some adjustment for the interaction effects in
order to obtain accurate totala.



direct government expenditures in different functional sxeas. For
some budget functions, tax expenditures may be qu_ite high relative
to direct expenditures, Further, inclusion of estinatés of tax
expenditures in the budget may encourage government to consider

them in budget decisions,

The fourth point is concerned with controlling tax expendi-
tures, There appears to be =z strong case for controlling tax
expend.ituxes.1 A careful look at available evidence shows thalt many
of the tax expenditure provisions are such that they damege the
equity of the tax system, make the tax system more complex, ghlarge
tax a.voidancé possibilities, or add to costs of iaX administration.
Toke, for example, sections 8OMM and 800C of the Income Tax Act,
Séction 80MM, which was put into the Income Tax Act through the
Finance Act, 1969, provides for a deduction of A0 per cent of the
income received by an Indian company by way of royalty, commission,
fee, or any other payment {(not being income chargeable under the
hoad "capital gains") from eny person carrying on 2 business in
India in consideration for (i) the provision of technical know-how
which is likely to assist in the manufacture or processing of goods
or materials, or in the installation or erection of machinery or

plant for suech manufacture or processing, or in the working of a

1%“:aee Amaresh Bagehi, "Efficacy of TaX Incentives: 'Tax Bxpenditure
Analysis' and Its Relevance fox India", Economic and Political
Yeekly, Vol, IX, No. 24, June 15, 1974, Dp. 951-60.
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mine, oil ﬁvell or other source of mineral deposits, or in the search
for, or discovexry or testing of, mineral deposits or the winning of
access to them, or in carrying out any operation relating to
agriculiure, animal husbandry, dairy oxr poultry farming, forestry
or fishing, or {ii) rendering services in connection with the
provision of' guch technical know-how, The aim underlying this
section is to minimise repetitive import of technical knowhow and

encourage Indian companies to develop their technical kmr.-.fnow.1

The benefit undcr section BOMM is subject to the approval
of an agreement for the purpose by the Central Board of Direct
Taxes, Ministry of Finance, Govemment of India. The Board has
jssued detailed guidelines (circular no. 140 dated July 6, 1974)
for approval of agreements under the section, A special cell has
been created for scrutinising agrecments received in the Board for
apﬁroval under the gection, For the facility of scrutiny of
egreements, an applicant is required o fumish certain information
in a proforma prescribed for the purpose, The head of the special
cell scrutinises each of the agreements in the light of the infoxma-
tion received and, if necessary, he may call for further information
or grant a hearing to the applicant. He then puts up a note
containing his recommendation as to the extent to which the

agrecment qualifies for approval, The Board Member In-charge

1‘i’»ee Govermment of India, Bxplanatory Memorandun on the Finance
Bill, 1969 (New Delhi), paragraphs 5556,
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tekes a decision in the light of the note submiited by the head of
the speciel cell and material on record, If necessary, he also

grants a hearing to the applicant.

If tl;me agreement is approved, the Board infomms the
concerned Income Tax Officer (IT0). The ITO, %efore allowing 'bhe-.
benefit under the section to the party, has to familiarise himself
with the section, He must alsc study the cireular issued by the

Board on the subject.

In case the Boaxd refuses approval to the agreement, the
applicant mey take the matter to a court of law, Indeed, thexe are
ceses of companics which have moved the courts in writ petitions
challenging the legelity of the Board's refusal to approve
sgreements under section BOMM, 411 this certainly dame;eé gimplicity

of the tax system apd adds to costs of tax administration,

There is at least one more thing which section 8CMM has
done: It has enlapged tax avoidance possibilities. The scope of
the section is so wide that even with the best of efforts the
benefit under it cannot be limited only to those for whom it was
intended., Detailed information on the working of the section is
not available, but a look at whatever information is availabile
clearly suggests that the section has alsc been wsed by those for
whom it was not intended, Take, for example, the casc of Lurxgi
India Private Limited, The company was incorporated for the

purpese of oblaining consultation and technical knowhow from -
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Lurgl Gesellschoften, Frankfurt., It entered into Hwo agrcenents
with Godrej Soaps Private Limited, an TIndian company, foxr provision
of technical knowhow and technical ser\rices-. " The égmements, hoth
dated May 22, 1972, were s.:ent to the Central Board of Direct Taxes
for approval under section 8. The Board refuscd approval on the
ground thet the technical knowhov} passed on by Lumgi India to Godre]
Soaps a3 also technical services rendered by Lumgi India to Godxed
8oaps were, in fact, donc by Luxgi Gesellschafton, a foreign
company » through Lu:zgi India, an Indden company. Lurgl India filed
a writ petiticn against the Board's orders before the Delhi High
Court, The Court has hcld that there is no bar in section 8QMM for
an Indian company, which claims the benefit under this section, to
obtain technical knowhow and processcs from a foreign compally . The
Court hos quashed the Boord's oxder and directed the Board to

reconsider the application of Luxgi Indis for grant of approval.1

fet us now move on to scction 80CC., This section was put
into the Income Tax Act through the Finance Act, 1978, Under this
section, individuwals, Hindu undivided families, or associations of
persons investing in equity shares forming pert of any eligible
igsue of capital axe entitled %o a deduction in the computation of
taxable income of 50 per cent of the amount invested in such shares.
The aggregate invesiment in a year qualifying for this deduction

is limited to fs. 20,000, TFor the purpose of this section, ngligible

me Judgment of the Court is reported in The Income Tex Reports,
Vol. 121 (1980), pp. 141-42.
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issue of ca,pital"'mea.ns an issue of equity shares which satisfies
the following conditions: (a) the issue is made Dy a public company
formed and registered in Indie with the main object of carrying on
the business of (i) construction, manufacture, or production of any
article or thing, not being an article or thing specified in the
1ist in the Eleventh Schedule, or (ii) providing long—texrm finance
for construction ox purchase of houses in India for residential
purposes; (b) the issue is an issue of capltel made by the company
for the first time; and (c) the shares fomming part of the issue

are offered for subscription to the public,

Two points may be noted here, The first relates to the
jmpact of section 80CC on the equity of the income tax system.
The section provides for a deduction of 50 per cent of the amownt
inirested in eligible equity shares, This means that if én_ind.ividné.l
belonging to the taxable income bracket of over fise 100,000 buys
eligible equity shares of [s. 2,000, the effective cost to him will
be a8 low as Rse 15320 — [se 2,000 minus tex benefit of Rse 675.1 If an
jpdividual belonging to the taxable income bracket of Bse 15,000 -
20,000 also buys eligible equity shares of [s. 2,000, the effective

cost to him will be e 1,719 — fse 2,000 minus tax benefit of fs. 281 2

1’J!hf:a figure of Rs. 675 has been arrived at by applying the marginal

rate of income tax (including surcharge) currently appiiczble to
taxable income in excess of Rse 100,000,

2'1‘he figure of fs. 281 has been arrived at by applying the narginal
rate of income tax (including surcharge) ocurrently applicable to
$axable income exceeding Rse 15,000 but not exceeding 54 20,000.
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In other words, while both individuals invest equal amounts, tax
bencfit to the rich individurl works out 140,21 per cent higher thon
that tc the less well—cff individual, Whot is worse, there is no
provision for any benefit if equity shares are bought by; say, an
industrial worker who does nct belong o the income toxt—peying

fratemity,

The demege which section 80CC does to the equity of the
tax system is thus obvious, There are some other sections (e.z,

sections 80C and 8CL) which are equally damoging.

The second point relates to the Bleventh Schedule to the
Income Tax Act, As indicated above, one can claim bene'fit under
section 80CC if one invests in equity shores issued by a public
company which is engaged in the business of construction, manufacture,
or production of any article or thing, not beins an article or thing
specified in the Eleventh Scherd.ule. When the agetion was introduced,
the Schedule contained 29 'gmups of arficles ox things, The Schedule
was reviewed in 1981, As a result of this review, the followinz 14
groups were removed from the Schedule: broedeast television sets,
rodios (including transistor sets), mdiograms and tope recoxders
(including cesette recorders and tepe decks); electric fanss
ﬁomestic elcctrical applia-nces-; heusehold furniture, utensils,
crockexy ochd cutlery; pressure cookers; vacuum flasks and othsr
‘vacuun vessels; tableware and sanitaxyware; glass and glasswores
chinaware and porcelainwaxe; mosaic tiles and glazed .'tiles;

omanic surface active agents, surface active nreparations end



washiné pmﬁarations whether or not containing sozp; synthetic
detergents: pigments, colours, paints, 'enamels, VaniskEs, blacks
and. cellulose lacquers; and amplifiers or any other apparatus used
for addressing the public, With the removal of these grou'ps, the
Bleventh Schedule now contains 15 groups., These are: beer, wine
and other alcoholic spirits; tobacco and tobacco preparations such
as cigars and cheroots, cigarettes, chewing tobacco and snuff, birdis,
sznokiné mixtures for pipes and cigarettes; cosmeiic and toilet
preparations; tooth paste, dental cream, tooth powder and soaﬁ;
aerated waters in the manufacture of which blended flavouring
_concentratés in any form arc used; confectioncry and chocclates;
gramophones, including record players, and gramophone records;
cinematograph films and projectors; photographic apparstus and goods;
of fice machines and apparatus such as typewriters, calculating
machines, cash registering machines, cheque writing machires,
intercom machines and teleprinters; steel furniture, ﬁhether made
partly or wholly of steel, safes, strong boxes, cash and deed boxes
and strong room doors; latex foam sponge and polyurethane foan;

crown corks', or other fitiings of cork, mibber polyethylene or

any other materia}; and pilfer—proof caps for packaging or othex

fittings of cork, rubber, polyethylene oxr any other material,

It will be seen that while the Bleventh Schedule does
not contain items such as motor cers, airconditioners, mosaic tiles
and glazed tiles, it contains items such as tooth powder, soap,

and typewriters. This means that whereas individuals, Hindu |
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undivided familics, and associations of persons investing in equity
shares issued by public companies engeged in the production of motoi
cars, sirconditioners, mosaic tiles, and glazed tiles are eligible

t0 claim the tax benefit available under section 80CC, those investing
in equity shares of public companies engaged in the production of
tooth powder, soap, end typewriters will be ineligible for the
benefit, There appears to be no justification for such diserimi-

nation,

One can go on giving examples of tax expenditure provisions
which damage the equity of the tax system, make the tax sysiem moxre |
complex, enlaxge tex avoidance possibilities, or add to costs of
taX administration, But the question which arises here is: What is
it that should be done in order to control tax expenditures? This,

in my view, is an important public policy question,

In oxder th;t tax expenditures are effectively controlled,
it will be absoclutely necessaxy to study in detail each of the tax
expenditure provisions. When studying z tax expenditure provision,
one will have to deal with questions such as: How much does this
provision cost? Is the activity benefiting from this provision high
on the national agenda? Is the tax route the better way of assisting
this activity? Once the various tax expenditure provisions have
been studied in this manner, one should be in a position to come

up with o list of provisicns which deserve 1o be eliminated.
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One may ask: What can be expected to happen when things
begin to improve on the front of tax expenditures in India? Firstly,
the tax system will become much less complex, In ny view, it will
be impossible to bring about any meaningful simplificetion in India's
tax sysf.em so long the couﬂtw's policymakers and their advisors |
continue to believe in the proliferstion of tax expenditures, The
point to remember is: If you add to tax expenditures, you add to tex

complexity.

Secondly, pi'0per management of tax expenditures will help
in restoring the confidence of the people in the tax system; The
people seem to believe that the present tax system is wnfair - in
the sensc that while the privileged groups escape the tax net by

pa;}ing 1ittle or no tax, the average person must pay his taxes.

Finally, proper management of tax expenditures will also
help government in mobilising additional resources, The importance
of this for meeting the challenges which the country faces todey

can hardly be overemphasised,

Some people might argue that the Govermment of India is
awarc of the importance of proper mansgement of tax expenditures
and that it has alrcady started doing the needful in the matter,
In support of this, they mey cite the budget of the Government
of India presented by Finence Minister Premab Kumar Mukhorjee on

Februayy 28, 198%, While presenting this budget, the Finance



72.

Minister said: "MOur corpornte tax structure is riddled with a

laxge number of different kinds of deductions, While each deduction
may seem to have g merit, the aggregate effect is jl-.o complica.ﬁe tax
administration, provide opportunitics for misuse and reduce the
growth of revenues, As o step towards rationzlisation of this
structure, I have reviewed the various deductions M after having
said this, the Finance Minister proposed the withdrawal of the
following tax expenditures: export markeis development allowance
(section 35B)3 rural development allowance (section 35CC); deduction
in respect of payment to asscciations and institutions for carrying
out rural development programmes (section 3SCCA) ;3 deduction in
::éspect of profits and geins from business of livestock breeding,

' poultzy and dairy faming (section 80JJ)3 deduction in respect of
profits and gains from business of growing musﬁrooms (section BOJJA);
and deduction in the -ease of an Indian company in respect of royaltles,

etc. received from any concem in India (section BOMM)

The Finance Minister also proposed levy of a minimum tax
on companies making profits but peying no tax at all or only.a
nominal taX. This is what he sald when making this proposals
"Hon'ble Membexs must be aware of the phenomenoh of companies
which are flourishing, but are paying no tax at all, or only a
nominal tax, This is largely due to these companies availing of

the tax incentives and concessions aveileble undex the provisions

1

Government of India: Finance Minister's Speech (P B}, Budget
198%-84 (Februaxy 28, 198%), p. 26.
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of the Income-tax Aet., It has been a matter of concem to us that
under our tax system several highly profitable companies are sble
to reduce their tax lighility to zero even though \they continue to
pey high dividends., It seems reasonable that profitable and pros-—
perous companies should contribute at least a small portion of
their profits to the national exchequer at a time when other and
lesé bettef off sections of society are bearing a burden, I
therefore propose to provide that fiscal incentives and concessions
shall not absorb more than 7O per cent of the profits, This would
secure that companies psy a minimum tax, on at least 30 per cent of

their profits,” 1

Two months later, while moving the Finance Bill for
consideration, the Finance Minister withdrew the proposals to dxop
sections 35CC and 80JJ, He justified the decision regarding section
35CC by saying: "It has been represented that some companies have
been doing useful work in the field of ruxal development and the
proposed withdrewal of rurel development allowance would adversely
affect such activity by the corporate sector, Having regard to
the continued need for the involvement of the corporate sector in
yural development, I propose to continue the existing provision
relating to deduction in respect of expenditure directly incurred

by compenies and co-operative societies on approved programmes of

Ibid., p. 27.



Tdo

rural d.evelt:fpmen'l:,.“1 As regards scetion 80JJ, this is what he salds
e Bill seeks to withdxraw the sPec;La.l deduction allowed in respect
of profits and gains from business of livestock breeding oxr poultry
or daizy farming, The agricultural community engaged in these
activities has pointed out that withdrawal of this concession mey
particularly affect smaller business. As I find merit in this
representation, I have decided to retain the existing concession

for the time heing'."z

It mey be noted that while, on the one hand, the Finance
Minister has withdrawn some tax expenditures, he has introduced, on
the other hand, the following tax expenditures: special provisions
relating to taxation of income from certain specified assets in the
case of non-resident Indian citizens and foreign nationals of Indian
origin (section 115C); tax concession based on export turnover
(section BOHHC); and deduction in respect of any sum paid by a tax-
payex to- the National Fund for Rural Development {section BOGGA) .

In addition, the Finance Minister hes made a number of changes
designed to restrict, extend or enlaxge existing tax expenditures,
Bxemples are: reduction in benefit available under the provision
relating to agricultural development allowance (section 350) 3
extension of investment allowance benefit to new machinexry and plant

installed for the purposes of the business of carxying on repairs

1See The Hindustan Times (New Delhi), April 28, 1983, p. 5.
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to ocean—going vessels or other powered craft (section 324); and
enlaygement of tax benefit in respect of income from specified

financial sssets (section BOL).

What does one make out of all this? Can one say that the
Government of India has really dohe something to improve the manage-
ment of tax expenditures? The Government of Indiaz might be aware
‘of the importance of proper management of tax expenditures but, in
my view, it has not yet made any appreciable effort in this area.
The Government has not even set up the infrastructure required for
proper management of tax expendituxes.- The result is that it
continues to take decisions concerning tax expenditures on the
basis of grossly inadequate, sometimes even irrelevant, d.e;ta.1

This is not a hapny state of affairs.

1‘I'ake, for instance, its proposal to withdraw the provision

relating to mural development allowance (section 35CC). It
announced the proposal without knowing the whole stoxy of

this tex expenditure provision: the amount of dcductions
allowed under this provision; the tax effect of these
deductions; the numbexr of assessments in which deductions
under this provision were allowed; the impact of this provision
on rursl development; detzils of misuse, if any, of this
provisions difficulties experienced by the Income Tax
Department in operating this provision; and so on. '



Iv. TAX BURIEN ON THE RURAL NON-EOOR’

We have prescnted earl.ier in this study gur éstimtes of
tax burden on aifferent consumption expenditure groups in the: rural
"and‘the urban sectors in Indin, Two points emerge from o careful
examination of these estimates., The first point relates to tax
burden on the rural people, They pay toxes at the rete of 10.12
per cent of their consumption expenditure (11,30 per cent under
Variant B) 2 (Considering that the rural people account for nearly
three-fourths of the total consumption exi)enditu:re in the country,
the taoxes paid by them add up to quite a sizeable proﬁortion of the
total taxes peoplc in India pay. According to our calculations,
this proportion works out to nearly 44 per cent (neaxly 50 per cent
under Variant B). The point to note is that the share of the rural
people in the total tax burden is not as low as it is generally

believed to be,

Vhis section draws upon ny "Taxation and Subsidies" in: Indian
Society of ricultural Economicss: Indian Agricultural Development
{forthcoming) .

2As stated earlier, we have classified the incidence assumptions
used for estimating tex burden on different consumption expendi-
ture groups into two variants, Variant A and Varient B, Variant
A treats corporation tax and export duty as direct taxes and,
therefore, assumes that their incidence is not shifted, In
controst, Variant B treats both the taxes as indirect taxes

and assumes that their incidence is shifted forward in the form
of higher product prices., The treatment of all cther taxes

is the same in both Variant A and Variant B.
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-The seéond point relates to cquity in texation as betwecn
the Tural and the wrban sectors.’ The data clearly show that tex
burden on the urban people is much higher than tha\»t on the rural
people. But what is to be noted is that a good port of the rural-
urban disparity in tax burden is due ito the disparity in tax bunden
on the highest consumption experdituxe groups (fs. 100 and sbove) in
the two sectors, One can also sec a disparity in tax burnden on the
lower consumption expenditure groups in the two sectors, but it is
of @ much lower order. It is not due to any formal bias of the tax
system in favour of the lower consumption expenditure groups in the
yural areas and can largely be explained in terms of the rural-
urban differences in the relative shares of cash apd non—cash
expendituxes in total consumption expénditures, with the ratio of
éaéh purchases to total consumption expenditures for the same
expenditure groups being lower in the rural sector than in the urban

secto r.z

The disparity in tax burden in the highest consumption
expenditure groups is such that whereas the tax burden on the
highest consumption expenditure group in the urban sector works

out to be of the order of 86.60 per cent (71,40 pexr cent under

1What holds tzue of equity in taxation =5 between the rural and
urban sectors, by and large also holds true of equity in taxation
os between the agricultural and non~agriculiural sectors,

2As things stand, it is only the cash expenditures which are
gubject to incidence of taxes,



Variant B), that on the highest consumption expenditure group in
the rural sector comes to only 19.68 per cent (22.027 per cent
ander Vaxiant B)., Two factors are responsible for such a disparity
in tex burden., Firstly, the burden of indirect taxes (e.g. central
excise duty, import duty, sales tax) on the highest consumption
expenditure group in the rural sector is apprecisbly lower than
that on the highest consumption expenditure group in the urban
sector, This is a fact which has been clearly brought out in a
nuber of tax incidence studies, including those underieken
comnissioned by the Taxation Bnquiry Commission.“tlﬁ Uni.on

Ministry of Finance,2’ and the Indirect Taxation Enquizy Committee.t
But the point which needs to be noted here is that the relntively
‘low incidence of indirect taxes on the highest consumption

expenditure group in the rural sector is not dve to any fommal

Vgovernment of India, Ministry of Finance: Repoxt of the TaXation

Enguiry Commission 1 , vol, I (Delhi, Manager of Publications,
1955), pp. 66-69. _

2Govemment of India, Ministry of Finance: Incidence of Indirect
Paxation, 1958-59 (New Delhi, 1961), statement II,

' 3Gova::'mnent of India, Ministxy of Finances Incidence of Indixect
Toxgtion, 1963-64 (New Delhi, 1969), table VI,

4eovernment of India, Ministry of Finance: Report of the > Ipdiroct
Maxation Boouiry Gommittee, part II (1978), p. 90.
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b;as of the system of indirect taxation in the country in favour of
this group, 4s things stand, it is laxgely due to differences in
the consumption pattems of the top rural and urban consumption
expenditure groups and the failure of the tex system to adapt itself

to these differences.

And secondly, the burden of direct taxeé con the highex
strata in the agricultural sector is considerably lower than that
on the comparsble strata in the non—agricultural sector, This fact

has also been clearly brought ou.‘l;'.1 ‘

As things stand now, there is no wealth tax on agricultural
property. There used to be a levy of wealth tax on sgricultural
property, but it has been discontinued, The decision to this
effect was announced by the Finance Minister when presenting the
budgets of the Govexgment of India for 198081 and 1982-85, This is
what the Finsnce Ministor said when presenting the budget of the
Government of India for 1980-81: "4t pxesent,' agricultural property
is includéd. in the toexsble wealth for the purposes of the levy of
wealth~tex, " At the time wheﬁ agricultural property was brought within
the tax net, it was hoped that it would be o potent instrument for

mebilising resources from the affluent section of agricultuxists.

1See= Coverrment of India, Ministry of Finance: Report of the
Ommi thee on Tuxation of Agricultural \ealth and Jncome (1972).



But our experience of over the last decade has been moé'b disappointing.
The emount realised as wealth tax on agricultural property has
genexally been less than Rs. 1 crore per annmum, The valuation of
agricultural land has posed difficulties leading to complaints of
haressment, As this tax has clearly failed to achieve its original
objective, I propose to discontinue the levy of wealth-tax on
sgricultursl property except in the case of owners of tea, coffee,
mibber and cardamom plantations. I am sure that this measure will
be widely welcomed by our faimers .“1 And this is what the Finance
Minister said when presenting the budget of the Govermment of India
for 1982-8%: "While the levy of wealth-tax on agricultural property
was discontinued by the Finance (No., 2) Act, 1980, owners of tea,
coffee, rubber and cardamom plantations continue to be chargeable

to wealth~tax, Our experience is that the valuation of ragricultura.l
land forming part of éuch plantations leads to administrative
difficulties, complai;ts of harassment and litigation., The yield
from this levy is also insignificant, I, therefore, propose to

discontinue the levy of wealth~tax on such plantations as well ."2

The Finance Minister has also decided to discontinuve the

levy of estate duty on agricultural land, This is what he said when

Veovernment of Indias Finanoe Minister's S ech Part B et
1980-82 (June 18, 19805, p. 22,

2Government of India: Finance Ministex's Speech (Paxt B), Budget
198283 (February 27, 1982), pp. 29-30.
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presenting the budget of the Government of India for 198%84: "Our
experience is that the valuation of sericultural land leads to
administrative difﬁculties and litigation. The yield from this

levy has also not been significant over the past several years,
Moreover, after the zbolition of wealth-tax on agricultural land,
including plantations, there is little pi‘actical justification forx
continuing the levy of estate duty on agricultural land, I, Ltherefore,

propose to remove the lewy of estate duty on agricultural 1::1,114;1.“‘l

This does not mean that now there is no tax on agriéul-
tural property. The tax system includes a tax, called land revenue,
which is levisble by the states and union territories., But in terms
of collections, land revenue is a wesk tax (Table 6)3 in tems of

incidence, it is "at best a proportional ta.x.“2

The agricultural sector also bears the incidence of stamp
duties and registration fees, The revenue from these taxes amounted
to Pse 277.9 million in 1950-51, Rse 472.2 million in 1960-61, fs. 1,348.9
million in 1970-T1 and ise 4,363.5 million in 1980~81. The incidence
of these taxes fglls mainly on property owners, including those
owning sgricultural property. Data on the share of the agricultural

gector in the revenue from these tzxes are not available, But if

Yovermment of India: Finance Minister's Speech (Part B), Budget
1983-84 (Februazy 28, 1983), p. 33.

2('}ove:ntmuern; of Dttar Pradesh, Finance Department: Uttar Pradosh
Taxation Enguiry Committee Report 1974 (Lucknow, 19755, pe 107.
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TABIE 6
COLLECTIONS FROM AGRICULTURAL INCOME TAX AND LAND REVENTE

(Rs, million)

. e e mm R MM M TR G W S e e W e kW AL mm ap AR am mm e omm TR e e M e e

Collections from Collections from

agricultural in- land revenue as
g;i;e:;iszCollections come tax as per. per cent of total
Year cultural from land cent of total tax tax collections
revenue collections of the of the centre,

income tax
e centre, states & states and union

union territories texritories

——-——_-_——————4—-——————“———------—-——-——--

1 2 3 4 5 \
1950-51 3549 515.7 Cu5T 8.23
1955~56 76.8 768.9 1,00 10,28
1960~61 97.1 977.8 0.72 Te24
1965—66 99,1 1,201.8 0.34 4,11
1970-T1  105.3  1,208,2 0.22 2.54
197172 129.0 1,022,1 0423 1.83
1972-75 122,6 946,C 0.19 T 1447
197374  118.2  1,595.3 0.16 2.16
1974~75 138,9  1,623.6 0.15 1.76
1975-76 284.8 2,341.0 0425 2,09
197677 345.5  1,874.9 0426 1.52
1977-78 619.6  1,785.4 0.47 1.35
1978-79 803.8 2,014.3 0.52 - 1430
1979~80 583,6 1,648,6 0433 0493
1980-81 464.0  1,568.5 0423 0479
1981~-82(KB) 411.,3  2,092.1 0.17 0488
1982-83(HE) 455.8  2,213.3 0417 0480

Source: Ministry of Finance, Govermment of India.
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one goes by the estimate adopted ‘by the Uttar Pradesh Taxation

BEnquiry Committee, it won't be higher than 20 per cent.

Tt is not just agricultural property which is subjected to
taxes., Agricultural income is also subjected to taxation. The tax
system includes a tax, called agricultural income tax, which is
leviable by the states and union territories, Most of the revenue
collected under this head comes only from plantations. The rate of
agricultural income tax on plantation companies varies from 65 pexr
ceﬁt in Kerals and Tamil Nadu to 75 per cent in Assom and Vest
Bengal, which is higher than the rate of central income tax oh
iﬁdustrial companies, But, unfortunntely, yieldwise, agricultural

income tax is a very wesk tox (see Table 6),

Apart from state sgricultural income tax, agricultural
income is ossesszble under centrl income tax, In texms of rule 8
of the central income tex rules, out of every Rs. 100 income
derived by a taxpayer from the business of sale of tea grown or
monufactured by him in India, Rs. 40 is regarded as business income,
pssesseble to centrnl income tax, and Rs. 60 is deemed to be agri—
cultural income, assessable to state agricultuial income tax. One
would expect tha.t in no cose would more thon 100 per cent of the
profit eamed be liable to tax. But this is not so. The states
of West Bengol and Kerale have recently passed legislations puIpOIL-
ing to charge the entire fs. 100 to state agricultural income tax

instecd of only Rse 60, Some texpayers are contesting this by
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filing writ petitions in the Supreme Court of Ingdia, but in the
meantime, since the central government has nov abandoned its eclaim
for tax on Rs. 40, they foce an aggregate demand for 't'.ax‘ on 140 pcr
cent of their incomes, This does not happen to incomes in the non~
agriculturol sector. This, one can say, is a clear case of horizontal
inequity in income taxation, with the agricultural sector being

at o disadvantage compared to the non-agricultural sector,

Further, in temms of a provision introduced in 197%, net
agricultural income of individuals, Hindu undivided families,
unregistered fimms, associgtion of persons, bodies of individuals
and artificial juridicial nursons is teken into account for
determining the rate of central income tax appliccble to non-
agricultuml income. This tokes effect only if o toxpayer has ta.xable
non-cgricultural income exceeding the minimum exemption limit,

In determining the rate of tax on non-agxicultulzal income, the
agricultural income ond non=opgricultural income are combinéd in

the following menner rnd orders (i) the initial exemption allowed
out of non-ggricultural income; (i) sgricultural income; ond
(111) balance of non-agricultural income, AS Tegords the amount of
income tax payable by ‘a. taxpoyer, it is calculated in the following
manner: (1) the sgricultural end normagriculturnl components of

a taxpsyer's income are first sggregated and income tax

calculated on the aggxegaté a5 if such ~ggregate is the total
income; (ii) income tex is then calculated on the net agri-

cultural income as increased by an amount equal to the initial



85

exemption, as if such increased net agricultural income is the total
income; (iii) the amount by which the income tax calculated wnder
(i) exceeds the amount calculated under (ii) is the income tax
payable by the taxpayer. Thus, if an individual earns dur:mg thﬁ_a
financial year 198%84 an agricultural income of Rs. 25,000 and a
non-agricultural income of equal smount, he will be Liable to pay
income tax of Rs. 4,500, If his non—agricultural income is Rs. 25,000
and he eams n(;thing as ggricultural income, his income tax liability
will amount to se 3,094. On the other hand, if his non—agricultural

income is fs. 50,000 and he eamns nothing as agricultural income, he

will be liable to pay income tax of Rs. 14,063.

This means that the provision introduced in 1973 has the
effect of indirectly taxing agricultural income when a taXpayex has,
in addition to agricultural income, taxable non—ag::icultural income
exceeding the exemption limit, (The exemption limit presently in
force in the case of individuals, Hindu undivided families (other than
those with one or more members having separate income exceeding
the exemption limit), unregistered fimms, associations of persons, etec.,
is Rss 15,000.) But the point to be noted is that the rate of tax
applicablé to agricultural income, as can be gathered from the
above illustration, is much lower compared to that applicable-to

non-agricultural income.

The total revenue from central income taX now amounts to

about Rs. 40,000 million., Data on revenue from central incomé tax
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attributable to sgricultural incomes are not available, but discussion

with knowledgesble people suggests that it is pitifully low,
i

A number of suggestions for mfoming the 'system of agri~
cultural taxation in India have been made, One of these suggestions
has attracted considerable attention, This relates to the scheme of
sgricultursl holdings tax (AHT), The scheme was suggested by the
Comittee on Taxation of Agricultural Wealth and Income, headed by
K N Raj. The AHT is designed to replace the existing system of land
revenue and related surcharges and cesses, Its focus is on rationali-
sa.tibn of taxation of sgricultural lands., The main featurés of the
scheme of AHT are: (z) the country should be divided into a .sui‘ficiently
large number of soil-climatically homogenous districis/tracts so that
differences having any significant influence on productivity axe taken
into account; (b) for each such district/trect noms of ‘6utput of
different crops per hectare for each year should be worked out on the
basis of estimates of yield for the previous ten years; (c) the ocutput
so estimeted should be valued at the relevant average haxvest prices
of the preceeding threc years; (d) from the value of the gross
output of the crops so arrived at, allowance should be made for the
paid—out costs of culiivation other than irrigation expenses;

(a) for each district/tract, there will thus be a schedule of
ratesble value of land pef hectare under different crops/crop~groups.
The schedule should be revised evexry year, taking into account any
revision that may be mede from time to time in the scalce of

deductions to be made on accoumt of the costs of cultivation of
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different crops, end included in the legislation of the year in
question; (f) the rateable value of an agricultural holding will
be computed from the rateable values bf '1and.s comin\‘g wnder 1t, after
deducting the expenses of irrigation. To provide for the cosis of
development, a development allowance should be given to all agri-
‘eultural holdings at the rate of 20 per ceht of iateable valué,
subject to a meximum of Rs. 1,000; and (g) the actual AHT liebility
would be arrived at by applying a simple formmula to the taxable
rateable value of the aggregate operé.tiona.l holf.iing of a family,
For example, if the texable ratesble value of a holding is Ry. 9,000,
the AHT liagbility would be 9,0/2, or 4.5 per cent of fse 9,000 which

is equal to Rse 405.

The Cormittee felt that the AHT would be free from the
deficiencies of the existing land revenuc system, narely: wide
disparity in incidence as between different regions and even between
areas within a region, lack of progressivity and lack of revenue
elasticity. It was estimsted that the AHT would yield an additional
revenue of Fs. 1,500 million per annum if applied to holdings with
reteable value of N3 5,000 or above. The yield, it was felt, would
e larger, possibly around Rs. 2,000 million, if it wes extended to

all holdings with _ratea.ble value of [8. 2,500 or nmzr.'e.1

1Gove:cmnent of India, Ministxyy of Finance: Report of t Commitice
on Taxaiion of Amricultural Weglth and Income 119725 .
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Although the states were consulted by the Committee while
fomulating its recommendations, practically none 61‘ them has adopted
the AHT.1 Amaresh Bagchi, who functioned as a fullr-tim adviser to
the Committee, feels that "the principal consideration which disuaded
the states from implementing the AHT seems to be that it wo_uld.l. involve
insupershle administrative problems. What mzsy have mede the AHT look
s0 formidable are the requirements of: (i) drawing up of schedules of
rateable value of land for e;ach homogenous district/tract separately |
for each major crop/cmp-g'roup g:r:own in each such district/tract;
(ii) revision of the schedules of ratesble value of land every year;
(11i) anmal assessment of .each holding on the basis of crops grown

évery year; and (iv) aggregation of holdings on operational ‘Da.sis."2

The scheme of AHT was considered in the Planning Commission
-in March 1973. The consensus of opinion was that the scheme involved
administrative and legal comple)dties and might be difficult to
implement, The Minist:;r of Agriculture, Government of India, also
did not favour immediste introduction of the scheme, but preferred
a simple system of raising resources from agriculiure ti11 such time
a8 the states had built up elsborate administrative arrangements

necessary for levying the A.HT.B

Ithe government of Haryena after considering the Teport of the
Committee on Texation of Agricultural Wealth and Income, introduced
~a progressive land holdings tax with effect from June 16, 1973. But

this tax is not quite on the lines suggested by the Committec.

%pusresh Begohis "Agriculturel Holdings Tax: A Modified Scheme",
Beonomic and Political Weekly, September 23, 1978, p. 16335,

5I.ok Sabha Secretariat: 147th Report of the Public ALccounts
Committee (1978-79), Sixth Lok Sabha (New Delhi),
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Recently, the matter was considered by the Gujarat Taxation
Enquiry Coumissiﬁn. The Commission felt that introduction of the
AHT a8 suggested by the Committee on Texation of Agricultural Weslth
‘and Income "would involve compleX procedures and throw up fommidable
administrative problems, legal complexities and thet it might be
difficult to implement."' The Commission also felt that the AHT
"might not leed to any substantizl increasc in re"renue‘."2 Lccordingly,

'the Commission &id not favour the introduction of AHT in Gujarat,

Bagchi believes that i1t is possible to come up with a
scheme of AHT whioh provides an expeditious and not too cxacting
method of land revenue revision, Indeed, he has put forwaxd a
modified scheme of AHT which he believes would "suit the administrative
resources of the state governments ... and help tec secuxre additional
revenue of the order of Bs. 300 crore in the immediate future."i-
The modificatiors suggesfedf by him are: (a) the AHT assessments once
made may be l’:ept for a—period of, say, five years; (b) the schedules
of rateable value of land per hectare may be revised once every five
years or so; (c) the rateable value of land in a given homogenous

arca/tract mey be d.eterminéd on the basis of the average gross

value of output of only one or two crops; (d) the noxms of output

1 goverment of Gujarat:s Report of the Gujarat Taxation Enquiry

Compdssion (Gendhinagar, 1980}, p. 31.

%mbid, p. 33.

stma.msh Bagchi, «©op, clt,, p. 1642._
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may be fixed on the basis of averages of output for five years, while
the prices to be used may be the aversges of three or four years; and

(e) the tax may be assessed on the basis of ownexship holdings,

Lakdawsla hes suggested the levy of a tex “"based on
iaotentia,l inccme, which will be Jjudged from the type of soil, within
a homogenous tract, with reference to the crops usually grown on it.
Wet and dxy lznd will have to be separntely assessed ,.. The type of
crops on cach type of soil will also have to be cobtained by ecnquiry,
"and cxpenditure on each crop within certain narrow limits, say 45~55
pexr cent, decided, The yield of each crop will be decided on the
basis of a sufficient number of cxop-cutting experiments ... Prices
have increased rapidly and a substantial decline in them is ruled out,
so that o three years' price aversge moy suffice, To avoid complications,
it should not be necessary to make recalculations every year, ~Calcula-
tions will have to be done at the time of land resettlement which
should be don¢ only every ten years ... ‘The rates mgy vary from 2 per

|l1

cent at the lowest to 20-30 per cent maximum. Lakdawela believes

that his acheme of tax on potential income will "make the rural tax

system more progressive and the rural areas more seli‘-xeliant.“2

19,7, Lakdawale: "Dircct Taxation on Agriculture™, in Indian

Journal of Agricultural Economics, Octobexr-December 1975,
Pe 14,

zLakd.aWala; 100 . cit.
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There have been some other suggestions such as levy of an
sgricultural income tox, It is believed by mony scholars that if we
have an agricultural income tax patterned on the non-sgriculturnl
income tax, then there will be no talk of inequity in téxation as
between the agricultural and non-sgriculturzl sectors, As things
stand now (198%84), an individusl carning non-agricultural income
is lisble to pay income tax when his snnual income exceeds s, 15,000,
‘and the maxginal tax rate increases progressively with the size of
the taxable income, reaching a maximum of 67,5 per cent (including
surcharge) at levels of income exceeding Rse 100,000, Thus, if an
individual mekes an income of fse 20,000, his income tax liability
amounts to fge 1,406, But in case he makes an incomé of, sey,

Rse 1,520,000, he ends up paying as much as fse 58,078 by way of income
tax.1 But the stery is entirely different when it comes to tax on
egricultural incomeg. In texms of section 10(1) of the Income Tax
het, agricultural income is exempt from tax, Under the Constitution
of India, the power to tax agricultural income vests exclusively with

the states, And the states, as is well known, have not done much %o

tax agricultural incones,

To conclude this section, the tax burden on the rural
non~-poor is much less than that on the wrban non-poor. There is no

dearth of sensible suggestions for teking care of this inequity,

Ton account of numerous provisions in the Income Tax Act, 1961
(c.g., scoetions 80C, 8OCC, 80L), the actual progression is much
less steep than the nominal rate gstructure suggests. A significant
element of progression nevertheless remains,
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One hopes the policymakers will meke up their mind soon so that the
tax system may be able to raise lazger resources from the rursl

non~poor,

V. GOVERNMMENT EXPBNDITURES AND THE POOR

Government e¢xpenditures in India have grown from Bse 8,604.7

million in 1950-51 to Rse 22,479.9 million in 196061, Rse 70,497.1
million in 1970-71, Ns. 304,229,9 million in 1980~81, R, 352,881.7
million in 1981-82 (reviscd estimates) and to Rs. 392,589,1 million
in 1982~83 (budget estimates).' Of course, not all of this increase
can be regarded as real ~ a part of it has been due to the rise in
prices. But even if an adjustment is mede to account for the rise

in prices, the fact would remain that en increase of considerazble
magnitude has taken place in the size of government expenditures in

India since the beginning of the fifties,

Thet govermment expenditures have yecorded an impressive
growth in India will become clearer if one analyses them in relation

L]
to national income: The percentage of govermment expenditures to

1These figures represent combined expenditures of the central, state
and union territorxry goverrments, Bxpenditures include all non—
repayable payments whether requited or unrequited, =nd whether

for current or capital purposes,
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national income has moved up from a mere 9.74 per cent in 1950=51 to
16,95 per cent in 1960-61, 20,59 per cent in 1970-T1, 28,56 pexr cent

in 1980-81, 29,11 per cent in 1581-82, and to 30,88 per cent in 1982-83,

A striking feature of gruwth in government expenditure in
Indis is that it has not been of a unifom: nature, Indeed, it has
been quite unevenly distributed, not only over time but alsoc over
the various purposes or functions, Take, for example, the expenditure
on ¢conomic sewices cnd that on community and social servides,
While government expenditure on both the services has grown, that an
economic scrvices has grown at 2 much faster rate, Indeed, govermment
expenditure on economic services has grown so fast that it now
accounts for gbout one—third of the total government expenditure, as
ageinst only about one-sixth in 1950-~51, A4s regaxds the community
and social services, the position is that while govermment cxpenditure
on them has also grown, their relative importance has suffered on
crosions Their share in total govermment expenditure has declined

from about 36 per cent to about 29 per cent.,

But what is important to note is thaet not all community
and soclial services have suffered erosion in their relative impoxrtance.
Indced, scme cormunity and social services have even recoxded an
improvemcnt in their importance. Bducation is a casc in point,
The share of goverrment expenditure on education in total government
expenditure has grown from less than one-thirteenth in 1950-51 and

about one—tenth in 1960-61 to about one-cighth in 1982-83.
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A word may now be said agbout general public services,
Government exﬁenditures under this category are incurred for the
provision of the basic administrgtive structure of the nation,

Thus expenses on general administration, tex colleetion, police,
currency and mint, conduct of externel relations and defence are
included under the categoxy of general public servides, 4s things
stand now, these services account for about one-~fourth of the total
government expenditures. This is markedly smaller than what it used
%o be in, say, the early fifties, But if viewed in relation to
national income, we find that government expenditure on general
public services has grown from less than four per cent in the early

fifties to over seven per cent now.,

It may be ncted that defence services account for over onew
half of the total expenditure on general public services, Expenditure
on defence sexvices has grown from fise 1,68%.2 million in 1950-51
0 Pse 2,899,3 million in 1960~61, Rse 12,387.4 million in 1970~71,

R3e 38,935.3 million in 1980-81, R3. 48,419.7 million in 1981-82, and

to Rse 55,509.8 million in 1982-83,

There are certzin govemment expenditures which do not
£all into any of the three functional categories cf government
expenditures (viz. economic scxvices, community and social services
and general public services), These expenditures arcs: interest
peyments, compensation and assigmments to local bodies, etc., and

compensation to land holders, The total outgo on account of
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these items has grown from bg. 72%.6 million in 1950-51, Fs. 2,316,1 .

million in 1960~61, Pse T,516.4 million in 1970-71, fs, 31,821 ._’1 million
in 1980=-81, Hs. 41,085,3 nillion in 1981~82, and to Rs. 47,672.5 million
in 1982-83%, These expenditures now account for 12,14 per cent of zll
government expenditures, a8 against 8,41 per cent in 1950+51 and 10,30

per cent in 1960-61.

Let us now look at the cconomic mix of govermment expendi=-
tures, That is, let us see how much of govermment expenditure in
India is incurred on wages and salaries, how much on intercst, how

much on subsidies, and so on,

Wage and sglaxy payments t0 govermnment employees

*+ A lot of eXpeﬁdituxe is incurred by the ceniral, state and
union territory govermments on their employees, The heads under
which this cxpendituré is generally incurred arei wages and salaries
(including various allowances), pensions and other retirement benefits,
housing facility, leave travel concessions, educational facilities
and sllowances, mediecnl facilities, staff amenities, ctec, Wages
and salaries account for the largest share of expenditure on government

employees,

There has been considerable increase in the number of
centrel, state and union territory government omployees in Indiz,
The figure which stood at 5,10 millions in March 1961, rose $o
6.36 millions in March 1966, 6,92 millions in March 1971, 7.99

millions in March 1976, and to 8,95 millions in March 1981,
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The six states of Bihar, Madiyya Pradesh, Maoharashtra, Tamil Nadu,
Uttar Pradesh and West Bengal alone account for over one-half of the
totel government employees in the country, The state of Uttar Pradesh
has the highest number of government employees, While, on the whole,
state/union territory goverment employees are more humercus than

the central government employees, the latter are more nmumerous than
the form¢r in Delhi, Maharashtra, Meghalaya and West Bengal, The
state of Maharashtra has the highest number of central goverrment

employees,

No state and union territoxry-wise data are availeble on
wage ond salgyy payments to govertment employees. The Contral
Statistical Organisation publishes regularly the figure relating to
expenditure on wages and salaries to people employed in government
administrative departments all over the country. But nc break-up
of this figure is available. The Seventh Finance Commission made an
attempt to collect dutailed data on expenditure incurred by the state
governments on salaries and allowances of their employces. It secems
the Commission got the data, but, unfortunately, it was not able to

pub IiSh ito

The central government and many state and union territory
govemments annlyse regularly the varicus government transactions
and. publich economic/economic—cum-functicnd classifications of
their budgets. They also conduct censuses of their employces

and publish the results. The economic/economic—dunrfuncticndl
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classifications of the government budgets and the census reports
conbain some useful daota. We have made use of these data and have
come up With estimates of the expenditure on wages and selaries of

government employces. Teble 7 presents these estimates,

On *Ehe basis of the data presented in Table 7, one can
soy that wagc and saleay payments account for about one-fourth of
all government expenditures in .'anlia..‘l One can azlso sgy that the
state and union territory governments, taken together, spend more

on wages znd salaries than the central government does,

The data in Table 7 also throw light on the relationship
between the expenditure on weges and salaries and the amount of taxes
raised, Even if one treats the hill states of Himachal Pradesh, Jammu
and Kashmir, Manipur, Meghalaya, Nagaland, Sikkim and Tripura and
all the union territories as special cases, onc discovers that in a
number of stetes oxpenditure on wages and salaries of government
employees accounts for a very high proportion of the total iaxes
reised, So much so, in the case of OziSSa; the expenditure on wages
and szlaries of Orissa government employees works out to be highex
than the taxes raiscd by the Government of Orissa, In Kemala,
Madhya Pradesh and Rajasthan, the wage and salary payments to

state government employces account for over three~fourths of the

1The share of expenditure on wages and salaries would be still
higher if account is taken of semi-goverrnment employees, such as
those employed by zill ishads, municipalities and goverment-
aided educational institutions.
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TLBIE 7
WAGE AND SALARY PAYMENT TO GOVERNMENT BMPLOYEES
1975-76

-_-—.--_-q._._——.—__.-.-——...——————.————_--—-—--.-—-—

Total Total Expendi~ Bxpendi- Bxpenditure

expendi  tattes ture on. ture on on wages and
ture raised Woges wages and salaxies as
and salaries per cent of

salnaries a8 per total taxes
cent of - raised

(Bse (Bse (Fse total
million) million) million) expendi
ture
1 2 3 4 5 6

I, Central governucnt 79,386.6 76,087.8 15,141.8 19.07 19.90
| II. State governpents: | _

Andhra Pradesh 5,918.3  3,255.5 1,537.2 25.97 47,22
Assam 8133 953 s 1ea 59418
Bihar 4,536.3 1,863.6 1,206.ag/ 26,60 64.76
Gujarat 4,054.8  2,359.9  T03.9 17.36 29.83
Haxyena 1,623,5 1,160.4 T49.9 46419 64,13
Himachal Pradesh 880.4 15746 439,8  49.95 279.06

Jemm & Keshmiz  1,740.4  253.0  728.4 41.84  287.79

Karnataka £,049.5  2,367.3  1,427.7  35.26 60431
Kerala 3,674.8 1,597.1 1 ,249.3-4/ 34,00 78.22
Madhya Pradesh 4,303.2  2,313.8  1,947.6  44.43 84417
Maharashtra B,656.5 5,859.6 1,554.3 17.96 26.53

Manipur 3759 19.4 123.2  32.95 635.05
Meghalsaya 323,8 ”>1.8 = 68,3 21.09 213,30
Negaland | 512 219 1917 3.9 675.34
Orissa 24839.7 68441 894.3 31.49 130.73

Punjab 2,577.5 1,728.0 1,158.9 44,96 " 67407
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Rajasthan

S4Kki

Tomil Heodu

3,606.9 1,308.0 1,272.9 '35.29 97.32
100.4 1.4 17.9% 17,65 157.02
5:533.8  3,190.9 1,561.8 28,22 48.95

Tt pura 393,8 17.6  221.9% 56,35  1260.80
Uttar Pradesh B,276.3  3,933.6 2,418.0 29.22 6147
West Bengal 5,430.4  2,829.6 1,528.1  28.14 54.00

IIX, Urion Territories:

Arunachal Pradesh 239.0 0.9 41,8 20,00  5311.11
Goa, Daman & Diu 33442 94.1 118.7  35.52 126,14
Mizorenm 332.7 2,2 1.3 18.03  2786.36
Pondicherry 158,6 7549 81.7 51.51 10764

Notes:

151,812.7 111,817.5 36,804,0 24424 32,91

The Govermment of J.osam docs not publish any economic and
functional classification of its budgets., Ls regards the
census of Assam govermment employees, the latest available
census relates to the employees as on March 31, 1973, The
tetal wage and salexy bill for 1972-73 wes computed by
using the data in this census, Assuming that the proportion
of woge and salary payments in total revenue expenditure
remained unchanged between 1972=7% and 197576, we obtained
the figure for 1975~76,

The Government of Bihar, Nagaland and Tripura Go not publish
any economic and functional classification of their budgets.
&8s regards the census of their employecs, the latest
available censuses relote to the employces as on March 31,
1971 (March 31, 1970 in the case of Tripura). The
methodology used for estimating the 1975~76 wage and

salary payments by these governments is similar to that
used in the case of Assam,
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3/ The Goverrment of Jammu and Kashmir does not publish any
ceonomic and functional classification of its budgets.
Nor has it unddrtaken any census of its employces.
We have estimated the wage and salary payments to Jammu
and Kashmir government employees by assiming that the ratio
of wage and salary payments to revenue expenditure in
Himachal Pradesh holds good for Jarmm ond Kashmir also,

4/ The Govermment of Kerale publishes data on salaxy bill
of the state government in its XKerala Budget in Brie
(anmal) .

5/ With no required data available in respect of the state
of Sikkim and the union territory of Mizoram, the figures
have been estimated by assuming that the proportion of
wage and salary payments to Sikkim/Mizoram governmentd
employees in total revenue expenditure in Sikkim/Mizoram
is the same as in Assam,

Sources: For columns 2-3 : Budget dicuments of the central, state
and union texritory goverrments,

For column 4 s+ Reports on census of government employces
and economic end functional classification
of budgets issued by the central, state
and wiion territory govermments.
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taxes reised. This, in a way, indicates the extent to which states
depend on transfers by the central goverment for financing their

expenditures,

Interest payments

Intexest psyments have grown from Rse T711.8 million in
1950~-51 to fs. 2,175.6 million in 19_60-61 s [8e 7,465 million in 1970~71,
Rse 29,4565.9 millicn in 1980-8t1, fs. 38,432 million in 1981-82, and to
Rsa 444599.0 miliion in 1982-83, It may be noted that interest-
payments now account for 11,36 pexr cent of all govermment ei:pendituzes
in Indis, as against 8,27 per cent in 1950~51, 9,68 per cent in

1960~61, and 10,59 per cent in 1970-Tt.

Expenditure on subsidies

Subsidies galorxe in India, 41l governmen®s give them, Some
of the subsidies are open, others are hidden. Some involve budgetaxy

outgo, others do not.

Unfortunately, the data on subsidies are not ina good
shape, Take, for example, the data relating to 1975~T6. According
to the Central Statistical Omganization (CS0), the budgetary subsidies
given by the central and state governments szmounted to Rse 8,650

million in 1975—7‘6.1 Of this, asgriculture, forestry, fishing and

1Gmremment of India, Ministry of Planning, Central Statistical
Organisation: National Accounts Statistics 1970-71 — 1976~T7
(¥ew D.lhi, 1979), Statement 23,
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hunting sccountud for fse 5,120 milliong mining, manufacturing and
congtruction, s 780 million; economic servicess gfzneml administxration,
regulgtion and rescarch, Rse 620 million; electricity, gass steam and
water, fse 320 million; trarsport and coumunication, fse 90 millionj
other economic serviccs, Rse 1,560 million; social sccurity and welfare
scrvices, fse 130 million; housing and other community anenities,

Rse 10 million; and genersl administrstion, extemal affaixs, public
order and safety, fs. 20 willion, No other details zre svailzble,

The (S0 dote do not even tell how much of the subsidics were given by

the centrel government and how much by the state govermments,

The central government and a mumber of state and union
territoxy goverments publish documents giving economic/economic and
functional classifications of their budgets, We have put together
21l the data on subsidics available in these documents (sce Tablc 8),
A cerefnl exa’nination’ revezls that the data on subsidies compiied by
the central and state governments do not tally with those compiled
by the (S0, even though the data scurces used by all of them arxe the
same (viz., the demands for grants of the vardous ministries/depart—
ments), To illustrate, let us take the case of subsidics to
industxy. According to the central government date, these amounted
to Rse 2,156 million in 1975~76.' Subsidies to industry wexe also

given by state goverrments {(eegey Government of Pamil Nadu gave a

1Gov_emment of India, Ministzy of Finance: An Economic ond Functional
Classification of the Central Govemment Budzet 1977~78 (New Delhi,

1977)» pr. 1415,
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subsidy of Rse 28.4 miliion'), But occomling to the (SO data, tutal

subsidies to industry in 1975-76 omounted to just fse 780 i 1lion%

The subject of subsidies was studled recently by the Committee
on Contr:ls end Subsidies (Chaimaan i Vadilal Dagli) sppointed by
the Government of India, According to the date compiled by the
Committee, the swbsidies given by the central government in 1975-T76
smounted to Fse 7,120 million, 51.6 per cent b.igher than the estimate
of the centrel govemment, According to the Committee, many of the
items regarded as gronts—in-aid or assistance by the central govern—
ment are really of the noture of subsidies, Likcwise, there are o
muber of items which are shown as subsidies, but which are really
not of the natuxe of ‘subsidies.2 1f proper adjustments axre made %o
take cave of such changes, the total amount of subsidies given by
the central goverrment can be estimted at Bs. 8,892 million, This is
as much ag 89,3 per cent higher than the estimate of the ccentral

goverment,

The Committec did not examine the issue relating to budgetary
subsidies given by the varicus state and union territory governmenis,

Our feeling is that the extent of underestimation in the case of

Vaovermment of Tamil Nedu, An Beonomic—cum-Functional Classification
of the Tamil Nodu Governmcnt Budgetory Transogtions 1977=78 Madras,
1977}, PP. 45

2Gove::-muen't'. of Indin, Ministry of Finance: Report of the Committee on
Gontrols and Subsidies - Annexes (New Delhi, 1979), pp. 90-106,
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state ond wion territory subsidies mey be higher than that in the
easc of central subsidies. Teke, for example, the case cof Rajasthan,
bLocording to the data compiled by the Govermment of Rajasthan's
Directorate of Bconomics ond Statistics, the total subsidies given by
the Govermment of Rajasthan in 1975-76 mmted to Bse 3145 m:i.llicm.1
which works out to just 0«9 per cent of its total experditure in that
yesr, When this was brought to the notice of the Goverment's
Finance Secreteny, he readily agreed that the figure was a gross

wnderestimate,

One thing emcrges from the foregoing discussions +the subsidics
setually given by the central, state and union territory governments

add up to much more than what the available data suggest,

Qther govermment expenditures

The other cconomic categories of government expenditures
ares current expenditure on purchases of commodities and sexvices,
grants, pensions,. expenditure on groes capitdl formztion, capital
transfers, ihvestment in sheres of government and other conceIns,
ete, These categories aqcount for a i‘airly‘ laxge proportion of total
goverment expenditures in India, Take, for exami;le, currcni:
cxpenditure on purchoses of commoditics and sexvices, hvailable
data suggest that this category alone accounts for about one-fourth

of total government expenditures in India,

1Gove:f:nmex:ﬂ‘. of Rajesthan, Directorate of Economics and Statisticss

Beopomic Clessification of Budget 1970-76 to A7TI-T18 (Jaipur, 1978},
P 24.
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DISTRIBUTIONAL IMPACT OF GOVERNMENT EXPENDITURES

Cne way of analysing the distributionsl \impa.ct of government
expenditures is to estimate the benefits from the various goverrment
expenditures ond to distribute them among the poor and the non—poor. |
But how to estimate the benefits from various govermment expenditures?
And how to distribute the benefits from government expenditures among
the poor and the non~poox? Thesc are important, but difficult, publie
policy quest.ions.. The difficuity can be illustmted by considexing
the expen:iituxes on, say, defence services, These sexvices aost the
exchequer s, 55,5098 million in 1982-83. But what is the monetawy
value of benefits from these scrvices? Is it equel to, less than or
greater t_ha.n the expenditure on them? And who benefits meest from
them? No meaningful answers zore available to these questions, In view
of this, all that che can do is to a2ssume that the monetary value of
the benefits from defence services is equal to the cxpenditure on
these services =nd to allocate the benefits among the poor and the

non—-poor according to some formula,

A review of the literature shows that a number of fommulac -
have been used to allccate goverment expenditures like those on
defence sexvices, These range from allocating such expenditures to

the ten per cent wealthiest people (who have most to p:x:'a’r.ec:'l;),‘l to

'Sce Miguel M. Urrutia and Clara B. de Sandoval: "Politics Fiscal Y
Distribution del Ingres en Colombia, in Revista del Baneo de 1o
Republica (Bogota), Volume 44 (1971}, pp. 1072-87. Cited in L. De
Wulf: "Fiscal Incidence Studics in Developing Countries: Survey
and Critique", International Monetaxry Fund, Fiscal Lffairs
Department, IM/74/24, Februay 16, 1974, p. 22,
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allocating them on an equal per capits basis.ﬂi With such o ronge,
onc can come up with widely differing estimetes of the distribuiion
of benefits from government cxpenditures on defence semvices. And
considering that these expendituvres a.c‘count for a sizesble proportion
of total govermment expenditures, reliance on widely differing
formulse for allocoting the benefits from these expenditures cen give
risc to considersbly different estimntes of the recistributional
impact of government expenditures, This does not appear to be a

happy situation.

L better way of dealing with the: problem may be to concen~
trate on selected goveryment expenditures, such as those on compmnity
and social services. One could then collect the details of the
various gpvemment expenditure schemes included under the selected
heads of government expenditures and identify the schemes, as also
the aorpesPond.ing amounts of goverrment expenditure, which axe
intended to benefit the poor and the nor—poor., This could be
followed up by detailed evaluation of at least some of the schenes
80 as to get on idea of the extent to which the government expcnditure
schemes really bencfit the intended beneficiaxies. 4n exercise

along these lines would be interesting in that it would throw

Y5ee Henry Wallich and John Adler: Public Finance in g Developing
Cowntzyt Bl Salvedor — A Case Study ZCambxidge, Hayvard University
Press, 1951) end Henry fLaron: "Bstimates of the Distributional
Impact of Brazgilian Taxes and Exrenditures", Council for Inter—
national Progress in Management J({BA), July-August 1968,
mimeosraphed.
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meaningful light on the differences, and the leakages, if any, in

the implementation of the varicus government expenditure schenes,

Thig i3 a good sltemative, but, uwniortunately, docs not
appear to be a visble oﬁe. This is so due té certain difficulties,
To begin with, the required details of fhe various government
expenditure schemes are not avellable, The numercus demands for
grants and other documents issued by the central, state =nd union
territcry govemments contain = lot of dota, but they are not adequate
for estimating the distributional impact of govermment expenditures.
Consider, for example, the case of central govemment expenditure
on medical relief, AlAecording to the data in Detailed Demands for

Grants of Ministzy of Health and Femily Welfaxe for 1977-78 (issued
by the Government of India in June 1977), a sum of fs. 62,926,000

was actually spent on medical relief by the central government during
1975~76. Nearly one—half (fse 31,875,000) was spopt on Safdarjong
Hospital, New Delhi, and the balance on Willington Hospital, New
Delhi (fse 16,980,000), Central Institute of Psychiatry, Ranchi

(Ps. 3,806,000), All India Institute of Physical Medicine and Rehabili-
tation, Bombay (Rse 2,633,000), Kalavati Saran Children Hospital, New
Delhi (Rse 3,250,000), T.B., leprosy and other medical institutes |

(Bse 3,735,000) and hospital and dispensaries estgblished in
association with state goverrments (fs. 647,000). The compesition

of the central goverrment expenditure on medical relief is such

that as much as 48,80 per cent was incurred on salaries, 24.05

per cent on matexdials and supplies, 6,63 per cent on coffice
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expenses, 4,37 pex cent cn machinery and equipment, 0,64 per cent
on maintenance, Q0,44 per cent on motor vehicles, 0,25 per cent on
wages, 0,11 per cent on travel, 0,10 per cent on grants—in—aid to
oenteen, 0,05 per cent on publications, 0,03 per cent on scholarships,

2436 per cent on other charnges, and 12,13 per cemt on grants,

These zre very useful data. But one would also like to know
as to whom did the policymzkers have uppermost in mind when formula—
ting the budget proposals in resmect of expenditure on medical
relief? Was the expenditurce on medical relief inténdorl to help the
poor or the non-poox? The availeble data do not provide any answer
to these questions, It can be argucd that one can obtain the required

infoxmation by contacting the concemed govermment officials,

But this is not the end of the story, Suppose the concemecd
government officials say that the expenditure in question was
intended to help the poor. This can be followed by an attempt designed
to get an idea of the extent to which the pooxr actually benefited :f.‘::ﬁm
govermment eﬁcpenditum on medical relief, .But there lies the rub:
How to esiimate the value of benefits from govermment expenditure on
medical relief and how to determine the share of the poor in such
valuc? This is a complicated question, It becomes much more
complicated if one realises that while there appears to have been
some improvement in the accessibility of the poor to medical faci~
lities, it does not appear tc have been .reflected. in xedﬁction in

the incidence of poverty.
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This does not mcan that we are suggesting = case for a
cut in expenditure on medical relief., Far from it., All thot we are
trying to do is to indicate the ngture of difficulties one faces when
using the benefit approach for estimnting the distributional impact

of government expenditures,

The other way of analysing the redistributional impact of
government expene_it;a::'es is to make use of what is known as the. ipcome
approach, What is different aboui this approach is that it assumes
that every rupce of government expenditure generates income, regamni-
less of the purpose for which it is incurred, What this m’éans is
that for estimating the distributional impact of goverrment expendi-
tures, all that one has to do is tc find out who receives the incomes
generated by government expenditures, Thus, if 4 is hired to work
as a doctor in & government hospital, it will be taken that it is A
who geins f'om what the government s pends by way of his salary,

allowances, etc,

But one may say that the income approach is not the best
Way of estimating the distributional impact of goverrment expenditures,
It may be axgued that the expenditure which a govemment hospital
incurs on a doctor by way of salaxy allowances, etc. should be
allocated to those who benefit from the semwices rendercd by the

doctor, and not to the doctor,
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There is a merxit in this axgument. But what about the
expenditure by way of salary, allowences, etc, to those who collect
taxes? According to a study fiimnced by the Plahning Commission,
those vmo collect texes render sewvices which have the effect of
augmenting the incomes of certain p90ple.1 The study has come up
with all kinds of formulae for allocating the benefits from expend.i-
ture in collection of diffcrent central and state taxes, Hexe is an
example:s 50 per cent of the expenditure on accournt of collection of
estate duty and wealth tax has beech allocated according to the ownership
of land by households, and the remaining 50 per cent accb:cd:i.rg to the

ownership of pucca huuscs, Does this make sense?

Similarly, how would one allocate government expenditure on
education? One may argue that government expenditure on education
benefits students and in tumm the households to which the students
belong., Good. But should one make any distinction between the
utility derived by different households from govemment expenditure
on education? Put differently, should one be concemed with the
relevance or otherwise of education to the needs of different peoplc?
If not, why not? Should cne make no adjustment at all for differences
in the quality of education received as onc moves from one place to

another? That is, oen one simply assume that the benefit

Is P, Lhujas Distribution of Benefits from Goverrment Expenditure:

A Case Study in Selected Districts (New Delhi, Institute of Beonomic
and Market Research, 1978), For a review of this study, see
fnand P. Gupta: "Who Benefits from the Planning Commission?"
in Beonomic and Politcal Weekly (Bombay), March 24~31, 1979,
PPe 323-24-
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received from govermment expenditure on education by a primary
class student in a mud—-walled, single-teacher school in o remote
rural village is the same as in the case of a student attending an
urban primary school in a pucca building with plsyground and other

facilities?

Further, how wéuld one deal with leakages in government
expenditures? There is no dearth of leskzsges in govermment expendi-
ture in India, One sees them in different forms: One seecs them in
the form of sinecures in goverrment; one sees them in the form of
overinvoi;:ing of expenditure; and so on, No data are available on
lezkages in govermment expenditure, but available evidence clearly
suggests that the amount involved is significant aond that it is
growing at o rate much faster than the ratec of growth in govermment
expenditures, Indeed, leakages are so rampant that by the time the
pipeline reaches the” intended beneficiaries it almost dries up in an

increasingly large number of czses,

The question which arises here iss Would one like to use the
benefit approasch or the incume approach for estirmting the distribu-
tional impeact of lsakages in govermment expenditures? To be
specific, let us take the case of govemeht expenditure leakeges
in the implementation of s rurzl drinking water supply scheme in
Rajasthan, According_ t0 an est;ixrate, the leckages add up to zbout
Rse 50 millicn: The private contractors who werc engaged for

installing handpunps were awarded rgtes which were over 150 per
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cent higher than the prevailing merket J:':_w:l:es..1 How would one deal
with these leskages, Would one like to allocate them to the
intended beneficiaries of the rural drinking wvafer supply scheme,
or to the private contractors (and some government officials a.t:ld

others)?

Onc can go on raising such questions, The point being mede
is that it is not eosy to come up with meaningful cstimetes of the
distributional impact of goverment expenditures, A4t the szme time,
considering the size of govermment expenditures in India, a.ttempts_

will have to be made to come up with such estimates,

We have made two such attempts, The first deals with central

goverment expenditures and relates to 1973-—74.2 Its finding is

that the non-poor gain much more from govemment expenditures than
the poor do - the share of the non-poor works out to over five-

sixths as against less than once-sixth of the poer, The study also
compares the gain of the pooxr from central govermment expeanditures
with the central taxes they pay and comes up with the finding that
for evexry rupec which the poor pay as tax, they receive only asbout

80 paise in retumrn.

1“Raja.sthan= Scandals in the Sand”, in India Todey (New Delhi),

April 15, 1983, pp. T72-T6,

2Ana‘nd. P, Guptas "Who Benefits from Central Government Bxpenditures?"

in Beonomic and Political Weekly (Bembay), finnual Number 1977,
i 267"86;
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The seccnd stuldy, which relates to 157576, deals with the
expenditures of the central govemment 28 also with those of the
different state and union territoxry govemnen‘bs.1 The findings of
this study are as follows: {a) While the¢ poor do gain from
government expenditures, their share works out 1o only. about ohe—
third of that of the non-poor; (b) it is the non-peor Living in
relatively better—off states who gein more from the food, export
promotion, interest and investment subsidies given by the central
government = the non-poor in Meherashtra alone gain more from these
subsidies than all the poer in the country token together dojy and
(c) the fiscal opcrations of the central, state and union territoxy
goverrments have worked in the direction of making the poor poorer
in terus of private consumption expenditure,

A question regaxding these findings was raised in the
:E‘a:t'l:i.aunen‘(‘..2 In the": answer given by the Minister of Finance, it has
been stated that the assumpticns made and the methoa.olqgies used in
~the study are not seceptable to the government and that the govermment

would like to go by the findings of its own study,

With the Minister of Finance having said this, ohe

hoped the govermmont would socon undertake a study to estimate

1Ananc1 P. Guptas Who Benefits from Government Expenditures in India?

(Bombgy, Centre for Monitoring Indien Bconomy, 1980).

2Lol'c Sabha wmstarred question no, 5320 answered on March 27, 1981,
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the distributional impact of government expenditures in India, Over
two ycars have already passed, but nothing of this soxt has been

done, This is unfortunate,

VI, THE FISCAL POLICY THAT CAN HELP THE POCR

The message of the foreguing discussion is simply thiss
that growth of govermment in India, mcasured in tems of taxes and

govermnent cxpenditures, is not egquitably rcaching the poor,

This calls for reforms on the front of fiscal policy. In
order that fiscal policy can be of help in dealing with the probiem
of poverty, it must be such that (a) it induces higher levels of
growth, (b) it creates conditions such that the poor are able to
gignificantly contribute to growth, =nd (c) it ensures that growth
equitably reaches the poor, The question wnich now arises is:

What kind of reforms in fiscal policy are reguired so that 1t can be
of help in dealing with the problem of poverty in India? The
purpose of this secticn is to make an attempt to answer this

question,

NOMINAL TAX BATES

One can identify four areas in which fiscal reforms are
required. The first relates to nominal tax rates, As things
gtand today, the nominal tax rates in India are generally on the

high side, Take, for example, the tex rates applicable to
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corporate incomes, In the generality of cases, the rate of tex on
corporate income (including surcharge) currently leviable under the
Income Tax Lct, 1961 is 57.75 per cent (55 per cent plus 5 por cont
thereof), In some cases, it is even higher, In addition, under the
provisions of the Compenics (Profits) Surtex Act, 1964 a special tax
celled surtax is leviable cn compenies éhwdng high degree of
profitability, Surtox is levied in two slabs, The mte of surtax
applicable to the first slab is 25 per cemt; that applicable to the

sccond slab is 40 per cent,

This is one side of the picture, The other side is entirely
different, It is full of provisions which, as indicated earlier in
this study, enable companies to generate hendsome tax sovings, But
what is important to note is that the tax rates which are used to
coumpute tax liability continue to be on the high side, What happens
is that these provisiuns are taken into account for the purpose of
determining the taxsble income, 3But once the taxable income is
determined, tax liability is computed by using the appliceble tax

rates, 4nd these rates are certainly on the high side,

What kind of signals do such rates give? Are they good
for growth? W have carcfully examined these questions, Our
finding is that some uf the signols are such that they cannot be

xéga.rded as good for the growth of the Indian economy.

In our view, the system of corporate income taxation

can meke a much better contribution to the growth of the Indian
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econony, But for this to happen, certain things will be necessa:ry..

Tc begin with, we believe there is a strong case for the withdrawal
of the surcharpe on income tex paysble by companies. One does not
know what purposc this sewcs, except that it helps in raising some
fiscal rescurces, But if that is the purpose, let the goverrment
atraightaway raise the rates of income tax paysble by companies. Ve
see nt justificaticn in resorting to gimmicks such as the surChaIge.
on corporation income tex, Withdrawal of the surcharse on corporation
income tax will be of help in improving the cconcmic envirorment which

~
in turn can be expected t¢ induce faster growth,

There is also a case for o good lock at the surtax, Not
much money is being collected cn account of this tax: According to
the data compiled by the Public Accounts Committee, the actusl
collections on account of this taX amounted to fse 273.9 millicn in
19T6~TTs Rse 55749 millicn in 1977-78, fse 478.4 wmillion in 1978-79,
Fse 322.6 million in 1979-80, and ouly fse 215.4 million in 1980-61.]
Put differently, the share of surtex in total tax collections has
declined from 0.42 per cent in 1977=78 to 0,31 per cent in 19768~79,
0418 pexr cent in 1979-80, and to 0,11 per cent in 1980-81, Nobody
seems to know why this has been happening. Bven the Ministzy of

Finance deesn't know why the collections from surtax heve been

declinin€:32

1198(1'5-81 is the latest year for which data on zetuel collections
on account of surtax are avoilable,

2See Lok Sabha Secretariat: One Hundred and Forty-thind Repoxt,
- Bublic ficcounts Committee (1982-83) (New Dolhi, Mimcographed, pp., 14~17.
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It appears that not many compenics poy surtax, ALlthough
the tax has been in force for nearly 18 years, it has not sexved

any visibly useful purpose.

Finally, we believe that =z reduction in corporation tax rates
is nccessaxy. As we noted earlicr, the present rates are on the
high side, Lower rates of tax on corporate income will give simals
which can be expected to have beneficial effects not only on the
climate for investment but also on that for output and employment,
Some people mey argue that a reduction in corporation tex rntes would
encourage gompanics to distribute laxer dividends., We do not see
any thing wrong with an outcome such as this., Indeed, we believe
the econcmy would be healthier if companies distribute not less
but morxe of their incomes and if the additicnal money paid in

dividends is mobilised thxough a dynamic capital maxket,

FISCAL BILS IN FLVOUR OF CAPITLL

The gecond area in which refom is required relates to
fiscal provisicns which have an influenece .n the employment of labuour
in the modem factory sectsr in India, The link between the growth
of this sector and employment appears to be quite weak, The Pleonning
Commission has described this link as follows: PA look at the
distributicn of werkers in India in seven decennial censuses
1911~1971 shows up the historically uniquc fact that in spite of
an imb;cessive develoyment of laxge-scale manufacturing and infra~

structurc scetoxs, the shore of agriculture in the work force has
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aot diminished at all. It was 72 per cent in 1911, 73 pex cent in
1961 and nearly 74 per cent in 1971 ... In almost all countries .
econcmic develorment is associsted with a significant decrecase in
this Shole ... In India, however, o felrly rapid grewth in the non-
aericultural sectors during the last twentyfive years of planned
development has not mode any noticeable Jmpect on the industrial
distribusion of the work-force, For six decadcs the share of
gining end manufacturing in the work-force has stuck arcund 9 to 10
per cent and thet of the tertié;y sectors around 16 to 18 per cent,
The inference is clear: employment growth in these sectors has been
insufficient to absoxd an incressing propertion of the labour force.
Investment and output have grown =t a high rate but the productiun-F
mix =nd the technology-mix have been 8o capital-intensive that
employment 4id not grow pexd p_a_.‘__a_S_u.“1

In our opinicn, spread of industrialisation can be of much
help on the front of employment if the present Dbicos of fiscal policy
in favour of capital is removed, There are o number of fiscal
provisions in India which have a prima foeie bias in favour of
capital and which, there is reason tu telieve, encourage the use of
capital in capital-intensive weys., Toke, for instance, the provision
lea,ting 4o investment allowance., The provision is so designed that

the smount of tax benefit varies directly with the amount of

Yeoverment of India, Plonning Commission: Drefi Sixth Five Yeaxr

Plen 1978=-83 Revised (New Delhi, 1979), p. 132.
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capital invested in new plant =nd nmchinexﬁr. The higher the amoﬁ‘nt

of c':apital so invested, the larger the amount of tax benefit., Thus,
if a company instals a new machine costing, sa.v,. Pse 1 million, it will
be entitled to claim an investment allowance of Rge 250,000 (fise 350,000
in the case of o machinc installed for the manufacture or production
of an indigenously developed article or thing, or for pollution contrel,
or for protection of environment) and o tax benefit of Ps. 144,375.1
This, in a way, means thet the scheme of investment allowance has

the effect of reducing the price of the machine by 14.44 pex cent
(20.21 per cent in the casc of a machine installed for the manufacture
or production of an indigencusly developed article or thing, or for

pollution eontrol, or for prutection of environment)..

A/nuber of companics aveil of the benefit availsble / laxge
wnder the scheme of investment allowence, Available data show that
the machincs which the companies instal arc gencrally of a Labour—
displacing tyme. Available evidence also suggests th_at trade unions
do not generally object to the installation of such machines, A1l
that they insist on is that the workers (including those who axe
retrenched) get o share in the benefits resulting from the installa~

tion of labour-displacing mochines, The public financial institutions,

1A.r:c:'nred at by using the rate of corporation tax (including surchage)

currently applicable to the gencrality of cases, viz. 37.72 per
cent {55 + 5 per cent thereuf).
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on their part, facilitate the installaticn of such wmachines by

providing the necessaxy finance.

The scheme of investment allowance was exomined recently
by the Dandekar Committee, According to the Conimittee, the scheme
has 2 prime focic bias in favour of capital-intensive bechnology;
The Committee, therefore, recormenced that the scheme be

discontinued .1

Incidentally, the Dandckar Committee had also examined the
proviéion rclating to tex holiday (secticn 80 J). The Committee
 found that slthough tax holidey alsc induces capital intensity, the
capital bias resulting from it is not as acute as that from investment
allowance, In order thot the bias of the tax holiclay.scmme in
favour of capital intensity is removed, the Committee reconunehded
that the benefit of thg scheme be made availsble in tems of the
profits of a new industrial underteking without any reference to the
size of the cgpital employed. The government has already implemented

this recommendation of the Committee, .

The pecint to note is that while the government has scecepled
the Dandckar Committee's recommendation in respect of tax holiday
on the ground that "the fiscal sysiem should not lead to0 a bias in

favour of cepital-intensive techiniques", it has not accepted the

1Govermnent of India, Ministry of Finance, Desartment of Revenue,

ODe _ci_to, PPe 3033,
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Committee's recommendaticn in respect of investment allowance,
Considering the fact thot the capital bias resulting from investment
allocwance is more mcute than that from tax holiday, one wonders why

this is sc,

If for une reason or another the government is not able to
withdraw the schome of investmert allowance, it should at least do
awgy with the requirement that the investment allowance resexve
(which the assessees claiming investment allowance are required to
create) has to be used for acquiring new plant or machinery within o
period of ten ywars. The case for this requirement does not appear
to be strong. Discussions with knowledgeable people suggest that
this requirement may uvnnecessarily force industrdiazl enterprises to
80 in for plent and machinery which they may not need at a point of
time, An outcome such as this can not be regaxied as good, especially
when it is being axgucd that the risc in incremental capital-output
ratio in India has nullified the output increase that otherwise would.
have come frum the incrense in the share of investwment to inccome and
that the . key to fulure industrial growth in the country lies in

decreasing the capital-output mtbot.1

1See C. Rangarcjan: "Some Reflecticns on Industrirzl Growth", EBI
Endowment lecture, Indian Instituie of Manegement, Ahmedabad,
Decerber 1, 1981,
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FISCLL MEASURES TO PROMOTE EMPLOYLENT

The third area in which refurm is requiz.éd. relates to
measures taken to promote employment. The Govermment of Indis and@ the
various state and unicn territory govemments have taken a number of
measures for promoting employment, A complete inventoxry of all the
measures tzken for promoting employment is not available, but it
would be safe to say that it is through the fiscél system that many
of such measures have been implemented, Por instence, the system
of central excise taxation seeks to promote employment through wide;-
ranging exemptions and concessions in excise dutics to products of
lebour~intensive technologies and small scale industries, No duty |
is leviable on a mumber of commodities if no powexr is used in
their manufacture, Exsmples are confectionery, food products,
vegetable non-cssential oils, paper and paper boards, manmade
fibres and yam, cottc;n yam, woollen yem, silk yam, jute yam,
mineral fibres and yarh, grety coton fobrics manufactured on
handloom, khadi cloth, footwear, steel furniture, bolts, nuts,

screws, metal contalners, safes ond strong boxes and adhesive

tapes,

In addition, the excise system has provisiom to give
pxefémntia.l excise treatwent to relatively labour—intensive
sectors within an industry. The match industry is a case in

point,
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Similarly, there are prcvisions to give exeise relief to
small manufactuers of 2 lerge mugber of commodities, The benefil
on account of these provisions is so great that most of the small
scele mepufacturing units end up paying little or no excise duty at

all,

It is good to sce that the fiscal mechanism has been uscd
for promoting employment, But one is not sure if all thet is
required has been done, One is also not sure if all thzt has been
done has been along the right lines. There is a strong cose for a
good look at the entire system of fiscal support of labour-intensive
technologies, Some of the issues which merit eonsiderstion arcs
How does one identify labour-intensive technolomies for fiscal
support? How does one determine the scele and period of fiseal
support? How does one estimate the fiscal cost of supporting a
labour-intensive techﬂolog;r? How does one monitor the impact of
various fiscal measures taken to promote employment and judge their

appropriatencss or atherwise?

RETORM IN GOVERNMENT EXPENDITURES

Finally, there is a strong case for reform in government
eXpenditures, Indeed, tht case for government expenditure reform

is much stronger than the ease for tax reform,

The reform will have to be along two lines, First, much

more money than allocated so far will have to be z2llocated for
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programmes deéigmed to hely the poor in augmenting their incomes,
Integrated Rural Development Programmc end Nationgi Rurzl Employment
Programe arc good exomples of such pragranmes.1 When presenting

the central, state and union territory budgets, let the finance
ministers indicate cleaxly the total amounts allocated, for programes
intended to help the poor, Toaxes mised from the poor gu_g._;b be
eamarked for .such srogronmes, A port (ssy, one—third) of the taxes

raised from the nron-poor should also be so camarked,

Second, there will have to be o war on waste in government
expencitures, 4 general impression which has gedined ground in publie
mind is that a good part of govemment expenditure is of westeful
nature and sexves no public interest, Indced, there is a widespread
feeling of dsapnointment with the way govemrent mcney is spent,

It is, therefore, neéessa::y to take immediate action for an exan_xi—-
hation of the systen oﬂf government expenditures in i4s entirety with
a view to systemetically identifying the vaious leaksges in it,
Once the varxious leskageos have been identificd, detemined ei‘forfs

will have to be made to plug them.

1]i‘oac a description of these prygyrommes, see Government of India,

Planning Commissions Report of the Prosrammes

for Alloviation of Poverty (New Delhi, 1982 + DDe 30,




