CHAPTER-IT

THEORETICAL ISSUES CONCERNING [LEVY OF DIRECT TAXES

2.1 COMPOSITION OF TAX REVENUE :

Pracading cnapter'threw light on the trends
in the scracture of Central Government ravemue . for
a pariod between 1970-71 till 1992-33. The broad
division between wvarious direct taxes such as
corporation tax, 1income tax wealth tax estatce duty
etc. reveals that there is gquantitative increase in
the direct tax reavenue and the major revenus comes
from income tax comprising corporation tax and income
tax. The oproportion of indirect taxes 1is élso very
slizeaole amounting to Rs. 59,370 crorves in which the
Major contribution is £from excise duty. Thus out of
the 3Jrosss tcax vrevenue of Rs. 76,523 crores major
yield comes from indirect taxes.

2.2 NEED FOR SOUND TAX STRUCTURE =

Tne gross tax revenue constitutes revenue from
flon-agricultural sources. Tne contribution of
ajricultural sector to tne gross domestic product
s around 32 opercent (1990-91). The 3States exercise
jurisduction over agricultura. taxation and due to

political situatioas and consticutional csnscraints

ajricultural sector whica is very afflusat remains



untaxed. This situation makes the tax system
discreminatgory and requiregﬁto examine the sound tax
structure to meet requirements of the economy. AS
stated in the first paragraph. tae Indian Tax
structure provides a thrust on indirect taxes. It
is proved tnat the percentage of direct tax revenue
o0 the total revenue 1is on a dzcline As although,
the aggregata tax revenue 1is 1increasing, the direct
rax contribution 1is not that much responsive. This
may be due to number of reasons e.g. masdsive tax
2vasion, loopholes in the tax legislation the
orovision for huge deductions and exemptions, the
irrational ©prevalence of tax rates-tax slabs and
initial amount of income not liable to tax. The
revenue from direct taxes can be also attributed to
discreminatary tax treatments but apart £from all

these or in addition to all theses asp2cts there may

o2 a reason for adooption of a defective tax, base.

e.3. under the existing levy tax is imposed on income
as a result of which income remains the tax base.
Tne present chapter discusses, therefore,

characteristics of sound tax structure bafore

discussing ths theoretical asoects of a tax base.




2.3

Characteristics of sound tax structure :

The tax policies make a vital impact on the
economic growtn of a country.,tk is often said that,
tne tax distribution burden among the individuals of
the society must be equitable and therefore, the
bheory of public finance provides operational norms
or rules for eguity in the distribution of tax
burdens. Tne equity or ‘fairness entails application
of the principle of apbsolute egulity. The statistical
vomputation as regards equity would be very simple
2.9. total expenditure of he Government would be
devided by number of tax paying units, the resultant
gquotient being the tax liability of each tax paying
unit. Thnerefore, the term equity would mean equality
in tax payment. Hewever , such an extreme
illustration of equity 1is farfetched idea because
89f number  of economic and social compulsions.
Therefore, absolute equity 1is a dream and fiscal
tneoreticians find alternative rules of équity. They
are e.j. ability to pay principle and the benefit
principle. The ability to pav principle determines
2juity on an eual sacrifice basis. It suggests that,
all Tax payers should bear an equal sacrifice 1in
the payment of taxes. Thus the ability to pay
constitutes a sacrifice to tha tax payers in terms

*

of the alternative uses of the tax moneys that are



f?rgqn. Ine ability to pay principle €further 1involves
the concepts of horizontal equity in taxationy : vertical
equity in taxation. The f£first implies equal sacrifice
among tax payers of equal tax paying ability. This means
pa2ople who are equally well should bear equal tax burden.
In vertical equity, individual with unequal tax paying
ability should be taxed unequally in order to eualise the
sacrifice. Bernard D Herber in Modern Public Finance
Fiftn EBdition at Page 119 observes ":Thus, horizontal
equity suggests that, individuals with the same amount
of tax paying ability or capacity should bear equal tax
burdens, vertical equity 1in constrast, suggests that
persons of differential taxpaying abilities should pay
different amounts of tax with the greater absolute amount
of tax paid by the taxpayer with the greater ability,
though just how much gJgreater an amount of tax should bpe

paid is still another issue."

Tne opservations of Mr.Paul A Samuelson on the
horizontal eguity at Page 323 in "The Economics, 1l4th
Edition are wortn further examination. In addition to
these Jeneral principles tax systems attempt to
incorporate modern views about fairness or equity one
important principle is that of horizontal equity, whichn
states that those who are essentially equal should bpe

Laxed equally:' The notion of equal treatment of equals



has ta2 roots in western culture. If you and I are
alike 1in every way except the color of our eyes, all
orinciples of taxation would hold that we should pay
equal taxes. In the case of benefit taxation, if we
receive exactly the same services from the highway and
parks, the principle of horizontal equity .states that
we should therefore, pay egqual taxes. Or 1if a tax
system followed the ability to pay approach,; horizontal
equity would dictate that people who have equal incomes

)

should pay the same taxes.'

A more controversial principle concerns vertical
equity which concerns the tax treatment of people with
different levels of income? Abstract philosophical
orinciples oprovide 1little guidance 1in resolving the
issues of fairness here. Imajine that A and B are alike
in every respect 2XC®L ° cpnat B has 10 times property
and 1income of A. Does that mean that B should pay the
same absolutzs tax dollars as A for Government services
such as polica protection ? or that B snould pay the
same percentage of income in taxes ? Or since the
oolice need more time to protect the property of well
to do B 1is it perhaps fair for B to pay a larger

. N Y 1}
fraction of income in taxes ?.



In fact these are highly charged political issues
and not narrow economic questions. General and abstract
principles of taxation simply cannot decide how

different Jroups should be taxed."

Tne second principle concerns with the benefit.
The different individuals under this principle should
bs taxed in oroportion to the benefit they receive from
tne Government programmes such as use of collective
j30ods like public roads or parks. BERNARD D. Herber
tllustrates the venefit principle at page 124 in Modern

Public Finance 5th Edition as under :

"The benefit (ben2fits of received) principle
or tax eguicy rule 1is tne primary alternative to the
ability to pay principle used by Western society. This
princiole nas the advantage of directly relating the
revenue and expenditure sides of the budget .Basically
it involves an approximation of @arket behaviour in
the allocative procedures of the public sector, thus
combining both efficiency (allocational) and equity
(distributional) considerations. That, is a person
voluntarily exchanges purchasing power in the form of
taxes for the aqguisition of Government economic goods-

a quid-pro-que arrangement whereby individual
consumers pay directly £for economic goods obtained from

tne public sector, from which goods they derive

satisfaction.



Tne cannotation of =2quity under this approach uses
aseither a monetary nor a sacrifice benchmark, but
instead emphasizes the desirability of the dual facts
that : (L) the exchanging of purchasing power ofor the
econosmic good 1is voluntary, as it would be 1in the
market sector and (ii) "payments" are made in
accordance with the "benefits" received. Tne benefits
may be priced according to either the govefnment cost
»f providing the service or tne value of the service
to the purchase, or a combination of these

considerations.

The institutional application of the benefit
approéch is greatly restricted, however, by the inherent
nature of Jjoint {collective)consumption. Tnis is public
type goods are characterized by the fact that the
exclpsion principle cannot be effectively applied to
all if any of he benefits of the economic goods in
question. Unless compulsion e2xists to reuire the
aonsumers to  payys they will benefit by free-ride
behaviour to avoid payment . They will not pay
voluntarily many public sector economic goods,
tnerefore not beingy subject tc a market-type pricing
mechanism, cannot be provided under the benefit

approach. Hence the benefit principle is not



comprehensive enough in its apolication to serve as
a general benchmark of the distribution of tax burdens,
though it does possess merit where it can be utilized
tnrough its application of market principles to the
public sector. It 1is generally applicable, of c5urse
in cases 1in which government applies the earmarked tax

user-charge means of raising revenues.

The benefik principle implicitly adopts the
2xisting state of income and wealth distribution, wnhich
provides the effective demand €£for the acguisition of
various governmentally—suppliéd economic goods by an
invididual. The higher-income individual would exert
Jreater effective demand over these economic goods than
would a lower~income individual. If tne benefit
principle were subject to widerspread application, or
even 1f it were appliied to important economic goods
sucn as public school education, government might well
be askead by socliety to provide a corollary
redistributional programme of a tax-transfer nature.
This would assure minimum purchasingy power which would
parmit all citizens to acquire' the essential goods

supplied by the public sec:or.



In spite of the above discussions Government have
jenerally adopted pragmatic solutions partially based
on benefit and ‘acility to pay 2approacnhes. Modern tax
Systems are an uneasy compranis> between lofty oprinciples
and political pragmitism. A Frencn Finance Minister
Colbert obs=2rved, " Raising taxes 1is 1like plucking a
Joose: yda' want to get the maximum number of feathers
with tn2 minimum amountof hiss"{guoted by Sam#ﬂédq‘
in tne Economiczat P.No.323).

2.4 Simplicity and cost of Administration and
complience :

A good tax system should be coherent simple and
straigntforward in. addition to being efficient and just
and compatible with the country's international

position.

The taxing authorities should be accountable to
tne electorate at large is one of the most important
aspects in democratic countries. This can be so only
Lf common man can understand clearly what is the nature
of the taxpayer's liability. Tax burdens which are
disguised by 1inflationary movements of prices or by
complixities in the devising or the administration of
tne tax or by uncertainties in its application cannot

oroperly mest this criterion of simplicity. There are



many aspects to this quality wnhich are as follows :

It snhould be clear in the mind of taxpayer what
is and what 11s not taxable e.g. In the case of an
Income Tax tnere are difficultiss in defining precisely
¢4nat 13 an Llncome, what 1s a capital gain, and what
is a simple capital receipt, same is the case with

osther taxes also.

Closely allied to this guestion of the clear
definition of what 1is to be taxed is the Question of
certainty as to the amount 9f tax which should pe paid
on each taxable object. Problems of valuatioh are
particularly important in this connection e.g. a wealth
tax which involve continual valuation of all capital
assets the greater part of whicﬁ are not being contin!
ously pougnt and sold in a well organised market will
involve much less certainty of tax burden than a tax
which is levied upon acquisition or disposal of capital
3ssats.

The priciple on which the tax base 1is chosen
snould itself be simple and easy Lo perceive.

A tax system cannot be simple and easy to
understand unless it makes a coherent whole.

A rtax system must be acceptable to the public
and simplicity of the system is necessary for

acceptapility.



Anocher aspect at the simplicity of a tax system

is to be found in the case of 13 administration. Ease
certainty

of understanding by the taxpayer and/comoined but they

are always not to be found together.

while considering case of administration
distinction must be drawn between complexity of

administration and cost of administration. tna following view

r . . i :
on U.S.Tax System" are important in this context.

"The cost of compliance represent still anotner
tax cost borne py tne economy : the costs associated
wicth tne opreparation of tax forms and related reporting
raquirements oy nousehold and business £firms and the
Gosts of ensuring compliance with the relevant laws
by Governmant ajencies. As Lax rates  have risen
historically and tax forms nave become increasingly
complex reflecting a vast array of full or partial tax
a2xemptions for different tyoes of income and
axpenditure, che direct and indirect costs of tax
compliance nave grown substantially, though it is

extramely difficult to obtain reliable estimates.

Such costs are likely to be most important for
income taxes, where the oportunities for legally or
illegally minimizing C23xes are likely tpo offer

sufficiently large financial incentives to compensats



taxpayers for a significant expenditure. of their own
time and frequently for out-of-pocket payment to
sutside experts. These imputed and monetary costs of
taxpayer compliance are related to sucn activities as
record keeping, making. appropriate investment
dzacisions, estimating taxes - under alternative
permissible practices, keeping up with relevant changes
in the tax laws and rule, and on occasion being
involved in audit procedures. These compliance éosts
are 1in addition to the allocational inefficiencies

associated with’' the uneven tax treatment of different

n
economic activities.

Another important test concearns with the
progressivity of taxation,, ~?Paul A.Samuelson in
"Bconomics" discussed it as under, "Today advanced

countries rely heavily on ’progressive income taxes.
A family with Rs. S0,0QO of income is taxed more than
anz witn Rs. 20,000 of income. Not only does the
higher income family pay a larger income tax, bubt it

in . = pays a higner fraction of its income.

This progjressive tax is in contrast to a strictly
proportional tax, which makes all taxpayers pay exactly
the same proportion of income. A regressive tax takes
a larger fraction of income irn taxes from poor than

from ricn families..



A tax 1is called proportional progressive or
rejressive depending upon whether it takes from. high
income people the same fraction of income a larger
fraction of income or a smaller fraction of income

tnan it takes from low income people.

2.5 Progressive, proportional and regressive taxes
Taxes are progressive 1f they take a larger
fraction of income as 1income rises ; Proportional
if taxes are a constant fraction of income; and
regressive Lf they | place a larger relative burden
o low~income families than on high-income families.
Herber in "Modern Public Finance at Page 123
illustrates these concepts furtpr. He observes, "In
a discributional eqguity context a tax 1s classiflied
&s progressive L1f the amount of tax paid as a
percentage of income increases as income increases.
In contrastt, if the amount of tax paid as a
percentage of income diminishes as income 1increases
the tax is said to be regressive. If the amount of
tax pald remains a constant proportion of increase

. . . e , "
in income, it is classified as a proportional tax.

Kaldore comments on progressivity :

The rational pehind the ., introduction of
expenditure tax appearS to becomﬂhékg’”* = +in view
of the remarks ?h Indian Tax Structure by Nicholas
“aldor as under.

1 . R :
IAn effective system of projressive direct



taxation is vital to the survival of democratic
institutions in India. The need for this arises not
nerely on financial ground to raise adequate
resources for purposes of accelerated economic
development but in order Lo bring about the degree
of social chohesion and co-operation that is
essential for the successful functioning of a
democratic system. In a community where there is
such a wide gap between the position of a priviledged
minority of a well to do and the vast wmajority who
live in dire povercy  social cohesion can only be
achieved if ecénomic inequality is affectively
lossened and the tendency towards increasing
concentration of wealtd is effectively contained.
Thnis can only oe .dohé -througn _the 1instrument of
taxation. It is/ ;f; case inevitable tnac heavy
burdens should be laid on the broad masses of the
hopulatioﬁ if India 1s to attain satisfactory role
of development 1in the coming decades. It will not
be possible to carry through the programmes
successfully with tne consent and co-operation of
the ©2%0l2 . if the privileged minority of the well
£> do are not made to bear the fair share of this

burden. Moreover in matters of taxation, like 1in

administration of law, it 1is not enough tnat justice



should be done. It must also be seen to be done. If
owing to defects in the tax laws or in their
administration, highly progressive taxes of wealth
and income nave no visible effect on the prevailing
2conomic inequality or in the standards of 1living
of rich, the mare enactment of advanced tax

legislation will prove fruitless.

2.6  Built jp elasticity :

Tne davelopiny - economy has an insatiable need
for resources. The tax structure, therefore, snould
have an ability to meet such growing needs of the
Govaernment. Tne Built-in elasticity of tax revenue
is, tnerefore, very significant. It means "Tnhat the
tax structure snhould vyield automatically increasing
revenue as the national income increases, witnout
requiring the tax rates, exemptions and coverage being
altered every vyear" Thimayya in 'Perspectives on Tax

Designs and Tax Reform | Ashish Publishing house P.ll).

Therefors, sucn elasticity 1is necessary for
a sound tax structure.
Dr. Raja Chellian at P.No.2 and 10 1in nis

interim Report on Tax Reforms submits as under :



This leads us £> another desirable
characteristic : The acceptability of tne tax system.
A tax system cannot Dbe satisfactorily implemented
unless it is generally acceptablé to the target
t.axpayers 1l.e.,taxpayers towards whom the tax system
is targetts2d. The degree of willingness to comply
with the tax law depends firstly on non-economic
Lactdrs  gych as the sccial milieu and the dejree of
civic consciousness on the part of the population
as wall as the threat of prosecution in case of
Breach  of law. Given the extent of willingness to
comply, tna acceptability of a tax. ~3Structure or
system will crucially depend on the perception of
the population of 1ts fairness in 1its innerent
structura as well as in tnhe system as it operates,
the reasonaoleness of its burden and its simplicity
wnicn lowers the cost of compliance. The manner 1in
wnicn tne tax proceeds are use2d by the government
also deta2rmnines tne willingness to tear - the burden
of taxation. The fairer the system 1is perceived to
ba, tne hign=2r, other things veiny equal, the burden
tnhe population will be willing to bear; similarly
itf tne leaders of the government are perceived to

be using tne proceeds of the taxes productively and



in the public interast, there would be greater
jeneral willingness to pay due taxes. Reasonable
rates of taxes are also an important factor in

determining the acceptability of the tax system.

Simplicity, <certainty and stapility are also
essential characteristics of a spound tax system. A
complicated tax system is difficult to administer,
and to comply with at low or reasonable cost. It also
spawns disputes and litigation pecause of differing
incerpretations of complicated provisions in tne
tax law. Tax structurs ~ and laws in several
daveloping coountries nad become complicated for two
najor reasons : The first was the desire on the part
of policy makers and their advisers to use the tax
systar for acnieving many objectives oesides raising
revenue. Great trust was placed in the tax system
in =this resjgard in the post-war vyears until the
sevanties. This had led to tnaz 1introduction of a
pletnora of incentive provisions into the tax laws,
Since then tnere nas been Jeneral disillusionment
witn the effectiveness of the provisions and a
jrowing conviccion tnat the provisions nave made the
cax law too complicated to understand and to enforce
witnout much disputation. Als>, with many deductions

and exemptions the rates of tax had to be higher in

12574
A



order to raise a given amount cf revenue.

Before the discussion on sound tax structure
stats
#nds up it may not be out of place t&/one more
esseantial accribute of a good tax structure which
concerns with tax evasion, tax avoidance and tax
delinquengy. A sound tax system 1is one wnere there
is minimum evasion avoidance and delinjuency. Herber
in modern Public Finance at P.127 demonstrates
nis yviews on these concepts as under :
2.7 Tax evasion, tax avoidance and tax delinquency
It is necessary to distinguish three terms in
relationsnip to the tax forceement -~ tax evasion, tax
a voidaola and tax delinquency. Tax evasion involves
a fraudulent or deceitful efforts by a taxpayer to
2scape 3 legal tax obligation. This is a direct
violation <¢f tax law. Tax avoidance, in contrast,
does not violate the letter of law. It occurs when
4 taxpayer arranges nis/her economic behaviour in
Sucn a manner as t£> maximize his/her posttax economic
position, tnat 1is, to minimize the amount of tax
owed. This may be accomplished in the short run by
tne advantageous use of existng tax law provisions

and in the long run, by influencing tax Llegislation



througn the support of 1lobbies and pressure Jroups
wnich reprasent tne special interest of the taxpayer.
Tax avoidance is lawful, wnile tax evasion is not.
Tax delinguency refers to failure ¢to pay a tax
ooligation on the date it 1is due. Ordinarily, tai
delinquency 1is associated with 1inability to pay a
tax because of inadeguate funds, but it does cover
the possibility of nonpayment even though funds are
avallable. In any event, tax delinquency may be only
a temporary escape from tax payment, since the
government unit to which the tax 1is owed ‘can place
lizns on the property and future earning o2f the

taxpayer in order to secure payment eventually.

To sum up the tax structure should possess the
above qualities advocated by experts. Besides the
tax laws should be simple, the tax enforcement
Machinery mnmust be Jjudicious and efficient, the tax
rates should pe such a5 to provide 1incentive for
savings and investments. There should be minimum

issues for Litigation e:zc.

2.8 Esisting state Tax Reform Report oy Dr.Cnellian

In the above background the existing state of
tax revenues is summed up by Mr.Raja Chelliah-in his
Interium r200rt on Tax Reform under the caption "Tax

level and Revenue Growth-



Table-2.1 : Cobined Tax Revenue Recepits of the Centre
States and Union Territories

Financial Gross Combinad Col.3 as %
Year domestic tax of Col.2

product at Revenusz

current

prices
1960-61 15254 1350 8.85
1961-62 16097 1543 9.59
1962-63 17212 1865 10.84
1963-64 19671 2325 11.82
1964-65 22981 2599 11.31
1965-66 24063 2922 12.14
1966-67 27389 3261 11.91
1967-68 32187 3456 10.74
,968-69 33943 3759 11.07
1969-70 37328 4200 11.25
L970-71 39708 4752 11.97
1971-72 42248 5575 13.20
1972-73 46473 6436 13.85
1973-74 56954 7389 12,97
L974-75 67039 9223 13.76
1975-76 71201 11182 15.70
1976-77 76536 12332 16.11
L977-78 87351 13237 15.15
1978-79 93880 15528 16.54
1979-80 102442 17683 17.26
1980-81 122427 19844 16.21
1981-82 143216 24142 16.86
1982-83 159395 27242 17.09




1983-84 186723 31525 16.88
1984-85 208577 35813 17.17
1985-36 233476 43267 18.53
1986-87 259055 49539 19.12
1987-88 294266 56976 19.36
1988-89 351724 66925 19.03
1989-90 395143 76762 19.43

Source : Ministry of Finance, Indian Economic Statistics
(Public¢ Finance)
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Table-2.3 : Growth Rates of Central Taxes and Income
1970 £o 1990-91

Item Average Annual Growth Rates
1970-71 1980-81 1970-71
to to to

1979-80 1989-90 1989-90

Corporation income tax 14.42 17.15 15.79

Income tax other
than corporation 12.76 14.83 13.80
income tax

Major direct taxes 13.25 15.61 14.43
Customs duties 20.96 20.03 20.49
Excise duties 14.10 14.31 14.20
Total tax revenue 15.29 16.22 15.75

Gross domestic

product {GDP) 12.04 15.58 13.81

Non-agricultural

cDP 13.33 15.50 14.92
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Earnings from lncome Tax

States share in income tax col!ecnon rose sharply in 1993-94
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Tax level and revenue Growth-The Trends :
Dr.Chelliah's Observations

By international standards the level of taxation
in India is fairly high. The ratio of the tax revenue
#f government (Centre and the States taken together)
to GNP ("The tax ratio" as it 1is called) currently
stands at a little over 19 p2rcent (Table 72.1). For
countries with similar per capita income the average
Lax ratlio is around 12-13 per cent. At the time when
the country launched its first five year plan, the tax
ratio was less than 10 percent. Even in 1970-71 it was
less than 12 percent. While the ra;io is still way below
tnat of industrial countries, Lf tax ratios are
rejressed  on psr capita GDP, India stands above the
"trend" line 0chart-3.1). Sustained efforts towards
raising resources for the government through taxation
in the last two dJdecades have pushed up the ratio of
taxation to 1its present level. However, the growth 1in
max revenue tnat underlies this impressive rise in the
tax ratio has come about more through changes made in
tne base and the rates of the taxes from year to Year
chan from an automatic increase in response to changes
in incomes and prices. The 1increase is also accounted

for largely by the rise in the level of commodity taxes



consiting principally of the Union excise duties and
customs at he Central level and sales taxes at the lavel
of the states.

Of the tax revenues of the government {(centre and
the states combined), roujhly two-thirds (67 percent)
are collected at the central level. The proportion seems
£9 have remained steady over the vyears. The :atio of
Central Tax Revenue to GDP has gone up from 8 percent
in 1970-7L to nearly 13 percent to 19 percent during
in 1989-90 as the agreegate tax ratio has moved up from
13 vercent to 19 percent during thz same neriod (Table

.2) over the 20 years, 1971-920, Central Tax Revenues
(@ross ) grew at the rate of 15.8 percent per annum as
ajgainst a growth rate of 13.8 percent in GDP and 14.9
percent in non-agricultural GDP. The growth has been
faster during the 1980s than in the 1970s (16.2 percent
as against 15.3 percent vide Table 2.3). However, the
buoyancy of the Central Taxes with respect to GDP
rejistered a decline, though slight, during the 1980s
compared to tne 1970s (l.2 as against 1.3 vide Table
2.3). Direct taxes consisting mainly of income tax
parsonal and corporate had a slower growth than that

of non-agricultural GDP. During the entire period of



1970-71 to 1989-90, major direct taxes registered a
growth rate of 14.4 percent per annum while
non agricultural GDP grew at the rate of 14.9 percent
(Taple 2.3). The gap between the growth in direct taxes
and tnat of non-agricultural GDP has widened during the

1980s(15.6 parcent as against 16.5 percent).

Government of India earlier had appointed a Tax
Reforms Committee headed vy Prof.Nicholas Kaldore a
British Economist, He was to suggest an efficient and
agquitable tax systsm to meet the needs of a gJrowing
a2conomy. He felt that the existing tax structure doesnot
2xnibit natural Dbuoyancy that is automatic rise in
yields with tne increasiny in national production and
incoms. Indian tax structure has been heavily criticised
as it lacks required elasticity as well s ouoyancy. It
las further been argued that the Income Tax structure
suffers from lack of equity because the certain incomes
such as . agriculture income are still not subjected to
tax. There are innumerablees exemptions and deductions.
for tne purpose of illustration it would not be
lLrralevant if tne exemptions under see 10 are perused.

There are nearly 32 examptions following singularly



under this section. The List of exemptions 1is sceetcned
further under section LOA which exempts income of newly
@astablisned industiral uandertakings in free tax:

zones, Sec.lOB. exempts income of 100% export oriented
undertakings, section 11, exempts 1income from property
held for cnaritable or religious purposes, Sec.1l2
examprs income of trust or institutions from
conntrioutisns and finally Sec.13A exempts 1incomes of

political parties. Tners are also innumerable deductions

under the nead income from business or professions as

ander

2.10 Valume Of Dedﬁctions Under Business Income :

Sr.No. Section Particulars

1 2 3

1 30 Rent,Rates,taxes, repairs and insurance
for buildings.

2 31 Repairs and insurance of machinery,plant
and furniture.

3 32 Depreziation

4 32A Investment allowance

o) 32AB Investment deposit account

6 33 Developmant allowance

7 33A Development allowance




10

11

12

13

14

16

17

13

33AB Tea development account

33AC Reserves for shipping business

338 Rehabilitation allowance

34 Conditions for depreciation allowance and
development rebate

34A Restriction on unabsorbed depreciation
and unabsorded 1investment allowance for
limited perisd in case of certain domestic
gompanies.

35 Expenditure on scientific research

35A Expenditure on acquisition of patent
rignts or copyrights

35AB Expenditure on know-now

35AC Expenditure on-‘ eligible projects or
schemes

35CCA Expenditure by way of payment to
associations and institutions for carrying
our rural rural development programmes

35CCB Expenditure by way of payment of
association and institutions for carrying
out programmes of conservation of natural

resources.




1 3

19 35D amortisation of certain preliminary
expenses

20 358 Deduction for expediture on prospecting
etc. for certain minera;s

21 36 Other deduction

22 37 General

23 38 Building, etc; partly used for business
etc; or nct exclusively so used

24 40 Amount not deductible

25 404 Expenses or paymants not deductible in
certain circumstances

26 41 Profit chargeable to tax

27 42 Special provision for deduction in the
case of business for prospecting,etc.
for mineral oil

%28 43 Definitions of certain terms relevant to
income from profits and gains of business
or profession

29 438 Special prcvisions consequential to
chénges in rate of exchange of currency

30 438 Certain deductions to be only on actual
payment

31 43C Special provision for computation of

cost of acguisition of certain assets



1 2 3

32 43D Speclial provision in case of income of
public financial institutions etc.

33 44 Insurnace pusiness,.
In addition there are further deduction
»;n computing to total income cnapter
vi-a of income Tax Act.
Deduction in raspect of investment
permannt disability.

34 80CC Deduction in respect of 1investment in
certain new shares

35 80CCA Deduction in respect of deposits under
Nationall saving scheme or payment to a
deferred annuity plan

36 80CCB Deduction in respect of investment made
under equity linked saving scheme

37 80D Deduction in respect of medical
insurance premia

38 80DD Deduction in respect of medical
treatment etc; of handicapped dependents

39 80G Deduction in respect of donations to

certain funds, charitable institutions etc



1 2 3

40 . BOGG Deduction in respect of rents paid

41 80GGA Deduction in respect of certain donations
for scientific research or rural development
C. Deduction in respect of certaig
incomes.

42 80HH Deduction in respect of profit and
gains from newly established
industrial undertakings or hotel
business in backward area

43 80HHA Deduction in respect of profit and
gains from newly established small
scale industrial undertakings in certain
areas.

44 80HHB Deduction in respect of profits and
jains from projects outside India

25 80HHC Deduction in respect of profit retained
for export business.

45 80HHD Deduction 1in respect of earnings in
convertible foreign exchange

47 80HHE Deduction in respect of profit from
export of computer software,etc.

48 80~1I Deduction in respect of profit and

gains from industrial undertakings

after a certain date atc.



1 2 3

49 80~IA Deduction in respect of profits and
jains from industrial undertakings,etc
in certain cases

50 80J Deduction in respect of profit and
gains from newly established
industiral undertakings or ship or
hotel business in certain cases

51 8033 Deduction in respect of profitcs and
gains from business of poulktry farming

52 80L Deduction in respect of interest on
certain securities,dividends etc.

53 30M Deduction in respect of certain inter
corporate dividends

54 80-0 Deduction in respect of royalties etc
from certain foreign enterprises

55 80p Deduction in respect of income of co-
operative socleties

56 800 Deduction in vrespect of ©profit and
gains from the business of publication
of books

57 800Q0A Deduction in respect of professional

income of authors of text books 1in

Indian languagjes



1 2 3

58 80R Deduction in respect of remuneration
from certain foreign sources in the
case of professors ,teachers etc.

59 80RR Deduction 1in respect of professional
income from foreign sources in certain
cases

60 80RRA Deduction in respect of remuneration
received for services rendered outside
India.

D-other deductions
ol 80U Deduction in the case of permanent

physical disability (including blindness)




2.11 INCOME AS TAX BASE : DEFINITION :

Under tha existing tax deisgn tax 1is levied on
income and the term income itself is subjected to huje
mbiguities and vast litigations. The tax 1is on 1income
whicn 1is defined wunder Sec.2. inclusively Sec.2 runs
ag under : |

“Income" includes~{1i) profits and gains (ii)
dividend:; (iia) voluntary contributions received by a
G rust created wholly or partly £or charitable or
religious opurposes or by an institution established
Wholly or partly for such purposes [or by an association
or institution referred to in clause (21) or clause (23)
or oy fund or trust or institution r;ferred to in sub-

clause (iv) or bub clause (v) of (23C) of section 10).

The value of any perquisite or profit in lieu of

salary taxaole under clauses (2) and (3) of section 17 :

Any special allowance or benefitqothér than perquite
included wunder sub-clause(iii) specifically granted
to the assessee 0o meet expénses wholly, necessarily

and exclusively for the performance of the duties of
an office or employment of profit.

Any allowance éranted to the assessee either to
maet his personal expenses at the place where the éuties
of his office or employment of profit are ordinarily
performed Dby him or at a place where he ordinarily
Fesides or to compensate him for the increased cost of

living.



The value of any benefit or prequisite, wnere
convertible 1into money or not, obtained from a
company either by a Director or by a person who has
a substantial . interest in the company, or by a
relative of tha director orsuch person, and any sum
paid by any sucn company in respect of any obligation
which, but for such payment, would have been payable
by tne director or otner person aforesaid;

The value of any benefit or perguisite, whether
convertible 1into money or not, obtained by any
representative assessee mentioned in <clause (iii)
or clause (iv) of sub section (1) of section 160 or
by any person on whose behalf or for whose benefit
any income is receibablz by the representative
assessee (such person being hereafter in this sub
clause referred to as the beneficiary) and any sum
paid oy tne representative assessee 1in respect of
any obligation which, but for such payment, would
have been payable by the beneficiary;

Any sum chargeabl2 to income tax under clauses

f

{ii) and {iii) of section 28 or section 41 or section

59.

Any sum of chargeable to income tax under

clause (iiia) of section 28.



Any 3sum chargeable to income tax under clause
{iiib) of section 28;

Any sum chargeable to income tax under clause
{iiic) of section 28;

Tha value of any benefit or preguisite taxable
under clause (iv) of section 28;

Any sum chargeable to income tax under clause
(v) of section 29;

Any capital gains chargeable under section 45;

The profits and gains of any business of
Insurance carried on by a mutual 1insurance company
or by a cooperative society, computed in accordance
witn section 44 or any surplus taken to be such
profits and gains by virtue of provisions contained

in tne First schedule;

Any winnings from lotteries, crossword puzzles,
races including horse races, card games and other
games of any sort of from gambling or betting of any

form or natcure whatsoaver;

Any sum vreceived by the assessee from his
employees as contributions to any provident fund or
superannuation fund or any £fund set up under the
provisions of the Employees' State Insurance Act,
1948 (34 of 1948), or any othesr fund for the welfare

of such employees;



The income 1itself 1is classified under Sec.l4
as under :
Heads of Income : Classifications :
Save as otherwise provided by this Act, all income
shall, £for the purposes of charge of income-tax and
computation of total 1income, be classfied under the

following heads of income :

A Salaries

c Income from house property

D Profits and gains of business or profession
E Capital gains

F Income from other sources.

The tax is levied on 1income the scope of which
devends upon 32c¢.5 which runs as :
L) Subject to tne provisions of this Act, the total
income of any previous vyear of person who 1is a
resident includes all 1income from whatever source
derived whicn :
a) is received or is deemed to be received in India
in such vyear by or on behalf of such person;
or

b) accrues or arises or 1s deemed to accrue or

arise to him in India during such year; or

c) accrues or arises to him outsies India during

such year;



Provided that, in the case of a person not ordinarily
resident in Indiaa within the meaning of sub-section
(6)* of section 6, the income which accrues or arises
o him outside India shakll not be so included unless
it 1is derived from a business controlled in or a

orofession set up in India.

Subject to the provisions of this Act, the total
income of any previous year of a person who is a non-
resident includes all income from whatever source

derived with-

a) is received or is deemed to be received in India
in such year by or on behalf of such person;or
b) accrues or arises or 1is deemed to accrue or
arise to him in India during such year.
the income. is further dependant upon the
resident of an assessee for which test has been laid
down as under Section 6 :
Residence in India :Anotner Limiting Facﬁor U/S of Tne Act :

An individual is said to be in 1India in any

previous year, if he-

a) is in India in that year for a period or periods

amounting in all to one hundred and eighty-two

days or more; or



)

a)

o)

42[**]

having within the four years preceding that year
been in India for a period °F periods amounting
all to three. hundred and sixty-five days or
more, is in 1India for a ‘period or periods
amounting in all to sixty days or more in that
year.

Explanation : In the case of an individual :

beiny a citizen of 1India, who leaves India in
any previous vyear as a member of the crew of
an Indian ship as defiined in clause (18) of
section 3 of the Merchant Shipping Act, 1958
{44 of 1958),0r for the purposes of employment
outside India, the provisions of sub-clause {c)
shall apply in relation to that year as if for
the words ‘"sixty days", occurring therein, the
words" one hundred and eighty-two days" had been
substituted;

peiny a citizen of India, or a person of India
origin within the meaning of Explanation to
clause (e) of section 115C, who, being outside
India, comes on a wvisit to India in any previous
year, the provisions of sub-clause (c¢) 3hall
anply in relation to that year as if for the words,
"sixty days®" occurring therein, the words “one

hundred and fifty days" had been substituted.



A HIndu undivided family, firm or other
assocliation of persons is said to Dbe resident in
India in any previous year in every case except where
during the year control and management of its affairs

is situated wholly outside India.

A company 1is said to be resident in India in

any previous year, if-

i) It is an Indian company; or
i) during that vyear, the control and management
of its affairs is situated wholly in India.
Every oﬁher person 1is said to be resident in
India 1in any previous vyear 1in every case, except
where during tnat year the gcontrol and managsment

0f his affairs is situated wholly outside India.

If a person is redident in India in a previous
year relevant to an assessmen: vyear 1in respect of
any source of 1income, he shall be deemed to be
resident in India 1in the previous year relevant to
the assessment vyear in respect of each of his other
sources of income.

A person is said to be "not ordinarily resident
"in India in any previous year if such person is-

a) An individual who has not been resident 1in

India in nine out of the ten previous years preceding



that vyear, or has not during the seven previous ysars
Preceding that year been 1in India for a period of,
or periods amounting in all to, seven hundred and

ihirty days or more: or

A HIndu undivided family whose manager has not
been rasidant in India in niné out of the ten
previous vears preceding that year or has not during
the seven previous vyears preceding that vyear been
In India for a period of, or periods amounting in

all tos seven hundred and thirty days or more.

The charging provisions that subject income
£0 the levy of tax is clarified in Sec 4 as under :

Charge of Income Tax : Statutory Provision: U/S

1) Where any Central Act. enacts that income tax
shall be charged for any assessment year at any rate
or rates, ilncome tax at that rate or those rates
shall be charged for tnat year in accordance withy
and (subject to the provisions f{including provisions
for the levy of additional income tax) of, this Acﬂ
in respect of the total 1income of the previous
year[**] of every person; Provided that where by
virtue of any provision of this Act 1income tax 1is
to be cnarged in respect of the income of a period
other than the previous year, income tax shall be

chargad accordingly.



2) In respect of income chargeable under sub
Section (1), 1income tax shall be deducted at the
gource or paid in advance , wh=2re it is so desductible

ar pavable under any provision of this Act.

The term person determines the various taxable
antitiass supjected Lo tax as under :

sperson® includes- U.S (2/31)

i) an individual,

ii) a Hindu undivided family

iii) a company

iv) a firm

V) an association of persons or a body of
individuals, whether incorporated or not

vi) a local authority, and

vii) every artificial juridical person, not €£falling

witnin any of the preceding sub-clauses;

Here iz can be seen that in case of companies
Lhere were agjain number of sub-entities such as
Trading Companies, Industrial Companies, Indian
Companiasas Foreign Companies, Companies in. which
nublic are substantially interested, Domestic

Companies etc.



2.12 TAX EVASION :

The main 1issue and the cause for concern
rejarding the taxation of income is tnat the existing
legislation nas failed in counteracting tax evasion.
4alza i a country like India assume extrd
5ignificancé. Right from tha British legislation che
cax evaders nave through  out indulged in the
loopholes of the Tax legislation. The distinction
oetwean tax evasion and tax avoidance is very thin
and the persons take advantage' by manipulating the
hax planning device. Various committees and
commissions have been apointed by the Government and
t.heir recommendations have Dbeen partially followed.
However, the dissase is so deep tnat it has posed
a proolam for fiscal experts and apparently it looké
that it is incurable. The :ax evasion influences the
¥ ax legislation in an adverse manner. First the
honest tax payers are always at a disadvantage and
tne dishonest crooks rob the national excnequer:.
Tna Dpasic cannon of taxation of bridging the gJap
Detween the ricn and the poor frustratss and contrary
£to tnis oojective the rich becomes richer on tﬁe
corrupt administrative setup. The main issue
tnerefore before the concerned authorities of fiscal

legislation is as regards minisacion of tax evasion.



Phe volume of tax evasion, causes of and
remedial measures have been discussed by H.L.Bnhatia

in Public Finance as undsr :

“The proolem of tax evasion and avoidance 1is one
of the most serious ones of our tax system.

Estimates of tax evasion have varied quite
widely. the taxation Enguiry Commission estimated the
evasion of income tax at Ks. 500 «crores. Kaldor
astimated that between Rs. 200-300 crores were being
eavaded, while the Direct Taxes Administration Enquiry
Committee put the figure at barely Rs. 20-30 crores.
Rangnekar estimated that black 1income grew at rate
of 13.3% p.a. against that of national income(in money
trms)at 10.8% p.a. and against inflation rate of 6.93%p.a.
between 1961-62 to 1969-70 in absolute terms from Rs.
L4150 crores in 1961-62 to Rs. 3,080 crores in 19269-70
S.N.Prasad in his "Estimates of Black Income in India"
{Economic Times, Jan.21 1983) estimated an increase
from Rs. 701 crores in 1953-54 to Rs. 12,611 crores
in 1979-80. There are still other estimates which are
at Jreat wvariance with the ones mentioned here.
Recentlys quite a few more studies have tried to use
different approaches for measuring the extent of

unaccounted 1income. In June 1990, the Union Finance



Minister put the figure at Rs. 80,000 crores. All
these estimates show that the extent of tax evasion
is anybody's Juess. this 1is oecause these are only
subjective estimates and have no authentic basis. And
it has become impossible to estimate its cumulative
fiture and the forms of wealth in which it is being
fueld, more particularly by the burgeoning class of
middle leval enterpreneurs. But one thing is certain.
With the passage of time, the growth of econony,
complexity and variety of taxes, tax evasion has
certainly increased to a very large extent. And
evasion of tax 1is not cinfinecd to only direct taxes.
Indirect taxes are also bbeing evaded very extensively
whereby both the consumers and the Government lose.
It may be argued by some that to some extent the
jrowing complexity of our tax laws 1is 1inevitable due
o certain inherent tendencizs connected with an
expanding tax system. But defective policies pursued
by the Government have fed these tendencies. There
nave been MANY number of committees and study groups.
Unfortunately, the recommendations made by such
commitzees are mostly formulated for short term and
contradictory objectives. They led to greater

of tax machinery, more records, more inspections, and
more complicated procedures. Consequently, their
recommendations remain not only deficient but also

add to theeéxisting drawbacks.



The Causes

fn2 reasons for tax evasion are many and

interdepandent. In some circles it 1is beslieved that

in India high rates of direct taxation are basically

responsible for large scale tax evasion. This 1is only
partly true. High rates only make the tax evasion more
tempting. As Wanchoo Committee asserts the tax evaders
are ready to take greater risks if they find that in
the event of success th2 reward is high. This was one
of the agruments given by Kaldor and repeated by
Wanchoo Committee for reducing the tax rates in the
apper slabs. But nigh rates by themselves do not
explain all tne tax evasion. There have to be
opportunities also to this end. Given the scope, taxes
wiil be evaded even at lower rates, since in general
nobody likes to pay taxes. Tnus even in the case of
indirect taxes like sales tax, excise duties etc.
Wnere the incidence <can be mostly shifted to the
purchasers, the sellers resprt cop tax evasion if they
can. This practice nelps them in increasing their own
incomes by cheating the Government of its legitimate
revenue. Thus, we may conclude that large scale tax
evasion 1s Dbasically the result of opportunities to

evade tax thougnh high tax rates strengthen the desire



for this malpractice. However, :here are certain built-
in-factors wnich prompt the tax payers to resort Lo
evasion. Both L.K.Jha and Wanchoo Committees claim
tnat financing of elections 1is major black income
generating force in our country. Inflationary pice
rise not only leads to a generation of abnormal profit
income but also eats 1into real purchasing powsr of

fixed income groups.

Opportunities for tax evasion emanate from many
sources. Our economy is yet an underdeveloped one and
tnere are information g3Japs at all levels. Appropriate
accounts are not maintained by most individuals and

«ven oy most farmers and small businessmen etc.

Tnis enables many tax payers 1in concealing or
twisting of factual information and thus evading
taxes. Actually quite a numper ©of potential tax
paymers just do not come to the notice of the tax
collecting authorities. Such concealing or
miserpresentation of facts is not limited to the .field

of direct taxes only.

putnor opportnity for tax evasion comes to the

way of tax dodgers in the form of complicated tax
laws. Our tax laws are nignly complicated and coupled

with 1insufficient information on the working of the



taxpaying economic units, a state of confusion arises.
Similarly, indirect taxes ares 3subject to thousands
of changing tax provisions, rebates and other details.

investment in real property (movable and
immovable), concealing tnair true ownarship and
benefit including price appreciation, and capital
jains constitute another set of devices for tax
avasion. Tnis happens more so through benami holdings
{which were banned in 1989, ©out still continue to
2xist), bearer bonds and blank transfers of shares.
Aosence of a comprehensive reporting system on income,
wealtn transactions and Dbenefits of a tax-—-payer
orovide a soure of misrepresentation of facts and
cheating the aﬁthorities. To this may be added the
Lmperfect tax administration.

Wanchoo Committee points out that a system of
shortajes, controls and 1licences also breeds tax
evasicn and boblack money. The Committee also 1lists
donations to political parties as - another factor in

.ne same process.

It goes wiznouc saying“nat the evil of tax
evasion should be eradicated from the country. Amongst
various advantages, it will enable the authorities

Lo raise additional resources without corresponding



increasinidy in tax rates Oy spreading the tax net.
It may even be possible for the authorities to lower
certain tax rates. If tax evasion 1is there, the tax
system 1s always likely to lack adequacy and buoyancy
wiich are two of the pasic features of a good tax
aystem. Furthermore, tax evasion breeds black money
Which creates its own parallel economy.

Artificial scarcities are added to the genuine
ones and inflationary pressures are strengthened and
affectiveness of Government's fiscal and monetary
measures 18 either lost or reduced. The productive
resourcas of the economy are diverted 1into less
desirable and sometimes even undesirable channels.
It causes a considerable amoun: of leakage of foreign
eaxchange through shady foreign trade- deals, and aiso
through wrong invoicing, secret cuts and commissions
on joint ventures and collaboration® ‘agreements
involving Indian and foreign parties. Moreover, as
tax evasion 1increases, the tax ovurden on those who
are paying the taxes has to move up in order to
provide as much revenue to the Government all told,

the effects of tax evasion and black money can only

be termed disastrous.



Remedial Measures

Various proposals have been put fortn from time
to time for checking the evil of tax evasion. Their
main drawpack, however, hnas been that théy have bsen
advocating only stricter enforcing of tax laws and
making tne laws themselves less complicated. Hardly
any attention was paid to the innerent defects in the
orgjanisational structure of our economy(that is
relying on controls and regulations than on market
forces) which generates black money and wealth. One
such important set of proposals is found in the Indian
Tax Reforms-Report of a Survey by Nicholas Kaldor in
1956.

Kaldor =2mohasised :the neesd to have appropriate

conceptual definitions of income, =2tc. This would

aasure simplicity and certainty and thereby reduce
the scope for tax evasion. Furthermore, he wanted a
two pronged attack on the problem, viz. reducing the
incentives for tax evasion and ©providing gr=ater
obstacles 1in 1its way. Kaldor believed that a high
margyinal income tax rate meant a correspondingly big
reward £or concealiny income. This view was also
substantiated by most of tne economists, professors,

departmental officers and others who testified before



the Wancheos Committee. When the marginal rate of

taxation is as high s 9397.75 percent, the net profit

on concealment can be as hnigh as 4,300 percent, of

the after tax income.Tne implication of 97.75 percent

income Tax is that it is more profitable at a certain
level of income +o evade -+tax on Rs. 30 that earn
nonestly Rs. 1000. We will not be surprised that
placed in such a situation it would be difficult for
a person +to resist the temptation of evade taxes. In

other words, 1f tax rates are "reduced, people will

be less ready to incur expenditure and take risk of

tax evasion because thhe corresponding reward in the

event of success will be smaller.

Kaldor's set of proposals to put hurdles in the
way of tax evasion included the supplementing of

income tax witn four more taxes, viz. capital gains

Laxs annual tax on wealth, oversonal =expenditure tax,

and gift tax., Sucn a composite tax system was d23igned

to ensure that a tax-payer was not able to evads tax

liability by camouflaging or concealing his economic
activities or the result thsreof. Furthermore, he

wanted a comprenensive ratuvn concerning the personal

accounts of eacn tax payer and the introduction of

a reporting system of all capital transaction by means



>f tax vouchers. For the latter purpose a national
rejister was to be maintained. He @believed that a
comprehensive return along with a multiplicity’ of
direct taxes and the national register would reduc®

tne scope for tax eﬁasion thrﬁugh falsification of
accounts. An effort to save some tax liability in one
direction would result in an enhanced tax liability
in :the otner, o2r the tax liability of some other tax-
oayer would nave to increase (in which case the other

tax-payer would not permit sucn falsification by the

first one).

All these steps, however, could not ensure a
complete plugging of tax evasion. First, the proposals
soverad only direct taxes, and secondly because all
‘ndividuals are Anot tax-payers. Kaldor, therefore,
recommended some additioal steps to help the tax
authorities in toning up the tax machinery. Kaldor
suggested tnat the Gtax-payers whose incomes exceeded
a certain limit must ke made to have their accounts
compulsorily audited witn the statutory obligation
on the chartered accountants to examine whether the
accounts presented wer=2 drawn up 1in an appropriate
manner sSo as tO show tne true chargeable income for
tax purposes. He recommended thaﬁ each tax-payer

should pe supplied with a code number and it should



be obligatory in the case of all property transfers
to disclose the code numder of the transferor and the
transferee. and all these steps were to be
supplemented by a system of deterrent punishment ‘in

tne case of detection of tax evasion.

The Government introduced the taxes as
recommended by Kaldor, bput did not accept most other
recommendations. Code numbers to tax—-payers were not
allotted, the system of a comprehensive single return
was not adopted. A national register for recording
tne property nd capital transactions was not
introduced and the marginal rates of taxation were
not reduced. The recommendation regarding the
compulsory auditing remained on paper. And in the
absence of tnese additional measures, the introduction

of additional taxes did not reduce the evil of tax

evasion.

IN June 1958, the Government appointed the
Direct Taxes Administration Enquiry Committee under
tae chairmanship of Shri. Manavift Tyagi with the
specific oojective of implementing the integrated
scneme oOf direct taxation with due regard to the naed

for eliminating tax evasion and avoiding inconvenience

to the assessees. Strangely enough, a number of



suggestions made by Kaldor for plugging the tax
evasion did not £find favour with this Committee. For
example, tne Committee did not favour the idea of a
comprehensive single tax return. Instead it suggested
a2 few <changes in the administrative procedure and
wanted the authorities to wenlist public cooperation
in tax evasion. The evil of tax evasion, obviously,

continued unapated.

The main loop-hole of the direct tax structure
in India 1is tax evasion on massive scale. This was
attempted to be contracted oy introducing various
voluntry disclosoure schemes. The subtance of the
schemes has been heavily criticised by H.L.Bhatia in

public finance as under :

Amongst various measures c¢o c¢neck the evil of
black money 1is the voluntary disclosure of black
income and wealth by the tax dodgers. Since
Independence, number of such schemes have come into
force, tnough none has been zable to unearth all the
black money and wealtn or ©prevent their further
generation. As argued by the Wanchoo Committee, such

scnemes help the fraudulent people at the cost of the



nonest and law abiding tax ©payers and this has
demoralising effect for them. In a number of cases
the same set of Deople took advantage of tax
concessions under all the schemes indicating that such
scnemes do not reform the law breakers. These schemes
dnot  :ackle tne problem of generation of black money
or the intention to conceal the ill-gotten incoms and
wealth. We may add that these schemes are also highly
inegquitable as between different tax payers.Resorting
too frequently to such a measure 2f voluntary disclose
shakes the confidence of the honest tax payers and
encourage the unscrupulous tax evaders. The tax
enforcement wmachinery also loses respect in the eyes
of tne tax payers. The Wancnoo Committee contested
the claim that voluntary disclosures broaden the base
of 1investment and accelerate economic growth since
tne concealed amount happens to be, by an large
already 1invested in a surreptitious manner. However,
sucn an investment by tax evaders is mostly 1in
economically and socially 1low priority or even
undesirable lines of investment. The schemes have the

advantage of shifting the same to areas of accepted

priorities.



A voluntary disclosure scheme was announced in
1951 in which tha penal provisions of the tax laws
were relaxed to persuade the tax evaders to come forth
and disclose their wunaccounted incomes. The second
was brought into being under Section 68 of the Finance
Act of 1965. Thus scheme was popularly known as the
60-40 scneme since the tax evaders were to pay 60%
of the disclosed 1income by way »2f tax and the
remaining 40% could be brought into books of account
{that is could be converted into white money). This
was followed by another scheme in the same year under
Section 24 of the Financce (No.2) Act, 1965. This
scneme was known as the 'Block Scheme'!', Dbecause
Rccording to its provisions the tax payabls was
determined according to the plock of income disclosad
and not at flat rate of 60%. The total disclosure
under the three scnemes amounted to only 267 crores,
which in the view of the Wancnoo Committee was only
a small fraction of the concealed income during 15
years from 1951 to 1965. the grand total of the tax

fi21d of the tnree schemes was only Rs.61.23 crores.

The next scheme was announced on 8th 0Oct.l1975
which enabled persons and firms with black income and
wealth to take advantage of this scheme. It provided

that all black income would be clubbed together



irrespective of the years over which this was earned
and treated as a block seperately form other taxable
incoe for the purposes of income tax liability. It
provided for é concessional rate Oof (25% to 60%) tax
on income disclosed under this scheme., The declarant
was to invest 5% of the disclosed Lincome and 25% of
the disclosed wealth in notified Government

sacurities.

The total disclosures of income and wealth under
this scheme tutmad  out ro be mere than Rs. 1500 crores
leading to an income tax realisation of over Rs. 250
crores and a corresponding investment of about Rs.’
40 crores in government approved securities. But
irrespective of the actual amount of black money
declared under this scheme, we can safely say that
it was still a small proportion of the total nidden’
amount. It only enabled the tax evaders to come ciean
in so far as their past deeds were concerned. As
Jiscussed earlier, in itself, the scheme did not and
could not oprovide for plugging thne Lloopholes 1in the
working of the economy and the legal scructure through
consumption. the probability of a person getting
caugnt is more if he conceals’ his income from the
autnorities oy putting it in some form of taxable
assets. But if he consumes it away, he is less Llikely

to be caught.



In early 1981, the Government again introduced
a scheme of bringing black monay out of the parallel
economy. Under this scheme, Special Bearer Bonds were
offered to the publlic to be redeemed after ten years
f%in 1991) and carrying a simple interest rate of 2%
p.a. The Bonds were marketable and the holders did
not have to explain their origin. The mere fact of
their possession did not make any person liable to
tax, or prosecution under direct tax laws, making the
scneme indepsndent of the tax system. Commercial banks
gould grant advances against bonds as collateral
security, ©but they were not permitted to purchase
them. On thelr vredemption, the holders were able to
bring tnem into their books. The  yalue of the ©bonds
and 1interest thereon were exempt £rom income taxation
and wealth taxation till their redemption. The bonds
yislded Rs. 88.66 crores to the Government in 1980-81
and Rs. 875.256 crores in 1980-8l., Their redemption

Degan in October 1990.

Over the last few VYeACS , a number of voluntary
disclosure schemes have been introduced with a variety
of coverage and contents and with a varying degree
of success. The latest in the series were launched
in 1991 in pursuance of the indication given in the

Budgecr for 1991-92 namely, the following :



1 Under the first scheme, any tax payer could
deposit any amount with the National Housing
Bank(during a prescribed period) of the deposited
amount 40% was to be deducted as a special levy {(to
be used for housing schemes for the poor) and the
remaining 60% could be withdrawn by the depositor in
one or more instalments any time after the deposit
was made. The depositor enjoyed all varieties of

immunity from tax laws and related economic offences.

2 The second scheme enabled any person in India
to receive foreign exchange from abroad without
disclosing tne namez o0f the person/agency etc. who
actually took it out illegally. the money c¢ould be
received by any mode and only the mode amount and date
of remittance alongwith the names of tne recipients
and authorized dealer were to be disclosed. The
recipients were extended full immunity from
investigation and for having committed any economic

offence under any provision or Act.

3 The third scheme took the form of India
Development Bonds floated by State Bank of India. the
first series of such _bonds had been floated in 1988
and the second in 1990 and fetched 591 million and
5261 million respectively. The series under

consideration was made extremely attractive. Both the



principal and the interest of the interest of tke
Bonds were denominated in US dollars and pound
sterling. They had a maturity of £five vyears and
carried a high rate of 9.5% p.a. Moreover, the
bondnolders enjoyed complete immunity £rom any kind

of investigation into the nature and sources of funds
under any tax law and Foreign Contributions (Regulation)
Act.

It was expectd that these schemes would enable the
country in bringing in a large amount of foreign
exchange and bring into open unaccouted income and
wealth. By 10th of Feb. 1992, acutal inflow of foreign

exchange through the scnemes equalled $§ 52144 million,



The tax evasion preaviling today the causes
thereof, the remedial measures adopted by the
Government have failed. It appears that there |1is

something inherently worng with the fundamental issues

joing deep to the tax s:tructure.

The taxation of income at a reasonable rate
encourages the economic activity, spures savings and
thus contributes to the economic growth through
investments. The high rates of taxes has a disincentive
effect and ‘encourages tax evasion. There 1is a global
trend in tax reforms by structural reduction in the tax
ratner, tax slabs etc. The following table extracxted from
Britisn Tax System Fiftn edition, by J.A.KAY and

M.A.King at P.2.23 throws light on this aspect.



Table- 2.

4 .

Changes in income tax schedule

1975-89

Name No.of brackets Maximum rate
1975 1889 1975 1989
Australia 07 o4 65 49
Belgium (a) 11 a7 60 55
Canada (a) 13 a3 47 29
France 13 13 60 57
Germany Verg large {(b) 56 56
Ireland 06 c3 72 58
Ttaly 32 c7 72 60
Japan (a) 19 5 75 50
Netherland 10 08(1990) 71 60
Newzealand 22 C2 57 33
Sweden (a) 111 c3 56 42
UK 10 c2 83 40
Us(a) 25 c2 70 33

Note : a

Q

Source : Cnossen and Messefe01989)

indicate

- local

income

addition.

taxes

payable in

indicate Has polynominal formula tax schedule

indicate

comparable

social security

because

integrated with



Tne following observations, however, go to the
soot of Lthe issue that "high marginal tax rates on big
incomes may seen fair. But they waste economic resources

and may not even raise much money",

The opsarvations abt P.No.72 in the BEconomis:z dated

April 1994 are very impor:ant.

Tha 1980s fashion for cutting income-tax rates
now  seems to be in reverse. In 1980 America's top
federal tax rate was 70% by 1988, after the 1986 tax
reform act, it was down to 28% but was later raised to
31%. It was now 41%. Adding in local income taxes, top
earning now face a total marginal tax rate of almost

50%.

Britain, another tax-cutting pioneer, slashed its
nignest marginal rate of tax on earned income £from 83%
fand a staggeriny 98% on unearned income) to 40% between
1979 and 1988. In recent years, however, tax bands and
allowances have not been raised in line with inflation,
SO more taxpayers have bpeen dragged up from-the 25% to

the 40% obracket.

The economic case for trimming marginal income
tax rates was and still is sound. The simplest version
of it focuses on work incentives. High tax rates, the

8tory goes, make people work-shy : they are Lless



inclined to put in another hour ovr seek promotion,
because a big slice of their extra earning will go

Lo the taxman.

Tne snag is that this tale is incomplete. True,
a nigher marginal tax rate makes an extra hour's toil
less rewarding, but higher taxes also mean that
workers have to work longer hours to take home the
same amount of cash. Economic thheory cannot predict

which effzct will dominate.

Most empirical studies of male employment
suggest that tne pro-and antiwork effects cancel each
other out. This 1is good news £for governments that
want £o ralse cash, even at tne risk of distorting
marginal work 1incentives. If increased taxes do not
affecc how Llongy people work, they will hava little
affect on earnings, and other things being equal,

will therefore haul in plenty of revenue.

But Martin Feldstein, head of America's
National Bureau of Economic Research and Chalirman
of tne Council of Economic Advisers between 1982 and
1984, reckons tnat America's latest tax increases
will raise far less cash than Bill Clinton's

administration hopes.



In India the tax rates fluctuate very often
-nd various authorities confirmed the fact that the
nigh rates of taxation are the main reasons for tax
evasion. Now tne tax base in India is also narrow
and the revenue requirements, are much more. IN this
oackground the nhigh tax rates affect very few pockets
leaving unﬁaxed bulk of the society. The taxation
of income at present stage has proved ineffective
in widening the tax base and therefore, unless there
is fundamental change 1in the tax structure, there
is no scope for reducing the tax rates and

consequently encouraging the economic growth.

' The taxation of income therefore, appears a
weak device in a country like India where a majority
of a society remaiﬁs outside the tax net. The
reduction of tax rates decreases the tax revenue and
lncrease in the tax rates provides disincentives.
Therefora, a tax structure should be such that with

tne reasonable tax level higher revenues should be

fatched.

Govt. of India on the basis of recommendation
of Chellian Committee introducasd presemptive taxation
scheme recently. Undef- this scheme small assessees

were allowed to pay a fixed tax of Rs. 1400 and get



rid-off submission of return and enquiries etc. The
scheme was available £for small traders hawkers,
retailers. In the budget speach for 1994-95 the
Finance Minister further modified and widened the

said scheme for broadeninyg tne tax nst Dr.Manmohan

Singh in his pudget speech dated March 11,1994 at

Paragraph 114 and 115 observes.

We have bpeen implementing a simple presumptive
3cheme of taxation for the assessees in the
unorganised sector for tne past two years. The scheme
was to nave ended with this vyear. I propose to

continue with the scheme. My hope is that more people

will avail of this very simple scheme and come

forward readily to contribute their mite to the

national tax effort without any fear or inhibition.

In addition, I am introducing a new estimated
income scheme for contractors with a turnover of upto
Rs. 40 lakns and for truck-owners who own upto ten
trucks. In che case of contractors, the net profit
will be estimated at 8 percent of the gross receipts.
In the case of truck owners, the income will be

estimated at Rs. 24,000 per truck per year for Light

Commercial Vehicles and Medium Motor Vehicles and



Rs. 30,000 per truck per year for Heavy Transport
Motor Vehicles. 1IN Dboth these cases, no further
deduction on account of depreciation or interest or
other expenses will be allowed. In both cases, the
scheme 1is optional. This scheme 1is based on the
recommendation of the Chelliah Committee on Tax
Reforms. The scheme will be simple and free of

irritants, and I expect an enthusiastic response.

However, the results of the presumptive
Taxation are not encouraging and it has not

significantly contributed to the objectives desired.

The tax offenders and evaders have practically
made the Tax structure' a mockery as 1in spite of
these schemes" Lless than 3% of Rs. 80,004,000 cross
jross nationaal product was collected by of direct

baxation. (Financial Express 18th May 1994).

An addition of 1% to GNP provides Rs. 80CO

crores to the national ex-chequers.

The aforesaid facts and circumstances
necessiated a new alternative feasible tax structure
wnich should pe responsive to the growing needs of

econamy
a developing / The alternative tax structurs should

hava wider tax base minimise tax evasion provide vary




modsrate rate structure and give no scope for

discretion and discrimination in legislative

constitutional or administrative grounds.

Table- 2.5 : Actual Collections

1993-94 Revised budget estimates
1992-93 Amount % Change 1992-93 1993-94

Direct tax

11200+ 11412+ 1.9 17500 20000
ravenues .

Indirect tax
ravenues 54608 53651 ~-1.8 57423 54250

Excise 30832 31592 2.5 32211 31750

Customs

+ corporate :

tax and 23776 22059 ~7.2 25212 22500
Lncome Lax

*April-

December

Source : Economic Times

While dealing withp the income based tax
policies a country like India poised for economic
Jrowth a resoruce raisng ability is also an important

factor in adopting a rationalised tax structure. The

nosarvations from financial express March 13,1994

are relevent from this point of view.



“Ths pasic issue sometimes starts with the fact
Wwnether a tax policy should necesarily be different
Eor developing and éeveloped countries. In a book
titlad "Tax Policy and Planning in Developing
Country". Edited by Ameresn Bagchi and Necholes
Stern, it is observed that, "While it must Dbe
acknowladged that the economically advanced countries
raly mora on direct taxes and the poor nations on
indirect or commodity taxes, the compulsions of
revenus mobilisation are not, by any means, less in
respect of Government in market economy countries
and more as regards those where the State has a
substantial role 1in development activity. We must
d> well to remember that in countries where the
market forces are generally allowed a free play the
Government assumes a lot of responsibility for social
security and even more so for defence. In fact, the
Jun and outter depate is as old as fiscal policy.
The size of the US rederai deficit and the
transformation of the United States from the biggest
deotor reflect the growing pressure on the public

exchequer and, to that extent, on the tax collector,

as Colbert would have said.



In developing countries also, the conflict
between guns and butter is very strong. Indeed, the
complaint of the World Bank is that they are spending
more on defence preparendness than justified by their
development neads and wants a cut in defence spending
as a pre-condition for the development aid. For its
part, the IMF insits on subsidies and public
expenditure generally geing cut, though not so much
to reduce tne role of th state as to prevent a large
deficit. Though tne Jdeveloped countries do not need
access to IMF-thnough Britain under Mrs.Margaret
Thatcher needed such access and privatisation was
part of tne Fund-inspired reform that her Government

pursued-generally one must say that the oressures

on th=z public exchequer and the tax collector are

reater.

There 1is an interesting chapter on the role
of IMF in tax reform. This particular comment dJdemands
more than a passing look, "even if one 1is concerned
only with'Pro-poor" rather than %Yanti-rich% policies,
ooth the level of taxes required to finance pro-poor
expenditure{which are often the marginal expenditures
in political terms-i.es. , the first to go when
expenditure are cut, Lf only because the voice of

tne poor is seldom very lound in the Cabinet room)



and the structure of taxes@e.g.q the generally
greater regressivity of a uniform VAT compared to
the more differentiated commodity taxes now in place
in most countries) nsed close attention. I am as
aware of the administrative advantages of relatively
uniform taxes as anyone lese but it seems to me that,
all too often, the Fund's tax recommendation is
recent years have displayed a considerably lower
dejree of ‘'aversion to inequality% than I feel
comfortabla with or &than 1is currently manifest in

tne tax systems of the countries concerned.®

It is practically impossibie to aspire for a
full proof tax structure even in an ad¥anced and
highly industralised economy like Uptited Statess. The
tax lsver fluctuates during regims of two presidents
as it nas happened in tne ¥9J18S; of President R2ajen
wnd reduced tax rates and Bill Clinton who increased
tax rates. However, in a country like India the tax
collection remains at far of distance from the budget

estimates. ’ ~ n Y i

In tnis background also a fresh Llook in

devising a proper tax Dase is necessary. The

¥asearcher observes that the existing 1income based

taxation has number of loopholes. 1In recent vyears

many economists and lawyers have taken renewed

int2rest in orooosals for taxing expenditure as an

alternative to taxing income,.




