CHAPTEK - 1
SUMMING

Taxation, in the mpdern world, is instrumental in
. promoting savinge, investment and production, in mmintaining eco-
nomié¢ stability and in increasing .he esconomic well-being of all
concerned. %ith the lawiching of the First Five Year Plan in 190%,
the revenus need of the Government of india hus inore.sed many-fold,
“he rates of income Lax have been inoreased and as many as four
new dir.ct taxes have been introauced and levied by the Centrul
sovernment, ln the previous tielve Chaple:s, Lhece taxes hive
been diacunae&min detail, in the iight of slaborate historical
nd adequate Lheoretical backgrounds. lmportant tax isuues have
been examired from the point of view of equity, economic ef: ects
" ord adninistrative simplicily anu ittomte hive Leen made Lo
ealimte the eftecte of .Lhe ,resent Lix sysiem on savings und
invesiment by indiviauals and also on uhe growth of uhe private
corpor:te seclor in the country, The structures of direct taxza-
tion in lnaia have veen ocompared wiuh those in some foreign
countries. lMany propos la toc improve the existing tax system have
been m.e and m:ny conclusions hLave teen arrived at, In this
Chupter the most imporiant of theze -ropose:ls und conclusions are

sumarised in brief, st the risk of repeti-ion,
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Most of the propos:ls made for tax reform do not
hive mijor revenue si,nificance, bBut they would certainly make
the tax system more equitable, more simple to administer effectively
and more desirable from the point of view of economic effects. An
ejuitable tax system would improve the morale of taxpayers and its
better economic ef.ects would promote industrialisation., If it
is maie simple Lo sdminister, it would bring in lar,e revenue at

lesas coet,

There secms to be no prospecits for a eubstantial tax
reduction in the near future, There also seems to bs litile mcope
for inc:easiny “he existing level of ersonal and corporale Laxa-
tion. However, com ared to non-ugricultural income, agricultural
income i» lightly taxed. The coverage of the income tax and wealth
tax may be :idened considerzbly by asking the Btite Governments
to dele.ste their power to the Centril Government to tax aygricul-
tur:l income and agriculiural progerty. Or the State Jovernments
should be asked Lo tax agricultural income of an assessee at the
rates ap:licable Lo his total income including agriguliural and
non-sgriculiural incomee, This ie & major tax reform which would
not only increase the revenue yield tut would mke the tax sysiem

more equitable.
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Personal Tazation

It does not seem to be possible to define the term
*income exhzustively !or income tax purposes and it is not desirable
to define it in general terms, It my be left to be interpreted
weeording .o its 'maiursl anu commonly understood import', but the
Act should .ive an inclusive definition of income @ as to make
taxable all items of income .hich a well desi.ned economic ooncept

gcovers,

The Hajg-ovimons concept of income would lead one
much nearer to an ejuitable sy:tem of income taxation in necordance
with taxalle capacity. tvery effort should be rade to bkiny it
inwo ractice without cuueing inejquity betweon ascessees and unduly
heavy administrative burden. +his conce;t favours taxation of all
income:, whether realised or not, whether recurring or oasual,
In fact, it favours taxition of bequeats, ifus and c2pital wnins
along with other ircomes of tha taxpayor. But while equity requires
a separite treatment of bequeasts and sifts, practical considerations

require a special tre.tment of (lon.-term) expital gaines,

ivory step h 8 beon tzken in India to iring all

moncy and rion-money income under the lncome Tax Act, In order to
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avoid unnecessary litigation and the existing ambiguity, it is
desirable to specify clearly in the Aol that if an incoms from
aelling of goode is not taxable as capital gaine, it is taxable

.an revenue incoms, Further, all casual incomes, not being gamb-
lirg gains, inherjtunce and gifte, should be made taxable whether
or nol they arime from the exercise of a2 bueiness, profeesion or
vocation, Equity requires some cener:l fora of relief for fluctum-
tions in income, For Lhis 'the Bimons und Groves retrozstive

averaze plan' may be improved una adopted,

For taxing vhe income of a tuxpayer ina of his wife
and miner children, the joint reiurn asysiem is both equitable and
necessary for efficient ndministration, As the first atep to
introduce this schems in India, the unearned income of a mother
“nd minor chiloren mey be agure.pted with the total income of
her husband. At least, the present system of allowiny personal
allowances should be improvei, The exemution liamit should be
abolished. The murriage allocwance of u spouse should be withe
drawn when the income of the other spouse exceeds a certain limdt.
Widows and widowers should be allowed no mmrriage allow:nos.

The child allow nce stould be mde either to its sother or father
and should bs withdrawn when his person:l income exceeds & limit,
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The schems may be rationalise. by increauing a little the child

allowsnce.

The income Lax shoﬁld mike no difference between
earned and unearned incomes, as there is a weulth tax to do this
job more naturally and efieciively. This reform would 4o to
simplify the rate struciure to a large extent. If such ® change
is not desired, ihe present definition of earned incoms should be
improved and the rate structure simplified, There sesme to be mo
c.se for trealing as earned income, income from business or income
not derived wholly and directly from personal exertion. &Same rate
of surchar.e may be imposedi on all incomes above an exemption
limit of say, Re, 10,000 for unearned income :rnd Rs, '34,000 for

earned income,

The prosent treatment of onpitul gains in India
seems Lo be satisfactory. The application of realisation principle
for taxing oa:ital sains, in main, mkes it necessary to distinguish
between short-and long-term capital ;pins a:nd makes the tax
structure more complicated., Bubt tux-tion of capital gains on
accrusl besie is both difficult and undesirable. Capital ;ains

remlired merely bec-use of chinges in Lhe price level are iliusory
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and rejuire some concessicn, But, capitul ins arising out of
chingee in interest rates ircrease one's tax paying oapacity.
.Capital sains of ten represent unearned increments in -he value of
assetis due to modern techniocal und industrial planned development,
Their exemption from tax would result in severe discrimination

between z2sceeeees and in tax avoidance,

Reintroduction of the expenditure tax either in addi-
tion to or in the pl ce of the income Lax does not seeam Lo be
desiratle, The Indian income tax is based on a suffici-ntly
reasonable definition of income, &tven if Lhe present income tax
is, as Kaldor ssys, not based cn a true meaaure of the spending
povwer of an individusl, tax«tion of actual spending alone (&e
a.ainst the spending power) c:imnot mike the iax system any more
equitable, 1f the rates of income tax are considered to bhave
disincentive effecte, introduction of an ex;enditure tax does not
seem L0 be a logioal solution, There it is considered necessary,
more selective amd effeclive incentives may be .iven unaer ihe
presaent Income Tax Act itself, An expendiiure tax is much more
aifiicult to administer than an income taz, In any ouse, &
developing country, like Indi:, cannot be an ideal experimental

field for a novel tax measure of this kind,



A tax on net wealth can be supported both on equity
and sconomic growds., It supplemenis the incoms tax to buse taxae
tion on a true measure of tax paying capacity, It is a potemt

'1nltrument to discourage holding of wealth in unproductive forme
and to check concentration of unproductive weslth, It can serve
as an aduitionil Lu.x on unearned income and wurrants repeal of the
preaent differentiition between earned and unearned income mde

under the lncome Tax Act.

In Sweden, u8sels of husbinds and wives are combined
for purposes of the wealth tax and in certain c:ses, the assets
of minor children are included with those of their parents,
Poseibility of introducing such a measure in Indja should be
explored. Steps should be taken to bring agricultural property
within the purview of the wealth tax,

For all practioal purposes, it is better to consider
that whe inocidence of a death tax is on the inheritors, and an
inheritsnce tax is more ejuitable than an estute duty, The inhe-
rit:nce tax should tuke into :ccount the prior wexzlth of the
inheritors and treat ifts anc bequesis alike. If introduction

of such an inheritunce tax is not desirec on administrative
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grounds, a mothod of integrating the xift tax and the est:te duty
should be adopted, The method followsd in Australia secms to be
boih simple ani ressonable.

After Independance, the lower ircome groups have been
much relieved from liability Le direct taxzes and since 1907-06,
the ra.ep o taxes in middle income groups have been comparauively
lower, Avajlable ovidenc:s do not show olearly that the total
turden of direct taxees on higher income-brackets have affected
adversely oither the willingness or capucity to save and invest,
There is widesprvad tax evusion in lndia, For the past two
decades or 8o, only about 6,000 assessess (that is about 0,5 per
oent of the total number of individuils) have been taxed at 50
per cunt or more of taxable income, If any individual's income
is subject to diminishing return beoiuse of taxes, it shows
clearly that he bas kept his huge weilth comparaiively unproduc-
tive, It does not, therefore, seem 4o be desirable to fix a tax
oeiling. A resuction in the raztes of taxes on upper brackets is

preferable to a tax ceiling.

The present porsonal tax struclure favours formtion

of companies, imposes heavy pen:lty on unproductive wealth and
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aims at red.cing the concentration of wealth and incoms.

The Income-Tax Statisiics indicute some reduction
. in the desree of inequity of irncome amony individuals over the
ten yeare period from 1905-04 to 1962-63, Taxpayers having
total incoms of Ke, 26,000 or below eeem to have slightly improved
their comparative position over ihe sume period (see Table i of
Appendix }), While the relative shares of pre-tax and post-tax
income of these groups increased in 1962-63 over 1565-D4, the
relative ahares of income of those with income above Re, 25,000
sho.ed a decreass, While there w:e & decrease in the share in
income received by the top 10 per cent of the taxpayere, there wms
& 8light inorease in the share in income taken by the bottom Y0
per ocent and the middle 20 per cont. Among this top 10 per cent
188¢88088, Lhe non-silary eirners scem t¢ have experienced a
marked decline both in their pre-tax ind post-tax income (ses
Table 2 of Appendix F).

Avajlable wpalth-tax statistics also indicate a
similar trend (see Tuble 3 of Appeniix F). ¥hile the number of
individu:ls whc hid net weslth of above ks, 12 lakhs dealined

‘from 1,408 in 1961-62 to 1,202 in 1964-60, Lhe number of thoee
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with net wealth of Re, 2 lakhs to Re, 12 lakhs increased from
22,407 in 1961-62 to 27,602 in 1964-60. The total net wealth of
the former gzroup decrexsed from its, 3J6.2 orores to Re, 304.9
crores, vhile the total wealth of the latter yroup increased from
Rs, 888,0 crores to 1,030.3 erores,

Tax statistics do not often reflect ihe real changs
in the distribution of wealth and income, This is miinly because
of widespread evasion and ch.nges mce in the legal definition of
taxabie unit.a.:l Further, the chanye in the distribution of
wo:lth and income neecd not necessarily be a result of taxation.
However, the steeply progressive rates of taxes tempt one to
conclude thal taxation should have been one of Lhe main causes
for uhe reuuction in wealth znd income concentration during the

period under study,

Lomiany Taxation

A company is & legxl, economic and mociz]l entity,
1t is desirable to treat it as & tax entity as well, It is better

---------------------------------------------- - ke o o bt O ok E T W s

1. For okher reasons see:- FKeport of ihe Committee on Income
Distribution, Part I, pp. 1011,



to vax it at a [lat rute of non-refundable tax and to consider
for all practieal purposes, the right of the company to retain
,part of its profits undistribuied as one of the privileges of
incorporation rather than as a source attragting a sepiarate rate
of tax, It is almost imposaible to inte.rate the corporate and
pe: sonal taxiation, Neither does it seem Lo be nuoessary, Where
it is considered necessary, some concesaions muy be allowed in

taxing dividend income in the handa of shareholders,

Since 1960, companies in India have been taxed at
flat rates and no refunc of Lhe tax puid by a company h' s been
mde to its shireholdera, In 1960, the super-tax on companies
vas integrated with income-t:x, It is only proper to nime the

tax on companies corporation tax,

There seems to be no cumpelling reason vo treat a
olosely held company aifferently from & widely held company for
the purpose of corporation tux, There should, however, be soms
provisions for preventing closely helc companies from unreasonably
accumuliting profits, Indiin provisions in this reg.ra seem
to be sitisfactory, however, uhe prusent system of imposing pemal

, btax on 'he entire undistributed balance of the distributable
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profite of the gompany in defsult, should be withdrswmn,. Instead,
a penal tax of, say, B0 or 60 par ount of the excess retention

. over the statutory percentage m-y be imposed, Buch & schems is
only reasonable and sould involve neiiher rovenue loss nor addi-

tion:] administrative burden.

Coming to the computaiion of taxable business income
of a oomg.ny, the residuary provision should be improved, For
this, the following two provisions smay be introduced; (i) a pro-
vision to allow dedugtion for iruains lomses connected #ith or
arising out of th. business or profession, and (i1i) a progcion to
mike it clear that no deduction other thin those mentioned in the

Act shall bte allowed in computing business income,

Por income tax purposes, no distinction need be
ammde betwesn depreciation and obeolesconce and they should be
treated a8 revenue expendiitures or losses, Depreciation allowances
m:y be mmue oiiher on straight line methed or on diminishing
balance method, There is no case for prefering one uc the other,
It doos not, hoxever, sesem Lo Le desir.ble to base dupreciation
allow nces on replacement cost of the assets, ]f, on the other

shand, industries fin: it ravher hard to rspluce and renew their eld
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assets because of inflation, some concessions my be allowed.

For stock valuation, option should be given for
the taxpayer to adopt the murket v:lue even if he had valued his
stocks for some y:urs at cost, But the Lifo method of estimating
cost p:ice should be rejecied on the ,round that it does not

reflect the real profits of the buuiness,

The ;reaent system of treating carried forward
losses, depreciation allowances and development rebate should be
rationalised und simplified. Unexhoustec depreciation and bulan-
cing allowances should bc tre ted alike and ihey should be consi-
dered as a part of business losses oarfiod forward. It is only
reasonable Lo allow business losses to be carried forward as an

off-set 2inst businese as well s non-buziness incoms.

Extensive tux concessions and incentives have been
granted for industries, They mike the tax system toc complicated
and burdensome tc administer effeotlively, But the; my be suppor-
ted minly in view of the present higher rutes of tuxes, However,
it is imper.tive that an expert enquiry should be made as to how

the tax concessions allowed are utilieed hy‘uhe industries con-
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cerned. There seems 10 be a case for further reducing the rates
of tax on intercorporate dividenas received by a parent company

from jts subsidiaries,

The tax on bonus issues wus rightly withdrawn. The
tax on excess dividend distribution may clso bs abolished as it
serves no purpose exoept perhaps to increase the total tax burden
on certain companies, The ocompaniea (profiis) surtax need not
necessarily be an emer.ency or w:rtime tax, It may bs a permanent
levy. It would be useful to achieve some economic and social
objestives, if the definition of 'statuiory deduction' is kept
varying from time to time, The 'deficiency in sta:utory deduotion®

m:y be allowed to be carried forward for one or two years,

Available evidences do not indicate clearly that
comcany taxation his affected in anyw.y the growth of the private
corporate sector in the country. The traditjonal theory of inci-
dence of corporation tax eeems to have no more any value, and at
least &« psrt of the corporation tax might have been recouped by
companies, especially, throush hiher prices. The increases mde
'1n taxes on companies in recent yeurs have affected much the

!
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retained profite, if, ins;ite of this and the ocontinued slugyish-
ness of “he Indian o pital market in recent years, the compunies
_have raised adequate funds for expinsion eto,, it is due to the
strengthening of the oapital murket through the establishment of

a variety of financial institutions not only for granting loans

but for underwriting the new issues of oapital and for mobilising
individual suvings for investment in industrial securities, However,
if industry Lus to progress under its own steac, it should be
enabled to plough back greater croportion of ita profits and vigo-
rous stepe 6rno.ld b- taken to revive the capitul market, A reduc~
udon in the totsl tax burden on compznies would increase the volume
of ocorporate s«vings and make industrinl securiijes attractive,

As 4 specizl incentive to indi-idual investors, capital gains, if
they are invested in industrial seourities, my be exempted from

tax,



