Chapter 5

Policy proposals

5.1 ATTAINING A FISCAL CORRECTION
OF 1.66% oF GDP BY 200809

The! baselineprojections, shw that assum-
ing presentrendsin policiesandimplemen-
tation continue, the revenue deficit is ex-
pectedto reduceto 1.66%of GDP by 2008-
09. If thecomingyearsaresimilarto the past
few years,in termsof progresson tax pol-
icy andadministrationthe FRBM goalswill
not be met. New policiesandnew efforts in
implementatiorwill beneededo achie/e the
remainingtask.

The baselineprojectionsimply thatin 2008-
09, GDP would be Rs.48,20,389crore.
Hence, each percentage point of GDP
would correspondo Rs.48,204crore. The
requiredfiscaladjustmentpf 1.66%o0f GDP,
correspond$o Rs.79,96%rore.

It is possibleto ervisage a correction of
1.66% of GDP that is done entirely on
the expenditureside. This would require
identifying programgo be discontinuedand
administratve interventions throughwhich
expenditure codd come dowvn by 1.66%
of GDPR On the other hand, if the fiscal

1This chapterdravs heavily upon the work of
Dr. R. J. Chelliah, Dr. Amaresh Bagchi, Dr.
Parthasarthi Shome, Dr. M. Govinda Rao and
numerougovernmentcommiteereports.

correction is entirely revenue driven, the
required additional resource mobilisation
through taxes would need to be larger,
given the devolution of resourcesto the
States. The size of the increasedgross
tax revenuesrequired will therefore vary
with the expenditure-regenuemix of policy
alternatves.

This requiredadjustmentof 1.66%of GDP

in four years,appeardarge whencompared
with India’s own experiencewherethe Tax-

GDP ratio has generally not changedby

morethan 1.5 percentageointsin ary four

year period. However, the international
experiencein this regard is revealing. Table
5.1 shavs some four-year episodeswhere
the Tax-GDP ratio rose by more than
4 percentagepoints, among the largest
countries(definedas a PPP GDP which is

largerthan$200billion).

This table shavs 53 examples of such
episodespof countrieswhere an increasein
the Tax-GDPratio of this size was attained
over a four—year period. This rangesfrom
Argentinasfour-yearperiod,endingin 1979,
where the Tax/GDP ratio rose by 15.53
percentagepoints, to Brazil’'s experience
in the four-year period ended1993, where
the Tax/GDP ratio rose by 4.01 percentage



Table5.1

Year Changdn Year Changdn

Country ended Tax/GDP | Country ended TaxGDP
Argentina 1979 15.33 | ltaly 1982 4.93
Argentina 1978 14.11 | Belgium 1977 4.89
Argentina 1980 10.£ | Australia 1977 4.89
Argentina 1981 9.37 | Spain 1989 4.88
Iran 1999 769 | Spain 1988 4.83
Turkey 1999 7.30 | Argentina 1993 4.82
Iran 1997 7.28 | Malaysia 1980 4.75
Turkey 2000 6.90 | Argentina 1985 4.74
Egypt 1980 6.79 | Turkey 2001 4.72
Italy 1983 6.44 | Spain 1987 4.67
Japan 1991 6.29 | Spain 1986 4.60
Sweden 1977 6.24 | Belgium 1975 4.60
Egypt 1994 5.89 | Belgium 1976 4.60
Turkey 1997 571 | Sweden 1990 451
Sweden 1997 5.63 | Japan 1992 4.47
Sweden 1998 559 | Japan 1993 4.45
Sweden 1978 554 | UK 1983 4.33
Argentina 1986 554 | Switzerland 1976 4.32
Malaysia 1977 548 | SouthAfrica 1985 4.29
Iran 1978 5.39 | ltaly 1993 4.26
Iran 1998 530 | Sweden 1987 4.24
Belgium 1978 5.24 | Argentina 1994 4.23
Italy 1986 5.18 | ltaly 1984 4.21
Indonesia 1976 5.16 | Philippines 1992 4.13
UK 1982 5.13 | Egypt 1993 4.09
Turkey 1998 501 | Thailand 1991 4.01
Brazil 1993 4.01

points?

An interestingfeature of this table is that

a diverse range of countries are present.

Thereare poor countriesandrich countries;
there are a few dictatorshipsand mary
democracies;there are countries from all
continents.

2Sometimesgountriesappeain thistablemultiple
times. This implies a sustainedlarge rise in the
tax-GDPratio over a period longerthan four years.
For example, the first four lines in the table are
all about Argentina. This meansthat in the four-
year period ended1979, the tax-GDPratio grev by
15.53 percentagepoints, and that in the four-year
periodended1978,the tax-GDPratio grew by 14.11
percentag@oints,etc.

This suggeststhat the fresh efforts now
requiredin India are not unusualby world
standards.The goalsthatwe facehave been
achievedby mary otherlargecountriespften
underconditionsof inferior acces$o modern
informationtechnologyfor improving the tax
administration.

5.2 STRATEGY FOR TAX REFORM

In previous chapters,we argued in favour
of a revenuedriven strat@y for achiezing
the FRBM tamgets. Given the limited
scopeof raising non-tax revenue, meeting
the FRBM taget of elimination of revenue



deficitimplies increasingthe tax-GDPratio.
Suchanincreasenasanimportantassociated
benefitdueto its positive impacton the State
finances.

An enhancedtax-GDP ratio should be
achievedthroughpolicieswhich arecompat-
ible with the core economicpolicy goalsof
promoting efficiengy, equity and high qual-
ity growth. This implies that additionalre-
sourcesshould be obtainedthrough a non-
distortionarytax regime supportve of saving
andentrepreneurshiplhe tax systemshould
not induce householdsand firms to distort
their behaiour in inefficient directionsow-
ing to tax compulsions.

We may sketch the elementsof a reform
stratgy which would achieve thesegoalsas
follows.

1. Wideningthe taxbase In precedingdecades,
Indiahasexperiencedhedifficultiesassociated
with high rates and penasie tax avoidance
efforts by firms andhouseholds.

Expandingthe taxbase ratherthanincreasing
rates,is hencethe preferredstratayy.

Oneelementof broadeninghe basecomprises
addressingthe problem of exemptions For
mary decadesthe taxbasehasbeenwhittled
away through a steadily escalatingrange of
exemptions. The removal of theseexemptions
will have twin implications. First, it would
lead to a higher tax-GDP ratio. Second,
it would enhanceGDP growth, since tax
exemptions and deductionsdistort allocative
efficiengy, undermineequity (both horizontal
and vertical), increase compliance costs,
imposeadministratve burdens,and encourage
corruption.

The secondelementof broadeningthe base
comprisesbroadeing the scope of the tax
system to bring within its fold economic
activities which werehithertoexempt.

2. Low rates; few rates High tax ratesdistort
economiadecisiors andfuel the deploymentof

resourcednto tax avoidanceand tax evasion.
A large numberof ratesof taxes exacerbates
the problemof braclet creepandclassification
disputes. These arguments suggestthat a
rationaltax systemis onewith very few rates
andlow rates.For example,debate®ncustoms
dutieshave universally arguedthat if customs
tariffs have to exist, there should be a single
uniform rateon all goods. Similarly, it is well
acceptedhatthereshouldbe a single VAT rate
coveringall kinds of production.

. Enhancingequityof the taxsystem Reformof

the taxsystemshouldfurther both verticaland
horizontalequity.

. Shiftto non-distortionaryconsumptiontaxesto

increaseefficiencyin producticn and enhance
international competitivenessf Indian goods
andservices.

High import tariffs, excises and turnover

tax on domestic goods and services have

enormous cascading effects, leading to a

distortedstructureof production,consumption
and exports. This problemcan be effectively

addressedby shifting the tax burden from

productionandtradeto final consumptionand
from savingsto consumption.

A well designeddestination-based/AT on
all goods and servicesis the most elegant
method of eliminating distortions and taxing
consumptionUnderthis structure all different
stagesof productionand distribution can be
interpretedasa meretax pass-throughandthe
tax essentlly ‘sticks’ on final consumption
within thetaxingjurisdiction.

The existing tax system introduces myriad
distortions which favour some goods and
services at the expense of others. These
distortionsyield inefficient resourceallocation,
andcomeat the price of inferior GDP growth.
The existence of such potentialities in the
framework of tax policy generateent-seeking
behaiour on the part of firms, who have
incentves to engage in political lobbying
seeking favourable modificationsin the tax
schedule.

The Indian consumeris known to be remark-
ably sensitve to apparentlysmall changesin



relative prices. Thegoalof arationaltaxsystem
is to empowerhouseholdd4o encagein undis-
torted decision making, driven by their own
needsandpreferencesandnot decisionamade
in the Ministry of Finance.

. Enhancingthe neutmlity betweerpresentcon-

sumptionand future consumption.At present,
the tax systemis neutral betweenconsump-
tion and savings. Consumerdypically favour

presentconsumptiorover future consumption.
Hence, neutrality betweenconsumptionand
savings tendsto depresssavings ratesand in-

vestment. Tax reform should impart inter-

temporalneutralityin consumption.

. Enhancing neutrlity of the tax systemto
the form of organisation Teamsor groups
of individuals can be organised in mary
different organisational structures, such as
limited liability companiesassociations;lubs,
partnershipslimited liability partnershipsetc.
Eachof theseformsof organisationasits own
strengthsand weaknessesn raising capital,
handlingconflictsof interest,enablingdecision
making, etc. The choice of organisational
structureadoptedby decision makers in the
economy should be driven by efficieng
considerationandnot tax considerations.

. Enhancing the neutality of the tax system
to soures of finance The choice between
debt and equity and betweenretention and
distribution of profitsshouldnotbedistortedby
tax considerations.

. Establishingan effective and efficient compli-
ancesystenfzoodtax policy cannotexist with-
out good tax administrdion.Wheneer actual
practicediffers from legislative intent, policy

decisionsarebeing madeby tax administrators.

Compliancecostsupon taxpayersare a major
problemfacedin the economy The mission
of the taxadministratiorto collectrevenuedor
the Governmentthrougha legally definedtax
system,in an effective, equitableand efficient
manner Achieving thesegoalsinvolves fourel-
ements:

e Establishinga program for taxpayerser
vice andeducatiorto promote voluntary
compliancewith tax obligations;

e Making non-complianceisky for viola-
tors;

e Simplifying compliance proceduresto
reducetransactiorcosts;

¢ Using information technologycompris-
ing of state-of-the-artomputertechnol-
ogy aswell ascomprehensie andinte-
gratedsystemsoveringall functionalar
easof the taxcircuit, capableof provid-
ing accuratetimely andsuficient infor-
mation. This will enhanceranspareng
and integrity, thereby inspiring public
confidencen the taxadministration.

9. Focus on huoyancy rather than immediate

sourcesof tax revenue

Tax revenues can always be increasedby
imposing ad-hoc taxes. For example, it is
always possibleto pick one sectorwith easy
enforceability- suchastelecom- andimpose
ataxonit. However, suchanapproachs nota
long-termfoundationfor a soundtax system.
Such ad-hoctaxes have beenseento induce
deeperdistortionsin the economy adwersely
affectthegrowth of GDPthroughmisallocation
of resourcesandsetthe stagefor new kinds of
tax avoidancemechanisms.

The reforms stratgy of this reportfocuseson
establishinganeconomicallyefficient, effective
and equitabletax systemwhich will facilitate
voluntary compliance. The focusis on raising
tax revenuesthrough increasedtax buoyang/
ratherthenadhocdistortionarytaxes.

Giventhis broadframenork for tax reforms,
we outline the proposals for reform of
the servicessector customs,central excise,
personalncometax andcorporateaxes.

A recurringissueof centralimportance,in

thinking about tax policy in India, is the
subsidiesimplicit in tax exemptions. ‘Tax

expenditures’are revenuelossesattributable
to provisions of the taxlaws which allow a
special exclusion, exemption, or deduction
from grossincomeor which provide aspecial
credit, a preferentiakrate of tax, or a deferral



of tax liability. Theseare also referredto

as spendingprogramsembeddedn the tax
law. The conceptof tax expenditurerest
on the assumptionthat tax rate should be

applied to a comprehense baseso as to

maximizetax revenueat ary given tax rate.
Tax provisionswhich shieldtaxpayelincome
comprehensely defined,from the liability

of income tax are regarded as analogous
to government expenditures. Since, all

governmentexpendituresare requiredto be

voted by the Parliament,it is necessarnand
appropriateto enumerate,as part of the

budget exercise, all tax expendituresand
obtainspecificapproal of the Parliament.

A large numberof countriesacrosgheglobe
have adoptedthis practice of presentingto

their Parliament the various items of tax

expenditureas part of their budgetprocess.
Thishasconsiderablyenhancedransparenc

in designingtax policy. In fact, this has
helped governmentsto ward off pressure
from interestedgroupsfor variouskinds of

distortionaryexemptionsandexclusions.

The practice of reporting tax expenditures
to the Parliament must be adopted as
part of the budget process. It will
enable the Parliament to scrutinize these
expenditureswith referenceto their costs
and benefits. Therefore, it will impart
transparengcandaccountabilityin designing
tax policies. However, a large number of
issuesparticularly relating to measurement
and identification of the tax expenditures
would needto beresohed. Accordingly, we
recommendhe creationof a TaskForcewith
the objective of identifying the various tax
expenditures,the method of measurement,
andtheform of reporting.

5.3 THE GOODS AND SERVICES TAX
(GST)

5.3.1 Evolution and problems of union
exciseduties

Entry 84 in the Union List in the Constitu-
tion of India empaversthe CentralGovern-
mentto levy dutiesof exciseon tobaccoand
othergoodsmanufcturedor producedn In-

dia? therebyexcluding servicesby implica-
tion. Therefore,the central governmentis

empaveredto levy a tax on productionof

goodsandnot on consumptiorof goods.Ac-

cordingly, the Union exciseduty is a tax ap-
plicable only on the manufcture of goods
within the country Thevalueadditionin the
postmanufcturingstage beingin thenature
of services,is excluded from the taxbase.
The levy of union excise dutiesis governed
by the CentralExciseAct, 1944,andtheCen-
tral ExciseTariff Act, 1985.

Theterm ‘manufacture’hasbeeninterpreted
to meanbringinginto existencea new article
having a distinct name, character use and
marketability. In somecases,even though
the processmay not give rise to a new
article, the exciselaw deems suclprocesses
as manufcture. Examplesof this include
repackagingof specifiedbulk imports into
smallermarketablelots, labeling,etc.

Over the years, the central excise duty

structure has been fine-tuned for various

objectves including social considerations
and purely revenue considerations. It is

repletewith exemptionsandincentves.

3This is subjectto the following exceptions: (a)
alcoholicliquorsfor humanconsumption.(b) opium,
Indian hempand other narcoticdrugsand narcotics,
otherthen medicinalandtoilet preparationgontaining
alcoholor ary substancincludedin (b) above.



Excise duty reform began in 1986. but its
progresshas beenrelatively slow. The tax
structurehasimprovedconsiderablyincethe
beginningof the1990s;overahundredexcise
ratesin 1980s have beenreducedto three
main rates (Table 3). Unlike in the early
1980swhenexcisedutywaslevied atspecific
rates,it is nov mostly levied on ad-valorem
basis(i.e., on the basisof value). Where
goodsareliable to exciseduty with reference
to their value,the valueis determinedn the
following manner:

Transactionvalue Transactiorvalueis the price at
which the goodsare sold by an assesseat the
time and place of remaoval where price is the
sole considerationof sale and the seller and
consumearenotrelated.

Maximum retail price Certain notified goods
which are statutorily required to declare on
the packagethereof, a retail sale price, are
chagedexciseduty on suchretail saleprice as
reducedby applicable abatementGoodssuch
asbeveragesrefrigerators|ubricatingoils, etc.
fall underthis category.

Someof the benefitsfrom shifting to fewer
rates have been neutralisedby the ‘tariff
schedule'of abatementates.

Basic excise duty (i.e. CENVAT) is now
levied at a uniform rate of 16 per cent.
This rate is applicableto about 85 percent
of products,contrituting 60 percentof the
total excise duty revenues. However, a
concessionaluty rate! of 8 percentis levied
on some 34 products, like food products,
matches(mechanisedsector), cotton yarn,
computersetc. Further a Special Excise
Duty (SED) at the rate of 8 per cent is
alsoimposedon certainitemslike polyester
filamentyarn, cars,air conditionersaerated
waters and tyres. An additional excise

4This is done by way of a partial exemption
notification.

duty (AED) is levied on goodsof special
importance like sugar, tobacco, textiles,
or to collect the road cess. A National
Calamity Contingeng Duty (‘NCCD’) has
been introduced on specified tobacco and
tobaccoproductsfrom 1 March2001. There
are also a numberof commodities,which

attractexciseduty at specificrates,which are
basedon quantity or weight. Someof these
commoditiesareedibleoils/vanaspatisugr,

cementandmolasses.

The conceptof allowing credit for tax paid

on intermediategoods - a move towards
the VAT principle - was also introduced.
The excise law now provides for a Central
ValueAddedTax (CENVAT) CreditScheme,
which limits the cascadingeffect of duty

incidenceon a numberof excisable goods
that are usedas inputs / capital goodsfor

usein manugctureof otherexcisablegoods.
Under the scheme,CENVAT credit can be

claimed on the excise duty, special excise
duty, NCCD andadditionalduty of customs
imposedon raw materialsand capitalgoods,
whetherpurchasedocally or imported. This

credit can be utilised for paymentof excise
duty onthefinishedproducts.

Nevertheless despitethe apparentprogress
with the VAT mechanismgistortionsremain
within the overall structurethat adwersely
affect resourceallocation and efficiency of

administration. This is becauseof several

factors.

For example afterhaving introducedandim-
plementedimmediate VAT-credit on capital
goodsfor four years,in 2000,the creditwas
scaledbackto be given over two years.This
was apparentlydonefor recoupingrevenue,
but thesekinds of modificationsaffect busi-
nessplanningandleadto administratve dis-
cretion anddisputes. Further while a main



Table5.2

Year No. of basicduty rates ad valorem Peakbasicratead valorem
1990-91 19 110%
1991-92 19 110%
1992-93 19 110%
1993-94 19 110%
1994-95 17 110%
1995-96 12 50%
1996-97 9 40%
1997-98 10 40%
1998-99 11 40%

1999-00 3 basicrates+ 3 SEDrates

24%Basic + 16%SED

2000-01 Singlerate16%CENVAT + 3SEDrates 16%CENVAT + 24%SED
2001-02 Singlerate16%CENVAT + 1 SEDrates 16%CENVAT + 16% SED
2002-03 Singlerate16% CENVAT + 1 SEDrates 16%CENVAT + 16%SED
2003-04 Singleratel6%CENVAT + 1 SEDrates 16%CENVAT + 8% SED

rateof 16 percenthasbeenannouncedndit

is claimedthatover 85 percentof the goods
are taxed at the main rate,there are other
ratesatwhich theremaininggoodsaretaxed.
Thelackof clarity in classificationfor which

peripheralratesapply, createsadministratve
hurdles.

Though the rate structure has improved
considerably since the beginning of the
1990s, the leakagesin the tax base have
not beenplugged. A major problem isthe
continuanceof exemptionsfrom CENVAT.
In ary standardpublication about central
excises, about 1/3 of the total pagesare
devoted to exemptionsalone. Thoughthe
exemptionsare divided into about70 broad
cateyories, they are sub-dvided under 259
entries, 52 conditions and 7 lists, with
numeroustemsundereachlist. Someof the
exemptionswhich significantlyerodethe tax
baserelateto the small-scal@ndustrysector
andareabasedexemptions.

Exemptionshampertransparentadministra-
tion, particularly when suchexemptionsare
madesubjectto qualitatve conditionsas is
thecasein India, suchasthe consideratn if

theexemptionunderquestiorshouldbeinter-
pretedstrictly or liberally. In effect, thatde-
cisionis left to junior officerssuchasthe ap-
praisers,superintendentand assistantom-
missioners.Theseproblemshave rendereda
simple tax suchasthe VAT relatvely com-
plex to administey underwhich corrupt of-
ficials andtax evaderscould thrive comfort-
ably.

Thus,while therehasbeenpalpalte progress
in restructuringthe centralexciserate struc-
tureaswell asin reducingdistortionsby min-
Imizing taxationof inputs, existing leakages
from the taxbasethroughexemptionscon-
tinue to posea major problem. Cleaning
up exemptionswould clearly raiserevenue-
productvity and improve the quality of tax
administration.

Most developing countriesthat have seri-
ously undertalen reform of domesticcon-
sumption taxes at the central government
level suchas Argentina, BangladeshPeru,
Chile, Colombia, Indonesia,Korea, Nepal,
South Africa, and Thailandto namea few,
have endea&oredto introducea simple VAT
with abroadbaseanda few rates,anda sim-



ple law with little confusionor compleity in
interpretation.And mosthave achievedtheir
goalsrelatively successfully

India is yet to fully catch up with such
reformingcountriesin its VAT reformat the
central level. Indirect tax policy in India
tendsto be constantly batteredby special
interestgroups thatfind it to their interest
to have the structurecaterto their particular
benefit. This is where a single rate VAT
hasthe strongesappeal by beingimmuneto
specialinterestiobbying.

5.3.2 Evolution of taxation of serices

In India, asin ary other growing economy
the shareof the servicessectorin the GDP
hasincreasedover time. The exclusion of
theservicesectorfrom the taxbaserestricted
the revenueproductvity of the taxsystem.
Therefore, the focus shifted to increasing
tax rates, particularly ratesof union excise
duties,to maintainthe Tax/GDPratio andthe
fiscalbalance.

The demandfor servicesis income elastic
sincericher sectionsof the communitycon-

sumea disproportionatelyhigher proportion
of their incomeson servicesas compared
with the poor. Therefore,extendingthe tax
to the servicessectoris desirablealsofrom

the vievpoint of both horizontalandvertical

equity.

Further the burden of taxation was being
bornemainly by the consumer®f goodsand
notconsumer®f servicesThisfavorabletax

treatmentausedesourceso beallocatedn

favor of the latter The lopsideddistribution

of tax burden on goods tendedto affect

consumers’choicein favor of consumption
of servicesasopposedo goods.

Recognizinghe casefor taxationof services
on groundsof efficiengy, equity andrevenue
productvity, the Tax Reforms Committee
(1991) recommendedhe levy of a tax on
servicesto begin with, on a selectve basis.
However, the central governmentdid not
have theexplicit powersundertheUnionList
to levy tax on services. Further the power
to levy tax on serviceswasalsonot covered
eitherunder‘'StateList’ or ‘ConcurrentList’.
Therefore,in exerciseof its residuarypower
under entry 97 of the Union List of the
Sewenth Scheduleto the Constitution of
India, the Central Governmentintroduced,
for thefirst time, by the FinanceAct, 1994,a
5 percentlevy on only threeservices.There
wasno provision for input creditof ary kind.
At presentthe servicetax is levied on 58
servicesattheuniformrateof 8 percentwith
aprovision for input creditacrossservices.

Sincethe introductionof tax on services,n
1994, the designof the taxon serviceshas
beenthe subjectmatterof consideratiorby
a numberof committees/ task force setup
by the Governmentof India from time to
time. Thesecommitteeshave unanimously
recognisedhat selectve taxationof services
covering a small proportion of the actwvity
in the service sector is distortionary and
adwersely affects neutrality both between
servicesand goods and services. It also
causesdefinitional ambiguitiesgiving rise
to classification disputes. When some
servicesare taxed and someare not, there
will always an attempt on the part of
the service provider to label their service
as belonging to the non-taxablecateory.
Therefore, all committees/taskorces have

5The FinanceBill 2004 introducedin the Lok
Sabhaon 8th July, 2004 proposedo extendthis levy
to 13 new servicesata uniformrateof 10 percentand
aprovisionfor input creditacressgoodsandservices.



recommendedhe taxation of all services

in order to achiee neutrality in taxation.
Exclusion, if ary, should be only on

grounds of significant externalities, merit

good elementsdistributional considerations
andadministratve feasibilities.

5.3.3 Integration of union excise duties
and service tax

Evenif theservicetax andUnion Excise du-
tieswereeachindependentlgomprehense,

this would not be anadequateanswer Inde-

pendentaxationof goodsandservicesunder
different legislations createsthe samekind

of problemsasselectve taxationof services.
The line betweengoodsand servicesis get-

ting blurred by the day, giving rise to im-

mensedisputesincapableof being resohed

either through circulars or courts. All dis-

putesmust necessarilyend in the Supreme
Court. In fact, even after a decisionby the

SupremeCourt, it is immenselydifficult to

give effectto the principlesenunciatedy the

highestcourt.

The problem isfurther aggraatedwith the
adwent of digital technology Goods and
serviceshave becomeindistinguishableand
can be subjectedsimultaneouslyto a tax
that is applicableonly to goodsand at the
same time under a law that is intended
to primarily tax services. Further there
is a strong interdependencef goods and
servicesin the productionand distribution
activities in the economy A large number
of servicestaxed by the centralgovernment
independentlyof the CENVAT are usedin
the businessof manufcturinggoodsanddo

6SeeEsmtel Mobile Communicationsvs. Union
of India(Kerala). The matteris now pendingbefore
the SupremeCourt.

not go directly to consumers. Similarly, a
large number of goodsliable to CENVAT
are usedin renderingthe servicesliable to
servicetax. Standalone taxation of both
goodsandservicessstructurallyinconsistent
with the scheme of input credit across
goods and services which is so vital to
eliminating multiple taxationand cascading
effects. Further both administratve and
compliance cost considerationsnecessitate
integration.

Therefore, the tax on servicesshould be
fully integrated with the existing Cental
VAT (CEN\AT) on goodsby a modernVAT-
type levy on all goodsand servicesto be
imposeddythecental governmen(hereafter
referredto as”Central-GST”). The designof
the Central-GSTshould have the following
features:

1. Sincethe CentralGovernmentis nov empav-
eredto levy tax on all servicesthe valueaddi-
tion in the postmanufcturingstage,beingin
the natureof servicescanalsobetaxed by the
centralgovernment. Accordingly, the practice
of allowing abatemenbn the maximumretail
pricein the caseof goods/commoditiesubject
to Standardsand Weights MeasurementAct,
shouldbediscontinued.

Further in the case of all other goods,
(including petroleum products and tobacco),
the basefor the levy underthe new legislation
should not be restrictedto the price at the
time and place of removal of the goods but
should extend to the retail price. It would
not be necessaryo distinguishbetweengoods
and services, thus eliminating classification
disputes. Therefore, the tax base must
comprehensely extend over all goods and
services going up to the final consumer
reflectingthe taxbaseof atypical consumption
VAT.

2. The computationof the Central-GSTliability
shouldbe basedon the invoice credit method
i.e.,allow creditfor tax paidonall intermediate
goodsor servicenthebasisof invoicesissued



by the supplier Thiswill facilitateelimination
of thecascadingeffect of a separateommaodity
andservicetax at various stagesf production
and distribution, arising due to the existing
systemof restrictingthe input creditwithin the
servicesectorto the serviceinputs.

. It should be structured on the destination
principle. As a result, the tax base will

shift from productionto consumptionwhereby
importswill beliableto taxandexportswill be
relievedof theburdenof goodsandservicesax.

. Thenumberof tax ratesshouldbe restrictedto

threead valoremratesin additionto the zero
rate. Thesethree ratesshould be a standard
rate of 12 per cent for most commodities
and services,a lower rate of 6 per cent on

necessitiedike processedoods and matches
and a higherrate of 20 per centon itemslike

automobiles, air-conditioners, aerated water
and polyesterfibre yarn. The limited number
of rateswill eliminateclassificatiordisputes.

. Thereshouldbe no specifictax ratesexceptfor
petroleumandtobaccoproducts. Accordingly,
specificratesshouldbecorvertedto ad valorem
rateswhich shouldbesetat6 percentfor sugatr,
edible oils, and vansapatiand 12 per centfor
cement.

. All exportsshouldbe zerorated.

. Exclusion from the tax base,if arny, should
be only on groundsof significantexternalities,
merit good elementsdistributional considera-
tions and administative feasibilities. There-
fore,thenew legislationmustprovide for awell
definednegative list of goodsand servicesfor
exclusionfrom the taxnet. This list may com-
priseof thefollowing:

(&) Commoditieswith negative externalities
whoseconsumptiomeeddo bechecled;

(b) All publicservicesof GaovernmentCen-
tral, Stateandmunicipal/panchayatiaj)
including Civil administration,defense
para-military police, intelligence and
Govt. Departmentsut excluding Rail-
ways, Post& Telegraphother commer
cial Departmats, Public Sector enter
prisesBank& Insurance;

8.

10.

(c) All medical services(to be definedin
consultatiorwith the HealthMinistry);

(d) All schoolandcollegeeducation;

(e) Any service transactionsbetveen an
emploser and emplo/ee either as a
serviceprovider, recipientor viceversa;

(f) Unprocessetbod articles;
(g) Life saving drugsandequipmentand

(h) Equipment used in national security
functions.

Commoditieslike petroleumcrude and prod-
ucts, natural gas and tobaccoshould be sub-
jectto Central-GSTat higherrates.Further no
input tax credit should be grantedto the pur
chaser®f thesecommoditieson administratve
considerations Effectively, sucha levy would
amountto anexcise.

Typically a small number of firms account
for a large proportionof revenuesfrom taxes
on goods and services. Simultaneously
resourcesused in the collection of taxes
are scarce and must therefore be deployed
effectively; these need to be concentrated
on the largest taxpayersas part of the risk
managemenstratgy. Further the compliance
burden underthe invoice credit method is
relatively high and it is uneconomicalto
collect revenues from a large number of
small taxpayers. Hence,keeping inview the
compliancecostand administratve feasibility,
small dealerq(including serviceproviders)and
manufcturersshould be exemptedfrom the
purview of this tax by prescribinga threshold
exemption limit up to Rs 25 lakh in annual
turnover. However, like in mostothercountries
thosebelow thethresholdimit maybeallowed
to registeredvoluntarily to, facilitate salesto
other registered manufcturers/dealers|imit
competitive distortionsandavoid inequities.

A compoundedevy at the rate of 2 per cent
could be levied on small dealerswith annual
turnover up-to Rs. 40 lakh. However, no
input credit should be allowed agginst the
compoundedlevy or purchasesmade from
exemptdealers.



11.

12.

13.

14.

15.
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All dealers/producensith annualturnover ex-

ceedingRs. 40 lakh shouldberequiredto com-
pulsorily register with the tax administration
andliable to the integratedgoodsandservices
tax. Thislimit hasbeenfixed keeping inview

the factthat suchtaxableentitiesaresubgctto

tax auditunderthe IncomeTax Act, andthere-
fore may not have to bearary significantaddi-
tional complianceburden.

Theunit of taxatonfor thepurpose®f thislevy
shouldbe personsasdefinedunderthe Income
Tax Act andnot productionunits/branches.

Theadministratiorof this levy shouldbebased
onaudiedaccountsandnot on the basisof ary
form of physicalcontrols.

The dealer/manucturerliable to Central-GST
shouldberequiredto beregisteredwith the tax
administratiorby obtainingbothPAN andTAN
whichtogethershouldform hisuniquebusiness
identificationnumber

The registeredtaxpayershould be requiredto
make paymentof taxesand filing of returnon
amonthlybasis.However, taxpayerspting for
thecompoundedevy shouldberequiredto pay
their taxesandfile their returnson a quarterly
basis.

Bestinternationalpracticesshould be embed-
dedin the Central-GST particularlyin respect
of laws relatingto levy of penalties,and cir-
cumstanceandmethodof prosecutiorandpre-
ventive arrest/detention.

Thetax administratiorresponsike for Central-
GSTmustride onthe newly developedOLTAS
of the Incometax Departmentto collect in-
formation relating to paymentof taxes from
the banks. No newv andseparatdT infrastruc-
turefor managingpaymeninformationflowsis
necessary

In a VAT-type Central-GST it is necessary
to establishan information systemwhich will
enable verification of transactionsand input
credits so as to prevent fraud and leakageof
revenue. Under the TDS system prevailing
in a income tax regime, one of the parties
to the transaction, acting as the agent of
the government, collects tax from the other

party i.e. the taxpayer and is responsible
for depositingthe tax with the government
and filing a TDS returnto furnish information
relatingto suchtransactions.The taxpayeris

entitledto claim credit for taxes ‘paid’ to the

agent.

The input credit systemunder a VAT is no
differentfrom the TDS system. Therefore all
registeredtaxpayershouldbe mandatedo file
a monthly information return (along the lines
of the TDS/annualinformation return under
the Incometax Act) detailing all transactions
relating to salesand purchasesf goodsand
services.

The tax administrationfor Central-GSTcan
very easily ride on the newly developed
Taxpayersinformation Network (TIN) of the
Incometax Departmat to collect and collate
monthly informationreturns. Thereis no need
to createa new andseparatdT infrastructure
for managinginput credit information flows.
The newly developedTIN will be a taxpayer
friendly system and will enable taxpayers
to obtain input credits without incurring
difficultiesin verification.

The fully integrated goods and services
tax outlined above should be implemented
through a new legislation known as the
Indian Goods and ServicesAct, effective
from 1st April, 2005to replacethe Central
ExciseAct andservicetax levied underthe
FinanceAct, 1994. This legal framevork
will be consistentvith the bestinternational
practice. Since a new legislation for a
comprehenske goodsandservicegax cannot
be effective before 1st April, 2005, as an
interim measuretowards integration, input
credit acrossgoodsand servicesshould be
allowed/

"This proposalforms part of the Finance Bill,
2004, proposedn 8 July 2004.



5.3.4 Constitutional power to levy inte-
grated goodsand servicestax

It has been widely recognisedby legal

expertsthat a tax on all servicesshould not
belevied by the centralgovernmentunderits

residuarypowers. It would be appropriate
if the comprehensie levy was imposedin

exerciseof anexplicit taxingpowerconferred
underthe Constitution.

Accordingly, the Constitution(Eighty-eighth
Amendment)Act, 2003 (see Appendix D)
inserted Entry 92C empavering central
governmentto levy tax on all services.This
amendmentalso mandatesthat the power
to collect this levy will vest both in the
centraland the stategovernment. Through
Entry 84 of the Union List of the Sewenth
Scheduleof the Constitutionof India read
with the new Entry 92C of the Union List,
as inserted by the Constitution (Eighty-
eighth Amendment)Act, 2003 the central
governmeninow hasthepowerto levy taxon
a tax basecomprehenskely extending over
all goodsand servicesand going up to the
final consumer

In other words, the post manufcturing
value addition, hitherto exempt from union
excise duties, can now be subjectto the
levy of servicetax. Therefore,the central
governmentnow hasthe explicit powersto
levy tax at all stages of production and
distribution of goods and servicesleading
to its final consumption. Since final
consumptiorof thegoodsandservicesarises
at the point of sale, effectively, the central
governmentnow hasthe power to tax sale
of both goodsand services. However, at
presenthe power of the stategovernmentis
restrictedto saleof goodsonly.

5.3.5 Treatmentof capital goods

In the past, a numberof countries, intro-
ducedacceleratedepreciatioror investment
allowanceto compensatdéor domestictrade
taxes paid on capitalgoods. With the grad-
ual introductionof VAT andthefeasibility of
extendingcreditfor VAT onfixedassets, de-
preciationrateswere rationalised. Later in
somecountries VAT wasusedto slow down
the developmentof capitalintensve produc-
tion processesTo this end,they disalloved
thecreditfor the VAT onfixedassetgdefined
as all assetswhich are subjectto deprecia-
tion) and non-materialassetslike technical
know-how.

The casefor allowing full and immediate
creditfor the VAT on capitalgoodsrestson
severalarguments:

1. Depending on the capital intensity of the
production process,the VAT on fixed assets
entersinto the price, causinguneven effectson
consumeprices.

2. Any kind of restrictionon full andimmediate
creditfor VAT onfixedassetsleteranvestment
and hamperstechnologicalchange, unlessit
canbefully shiftedforwardto consumers.

3. Limiting the credit for VAT on fixed assets
in ary manner results in increased cost
of exports thereby undermininginternational
competitveness. Hence, it serves asa
disincentve to exports.

4. Capital goods neal to be defined thereby
creatingscopefor considerablelisputes.

5. Denial of immediatecreditfor VAT on capital
goodsleadsto implicit taxation. Thisis further

80ther reasonsfor rationalzing the depreciation
rateswere significantcontrol over rate of inflation in
the price of capitalgoodsandreductionin corporate
taxrates.

SHowever, forward shifting is unlikely if compet-
ing importscanbe sold without the elementof tax on
capitalgoods.



aggraatedif excesscredits are not refunded
but must be applied against VAT on future
sales. Further, in the face of inflation, the
real value of the tax credits carried forward
declinesrapidly becomingequialentin effect
to atax on fixedassets Any denialof full and
immediatecredit for the VAT on capitalgoods
violatesthe neutralityof VAT.

Therefore, in recentyears, most countries
have introduceda full andimmediatecredit
for the VAT on capitalgoodsappliedfor the
purposeof registeredousinesses.

Under the Central Excise Act, credit for

CENVAT paid on capitalgoodsor CVD on

imported capital goodsis spreadover two

years resulting in the kind of distortions
discusse@bove. Therationalefor thisspread
over is essentiallyloss in revenues. The
estimatedtotal credit for CENVAT paid on

capitalgoodsand CVD on importedcapital
goods in 2002-03 was Rs. 8,500 crore
and could be expectedto increaseto about
Rs. 9,000 crore in 2004-05. Since the
creditis allowved over a periodof two years,
the lossin revenuesis, therefore,estimated
to be Rs.4,500crore and restrictedto the
transitional year only. However, in the
contt of revenue gain from reductionin

depreciatiorratesproposedn the sectionon

corporateax, theimpactonrevenuecouldbe
fully absorbed.

In the light of the agumentsin supportof

full andimmediatecreditfor VAT on capital
goodsand the revenueimplicationsthereof,
we recommed the full and immediate
credit for integrated GST on capital goods
(includingGSTonimportedcapitalgoods)in

theyearin which capitalgoodsareacquired.
Further ary kind of transfer of the fixed
assefat a later stageshouldalsoattractGST
liability like all othergoodsandservices.

5.3.6 Treatmentof petroleum products

One of the classes of products whose
consumptiomeedsto be checled to restrict
negative externalitiesis petroleumproducts.
Therefore,petroleumproducts enjg a very
specialexciseduty regime: the basicrate of
duty is the sameas the CENVAT rate, lut
thereare other duties/levies loadedon it as
indicatedn Table5.3. CENVAT creditis also
not allowed in the caseof most petroleum
productswhich areusedbothasintermediate
input and in final consumption. After the
dismantlingof the APM, oil companiesow
decideon the price periodically taking into
accountthe behaior of the internationaloil
market. As and when prices fluctuate, it
is expectedthat domesticpriceswould also
be fixed accordingly Priceadjustmenimust
only reflectthe ‘pure’ effect of international
price fluctuation. This should notbe usedas
anopportunityto raisetax revenues.

Thelevy of dutiesonpetroleumatadvalorem
ratesinducesoil price risk for government
revenues: if a revenuetarget for the future
is fixed when oil prices are ruling high,
governmentouldmissthetargetwhenprices
drop and be forced to consider ad hoc
measures.A specificrate of duty helpsin
avoiding such situations. It is important
to ensurestability in the flow of revenues
from the oil sector Further periodical
revisions in the prices make administration
of ad-waloremlevy difficult. Specificduties
would facilitate assessmentthe need for
ascertaininghe market cost, inland freight,
maugin, etc. would also be obviated. In
ary casetheseproductsare already being
subjectedto cesses/surchage, which are
specific,and,therefore,it will be corvenient
if the CENVAT componentwhich is ad
valoremis alsocorvertedinto specificrates.



Table5.3

Product Basic Special Addnl. SpecialAddnl. CENVAT credit
Motor Spirit (Petrol) 16 14 Rs.1.50perltr. Rs.6perltr. No
RefinedDiesel(HSD) 14 Rs.1.50perltr. No
Light DieselOil 16 Rs.1.50perltr. No
OtherDieselQil 16 Rs.1.50perltr. Yes
Kerosene 16 Yes
FurnaceQil 16 Yes
LPG andothergases 16 Yes
Otherpetroleumproducts 16 Yes
NaturalGas -
CNG 16 -

The presentcesses/surchage could also
continueat specificrates.

In view of theabove, we recommendhatthe
ad valoremratesof excise dutiesapplicable
to petroleumproductsshould be converted
into specific rates. There are alternatve
waysof makingsuchcorversion.In addition
to the basic excise duty, other levies like
special excise duty, additional excise duty
and speciahdditionalexcise duty, wherever
applicable shouldcontinue.

5.3.7 Treatmentof small-scalesector

Sinceexciseis a duty on manufcture,it is
payableeven by a small unit manufcturing
goods.At presentthesmall-scalesectomwith
over 40 lakh unitsspreadll over the country
accountdor nearly 95 per centof industrial
units in the country and 40 per cent of the
valueaddedin the manufcturingsector Its
shareis as high as 34 per centin national
export and it contritutesroughly 7 per cent
to the countrystotal GDP.

Yet its contritution to excise revenue is
negligible, only of the orderof 3.4 per cent
of the total excise revenue. This is dueto
the factthatthe small scaleindustriessector
enjoy exemption from paymentof excise

duty on their final productsup to an annual
turnover of Rs. 1 crore but are also denied
the benefitof input credit.

Effectively, the taxpaidby the SSIsectomwas
restrictedto the taxpaid on inputs; the ex-
emptionwasrestrictedbnly to the taxpayable
on the value addition. The theoreticalun-
derpinningfor suchan exemptionwas high
administratve and compliancecostin rela-
tion to the economicvalue of taxes which
would otherwisebe collectedfrom the small
scaleindustriessectort® However, the situa-
tion hasgot aggravatedwith SSI units being
giventheoptionof paymenbf excisedutyon
their final productup to an annualturnover
of Rs.1crore,at a concessionatate of duty
equalto 60 per centof therenormal duty*!
andalsoavail the benefitof input credit. In

0Compliancecostof SSI(i.e. Salary time spentby
managemenetc., stationery legal adviser litigation
etc.) asa percentge of duty paid was found to be
4.68%in 1993-94in caseof small scaleindustries.
However, it was hardly 0.084% in case of large
assessesvhosevalue of goodswere over Rs. 200
crore. Time spentby top managementvith legal
adviser and in litigation matters was also higher
than average in case of small industries. Thus,
burden of additional costs for paymentof duty is
disproportionatelhhigh on smdl firms.

Lwith the presentrate of duty at 16 per cent,such
units areallowedto pay exciseduty at the rateof 9.6
percent.



effect, the SSI units have beenconferredthe
benefitof zerorating wherebythe duty paid
oninputsis refunded.Mostcommitteedhave,
in the past,recommendedhe rationalisation
of this regime dueto the following adwerse
consequencefBowing from this specialex-
ciseregime:

1. The adwerseimpact on the taxto GDP ratio
is an undeniableoutcome of the increasing
exemptionlimit for this sector;

2. Central excise being a tax at first stage of
production, the exemption thereforeleadsto
non-accountalof production which leads to
non-paymentof all other taxes (Income Tax,
Salegtax etc.) andgeneratiorof blackmoney;

3. Exemptionleadsto misuseof CENVAT credit
by the duty paying (large) sector which
procuresthe exemptedgoodsfrom SSI sector
but wrongly takes credit on basis of duty
paymentdocumentgenerateeisavhere;

4. Non-accountalof transactionsencouragesa
casheconomywith its own adwerseimplica-
tions;

5. The exemption gives benefit to units up to
a specifiedturnover after which, duty hasto
be dischaged at the full rate. Therefore,for
obvious reasonsthe units preferto keeptheir
turnover within the full exemptionlimit, either
by unaccoated removals or by horizontal
proliferation. This is not desirablefrom the
point of view of evasion of tax. It also
discouragegconomie®f scale;

6. Duty exemptionsfor the SSlIsectorconsttute a
breakin the CENVAT credit chainandwould
adwerselyimpactthe adoption ofa full fledged
VAT; and

7. An exemptionleadsto loss of valueble data
which proves counterproductie in respectof
disseminatiorof information,tax planningetc.

In view of the abore we recommendthat
the threshold exemption for small scale
industriesshouldbereducedrom Rs.1crore
to Rs.40 lakh.  Further in respect of

clearancesbetweenRs. 40 lakh and Rs.
One crore, they should have the option to

pay duty at the rate of 4 per cent (without
credit for integratedGST paid on inputs) or

at the standardGST rate and claim credit
for GST paid on inputs. This threshold
exemptionlimit shouldbebasednthevalue
of total clearancegincluding exemptedbut

excluding export clearances). Further in

order to reducecompliancecost, the small
scaleunitsmayberequiredto make payment
of taxesandfiling of returnson a quarterly
basis.

Thethresholdimit hasbeenfixedkeepingin

view the economicof optimalthresholdand
the factthat suchtaxableentitiesare subject
to tax audit underthe Income Tax Act, and
thereforemaynothave to bearary significant
additionalcomplianceburden.

5.3.8 Location basedexemptions

Another importantsourceof distortion and
leakage of revenue is the location based
exemption. This wasfirst introducedn 1999
in respecbf north-easérnstatedut hassince
then expandedto include the Kutch district
in Gujarat,JammuandKashmir Uttaranchal
andHimachalPradesh.

The location based exemption has led to
competitve demandsby other states for
similar exemption. Some stateshave been
complainingof deindustrialisation.e. Firms
being shifted out to neighboring states
enjoying location based exemption. Tax
administrationhas found growing instances
of shell companiesleading to fraudulent
exemptionclaimsandlossof revenuewithout
ary comensuratsocialbenefit. The problem
is furthercompoundedby the policy to allow
deemedcredit in respectof purchasegrom



unitslocatedin suchexemptareas.

In view of theforegoing,werecommendhat:

1. The areabasedexemptionshouldbe granda-
theredto unitsalreadyestablished.

2. Deemednputcrediton purchasefrom exempt
areasshouldbewithdrawn.

5.3.9 Treatmentof immovable property

The constructionand exploitation of real
estatecomprisesone of the larger sources
of gross domestic product. It is one
of the drivers of economic gronth with

large employmenipotential. Expenditureon

housingalso constitutesa significantlylarge
proportion of total personal consumption
expenditure.Thereforethis sectormustform

partof the taxbasefor arny valueaddedaxor

its variant.

Real estateis subjectto multiple taxation
both at the central and state level. Most

inputs usedin the real estateindustry are

liable to CENVAT with no corresponding
benefit for input credit since the output is

exemptfrom CENVAT or servicetax. This

hasgivenriseto aflourishinginvoicetrading

industry encouragingfraudulent claims of

input credit. Further in the absenceof

ary input credit, thereis no incentve to the

purchaseto obtainaninvoice. Consequently
theaudittrail of suchtransactionss lostand

producersof inputs are also encouragedo

suppressuchtransactions.The problem is
further compoundedby the levy of "sales
tax” on works contract(with no credit for

salestax paid on inputs) and the imposition

of stampduty.

These three taxes — CENVAT on raw
materials, salestax on the works contract
and stamp duty — all constituteincentves

to transactusing ‘black mong’. They
constitutea major part of the explanationof
the substantialiseof blackmoney in thereal
estatesector

Ragistration and stamp duties exhibit the
samedistortionarycumulatve andcascading
effects as excises. These taxes can be
viewed as a proxy for the VAT that should
have been levied on the increasein the
value of immovable propertyrealisedat the
time of sale. This increaserepresentghe
capitalisedvalue of the increasen the value
of theserviceof theimmovablepropertythat
belongsin the VAT base.

In most states,the statutoryratesof stamp
duty on immovable propertytransactionare
high. Therefore the effective rateon value-
addition is exorbitant, thereby encouraging
underreporting of transactionalvalue and

evasionof stampduty. Sincestampdutiesare
directly or indirectly relatedto other taxes,
ary stamp duty evasion triggers a similar

responseo compliancewith othertaxes. As

with other transactiontaxes, it generatesa

biasin favour of not selling, andinhibits the

developmentof aliquid secondarynarket.

In the contet of a distortionarytax regime
gowerning the real estateindustry in India,
thereis a strongtendeng for this industry
to remain outside the organised sector
and consequentlythe regulatory framework.
Therefore,t senes asa breedinggroundfor
tax evasionandcriminal actvities.

Rationalisationof the taxregime gowerning
the real estate industry is thus an area
wherepolicy initiativescouldyield numerous
benefits: Fair taxationof real estatewith tax
creditsfor raw materialsas is the casefor
ary otherindustry improvedtax compliance
in the propertytax which is critical for the
revenuebaseof local government,a reduced



Box 1:
Ragistrationduty or feeis a paymentmadefor a specificserviceprovidedby governmenin recording
contractand deeds. The governmentmaintainsa registry of deedsin returnfor a fee. Government
agents(called ‘sub-registrars’) do not verify the legal validity of documents;they only focus on
the correctpaymentof the fee. The paymentof the registrationfee doesnot entitle the payeeto a
guaranteedkgal title.
Stampduty is a tax on the value of instrumentsusedin varioustransactions.lt is a ‘Tobin tax’, a
‘transactiontax’ anda ‘turnovertax’.
Stampdutiesarealsodirectly or indirectly relatedto a numberof othertaxes.For example thevalueof
the transactioraffectsthe individual incometax via theinclusionof short-termandlong-termcapital
gainsin the incometax. Similarly, valuationimpactsupontheindividual’s tax liability in the gift tax,
aswell asin the wealthtax. The propertytax in mosturbanareass basedon the annualrentalvalue
of a property Neverthelessthe annuarentalvalue of a propertyis, or shouldbe, closelyrelatedto
its capitalvalue, asrevealedin the marlket saleof the property.Indeedmary urbanlocal bodiesuse
marketvaluesas’guidancevalues”in establishing annuaéntalvaluesfor differenttypesof properties
in differentlocationswithin the jurisdiction, and someare also experimentingwith the move to a
propertytax basedon capitalvalue.
In all of thesecases,the declaredvalue of the transactionas usedto calculatestampduties has
directrelevanceto the taxbaseusedto calculatetheseother taxes.Havever, the existing systemof
tax administrationdoesnot malke links betweenthe transactiorvalue shavn for stampduty purposes
andtheseothertax obligations.lt is alsopossiblethat Statesalesandexcisetaxesareaffectedin more
indirectwaysby the declaredvalueof the market transaction.

role for black money, anda reducedrole for consideration,i.e., a rental chage. It is

thecriminal elementn thereal estatesector

At a conceptuallevel, undera VAT, sales,
rentals andrentalvaluesof immovableprop-

erty would be taxableand credit would be

availablefor theVAT embeddedh purchases.
Immovable property that generatesousing

servicesshouldbe treatedin the same man-
ner.

The theoretically most attractve solution
would be to register all legal persons,who
own or buy residential real estate, for
VAT purposes. By purchasinga dwelling,
these personswould becomeproducersof
housingservices.In their role asproducers,
they would subsequentlysell the housing
servicesto consumers. These consumers
could be lesseesvho buy the servicesfor

also possiblethat producerswould put the
dwelling at their own disposal. In other
words, as ownerproducerthey would "sell”
the housingservicesto themseles in their
role as occupierconsumers. Therefore,the
purchaserof an immovable property could
use the housing services produced from
ownershipeitherfor self-consumptioror for
‘sale’ by rentingout the property

The VAT consequencesf theseevents are
as follows. On purchaseof a bundle of
housingservicesn the form of dwelling, the
registeredtaxpayerpaystax on the purchase
price, hut at the sametime, heis entitledto
atax credit(andrefund,if due)for thesame
amount. If he sellsthe housingservicesto
lesseehe would have to chage VAT on the
amountof the rental. The lesseebeing an



unregisteredconsumerwould not be ableto

passhe taxon; hewould be stuckwith it just
like consumerf otherservices. Similarly,

in his role as owneroccupier the producer
of housingserviceswould "charge” VAT on

theseserviceswhosevalueequalsthe rental
value of the dwelling renderedo himselfas
consumerAnd like thelessorhewould have

to remit that tax (net of any tax on inputs,
suchasrepairand maintenanceservices)to

thegovernment.

In practice, the registration of all owner

occupiersaandthecomputatiorof all imputed
rentalvaluespresentfsormidableadministra-
tive problemsand is thereforenot feasible.
If imputedrentalvaluescannotbe taxed,the
taxationof rentalchageswould appeato fa-
vor owneroccupiersover lessees. Further

the practicaldifficulties of taxingsmallland-
lords might be severe. Asa second-besap-
proachtherefore nearlyall countrieswith a
VAT exemptimputedrentalvaluesaswell as
rentalchageson residentialproperty Since
the purchaseprice of a housemay be taken
to representhe capitalisedvalueof its future
servicesthe taxonthepurchasericemaybe
considereda proxy for the capitalisedvalue
of the taxthatshouldhave beenlevied onthe
flow of housingservicesthesecountriestax
new residentiakonstruction.

A cross country surwey of the design of
VAT on immovable property indicatesthat
countrieswith a VAT apply this second-best
solution to housing services(gremption of
rents and rental values, taxation of newly
created houses). This broadly satisfies
generally accepted criteria of horizontal
equity, neutralityandfeasibility.

Two broadimplementatiorapproachet this
secondestsolutionhave beenfollowed: the
exemptionmethodandthe tax method The

tax methodworks by taxing all immovable
property but exempting housingservices?
and exempting the sale of ary residential
propertiesthat existed prior to the date of
introduction of the VAT. The exemption
method exempts all immovable property
exceptfor new dwellings. The VAT treatment
of immovable property under these two
approaches summarisedn Table5.4.

Further since commercial uses (of both
existing and newv properties)and sales of
existing immovable property are exempt
underthe exemptionmethod,an opportunity
is provided for optional registration and
payment of tax on the commercial use
and sale of immovable property to avoid
potential discrimination and cumulation of
tax. However, underthe taxmethodoptional
registration and paymentof VAT is not an
issue.

It is well acceptedthat the tax methodis
superiorto the exemption method. Under
the taxmethod,commercialexploitation of
immovable property not being houses,is
fully taxed. Under the exemption method,
increasedn thevalueof commerciahousing
servicesare not taxed. Moreover, optional
taxation causesdifferertial effects. More
generally underthe philosoply of the VAT,
it is better and easierto define selectve
exemptionsthan to define selectve chages
to tax. Further in theimmovablesectoralso,
good (buildings) and services(renting) have
becomenearly perfect substitutes. Equal
treatmentis nearly fully achiezed underthe
tax method.

Therefore, we recommendthe following
stratgy for integratingthe real estatesector
into theCentral-GST

2Housingservicesrefersto servicesderived from
residentialroperty



Table5.4

Natureof transaction ExemptionMethod TaxationMethod
A. Existingresidentialpropery stock

i. Sale Exempt Exempt

ii. Rentalchages Exempt Exempt

iii. Imputedrentalvalues Exempt Exempt

iv. Alterationandmaintenace Taxable Taxable
B. New residentialproperty

i. Constructionfirst Sale Taxable Taxable

ii. Resale Exempt Exempt

iii. Rentalchages Exempt Exempt

iv. Imputedrentalvalues Exempt Exempt
v. Alterationandmaintenane Taxable Taxable
C. Existingcommerciapropety stock

i. Sale Exempt

ii. Rentalchages Exempt

iii. Imputedrentalvalues Exempt Exempt

iv. Alterationandmaintenace Taxable Taxable
D. New commerciaproperty

i. Construction/FirsSale Taxable Taxable

ii Resale Exempt

iii. Rentalchages Exempt

iv. Imputedrentalvalues Exempt Exempt
v. Alterationandmaintenane Taxable Taxable
E. Building materials Taxable Taxable

1. Sincestampduty canbeviewedasa proxy for

the servicetax thatshouldhave beenlevied on
theincreasen thevalue ofimmavableproperty
realisedat the time of sale,it is necessaryto
remove the existing stamp duty to facilitate
input creditsandeliminatecascadingffects.

. The Central-GSTshould apply for all newly
constructedproperty (residentialor commer
cial). If it is self-usedby the personwho con-
structedit, the Central-GSTshouldbe applied
on the cost of construction. If it is sold or
transferredthe Central-GSTshouldbe applied
ontheconsideratiomecevedat first transferor
sale.In bothcasesphbviously, creditswould be
obtainedfor the Central-GSTembeddedn the
raw materialsusedin construction.

. Rental chages receved (excluding imputed
rental values) in respectof leasing of im-
movable property used for commercial pur-
posesshouldbe chagedto Central-GSTHow-

ever, rentalchagesor imputedrentalvaluesof
residentialpropertiesshould be exempt from
Central-GST

. All secondarymarket transactionsn immov-

ablepropertieshouldbeliable to paythe GST
onthedifferencebetweerthesaleproceedsind
the purchaseprice. This paymentwould be
borneby the purchasenf theimmovableprop-
erty.

. The proceedsfrom the levy of Central-GST

on immovable property will form part of the
divisible pool.

. TheStateperformsessentiahssetegistryfunc-

tions, and enforcesproperty rights associated
with them. Thesefunctionsare comparablgo
thoseof a depositoryon the markets. Thereg-
istrationfeescanbeinterpretedas usechages
for theserecordkeepingfunctions— which jus-
tifies small chagessuchasNSDL's chage of
Rs. 6 pertransaction.Theimpositionof large-



scale indirect taxes through registration and

stampdutiesconstitutesa caseof erraneougax

policy. Therefore Statesnaycontinueto levy a

registrationfee at a specificrate not exceeding
Rs 200 pertransactiorin immovable property

whichismerelyauserchagefor thelT systems
usedin propertyregistration.

A major strength of the GST lies in
its ability to solve long-standingpuzzles
which hasbeenvexing traditionaltax policy
approachesThe real estatesectorseres as
a prime example. This sectorhaslong been
a problemin Indian tax administration,and
has been anareaplaguedby black money
distortionarytaxesundervorld elementsetc.
The Central-GSToffersa soundandsensible
framework, where complianceis incentve
compatiblefor market participationsthrough
which this importantsectorcanbe corverted
into a part of the legitimate economy with
taxationbeingappliedasalevel playingfield.

The impact of integration of the real estate
sectorinto the CentralGST may perhapsset
the stagefor transformingthat sectorin a
way that is reminiscentof the aftermathof

openingup to gold importsin the 1990s.

5.3.10 Treatmentof financial sewices

The financial industry includescommercial
and savings banks, credit unions, insurance
companies pensionfunds, and brokerages.
The taxation of finance companiesis in
mary respectssimilar to the taxation of
other business sectors; nevertheless, it
posesspecificproblems thatequireseparate
consideration.

The treatmentof finance companiesunder
a VAT is a comple issue. Under a well-
designedax system,a VAT would apply to
all formsof consumptionincluding financial

services. It is, however, difficult in practice
to applya VAT to financialservicegprimarily
becauseof the difficulty in measuringvalue
addedassociatedvith financialservices.

In principle, it is possibleto measurevalue
addedn thebankingsectorby addingprofits,
wages, rent, and interest or, alternatvely,
by taking the differencebetweeninvestment
income and the cost of funds (interest
expenseplusthecostof equityfinancing)and
othercostof the bank.

The application of the invoice system,
however, requires that the VAT liability
be attributed to each transaction. This is
not possiblein the banking sectorbecause
most financial servicesprovided by banks
do not have specific chages attachedto
them. Instead,chages for servicesresult
from differencesn interestrateschagedto
borravers and thosepaid to lenders. Even
chagesfor someservices,sucha checking
accountactvities, that could be separated
from financial intermediationactvities are
oftenreflectedn interestrates.

With respectto insurancecompaniesthat
provide casualtyinsurance(and otherforms
of non-irnvestmeninsurance)yalueaddedis
measuredy the loading chage, essentially
the earning of the insurerover and aboe
paymentsof claims. Value addedis not
properlymeasuredby the valueof premiums
or claims,sincethis includesthe component
of premiumsthat is a re-distritution from
one policyholder to another (e.g., when
one policyholder makes a claim, there is
a redistribution to that poligsholder from
other policyholders). For insurancewith an
investmentcomponent,the value addedis
again only properly measuredy theloading
chage, not the sasings component.n either
case, it is difficult to measurethe loading



chage, making it difficult to apply VAT to
insuranceactvities.

There are three alternatve methods for
including the financeindustryin a VAT: the
exemption method, the zero-ratingmethod
andthefull taxationmethod.

Most countrieswith aninvoice methodVAT
have choseto exempt financial companies.
The adwantageof the exemption methodis
that mary financial servicesare provided
to businessthat are taxable under a VAT,
ensuring that these servicesare taxed, in
effect, even if financial companiesare not
subjectto VAT. Since exemption does not
allow firms to credit VAT paid on inputs,
however, somecascadingccurswith respect
to financial servicesprovided to businesses
that are taxable under a VAT. Exemption
doesallow service provided to households
and businesseghat are not taxableundera
VAT to escapdax, althoughthe inability to
credit VAT paid on input resultsin some
VAT burden. Exempgion puts domestic
financialcompaniesitadisadwantageelative
to offshoreinstitutions,if exportsof financial
servicesarezero-rated Exemptionmay also
encouragefinancial companiesto produce
someintermediategoodsthemseles, rather
than purchasingthem, since they could not
creditVAT onthesepurchases.

Finally, if financial companiesare only
partially exempt, this creates problems
apportioningVAT paid on inputsto taxable
andnon-taxabletemsandcouldmalke the tax
morevulnerableto tax evasionschemes.

The adwantageof the zero-ratingmethodis
that it avoids mary of the problemswith
exemption, but it has the disadantage of
generatingless revenue and lower the tax
burdenon financial servicescomparedwith
otherconsumptioractuities.

The adwantageof the full taxation method
l.e., iIncorporatingfinancialcompaniesnto a
VAT, is thatit enhanceghe taxbasequite
considerablyand also resultsin an equal
treatment of financial servicesand other
businesservices.

The alternatve approachego full taxation
that have been considered include the
additionmethod the subtractionmethod,the
optionalmethodandthe cashflow method.

Under the addition method, tax is levied
directly on the sum of wagesand profits.
Israel taxes banks in this way. The
addition method, however, does not solwe
the cascadingproblem becausethe VAT
cannot be passedon to business users
of financial serviceson a transaction-by-
transactiorbasis.

Under the subtractionmethodtax is levied

directly on an accounts based measure
of value added calculated by subtracting
allowablepurchase$rom revenues.

Both theadditionandsubtractiormethodare
capableof taxing aggreate value addedin

thefinancialsectorandwouldin principle be
consistentwith a wider VAT systembased
comprehensely on addition or subtraction
method. However, thesemethodswould not

fit well with the applicationof the invoice-
credit methodin the restof the VAT system
since they do not enablethe identification
of embodied VAT on a transaction-by-
transactiorbasissoasto allow thesystematic
crediting of input tax in respectof financial
servicesavailedby registeredtraders.

In principle, the difficulties encounteredin-
der the different methodscan be circum-
vented by applying VAT on a “"cash flow”
basis. Underthe cashflow approach,cash
inflows from the financial transactiongde-



posits,interestreceipts)aretreatedastaxable
salesand cashoutflows (loans,interestpay-
ments)aretreatedaspurchasesf taxablein-

puts.The VAT onthesenputsalong with the
VAT on inputsin turn, would constitutein-

put tax creditsfor othertaxablepersonsn-

volvedin industryandtrade(or, for thatmat-
ter, banking). At the sametime, of course,
thesetaxablepersonsvould pay VAT ontheir
inflows, i.e. Loansextendedby banks.As a
result,tax cascadinginherentto the exemp-
tion approachwould be avoided, while con-
sumerswvould betaxedin full.

The pure cashflow method, however, is

not directly equippedto deal with tax-

rate changes. Also borraving requirements
would increase because taxable persons
taking out loanswould have to financethe

VAT on the loans. Beyond that, compliance
costs, especially for small and medium-
sised businesswould increasebecausenon

financial business would be required to

carry out various calculation in order to

obtaininput tax creditsfor financialservices
purchased. To resole these problems, a

tax calculaton account(TCA) would have

to be introduced, to be administeredby

financialcompaniegandnotby non-financial
business}? Currently the application of

this methodis being testedin various pilot

projectsacrossEU.

In deciding the scopeand design of VAT
on financial services,certain characteristics

13The introduction of a TCA involves the choice
of the apprgriateindexing rate, single or composite
(reflectingdifferentmaturitiesof loansanddeposits),
andthefrequeng of theindexing adjustmentsequire
further study Administratve issuesthat needto be
addressedoncernthevaluationof financialasset&nd
liabilities requiredatthetime of commencemerdf the
cashflow methodandatthetime of VAT ratechanges,
aswell asthe proper definition of financialcompanies
permittedto keepTCA accounts.

of the economy and the financial sector
will need to be taken into consideration.
The relevant considerationswill vary from

country to country In making the choice,
it is important to consider compliance
and administration issues and the extent
to which taxation versus exemption will

createcompetitve distortionsandsignificant
behaioral changes. Somefactorsthat are
problematic in developed economiesmay
raiselessdifficulty in developingcountries.

In developingcountries taxationof financial

servicesis viewed as progressie because
suchservicesasbanking,brokerageproperty
andcasualtyinsuranceandforeignexchange
transactiongreconnectedloselywith those
with incomeandwealth. This hascertainly
beena major considerationin the decision
of the Governmentof India to extend its

service tax to a variety of financial and

otherservicesjncludingsharebrokerageand

insurance Generallywhereanexemptionss

in placeundera VAT, therewill likely beless
revenuethanunderfull taxation.

The progressie revenueobjectve thus dic-
tatesas wide an applicationof VAT to fi-
nancialservicesas possible. It alsoencour
agecountrieso considercompensatoryaxes
where an exemption must be provided and
evenadditionalad hoctaxesfor revenuepur-
poses. Therefore,given the progressie na-
ture of taxationof financial servicesandthe
distortionaryimpactof compensatorandad
hoctaxes,we would recommendhe follow-
ing schemeof treatmenbf financialservices
underthe proposedntegratedGST.

1. The scope of this schemewill extend to
the following cateyories of financial service
providers: All regulated finance companies
registered with the Resere Bank of India,
IRDA, PFRDA, FMC, and stock exchanges
registered with  SEBI. This includes banks,



brokeragefirms, insurancecompaniesprimary
dealerspensionfund managersgtc.

. These financial service providers will be
required to separatelyregister with the tax
administrationCentralExciseDepartment).

. The tax basefor levy of the GST on financial
service providers will be determinedby the
subtraction method. The value added by
eachtaxableentity will be accountbasedand
calculatedby subtractingallowable purchases
from netrevenues.

. Allowablepurchasesvould meanall purchases
of revenueor capitalnatureonwhichintegrated
GSThasbeenpaidor deemedo have beenpaid
in accordancwvith theprovisionsof thelaw and
eligible for creditfor suchtaxes.

. Net Revenueswould meanall receiptsin the
natureof incomeincluding receiptdrom saleof
assetsaasreducedby the amountof servicetax
deemedo beincludedtherein. Revenuesrom
farm loans, home loans, loans to non-profit
organisations,studentloans and commercial
loansto all registeredGST taxpayersshould
alsobeexcluded.

. The registaed financial service provider will
not be requiredto separatelyindicate on ary
invoice, either on a transaction-by-transaction
basisor otherwise,the amountof servicetax
chagedby it.

. Any financial serviceprovider with an annual
revenueof lessthenRs.25lakh will be exempt
from the levy of integrated GST and will
thereforenot be requiredto beregisteredwith
the taxadministration.Furtheyr a compounded
levy at the rate of 2 per centwould be levied
onthosewith annualturnover up to Rs.40lakh
andwill notbe allowed the benefitof claiming
creditfor GST paid on inputs However, they
will have the option to registerandfollow the
disciplineof theintegratedGST.

. The purchaserof the financial serviceswill

be entitled to claim a constructve credit i.e.,
deemed credit only in respectof services
receved from the registeredfinancial service
provider. However, this will not be available
in respectof farm loans homeloans, student

loans,commercialloansavailed by registered
GST taxpayersandloansavailed by non-profit
organisations.

The above scheme which provides for
deemedcredit to registeredpurchasers will
eliminate the problem associatedwith the
application of the subtraction method for
full taxation of financial services. To the
extent the financial servicesare availed by
final consumers,the GST will “stick” to
suchconsumers Further sincethe financial
serviceproviders are highly “concentrated”
(i.e., limited in number), the subtraction
methodwill enablethe governmento obtain
sound enforcementfrom a small number
of taxpayerstherebylimiting administratve
cost.

5.3.11 Treatmentof imports

The customs duty to GDP ratio was
1.8 percent in 2003-04 and is amongst
the highest in the world. However,

customs duty revenuesin India includes
countenailing duties(CVD) which accounts
for about 0.6 percent of GDR CVD

IS internationally comparableto VAT on

importsandinternationallythesearereported
as part of revenuesfrom VAT and not as
part of customsrevenues. To this extent,
there is overreporting of customsduty to

GDPratio!* Even after adjustingfor CVD,

the customsto GDP ratio continuesto be
extremelyhigh by internationaktandards.

It is now well recognisedhat consumption

while CVD collecions are classifiedas customs
duties, the input credit for CVD is accountedunder
union exciseduties. Therefoe, the collectionsunder
the headunion excisesare underreported. Adjusted
for this misclassification the effective buoyang/ of
unionexcisedutieswould be substantilly higherthan
thereportecbuoyangy.



taxes must be designedon a destination
principle. As a result, exports are zero-
rated since the place of consumptionis in

the importing state. Consequentlyimports
are subjectedto consumptiontax. The rate
at which the VAT on imports is imposed
generallyreflectsthe effective burdenof all

domestictaxes levied at both federal and
state levels. It is alWays collected at the
customspoint on the internationalborderto

preventary leakageof revenues.Therefore,
in mostcountries operating national VAT,

the VAT on imports is applied at the rate
applicableto the domesticconsumptionof

the sameproductas if it was domestically
manufctured. However, where there is

both a federaland a statelevel VAT, asin

Canadathe VAT onimportsis chagedatthe
combinedapplicablerateof federalandstate
VAT.

In India, the problem is quitecomple. This
arisesbothfrom the centralgovernmentevy
on consumption(i.e. CENVAT) and the
structure of state level levy in the form
of retail salestax, CST, entry taxes and
octroiduties. The CentralGovernmentevies
a CVD on imports which is equialent to
the CENVAT rate applicableto the same
commodity manufcturedin India. In a
large numberof caseswherethe goodsare
not manufcturedin India, imports of such
goodsare exemptedfrom CVD. Essentially
CENVAT is viewed asa productiontax and
CVD as providing a level playing field to
domesticmanufcturers. It is arguedthat if
the commodityis not manufcturedin India,
thereis no casefor providing ary kind of a
level playingfield.

This agumentis flawed. CENVAT should
be essentially viewed as a federal level
consumptiortax collected/l@ied at the point
of manufcture. Sinceall importsare meant

for consumptionin India, they should be
liable to CENVAT and all other statelevel
taxes levied on consumption. Furthereven
if it is acceptedthat CENVAT is indeed
a production tax, the objectve should be
to createan ewironment of level playing
field for a potentialdomesticmanugcturer
Therefore,the appropriateprinciple in such
a case should be ‘as if the import was
manufcturedat the border’. In eithercase,
exemptionfrom CVD is notjustified.

The structureof the statelevel consumption
tax is not designed along the lines of

a modern VAT. Where the transactionis

betweentwo registereddealersin the same
state, the transactionis exempt from state
level salestax. If the transactions between
two registered dealers across states, the

transactions subjectedo aconcessiondévy

of 4 percenttowardscentralsalestax (CST).

If the transactionis betweena registered
dealer and an unregistered dealer or final

consumer within the stateor across,there
is no concessiorand salestax is chaged at

theapplicablerate. Giventhevariationin the

tax treatmentof domesticsaletransactions,
ary design of CVD or VAT on imports
mustnecessarilyeflectthesevariations. At

presenttheCVD onimportsdoesnotinclude
state and local taxes. These levies are
embeddedin the rates of basic customs
duty. Adjusting for theselevies, the rates
of basiccustomsdutiesin large numberof

caseswould be comparableto international
standardg®

In view of the foregoing, we recommend
the restructuringof the countenailing duties
alongthefollowing lines-

1. CVD shouldbereplacedoy a separatéwo part
levy on imports: the first part should reflect

151n somecases,therecouldbe neative protection.



the proposedCentral-GSTandthe secondpart
mustreflectthe state-leel GST.

. The collectionsunderboth the partsshouldbe
separatelhaccounted.

. All importsshouldbe chagedto the proposed
Central-GST and state-GST at identically
the samerate applicableto consumptionof

domesticgoods. If the domesticallyproduced
good is exempt from the proposedCentral-
GST or State-GSTor chaged at lower rate,
the imported good must also enjoy the same
treatment.Thereshouldbenoexemptiononthe

groundthat the goodsare not being produced
domestically

. If the imported goods and services are
used as intermediateinputs in production or
distribution, credit for the proposedCentral-
GST and state-\AT on imports should be
allowedagninsttheCentral-GSTandstate-GST
onthefinal productsrespectiely.

. The revenuescollectedfrom Central-GSTon
Importswill form part of the divisible pool to
be sharedbetweenthe Centreandthe Stateat
theappropriateate.

. The revenuescollected from State VAT on
Importswill be assignedo the stateof import
destination.

. Since exports will be zero rated under the
proposed Cetral-GST an exporter may either
claim credit for payment of Central-GST
on imports against Central-GST liability on

domesticoutputor claim of refundof Central-
GSTonlImportsif it is greatethanthe Central-
GST on output. Similar treatmentshould be
accordedto exportersin respectof state-leel

GST on imports by the concernedstate tax

administrationunderthe schemeof zerorating
of exports.

. Sincerefundof input taxesin thenatureof GST

embeddedh the exportswould be processeads

partof the normalassessmermtf the taxpayers

return,the scopeof the duty dravbackscheme
shouldberestrictedto basiccustomduties.

5.3.12 Power to tax sewices: sharing it
with the states

Entry84in theUnion List in the Constitution
of Indiaempaversthe centralgovernmentto
levy duty of excise on goodsmanubctured,
thereby excluding servicesby implication.
However, mary actvities in manufcturing
partale of the characterof servicesand
therefore, it was possible to minimise
excisable value and thereby avoid the tax
by labelling suchactuities aspackagingand
splitting it from manufcturing®

Facedwith this problemthe centralgovern-
mentexpandedhe definition of manubctur
ing to includeevenlabellingandrelabelling.
Tax on selectve serviced’ did not include
the servicesof the type renderedn the post-
manufcturing stageto the point of retail
sales.

As a result, determining the excisable
value of the manufcturedgoodshasposed
intractableproblemsleadingto considerable
dispute. This wassoughtto be overcomeby
resortingto the maximum retail price with
appropriateabatemenfor value addition in
the distribution stage, as a proxy for the
value of the good up-to its manugcturing
stage. The abatemenfor value additionin
thedistribution stagediffersacrossateyories
of goods,thereby neutralizing thebeneficial
impact of progressie reduction in the
dispersiorof rates.

TheConstitution hasow beenamendedide
the Constitution(Eighty-eighthAmendment)

16Based on judicial pronouncementsthe term
"manufacturing” is now understoodto mean only
physical transformationof a commodity from one
form to another

YThis was introduced in 1994 by the Union
Governmentin exerciseof its residual power under
entry97in theUnion List.



Act 2003 (see Appendix D), to enablethe
Parliamentto formulate, bylaw, principles
for (i) determiningthe modalitiesof levying
theservicetax by the centralgovernment(ii)
collection of the proceedduy the centreand
the statesand (iii) sharingof the proceeds
betweerthe centreandthe states.

On the faceof it, it would appearthat the
contemplatedegislationfollows the lines of
the Central SalesTax Act of 1956 which
enablethe centreto levy the taxon services
but allows the statesto implement taxes
on some of the servicesand appropriate
the revenueon origin basis. However, the
revenue realisedfrom the tax on services,
evenif collectedby the stateswould have to
gointo thedivisible pool.

With explicit powersto levy tax on services,
it is now possiblefor the Union Government
to levy Central-GSTat a uniform rate so

asto avoid multiple taxationand cascading.
Effectively, the union governmenthas now

acquired the powers to levy tax on the

retail value of goodsmanufctured. Once,
comprehensie goodsand servicestax is in

placeit would not be necessaryto provide

for ary abatementfor value addition in

the distribution chain. Consequento the

expansionof thebaset shouldbe possibleto

reducethe standardrate underunion excise
duties.

The Constitution (Eighty-eighth Amend-
ment) Act 2003 may resol\e the problemof
the centralgovernment.However, empaver-
ing the statesto collect andappropriatetax
on selectve serviceswould not enablethem
to integratethe taxon serviceghat might be
collectedby themunderthe presensalestax
or VAT whenit comesabout.First,atax paid
undera centrallaw even when collectedby
a statecannotpossiblybe rebatedagainsta

statelevel tax on consumptiorlike the VAT.
Secondtherewill alsobethe questionof al-
lowing credit for taxes paid on servicesin a
stateagainstthe servicetaxeswhich will be
realisedby the centre.Therefore assignment
of taxing powersto the statesin respectof
serviceswould have to be full and compre-
hensve.

In view of the foregoing, we recommend
thatthe centralgovernmentandstategovern-

mentsshould cometo an agreemenin re-

spectof a comprehenske tax on goodsand

servicescomprising,inter alia, of thefollow-

ing elements:

1. Both centreandstatesshouldexercise concur
rentbut independenjurisdiction over common
or almostcommontax basescomprehensiely
extending over all goodsand servicesand in
bothcasegoingup to thefinal consumer

2. Both centre and states will replace their
existing octroi duties, central sdes tax, state
level salestaxes, entry tax, all stampduties,
telecomdicensefeesbasednrevenuesharing,
turnover taxes, tax on consumptionand sale
of electricity, taxeson transportatiorof goods
and passengersexcise taxes, and all other
cascading-typecentral and state-level levies
by two separte lggislationsfor comprehense
consumptiontax on all goods and services:
Indian Goodsand ServicesTax Act and State
GoodsandServicesTax Act.

3. Both tax jurisdictions will exclude the taxes
paid to the otherjurisdiction from the assess-
mentof valuebases.

4. Both centreandstateshouldhave independent
powers to fix tax rates. However, there has
to be coordinationbetweenthe two levels of
government. If onelevel of governmenttaxes
thebaseexcessvely, it will adwerselyaffectthe
basenot only for itself but also for the other
jurisdiction. The numberof tax ratesshouldbe
restrictedto threead valoremratesin addition
to the zerorate. Thesethreerateswould be a
floor rate,standardateandhigherrate.



Table5.5

Country Standardate Country Standardate Country Standardrate
Austria 20 Greece 18 Norway 24
Belgium 21 Iceland 24.5 Portugal 19
Denmark 25 Ireland 21 Spain 16
Finland 22 Italy 20 Sweden 25
France 19.6 Luxemboug 15 Switzerland 7.5
Germayy 16 Netherlands 19 UnitedKingdom 17.5
Australia 10 Bolivia 14.94 Chile 19
China 17 Iceland 245 Indonesia 10
Jordan 13 Mexico 15 Philippines 10
Botswana 10 Lesotho 10 Namibia 8
SouthAfrica 14 SouthKorea 10 Taiwan(ChineseTaipei) 5

In the light of the rates of tax on goods
and servicesacrosscountries(Table 5.5) the
standardratesof Central-GSTand state-GST
should not exceed 12 per cent and 8 per
cent, respectrely. Similarly, the floor rate
of Central-GSTand state-GSTshould be 6
per cent and 4 per cent, respectiely. The
higher rate under Central-GSTand state-GST
should be 20 per cent and 14 pea cent
respectiely.  Consequently the maximum
cumulatve burden in the case of goods
subjectedto the standardrate would be 20
percentand in line with international best
practice.

. Thedesignof the consumption-typgoodsand
servicestax, at both levels of the government,
will bealongthelinesof amodernvalueadded
taxwith thefollowing typical features:

(a) The computationof the GST liability
should be basedon the invoice credit
methodi.e., allow creditfor tax paid on
ary intermediategoodsor serviceonthe
basisof invoiceissuedby the supplier

(b) It shouldbe structurecon thedestination
principle.

(c) The number of tax rates should be
restrictedto three ad valorem ratesin
additionto thezerorateasrecommended
abore.  The lower rate will apply
to necessitiedike processedood and
matchesandthe higherratewil | applyto
itemslike automobilesair-conditioners,
aeratedvaterandpolyesteffibre yarn.

(d)

(e)

(f)

@

(h)

All internationalexports and salesout-
side the taxjurisdiction shouldbe zero
rated.

The centreandthe statesmustdrav up a
commonexemptionlist which maycom-
prise of the goodsand serviceslisted at
serialnumber7 of the recommendations
on integrationof unionexcisedutiesand
servicetaxin sub-sectior{c) above.

In the contextof administratve andcom-
pliancecost,smalldealergincludingser

vice providers)andmanugcturersvhose
annualturnover doesnot exceedRs. 25

lakh shouldbe exemptedfrom the state-
GST, along the samelines as recom-
mendedn the caseof Central-GST

As in the case of Central-GST a
compoundedevy attherateof 2 percent
towards state-GST could be levied on
small dealerswith annualturnover up-to
Rs. 40 lakh. However, no input credit
will be allowed againstthe compounded
levy or purchasesmade from exempt
dealers.

Unlike in the caseof Central-GSTsmall
scale industries should not be entitled
to ary separatéigherthresholdlimit or
concessionareatmenunderstate-GST

The taxpayers under state-GST will
obtain both PAN and TAN from the
incometax depatmentto be usedasa
registrationnumberunderState-GST



() The State-GSTlaws will reflect similar
legal structuredor penaltiegprosecution
and preventive arrest/detentioras con-
tainedin the Central-GST

(k) Thestate-GSTadministratiorshouldde-
sign their collection and taxpayerinfor-
mation systemalong the lines recom-
mendedfor Central-GST For this pur
pose,they could considerriding on the
IT infrastructuren the natureof OLTAS
and TIN establishedby the incometax
department. Whereit is decidedto es-
tablishindependentT infrastructurefor
suchpurposesit shouldbe ensuredhat
the IT infrastructureof state GST ad-
ministration and Central-GSTadminis-
tration are compatibleand able to com-
municatewith eachotherto facilitatetax-
payercomplianceandenforcement.

6. Thestatesshouldberequiredto:

(a) Allow thecentralgovernmento levy tax
on land and building, consumptionor
sale of electricity goodsand passenger
carried by road, inland or waterways
and luxuries including entertainments,
amusementspetting and gambling, in
exchangefor therightsto levy tax on all
services.

(b) Abolishall formsof taxesontheentryof
goodsinto a local areafor consumption,
useor saletherein.

(c) Abolish stamp duty on lands and
buildings. However, they will beallowed
to levy VAT on immovable property
alongthe lines indicatedin this Report,
and the muncipalitieswill continue to
levy propertytax.

(d) Sincethe taxbaserelatingto the taxon
landandbuilding, consumptioror saleof
electricity, goodsand passengecarried
by road, inland or waterways and lux-
uries including entertainmentsamuse-
ments, betting and gambling would be
subsumedn the State-GSTthesesmall
taxeswill all beabolished.

7. The central governmentwill collect GST on

importsin two parts:onereflectingthe Central-
GSTandtheotherreflectingthestate-GSTThe
revenuesrom thelaterwill befully assignedo
thedestinatiorstate.

8. Bothcentreandstateanustdrav upacommon
list in respectof commoditieswith negative
externalities whose consumptionneed to be
checled.

9. Both will continueto hare the right to levy
GST on petroleumcrude and products, and
naturalgas. However, therewill benoprovision
for allowing input credit for GST paid on
theseproducts. Effectively, sucha levy would
amountto anexcise.

10. Theright to taxtobaccowill continueto remain
with the centreand that of alcohol with the
states. However, these “sin”taxeswill be in
thenatureof excisesasin the case ofpetroleum
productsrecommendedbore.

This grandbaigain with the Stateswill give
them increasedfiscal space, give a boost
to productvity andefficiengy in the country
through removal of inefficient taxes, and
reducecompliancecost and tax evasionin
the country through greatercoordinationof
theCentral-GSTandthe StateGST.

5.4 CUSTOMSDUTY

Customsduty is levied on import of goods
into India. The levy andthe rate of customs
duty are as per the CustomsAct, 1962
(the CustomsAct), and the CustomsTariff

Act, 1975 (the Tariff Act), respectrely. It

comprisef thefollowing:

1. Basiccustomguty
2. Additional customgduty (CVD)

3. SpecialAdditional CustomDuty(SAD)
Any or all of theabove duty couldbereduced

/lexemptedfor specifiedcommodities/class
of importersby the CentralGovernment.



The rate of basiccustomsduty are specified
underthe Tariff Act for eachitem andvary
according to the description of the said
goods. Additional duty is equivalentto the
central excise duty that would have been
payableif the goodswere manugcturedin

India. Special Additional Customsduty is

equialentto the centralsalestax thatwould
have beenpayableif the goodsweresold by
onepersonto anotheracrossstates'

The primary basis for valuation of goods
under the Indian customs law is the
transactionvalue. The transactionvalue
of the goodsis the price actually paid or

payableby the buyer to the seller Where
the importer and seller are relatedto each
other the importer should prove that the
relationshiphasnot influencedthe price. In

such cases, the transfer price is open to

scrutiry by the customsauthoritiesand for

determinationof an appropriatevalue, the
principle laid down in the GATT valuation
agreementre generallyfollowed. For the
purposeof valuationof goods, ay additional
costsandservicesthe value of which is not
included in the transactionvalue, are also
added. Exampleof suchcostsand services
areroyalties,licensefeesor arny otheramount
paid by the buyer as a condition for saleof

goods.

Drawback of dutiespaid on importedgoods
which are re-exportedas suchor which are
usedin the manufctureof goodsmeanfor
exportarealsoavailable.

During the 1990s, significantimprovements
have beenmadein the structureof customs
tariff. The numberof customstariff rates
hasredwced significantly: from as mary as
22 major basic duty ratesin 1990-91to 4

18SAD wasbeinglevied attherateof 4 percentand
hasbeenabolishedsince9th January2004.

rates in 2003-04 (Table 5.6). The peak
ratefor non-agriculturagoods(exceptmotor
vehicles andsecondsand defectves ofiron

and steel) is 20 per cent as of 1st June,
2004. The other major slabs of customs
duty ratesbelov peakrateare5 percent,10

per centand 15 per cent. Most agricultural
productshave duty rateshigherthan 20 per
cent, nev motor vehiclesattractduty at 60

per cent (secondhandcarsat 105 per cent)
andsecondsaanddefectves ofiron andsteel
attractduty at 40 per cent. The structurehas
beerrationalisedn thatinputtariff rateshave

been made significantly lower than output
tariff rates; and the ratesthemseles have

beenmarkedly lowered,sothattheweighted
averagetariff rate hasreducedfrom 55 per
cent at the beginning, to around 20 per
cent by the end of the fiscal year 2003-04
Thesechangesin the structureof customs
tariffs that resultedin reducingthe number
of customsclassificationshave in turn lead
to greatertranspareng and made customs
administratiormuchsimpler Recentsuneys

have shavn significantdeclinein the dwell

time of importseventhoughthey continueto

be substantidy higherthantheinternational
standards.

While the rate structurewas throughly re-
formed (andfurtherreductionso EastAsia-
levels are contemplated)the customstariffs
remainburdenedwith exemptionswith such
a awide coveragethat they take atoll of
the efficacy of administration. To give one
example,in ary standardpublicationof the
CustomsTariffs Structure (containing over
1000 pages),there are over 400 pagesde-
scribingaboutl20generakxemptionssome
of which are further alphabetisednd/ordi-
videdinto lists. Further eachof the 99 chap-
tersof the CustomClassification(CCCN)in-
cludesexemptionsnotifications. This is fur-



Table5.6

Year No. of Major BasicDuty PeakBasicRate BasicSurchage SAD

Rateg(ad valorem) (advalorem (Sp. Cus.Duty)
1990-91 22 More than300 - -
1991-92 20 150 - -
1992-93 16 110 - -
1993-94 16 85 - -
1994-95 12 65 - -
1995-96 9 50 - -
1996-97 8 50 2% SCD -
1997-98 7 40 5% SCD -
1998-99 7 40 5% SCD 4
1999-00 5 40 10%surchage 4
2000-01 4 35 10% Surchage 4
2001-02 4 35 - 4
2002-03 4 30 - 4
2003-04 5 25 - 4
2004-05 4 20 - -

thercompoundedy separatexemptionsno-
tifications underthe additionalduty, special
duty, and speciahdditionalduty. The com-
plexity in interpretingthe exemptionsmay
only beimagined,addingto thediscretionary
power of lower-level tax administrators. In
addition, the economic distortions created
canbe expectedto easilyoverridethe seem-
ing simplificationin the nominaltariff struc-
ture achieved over the last decade. Recent
fiscal budgetshave failed to make improve-
mentson this account. It is worthwhile not-
ing that,in orderto eliminatesuchproblems,
Chile hasintroduceda singletariff andelim-
inated exemptions. In sum, while bringing
down customdariff ratesto comparabldeast
Asian levels remans a challenge,a greater
challengeremainsin terms of streamlining
the exemptionsfrom the CCCN code. Un-
til thisis achieved, customgtariff reformre-
mainsquite incomplete. Only the abolition
or a major scaling back of exemptionsthat
would almostcompletelyremove discretion,
exceptwhereabsolutelyjustified,would help
restoretranspareng and honestadministra-
tion.

5.4.1 Ratestructure

The four major ratesof duty are applicable
to mostcommoditiesand accountfor about
90 per cent of the revenuesfrom customs
duty. However, there are multiple rates
applicable to a handful of commodities,
including agriculture. Such large number
of rateslead to compl«ities of clearance
procedures, resulting in disputes. It is

thereforenecessaryo corverge the ratesof

dutieson thesehandful commodities(other
thenagriculture)to the major ratesof duties.
Since,the potentialfor disputesandakluseof

discretionarypowers exists even underfour

majorratesof duties,it is thereforenecessary
to designa duty structurewithin a narrov

band.

Allocation of resourcesbetweensectorsis
determinedby the relative prices of final
goods manufctured by them. A tax on
imports has the effect of increasing the
domesticprice of importsrelative to exports.
This encouragediversion of resourcesto
import-substitutingindustries from export-



Table5.7

(Percent)
Country Duty Duty Effective rate
onCrude onproducts  of protection
1 Australia 0 0 0
2 Canada 0 0 0
3 USA 0 0 0
4 Singapore 0 0 0
5 New Zealand 0 0 0
6 BruneiDarussalam 0 0 0
7 PapuaNew Guinea 0 0 0
8 Mexico 10 10 10
9 Chile 11 11 11
10 Indonesia 0 0/5 0-50
11 Malaysia 0 0/5 0-50
12 SouthKorea 5 7/8 25-35
13 India 10 20 60—70percent

This assumedl0 per centvalue addition. In India’s case,thereare a
numberof productswherethe dutiesarelower than20 percent.

oriented industries. Effectively, therefore,
a tax on imports is a tax on exports.
In order to neutralisethis bias, countries
try to establisha paraphernaliafor duty
dravback for exports. This approachyields
high transactionsostsin interfacing with a
governmentageny for obtainingrefunds. It
alsogivesriseto fraudandrevenueleakage.

It is not possibleto designa duty dravback
programwhich accuratelycompensatesor
import taxes: it invariably resultsin either

undercompensationor over-compensation.

Wherethereis undercompensationthe bias
against export-orientedindustriescontinues
therebyadwersely affecting exports. Where
there is overcompensation,it effectively

reducedo a subsidyto exportingcompanies.

Further duty dravback schemesare ineffi-
cientin asmuchasthey increasdransaction
costs, resultin leakageof revenuesdue to
fraudulentclaimsandbreedcorruption. The
TaskForcebelievesthatthe simplest solution
is to have aliberal traderegime in the first
place,by reducingtariffs to aminimum. The

regime adwocatedin this reportis onewhere
exportersinterfacewith an IT systemfor ob-
taining a refund for the GST embeddedn
their exports.

Onemajorsourceof customsluty revenuess

import of crudeoil and petroleumproducts.
At present,import of crudeoil is liable to

customgduty attherateof 10 percert, while

dutieson petroleumproductsare at ratesas
high as 20 per cent. Given value addition
of about 10 per cent by the oil refineries,
theserates of duties on input (crude oil)

andoutput(petroleumproducts)provide 60-
70 per cent effective rate of protectionto

domestiaefineries.

This is far too excessve by international
standardsas would be evident from Table
5.7. The effective rate of protectionin the
samplecountriesis the highestin Indonesia
andMalaysia(50 percent). In SouthKorea
the effective rateof protectionis in therange
of 25to 35 percent. In mostothercaseshe
effective rateof protectionis lessthen10 per
cent,or zero. Thereforewith thedismantling



of the administeredprice mechanismthere
is astrongcasefor aligningthe effective rate
of protectionfor petroleunrefineriesn India
with thoseprevailing in similar countriedike

Indonesia,Malaysiaand SouthKorea. This

implies that the duty differential between
crude and petroleum products should not
exceed5 percent.

It shouldbe apparenthatevenif thelevel of

the ratesof duty arelow, apparentlya small

differencein the rate applicableto inputs
andfinal productshave very large economic
efficiengy implications.

5.4.2 Tariff exemptions

Whereaghe customdariff indicateshe peak
rate of duty, also called the tariff rate of

duty applicableon a particular item, it is

not the casethat this is the duty actually
leviable when the said item is imported.
The leviable duty also called the effective

duty is determinedn the context of th duty
exemption notifications, if ary, issuedin

respecbf thesaiditemin termsof Section25

of the CustomsAct, 1962. Thuspn account
of an exemption an imported item may be
subjectedo aduty lower thanthatprescribed
in thetariff. At times,the duty payablemay
even benil. The exemptionsare mainly of

threetypesasfollows:

1. Generalexemptionswhich arenon-conditional
andcanbeavailedby all importers.

2. General exemptions which are subjectedto
conditionssuchasend-use.

3. Ad-hocexemption,which areissuedin respect
of specific imports for security strategjic or
charitable purpose - the number of ad-hoc
duty exemptionsare coming down, no doubt,
dueto the effect of the legislative change,in
1999, restrictingthe scopeof the exemptions

to imports of stratgic, secretinterestor for
charitablepurposes.

At presentthe said exemptionscanbroadly
be placedinto thefollowing cateyories:

1. Importer specific- e.g., Government(defense
andpolice)etc.

2. Project and purposespecific - e.g., training,
educationalresearchoil exploration etc.

3. Social and health sector/objectie specific -
e.g.,handicappegersonscharitableandsocial
welfare organisations, donations and gifts,
medicinesdrugsandhospitalequipmenetc.

4. Export related - e.g., samples, packaging
materials,durablecontainersadwancelicense,
passbooletc.

5. Sportrelated- e.g.,sportsgoods prizes,medals
andtrophies.

6. Internationalcommitments Therearea num-
ber of internationalagreementshat bind cus-
toms duties. Theseinclude the GATT/WTO
boundrates contractualcommitmentssuchas
oil exploraion contracts)nformationTechnol-
ogy Agreementsexemptionsto privileged per
sons,organisationsauthoritiesand foreigners,
preferentiabreasetc.

A duty exemptionnaturally hasrevenueim-
plication. On their part conditionalexemp-
tionsalsoinvariablynecessitatenpositionof
regime of certification, verification, discre-
tion, etc., which adwerselyimpactthe clear
anceof goods resultin higheradministratve
costs,useof discretionarypowers,andraise
compliancassueson accountof misuse.Ex-
emptionsare alsonothingbut a subsidy and
in fact, a discretionarysubsidy Thus, aside
from the obvious impacton the taxto GEP
ratio, the duty exemptionshave undesirable
side effects. The fact that exemptionsalso
causeloss of transpareng is anotheraspect
of seriousconcernfor the policy makers.



5.4.3 Recommendations

In view of theforegoing,we recommend:

1. Basiccustomsduty shouldbe sharply reduced
to athreeratestructureof 5 percent,8 percent
and 10 percent. The ratesof duty applicable
to most commoditiesmust fall within this 5
to 10 per centrange. The 5 per cent rate
should be applicalte to basic raw materials
like coal, ores,and concentratesxylenesetc.
The 8 per cent rate should be applicable
to intermediatesgoods which will be used
for future manufcture (capital goods, basic
chemicals,metalsetc.). The 10 per centrate
should be applicableto finished goods other
than consumerdurables. However, consumer
durablesmay be taxed at a higher rate of
20 per cent, motor vehides at 50 per cent,
andspecifiedagriculturalproductsanddemerit
goodsat 150percent.

2. Thesetariff changesshould coincidewith the
comprehensie reform of the structureof CVD
outlinedbelow.

3. The ratesof duty on crudeoil and petroleum
productsshouldbereducedo 5 percentand10
percentrespectiely.

4. All exemptionmustbe eliminatedexceptthose
relatingto:

(a) Life-saving goods.
(b) Goodsof securityandstrateyic interest.
(c) Goodsfor relief andcharitablepurposes.

(d) Internationalobligations including con-
tracts.

5. The DEPB schemeshouldbe memgedwith the
duty-dravbackscheme.

Theserecommendationgelatingto customs
duty will rationalize the tariff structure
in conformity with the best international
practice.

5.5 PERSONAL INCOME TAX

In 1947, whenthe country gainedindepen-
dencethelndianeconomywascharacterised
by low growth rates, low savings and in-
vestmentrates,a virtual non-&istentindus-
trial sector low risk bearingability of the
private sector high ratesof inflation and a
high level of inequalityin distribution of in-
come. Therefore,the economicpolicy was
focusedon huilding a vibrant public sector
as an enginefor economicgrowth. Conse-
guently gowvernmentresortedto increasing
level of taxationand public borroning asa
meando raiseresourcesor increasegublic
spending. Simultaneouslythe government
was also concernedabout reducingthe in-
comedisparities.Given the low incomeand
consumptionbaseon accountof extremely
low levels of percapitaincome, there was
very little scopefor horizontalexpansionof
the taxbase.Therefore resource-raisingx-
erciseessentiallypecamean exercisein in-
creasingatesof taxationon bothincomeand
consumptiortherebyimpairingeconomicef-
ficieng. In order to minimize the distor
tionary effects of high ratesof incometax,
particularlyon privateinvestmentpnumerous
investment-basemhcentveswereintroduced
in the taxsystem. High ratesof incometax
exacerbatedheinherentiasagainstsavings.
Therefore, there was a proliferation of ill
thoughoutincentvesfor savings, whichwas
necessaryo financeboth public and private
investment. Therefore,high ratesof taxes
and exemptions/incentves were feedingon
eachother Consequentlytheincometax law
becamenighly comple, bothfor compliance
andadministration.

By thebeginningof the 1980s thingshadbe-
gunto change startingwith developedcoun-
triesandthenspreadingo globalisingdevel-



oping nations. By the mid-1990s,the struc-
ture, designand enforcementof both indi-
vidual and corporateincometax underwent
majorchangesEarlierideologicalobjectves
were substitutedby consideration®f incen-
tive compatibility, reasonablenessdminis-
trative feasibility, stability andthe credibility
of fair enforcement.

The first stepin reforming the income tax
structurewasreducingthe numberof aswell
asthelevel of rates.By themid 1990s,mary
developing countrieshad emepged from the
reform processhaving legislatedindividual
incometax structuresvith significantlylower
and fewer rates - typically 15-25-30 per
cent. EvenlIndia legislatedcomparableates
in 1997. similarly the corporateincome
tax rateswere slashed- sometimeshalved
from the prevailing rate- driven by the twin
objectves of administratwve feasibility and
bettertaxcompliance However, onenegative
ramification of the early high maginal tax
ratesthat hasbeendifficult to remove from
the income tax structureis the continuing
high incidence of exemptions, allowances,
erroneously perceved as instruments to
achiere particular social or development
goals.In addition,it systemicallyencourages
tax payergo toy with theinterpretatiorof the
taxlaw, comple asit hasbecomeln thecase
of the individual incometax, the incentves
that erode and complicatethe tax basethe
mostrelateto savings.

Theresultsof the incometax laws compris-
ing of comple, allowance and exemption,
are two-fold. For honesttaxpayers,on the
one hand, filing the incometax return con-
tinuesto be anannualexercisein compleity,
andanuncanfortablefear of the assessment
by the taxadministratoithat isto follow. On
the other a directresultof the compleity in
the taxstructureis the difficulty facedby tax

administratordn carryingout initial assess-
ments(processing)aswell asto executese-
lective auditfunctions.

The global experiencewith lower tax rates
and fewer opaqueexemptions, is that the
administrationof incometax becamemuch
simpler The administratiors resourcesvas
better spent on alternatve investments-
such as modernisingthe taxadministration
throughwidespreaccomputerisationinclud-
ing electronicfiling, betterdata processing
andmining, andproductionof far bettersta-
tistical output. Theseresourcesand inputs,
in turn, were most usefully employed both
in formulating future tax policy, aswell as
in betterenforcementthroughmoretranspar
ent and finer tax audit selection. It is now
widely acceptedhatthe designof tax policy
is of paramounimportancefor tax adminis-
tration. If the objective is to have atranspar
ent, efficient andfeasibletax administration,
thenthestructureof all taxesshouldcomprise
common elementsThesearelow rates,few
nominalrates,a broadbase few exemptions,
few incentwves, few surchages, few tempo-
rary measures. And in the rare instances
wherethereare exceptions,there shouldbe
clearguidelines.

A taxpayersdecision to disclose or con-
ceal his incomewill dependon the relative
strengthof costandbenefitof increasingon-
cealmentor noncompliance. The maginal
benefitfrom noncompliancds equalto the
mauginal tax rate while the maiginal costis
determinedby the probability of detection
andbeingpenalised.In turn, the lateris de-
terminedby the ability of the governmentto
unambiguoushspecifythe taxbase,amount
of information available to the taxadminis-
tration abouttransactionswhich help to as-
sessthe taxbaseandthe ability of the gov-
ernmentto enfarce anidentifiedtax liability.



Conceptuallydefiningthe taxbaseof income
taxis contentiousandtherefordifficult. This

is furthercompoundedby the plethoraof ex-

emptionsandincentvesmostlywith ambigu-
ous eligibility criteria and conditions. As a
result,evenwherethe taxadministrationhas
sufficient information, its ability to enforce
is considerablydiluted in view of the am-
biguousdefinitionof the taxbase.Therefore,
definingthe taxbaseasclearlyaspossibleis

of para-mounimportance:asa first stepthe
plethoraof exemptionsandincentvesshould
belimited andrationalisedjf noteliminated.

On the subjectof personaincometax rates,
it is well recognisedthat the rates of tax
affect economié® andcompliancebehaiour

of taxpayersi.e., choice betweenwork and
leisure,the choicebetweenconsumptiorand
savings, and also the compliancebehaiour

of taxpayers. The design of a personal
incometax rate schedulemust thereforebe
equitableandefficient - which arepotentially
conflicting objectves. A highly progressie
tax schedule, while meeting the ends of

vertical equity, causeshigher distortion in

the economic behaiour of taxpayersand
thereforgoromotesnefficiengy. Further high
rates of taxes induce tax evasion, thereby
underminingthe effective impacton equity.

Thereforejt is now well acceptedhat-

1. The basicexemptionlimit mustbe at a mod-
eratelevel- anappropriatédalancebetweerthe
tax liability atthelowestlevels, administratve
costof collectionandcomplianceburdenof the
smallesttaxpayers. The ability of the taxad-
ministrationto renderquality servicesto tax-
payerswill alsosignificantly affect the choice
of the exemptionlimit.

2. The numberof tax slabsshould be few and
their rangesfairly large tominimize distortion

19Choice beween consumptionand saings and
choicebetweenwork andleisure.

arisingout of bracletcreep.

3. The maximum maginal rate of tax should
be moderate, so that the distortions in the
economidbehaiour of taxpayersandincentve
to evadetax paymentareminimised.

Theevolution of the personalncometax rate
structureis shavn in Table5.8. In 1949-50,
the taxschedulewas amenablgo voluntary
compliance;basicexemptionlimit wasat a
moderatdevel of Rs.1,500at currentprices,
therewereonly four tax slabswith mamginal

ratesrangingfrom 4.69percentto 25 percent
for taxableincomeabove Rs.25,00¢° Asthe
needfor public expenditureincreasedluring
the 1950sand1960s theratesof taxesbegan
to sharplyincreaseto reacha peakrate of

97.75percentin 1973-74but the exemption
limit steadilyincreasedo Rs.5,000andthe
number of slabs also increasedto eleven.
Clearly taxationat such”extortionary” rates
wasnotconducveto compliance Sincethen,
therehasbeena progressie improvementin

thestructureof the taxschedule.

The presenttax schedule(Table 5.9) has

beenin place since 1997-98?' Since we

do not have the mechanismfor inflation

indexationon anannualbasis,it is necessary
to undertale acomprehense review of the

tax scheduleatleastaftersix years.

5.5.1 Exemption limit

Ordinarily, taxpayerdelon a certainincome
level are exempted from paymentof tax
primarily becausehe socialcostof effecting
such a transferout ways the social benefit

2OHowever, therewasa superprofit tax for incomes
above Rs.30,00@t currentprices

2ISincethenthe only changehasbeentheincrease
in the exemptionlimit from Rs.4000Qt0 Rs.50000n
1998-99.



Table5.8

Year Exemption Number Entryrate Peakrate Incomeatwhich

limit of Rates peakrateapplies
1949-50 1500 4 4.69 25 15000
1955-56 2000 5 4.93 26.25 15000
1960-61 3000 7 3.15 26.25 20000
1970-71 5000 11 11 93.5 200000
1971-72 5000 11 11 93.5 200000
1972-73 5000 11 11 93.5 200000
1973-74 5000 11 11 93.5 200000
1974-75 6000 8 13.2 77 70000
1980-81 8000 8 15 66 100000
1985-86 18000 4 25 50 100000
1990-91 22000 4 20 56 100000
1991-92 22000 4 20 56 100000
1995-96 40000 3 20 40 120000
1997-98 40000 3 10 30 150000
1998-99 50000 3 10 30 150000
1999-00 50000 3 10 33 150000
2000-01 50000 3 10 35.1 150000
2001-02 50000 3 10 30.6 150000
2002-03 50000 3 10 315 150000
2003-04 50000 3 10 30 150000
Proposed 100000 2 20 30 400000

Table5.9
Incomelevel Taxrates
Below Rs.50,000 Nil

Rs.50,0010 Rs.60,000

10 percentof theincomein excessof Rs.50,000

Rs.60,00%0 Rs.1,50,000 Rs.1®O plus 20 per centof the incomein excessof

Rs.60,000.
Above Rs.1,50,000

Rs.19,00(lus 30 per centof theincomein excessof
Rs.1,50,000

fromit. Furtherin mostdevelopedcountries,
the exemptionlimit is annuallyadjustedfor

inflation. The presentpersonalincome tax

exemptionlimit of Rs. 50000was fixed in

1998-99. The reasonableness the present
exemption limit hasto be consideredwith

referenceo abenchmarkpointin time.

An analysisof the performanceof personal
income tax over the last 55 years shavs
thatthe highestrecordedpersonalncometax
- non-agriculturalGDP ratio was 2.97 per

centlachiered in 1950-5122 Therefore, it

could be usefulto usethe taxrate structure
applicablein 1950-51asa benchmark and
to adjustthe differenttax slabsfor inflation.

The tax rate structureapplicablein 1950-51
along with inflation adjustedequialent tax
slabs ispresentedn Table7 The exemption
limit in 1950-51 was Rs.1500 equialent
to Z%about Rs. 46500 in 2004-05. This

22The PIT-NAGDP ratio in 2003-04is as low as
1.84percent.

23The inflation adjustmentis basedon time series
datafor consumerprice index for industrial workers



Table5.10

Slab Cutoffin  Basic
2004-05rupees rate SC

First1,500 46,42 0 0

1,500-5,000 15498 469 5

5,000- 10,000 3,098 1094 5

10,000- 15,000 464,724 1875 5

Above 15,000 4,64,72 25 5

is lower then the presentexemption limit.
However, the mamginal tax rate applicable
to the first slab was 4.93 per cent only for
taxableincomeup-to Rs.5000(equivalentto
an estimatedRs.154908n 2004-05)andthe
averagetax liability wasstill lower. At the
presentmamginal ratesof tax of 10 per cent
to 20 per centfor incomesup-to Rs.154908,
theexemption limit hasto be substantially
higher to be closeto the averagetax liability
in 1950-51 atomparabldevels.

Some experts while analysing personal
incometax compliancebehaior during the
period 1965-66to 1992-93, have identified
the exemptionlimit of Rs.22000n 1990-91
asone of the bestpractices. Adjusting this
for inflation, the correspondindgevel in 2004-
05is estimatecat Rs.59400 Similarly, if the
exemptionlimit in 1998-99wereto be used
asthe base the correspondindevel in 2004-
05is estimatedat Rs.62940.

An alternateway of determiningthe appro-
priate level of exemptionlimit is to usethe
netsocialbenefitfrom collectingtaxesfrom
the maginal taxpayer If the costsof admin-
istrationandcompliancewverezero,theideal
exemptionlimit wouldalsobezero.Theneed
for an exemptionlimit arisesfrom the will-

ingnesdo forgo revenuedn orderto sase on
collectioncosts. Expertsbelieve thatthe op-
timal exemptionlimit may actuallybe much
higherthenthoseexisting. This is primarily

(1993-94=100).

Table 5.11

Exemption Numberof
Year Limit Taxpaers(Lakh)
1980-81 12000 46.61
1981-82 15000 47.97
1984-85 15000 55.02
1985-86 18000 62.61
1989-90 18000 93.91
1990-91 22000 96.71
1991-92 22000 104.5
1992-93 28000 116.68
1993-94 30000 132.09
1994-95 35000 140.95
1995-96 40000 159.79
1997-98 40000 217.45
1998-99 50000 250.52

becaus®ef thevery high compliancecostsfor
smalltaxpayers.Therefore thereis a strong
casefor increasingexemptionlimit but there
Is equally compellingcasefor directingpol-
icy measureso simplifying compliancepro-
cedures.

The caseagainstraisingthe exemptionlimit
Is built onseveralgrounds First,ary increase
in exemption limit will lead to decrease
in the number of taxpayers. This is true
only in a static condition. In a dynamic
world, income of the taxpayersincrease
overtimeandthereforethe ‘dropouts’will be
pushedbackinto thetax-fold. Theempirical
evidence,shavn in Table5.11, suggestshat
episode®f increasen exemptionlimit have
beenfollowed by anincreasan the number
of taxpayers.

Further the taxpayer base would remain
protectedbecauseof the one-in-sixscheme.
The governmentcould also considerusing
the grosstotal incomeasthe basisfor filing
tax return rather than the taxable income
I.e grosstotal income minus deductionsfor
tax incentves underchapterVI-A. Second



Box 2:
Analytically, in orderto determinethe appropriateevel of exemptionlimit, the socialbenefitfrom
collectingtaxesfrom the maminal taxpayeris comparedagainstthe thecostsof administrationand
compliance.If thesecomplicancecostswere zero, the optimal exemptionlimit would also bezero.
Theneedfor anexemptionlimit arisesfrom thewillingnessto forgo revenuedn orderto saze on costs
to societythatflow from complianceandadministration.
Therationalefor raisingrevenueis the belief thatresourcesire morevaluableto sociey in the hands
of the governmentthan in those of taxpayers. Since taxationinvolves cost to the private sector
towardscomplianceg(additionalto thoseof the resourcdransferitself) andto the governmentowards
administration-becauseét distortseconomicactiity - an additionalRe 1 of revenueshouldonly be
raisedif theusesto whichit is putis valuedby societyat morethenRe.1.
Supposea governmentconsidergaisingthe thresholdlevel of income,denotedF, by Re.1. For each
taxpayerconsequentitaken out of the taxnet, the governmentlosesrevenueequalto tE, wheret
denoteghe taxrateapplicableat thethresholdevel of income.This alsosaresadministratiorcostsof
A pertaxpayer Thenetlossto thegovernments t £ — A.
Similarly, eachtaxpayertaken out of tax, on the other hand, gains tE in tax savings and saves
compliancecostof C'. Thereforethe netgain to thetaxpayelis tE + C. Supposehe socialvalueof
Re.lin thehandsof thegovernments d. Theoptimalthresholdimit £* thusworksoutto:

g dA+C
d— 1)t

In orderto obtainnumericalvaluesfor theoptimalthresholdimit E*, we needto putnumericalvalues
to the parametersf this formula. As anillustration,we assumenadministratve cost A, of servicing
the mamginal taxpayeris Rs.100.The costof complianceC, asestimatedoy an NIPFP studyfor the
PlanningCommission|s placedat Rs.2500for salariedand Rs.6700for non-salaried.We placethe
socialvalueof Rs.1lin the handsof the governmentd at1.2. In this case the optimal exemptionlimit
for differententry point tax ratesworksout asfollows:
Entry PointTax Rate

Taxpayertype 10 15 20

Salaried 1,31,000 87,333 65,500

Non-salaried 3,41,000 2,27,333 1,70,500
The optimal exemptionlimit is thereforeestimatedto be much higherthenthoseexisting. This is
primarily becauseof the very high compliancecostfor small taxpayers. In this contet, thereis a
strongcasefor increasingexemptionlimit, but thereis anequallycompellingcasefor directingpolicy
measureso simplifying complianceprocedures.

increasein exempton limit will result in
loss of revenue. This may be true in an
ervironmentwherethereis full compliance.
Where there is large-scale tax evasion,
particularly amongthe self-emplyed, there
is awell known tendeng to discloseincome
manginally above the threshold limit and

acquirethelegitimacy of beinga taxpayerat
nominal cost. Effectively, thereis no loss
in revenuesrom suchtaxpayers.Third , the
exemptionlimit relative to percapitaincome
is substantiallyhigher than thoseprevailing
in other countries. Unlile in the developed
countries, a relatively higher proportion of



revenuesin India is collectedfrom indirect
taxes. Sincetheindirecttaxesarealsolevied
on items of massconsumption,individuals
with low per capita income also erd up
bearingthe burdenof taxesdisproportionate
to their ability to pay Any additionalburden
throughdirecttaxeswould be excessve. For
comparison,it is necessaryto evaluatethe
total tax burden at different income levels
acrosscountriesrather than the burden of
direct taxes only. Such comparisonwill
suggestan upward revision of the basic
exemptionlimit.

An importantaspectthat needsto be borne
in mind in determining the level of the

exemption limit is the fact that adjustment
of the exemptionlimit for inflation is with

alag. Therefore,it is importantto peg the

exemptionlimit alittle higherthentheactual
erosionin its realvalue.

5.5.2 Tax rates: single rate or multiple
rates

At present.thereare threetax slabs. Most
countries have three to five slabs. As
mentioned greaterthe numberof tax slabs,
larger is the distortion due to braclet
creep. A moderatelyprogressie flat, or
single mamginal rate, income tax levied on
a comprehense baseis the simplestand
fairest. With a flat rateincometax, mostof
thedefectan, andtheproblemscausedy, an
incometax with a progressie rate schedule
virtually disappears. With a moderate
single rate, almost all the deductionsand
tax-preferencescould be eliminated, all
thosewith taxableincomescan opt for tax
deductionat sourceto the maximum extent
possible, full integration of personaland
corporateincometaxes can be achieved by

applyingthesamesinglerateto bothincomes
and exempting dividends in the hands of
the shareholderd]uctuationsin incomeover
time canbe easilydealt,all capitalgainscan
be taxed as ordinaryincome, and therewill
beno bracletcreep.

However, the singlemostsignificantdemerit
of the systemis that a single rate cannot
be pitchedat a high level andtherefore,the
rate of progressiorthat canbe achiezed will
inevitably bemoderateln thelndiancontext,
sincea singlerate would have to be around
30 per cent, the exemptionlevel would also
have to be fairly high. That, in turn, would
leave out somepeoplewho couldreasonably
be broughtwithin the incometax netwith a
lowertaxrate.Thereforeasingleratesystem
may not be feasibleat the presentstageof
evolution of the taxsystemin India. The
alternatveliesin amultiple rateschedulebut
with very little spread.

One of the mary optionsis to start with
a relatvely low entry tax rate in personal
income tax so that it does not frighten
potentialtaxpayerdrom beingin the taxnet.
The potentialtaxpayersat the lower end of
the scalearefrightenednot by the entry rate
of tax (sincethe averagetax continuesto be
very low) but more by the complianceand
enforcementprocedures. However, with a
low entryrate,the numberof ratesinevitably
multiplies,andthe taxadministratiorendsup
at squareone - all the problemsassociated
with a progressie rate schedule.Therefore,
it is preferablao have atwo ratescheduldor
personaincometax, which is next bestto a
singlerate.



5.5.3 Taxslabs: broad-basing

As statedabove, ratesof personalncometax

were at their peakin 1973-74. They have

steadilydeclined sincethen.In 1973-74 the

tax ratesof 10 percentand20 percentwere

applicablefor incomesup to Rs.10,000and

Rs.20,000regecively. The corresponding
inflation adjustedncomelevelsareestimated
to be Rs.1,02,175%and Rs.2,04,350n 2004-

05. Thus,the existing correspondingncome

levels of Rs.60,000and Rs.1,50,000are

substantialljjower thantheinflation-indexed

levels- therebyresultingin anincreasen the

realtax liability .24

Historically, while the top mamginal ratesof
tax have beenreducedthe taxliability atthe
middle has indeedncreased. This has, not
surprisinglythough givenriseto theproblem
of "the missingmiddle”. If thefull effect of
lowertaxrateshasto berealisedjt is notonly
necessanto have an optimal enforcement
stratgy but alsoensurethatthe benefitsof a
tax cutapplyto all classof taxpayers rather
than be restrictedto a handful of taxpayers
at thetop end. This is possiblyachiesed by
broadbasingthe taxslabs.

In view of the above, the Task Force
consideredwo alternatve personalincome
tax rate schedules,shavn in Table 5.12.

Giventhe high estimate®f compliancecost,

and the empirical evidence on the positive

impactof buoyarcy aftertheliberalisationof

thepersonaincometaxrateschedulen 1997

and1998,the Task Forcewould recommend
theadoptionof Alternative Il.

24The Task Force would like to acknovledge the
intellectualcontribution of Surjit Bhalla,andtheuseof
his paperTax rates,tax compliance andax revenues:
India, 1988-2004n thinking aboutissueson personal
income tax reform. This papercan be accessedt
http://www.oxusresearch.coon theworld wide weh

Table 5.12

Taxrates
Alter native |
Below Rs.65,000 0
65,001t0 4,00,000 20 per centof theincomein
excessof Rs.65,000
Rs.67,000plus 30 per cent
of the incomein excessof
Rs.4,00,000

Alter nativell
Below Rs.100,000 0
100,001t0 4,00,000 20 percentof theincomein
excessof Rs.100,000
Rs.60,000plus 30 per cent
of the incomein excessof
Rs.4,00,000

Incomelevel

Above 4,00,000

Above 4,00,000

The Task Force is consciousthat there
are limits to the extent to which voluntary
compliancecanimprove in agivenyear The
revenuelossfrom theadoptionof Alternative
I may not be fully matchedby gains in
compliancen theveryfirst year

Therefore this shouldbe simultaneoushac-
companiedby the elimination of standard
deductionfor salariedemployees,in order
to addressrevenue considerations. This
will augmenttax revenuesby an estimated
Rs.4,000 crore. The elimination of the
standarddeductionis particularlyimportant,
giventhatthe ‘conveyenceallowance’is ex-
emptfrom incometax. Therecommendation
to eliminate standarddeductionis also con-
sistentwith the bestinternationalpractice,
andwith the policy proposalan the pastby
severalcommitteesvhich have workedondi-
recttaxes.

5.5.4 Tax concessiorfor savings

In most countries, it is mandatory for
individuals to contrikute/sae for (i) old-



age, invalidity, and survivors’ benefits; (ii)

benefits for sicknessand maternity; (iii)

occupational or work-related risks; (iv)

unemplgment protection; and (v) family

assistance(hear after collectively referred
to as ”social security”).  State which

provide social security schemesmay not
provide sufiiciently for all such purposes.
Such contributions are generally granted
preferentiatreatmenby the taxlaws.

The casefor tax supportto savzingsfor social
security is built around several arguments.
The first agumentis that the state gives
incentvesto save for socialsecuritybecause
in the absencef incentves,individualswill
fail to malke ‘sufficient’ provision. Thereare
a numberof reasonsvhy, first this rationale
may not be valid and,secondlywhy the tax
systemis not a good way of achiesing it.
It is hard to define ‘sufficiengy’ of income
beyond an ackquate minimum. Offering
tax incentves, particularly for retirement
savzings, may not ensure that everyone
achiezes a minimum standard; some will
still fail to provide whereasothers may
evenover-provide. Othermeansof ensuring
that retirement living standardsapproach
the level during working life may be more
effective and, perhaps,less distortionary?®
The second argument is one of ‘moral
hazard’ - individuals will not provide for
themselesif they know the statewill give
theman adequatencomeanyway. Pensions
are partly or wholly means-testedin a
number of countries. This means-testing
producesa substantialdisincentve to save
for retirementgspeciallyfor peoplewith low
incomes.Again, however, it doesnot follow
that attachingfiscal privileges to pensions

25For example, the state can adjust the level of
compulsoryprivatepensioncontritutions(the ‘second
pillar’).

is an effective way of minimizing the cost
to the state, compared,for example, with
mandatinga certain level of contributions.
Thereductionin currentrevenueghatresults
from the taxincentve addsto this argument.
The third agumentis that tax incentves
for pensions appearto increase pension
savings?®  Whether this results, however,
from a substitution of pensionsfor other
savings mediaor from anincreasan overall
savings is difficult to ascertain. Consider
the case of a person who is a "target
saver”. His only goal is to have a given
amountof consumptionin the future - no
more and no less. For such”target saver”,
savzing andthe aftertax interestratemove in
oppositedirections. If the exemptionsfor
savings are eliminated, then the only way
for him to reach his target is to increase
savings, and vice versa. Tax incentves
cost the governmentby reducingrevenues,
cutting public sector saving. Even if
householdsarzingsincreasetheoverall effect
on nationalsaving is uncertairé’ Giventhe
inconclusve natureof this literature,it does
not seemwise to suggestthat a desireto
increaseeconomy-widesaving either is or
shouldbe a major objective for the taxation
of pensions. The fourth agumentsupport
tax incentves asan inducementto change
the composition of saving in favour of long-
term retirementsavings. The theory of tax
incidenceon financial instrumentsindicates

26Examples include the ‘success’ of registered
retirementsazings plans,RRSPsjn Canadapersonal
pensionsin the United Kingdom, and individual
retirementaccounts|RAs, in the United States.

2"The empirical evidence on the effect of tax
incentves on sarings is inconclusve. The OECD
study of taxationand saings concludests suvey of
evidencein a numberof countries,by observingthat
‘there is no clear evidencethat the level of taxation,
along with other factorsaffecting the rate of return,
doesgenerallyaffectthelevel of savings'.



noreasondor differentialtreatmentor those
of long-term maturity from those of short
and medium-termmaturity, taking the view

thatthe term structureof interestrateswould

ensureefficient allocation of savings. In

particular the demandsof fiscal neutrality
that imposition of tax should notdistort the

choicebetween(a) differentformsof saving,

and (b) betweenconsumptionand saving

are ensured under a non-discriminating
tax treatment of savings irrespectve of

the maturity period. Tax incentves,

particularly in developing countries,benefit
only individuals in the upper tail of the

incomedistribution who have the resources
andthefinancialinformationrequiredto take

advantageof the incentives. A large section
of savers who are outside the tax netdo

not benefitfrom suchincentves. Therefore,
tax incentves raise serious distributional

issuesTheobjectve of promotinglong-term
savings as a useful policy tool to provide

stability in investmentand growth could be

better achieved by the term structure of

interestrate.

The most compelling case for providing
tax incentve to savings (including long-
term savings) arises from the fact that
thereis doubletaxationof savings undera
comprehenske incometax: first at the point
of contrikutior?® andagain whenthe benefits
are receved. Therefore, a comprehense
income tax is inherently biased against
sasings. Tax incentves for savings are
necessaryo neutralizethisbiasandeliminate
thedistortionsin the choiceof consumptiord
savings.

In the context of ary long-term saving
scheme,particularly the pensionsystem, it

28Undera comprehensie incometax contritutions
to savingsplansareout of pog taxedincome.

is not sufficient to provide tax incentves.
What is particularly importantis to have
an appropriateand stable tax regime for

such pensionsysems becauseof the long

time scale that is generally involved in

building upanadequat@ensiorfund ?° Fifty

years may elapsebetweenthe time when
a pension schememember payshis first

contritution and the time when he draws
his last benefitfrom the pensionfund. If

tax laws are changedduring this period, it

canbe complicatedand costly to protectthe
legitimate expectationsof those who have
beenmaking provisions on the basisof the
old law. Thereis always a problemof time
inconsisteng. In theabsenc®f apromissory
estoppelgainstthe statute,any government
in thefuture may notfeel boundby promises
of thepreviousgovernmenfor taxexemption
or concessionatax treatmentofpensionsin

paymentor investmenteturns andnayview

pensionfunds as soft revenuetargets. This
would be particularly so in the context of

pressure$o reducefiscal deficit.

Further the fact that the presentsystemof
taxing pensionsandsaving areeconomically
inefficient and inequitable, it is reasonable
to expectchangesn tax rulesastax reform
progressesTherefore,it would be futuristic
to restrictthe tax”incentives” for pensions
to only maintainingfiscal neutralitybetween
consumptionand savings ratherthan distort
householgortfolio *° Logically thereforetax
incentivesfor all otherformsof savingsmust
essentiallyfollow thesamepatternsothatthe
yield curve basedon posttax returnis not
biasedagainstlong-termpensionsavings.

Generally therearetwo distincttypesof tax

29This is more so importantin the caseof a fully
fundedpensionsystem.

30Individualswill alwaysdiscounthetaxincentives
in anticipationof futurechangpsin tax laws.



system: a comprehensie income tax and
an expendituretax. Undera comprehense
incometax all sourcef incomeis explicitly

taxed3! An expendituretax, on the other
hand,only taxes consumptionEffectively it

exemptsfrom tax thereturnsfrom savings
until they areconsumed.

Therearetwo mainformsof expendituretax.

Thefirst involvesgiving tax relief onincome
that issaved, exemptingfrom tax ary interest
andgainsaccumulatingon thosesavings, but

then taxing the total proceedsas and when

the savings are withdravn for consumption.
This form is often describedasEET, with E

denotinganexemptionor relief from tax and

T denotinga pointatwhichtaxis payable.

Another form of expenditure tax regime

followed is onewhereno relief is given for

theinvestmentput the accumulatingnterest
andgainsandthe proceed®f theinvestment
are exempt from tax. This systemis often

describedas TEE. The EET systemis the

classicalexampleof anexpendituretax. The

TEE systemis often called the ‘pre-paid
expendituretax’.

In a flat rate tax system, EET produces
an equivalent outcometo TEE. They both
confer a post-tax rate of return to saving
equal to the pre-tax rate of return. They
are neutral betweenconsumptionnow and
consumptionin the future. This alsomeans
theseregimesareequitablen their treatment
of differentindividuals: peoplewho save for
futureconsumptiorpaythe sameaxasthose
who consumenow. Finally, the two systems
also deliver the samenet presentvalue of
revenuesto the government. However, the

31n its most comprehensie form it will also tax
sourcesof imputedincome, such as imputed rental
incomefrom owneroccupiedhousesandaccruecdbut
unrealisectapitalgains.

timing is different. revenuesare deferred
until retirement under EET, but receved
immediatelyunderTEE.

In practice,the EET and TEE systemsmay
not have the sameeffect becausef the point
at which the tax exemption occurs. If an
individual paysa different mamginal income
tax ratewhile in work from the taxratepaid
in retirement, then pre- and post-tax rates
of returnwill no longer be equalised. The
individual will benefitmore from a regime
grantingtax relief whenhis or her mamginal
rateis higher. In a progressie tax system,
however, differentforms of expendituretax
arenotequialent.

Under a comprehensie incometax system
all income is taxed when it is receved
so saving is from taxed income; interest
incomefrom savingsis taxed;but proceedsf
saving do not suffer furthertax. In practice,
this systemis describedas TTE. Another
variant of the comprehensie incometax is
one wherethe taxexemptionoccursat the
point of contribution, while fund incomeand
benefitsare taxable (ETT). The effects of
thesetwo systemsarethe same. Thesetwo
systemsresult in a disincentve to saving,
becauseconsumption now is worth more
thanconsumptionn the future. In asmuch
as saings are taxed twice, this systemis
inherentlybiasedagainstsavings.

Thesetwo benchmarktax systemsare dif-
ferentwaysof interpreting’fiscal neutrality’
with respecto savings. Equalizingpre-and
post-tax rates of return is neutral between
presentand future consumption.A compre-
hensve incometax is neutralbetweencon-
sumptionandsaving, treatingsavings in ex-
actly the sameway asary otherform of con-
sumption. However, savings arennot a com-
modity like ary othergoodor service. They



areameando futureconsumptionandthisis

particularly obvious wheresaving for retire-

mentis concerned.Neutrality betweencon-

sumptionnow andconsumptionn retirement
is the relevant conceptfor taxing pensions,
andthat isthe form of neutralityachiezed by

the expendituretax.

The amgumentsas to whether income or
expenditureshouldbeusedasataxbasehave
often beenrehearsed. An expendituretax
treatstwo individualsthe same,regardlessof
when they chooseto consumethe income,
which they earn, whereasa comprehense
incometax givesrise to double taxation of
savings. This is becausea comprehense
incometax taxesincomewhenit is earned
and also taxes interestbeforethe money is
spent.In the caseof pensionstherefore,it
can be agued that an income tax system
taxespost-retirementonsumptiormorethan
pre-retirementconsumption.However, the
main economicpoint in the debateconcerns
the distortion of decisionsto consumeor
save. An expendituretax allows individuals
to receve interestgross of tax. They can
therefore determine their preferencesfor
consumptionnow or in the future without
distortionsimposedby the taxsystem. By
contrast,a comprehense incometax (TTE)
(where returnsto saving are taxed) would
create such distortions, with associated
inefficiencies.

Thereis an alternatve argument, however.
Whenwagesare saved they becomeanother
factor of production (capital). It can be
argued that the returns to all factors of
production should be taxed equally A tax
on expenditurealoneis equvalentto a tax
on wagesalone with no tax on returnsto
capital. Hence a tax on labor distorts the
work/leisuredecision inthe sameway that
a tax on capital distorts the savze/consume

decision.To tax returnsto labor but exclude
returnsto capital,encourageshoseengaged
in productionto use less labor and more
capital. It would seemreasonable)ooking
only at these economicarguments,to tax
the returnto all factorsof production.This
would suggesta comprehense incometax
base rather than an expenditure tax base.
This is the most powerful algumentagainst
an EET basisfor the taxation of pension
funds. If tax revenueshave to be raised,
the issue, which needsto be resolhed, is
the trade-of betweendistortionscausedby
the consumption/sangs decision and the
work/leisure decision. In ary developing
economythetrade-of mustsettleagainstthe
former, thatis, minimizeconsumption/sang
distortions.

In order to neutralizethe bias against sav-
ings, most countries design their income
tax structure,so as to provide for exemp-
tion/concessionatax treatmentof the vari-
oussavings instrumentsoy following one of
the two methods. Someexpertsare also of
the view thatthe distortionarisingout of the
inherentbias against savings could be toler
atedby adoptinga simpleincometax struc-
ture with reasonableatesanda comprehen-
sive base.

The Indian tax system(emanatingfrom the
IncomeTax Act, 1961)providesbroadlythe
following typesof tax incentvesfor financial
savings:

1. Deductionundersection80CCCfor contriku-
tion to pensionfundsof Life InsuranceCorpo-
rationof India or ary otherinsurer subjectto a
ceiling of Rs.10,000/-Thepension/annuityin-
dertheschemds, however, taxable.

2. Deductionsprovidedin Section80L allow for
exemption of income up to Rs.12,000/<rom
incometax on specifiedfinancial instruments
(including bank depsits, NSC, post office
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11.

12.

deposits, Government securities, etc.  with
an additional and exclusive sub-ceiling of
Rs.3,000 for interest income arising from
Governmentsecurities).

Exemption under Section 10(10D) in respect
ary sumrecevedunderallife insurancepolicy,
includingthesumallocatedoy way of bonuson
suchpolicy [otherthanary sumrecevedunder
sub-section(3) of secton 80DDA] [or undera
Keymaninsurancepolicy]

Exemption under Section10(11) and Section
10(12) in respect of ary payment from
a provident fund set up by the Central
Governmenbr setup underthe ProvidentFund
Act 19250r arecognisegrovidentfund.

Unlimited exemption under Section10(13) in
respecbf ary paymentfrom a Superannuation
Fund.

Unlimited exemptionunderSecton10(15)(i)in

respecbof incomeby way of interes, premium
on redemptionor other paymenton notified
securities,bonds,annuity certificates, savings
certificates, other certificates and deposits
issuedby the CentralGovernment.

. Unlimited exemptionunderSection10(15)(iib)

in respect of interest on notified Capital
InvestmentBonds. However, no bondscanbe
notified afterfirst day of June2002.

Unlimited exemptionunderSection10(15)(iic)
in respecof intereston ReliefBonds.

Unlimited exemptionunderSection10(15)(iid)
in respect of interest on notified Bonds.
However, no bondscan be notified after first
dayof June2002.

Unlimited  exemption under Section
10(15)(v)(h) in respectof interest on no-
tified public sectorbonds.

Unlimited  exemption under  Section
10(15)(v)(i) in respect of interest on de-
positsout of mongys receved by an emplo/ee
onretirement.

Tax rebate,provided in Section88, in respect
of investmentin specified assets(such as
NSC, NSS, EPF and PPF, tax saving units of

mutualfunds, premiumpaid on life insurance,
repaymenbof housingloans,andinfrastructure
bonds of IDBI and ICICI). In the financial
year 2002-03,the rebatesare provided at the
following rates:

(a) Therebateshallnot be availablein case
of personshaving gross total income
(before deductionunder Chapter-VIA)
morethanRs.5lakhs.

(b) For per®ns having grosstotal income
(beforedeductionunderChapter- VIA)
above Rs.1,50,000but not more than
Rs.5 lakhs, the rate of rebateshall be
15%.

(c) The rebate 20% shall continue for
taxpayers having gross total income,
(beforedeductionunderChapter- VIA)
notexceedingRs.1,50,000.

(d) The rebate shall be higher at 30% for
salaried taxpayershaving gross salary
incomenot exceedingRs.1lakh (before
allowing deduction under Section 16)
andwheregrosssalaryincomeis notless
than90% of the grosstotal incomefrom
all othersources.

The limit of qualifying investmentis Rs.1
lakh with exclusive limit of Rs.30,000for

subscriptionto equity sharesor debentures
of infrastructurecompaniespublic financial

institutionandmutualfunds.

Theeffectof theseprovisionsis thatfinancial
savings of householdss generallyexempted
from taxation at all the three stages of
savings i.e., contrikution, accumulationand
withdrawals®® as would be evident from
Table 10. This liberalised treatmenthas
impacted economic efficiency, equity and
revenueefforts.

The existing tax treatment of financial
savingsmaybe summariseasfollows:

32Exceptinstrumentdisted at serialsnumber7, 8,
10,14t0 17 & 20to 24 of Table10.



Life insurance are ETE: Contributions are exempt
under88(2)(i). Accumulationsaretaxed.

Deferred annuity plans areEEE.Contritutionsare
exemptunder88(2)(ii) and(iii).

Provident funds are EEE. Contritutions are ex-
emptedunder88(2)(iv), 88(2)(v),88(2)(vi).

Superannuationfunds are EEE. Contrikutions are
exemptunder88(2)(viii).

Post office savings bank deposits are EEE. Contri-
butionsareexemptunder88(2)(viii).

Securitiesof the central government are  EEE.
Contritutions are exempt under 88(2)(ix).
This coversary depositschemeof the central
governmentalso.

National savings certificates are EEE. Contriku-
tionsareexemptunder88(2)(x) and88(2)(xi).

ULIP of UTI and LIC Mutual funds are  EEE.
Contrikutions are exemptunder88(2)(xii) and

(xiii).
Annuities areEEE.Contributionsareexemptunder
88(2)(xiiia).

Units of mutual funds or UTI are EEE. Contriku-
tionsareexemptunder88(2)(xiiib).

Pensionfunds of a mutual fund or UTI are EEE.
Contritutionsareexemptunder88(2)(xiiic).

Depositschemeof NHB is EEE. Contributions are
exemptunder88(2)(xiv).

Depositswith HFCs, local developmentauthorities
are EEE. Contritutions are exempt under
88(2)(xiva)(a)and(b).

Tuition fees areexemptedunder88(2)(xivb).
Purchaseof houseproperty is EEE.

Equity and debentures ofinfrastructur e companies
is EEE. Contritutions are exempt under
88(2)(xvi). This extendsto mutualfundswhich
investin suchsecuritiesunder88(2)(xvii).

Certain pensionfunds of LIC areEET underSec-
tion 80 CCC.

The distortionary effects of the existing
methodof tax treatmentof financial instru-

mentshave beenextensively documentedy
various experts committeesin the past. To
summarise,the following distortionary ef-
fectshave beennotedwith concern:

1. Saving instrurrents with similar maturity but
different tax concessionsresult in different
effective yields, which involve a distortion
of signals for investmentdecisions. While
investment (or saving) under Section 88
is rewarded, disirvestment (dis-saing) is
not brought under chage. The incentves
encouragenot necessarilyjust savings but
also diversion of funds, from one form of
investmentto anotherand that too for mere
locking up thesefunds (i.e., surrenderingthe
purchasingpower to the government) only
for a specifiedperiod of time. The netting
principle is not applicable and dis-saings
remainuntaved. Therefore,thereis a biasin
favour of investmenin short-terminstruments,
thereby creating serious distortions in the
allocationof savings.

2. Thetaxrebatefor repaymenbf instalmentof
housingloans madeby taxpayersto specified
institutionsencouragedebtasagainst”equity”
financing.

3. Some assets enjoy both dedudibility in
investment(under Section88) and of interest
earning (under Section 80L and section 10)
leadingto inordinatdy high effective ratesof
return. In turn, thesesene asa benchmarkor
ratesof return(discountrate)andtherefordead
to high costof borronving acrossall sectorsin
theeconomyandto dampeningf investment.

4. The speciallimits of Section80L deductions
applicable to gowernment securities create
legally induced distortions in the allocation
of savings as betweentheseand other assets
covered by Section 80L, irrespectve of the
intrinsic ratesof return.

5. While the major considerationbehind the
currentincentve schemeseemso have been
to encouragenvestmentn financial asetsso
asto direct savings to the public sectoy there
are arbitrary variationsin rate of return even
amongsuchassets. Theratesof returnbearno
systematiaelationto the lengthof the holding
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periodof assetsln effect, by de-linkingratesof
returnfrom holding periods,the public sector
crowds out the private sectorthroughoffers of
quick andperceptiblysaferreturns.

. Exemptionsfrom incometax for incomefrom

capital (as under Section80L or Section10)
is equivalent to the expendituretax principle
but a progressie expendituretax cannot be
introduced through this route. Further if
exemptionfor capitalincomeis given without
limit underaprogressieincometax, it amounts
to having a progressie income tax only on
work income. Hence, the introducton of
public sectorbondsand otherinstrumentsand
exemptionon thesefrom income tax without
ary limit, asis the caseunderSectionl10, leads
to unjustifieddistortion.

A differential treatment of income from
dividend/interestand capital gains introduces
opportunities for distorted arbitrage arising
between different maturities and different
couponsand also leadsto window dressing
opportunitiedor tax purposes.

. Ideally, total return shouldform the basisfor

taxation.Moreover, certainsavingsinstruments
are more liquid than others. The resulting
mis-alignmentof the term structureof small
saving instrumentswith market rates makes
benchmarkingnorecomplex.

The existing tax treatmentof saving schemes
have also adwersely effectedthe equity of the
taxsystem.Deductiondrom incomefavour up-
per braclet taxpayersdisproportionately The
post-incentie ratesof returnvary substantially
acrosstaxpayerswith different maginal tax
rates. In generalthe postincentie rate of re-
turn increasesvith the maiginal tax rate of the
saver. Theseprovisions are therefore,regres-
sive.

To the extent exemption is allowed for roll

over of capital gains, the schemeis biased
in favour of taxpayerswith incomeon capital
gains. Thereforetheschemalistortshorizontal
equity  Further since the large taxpayers
generally have a larger proportion of their
incomes from capital gains, the rollover
provisions are biasedin favour of the rich

11.

12.

13.

14.

therebydistortingthe vertical equity of the tax
structure.

Inequity alsoarisesfrom asymmetic informa-
tion aboutthe varioustax concession$or sav-
ings. To theextentinformationis availablewith
ataxpayerheis able to avail of the taxconces-
sion. This problemis particularlyaggraatedin
theabsencef adequatéaxpayereducatiorand
assistancerogramby the taxadministration.

The existing tax systemon financial instru-
mentsis quite comple, distortingthe informa-
tion efficiency of capitalanddebtmarketsand
providing arbitrage opportunitiesresulting in
misallocationof financialresources.The pro-
vision of varioustax exemptionsfor savingsin-
strumentsaot only increaseshe costsof com-
pliancebut also servesto distort economicin-
centives and actually hinder economicgrowth
in thelongrun.

In their presentform, tax incentives for sav-
ings, particularly for governmentguaranteed
instruments,have the effect of increasingthe
floor interestratesacrosgheeconomyAs are-
sult, investments adwerselyaffectedwhich in
turn slows down the economicgrowth andem-
ploymentcreation[11].Further suchincentves
result in revenue loss therebyincreasingthe
borrowvings by governmentto meetits current
expenditure.This further raisesinterestrates
therebycrowding out privateinvegment. Con-
sequentlythereis aslow down of investmenin
the economyand thereforeeconomicgrowth.
What appeardo be micro rationalis, in fact,
macroirrational.

A casefor retentionof the sarzings incentives
is built aroundthe agumentthat elimination
of the saving incentves will adwersely affect
individual's savings behaiour and therefore
nationalsavingsandsocialsecurity

This is basedon the considerationthat the
decision to save is affected, amongstother
factors, by the return on saiings (net of
tax).Gwven the pre-tax return on savings, the
post-taxreturn depends on the mamginal rate
of tax on personalincome. In effect, the
decision to save is also determinedby the
maginal rate of personalincome tax. An



exemption/deductioffior savings hasthe effect
of increasingthe post tax return on savings.
While, a priori, this may be true, the impact
depend®ntherelative strengthof theincome
and the substitution effects, which in turn
dependauponthe individual's preferencedor
presenttonsumptiorover future consumption.
Empirical evidence indicates that given the
pre-taxrate of return, taxation or exemptions
from taxation have no significant effects on
saszings. Considering the population as a
whole,theincomeandsubstitutioreffectsmore
or less cancel each other out. Therefore,
tax exemptionsfor savings will not lead to
enhanceahationalsavings.

15. Apart from the coststo the economythrough
the adwerseimpactson efficienciesand equity
outlinedabore, tax conces®nsinvolve various
economiccoststo the government- in terms
of interest payment and forgone revenue.
belon. Given the relatively short regycling
periodof the savingsinstrumentsthe mamginal
contributionto nationalsavingsof theelaborate
tax exemption systemis negligible, and the

transactioncosts it entails are considerable.

Such cost are estimatedto be around40 per
cent.

In ary schemeof incentves for savings,
it is desirable that the investments to
be encouragedhave broadly similar rates
of return. Any variation in these rates
should only be due to differencesin the
holdingperiod,underlyingrisk or someother
overriding considerationof priority for a
particularsector

An ideal income tax design entails full
exemption for savings either on a TEE
or EET method. Given the potential for
instability inherentin the TEE method,the
EET methodis the most preferredoption.
However, the shift from the existing EEE
methodto EET methodis likely to impose
transitionaladministratve problemsthough
notinsurmountable.

Further full exemptionfor unlimitedsavings,

underthe EET methodmay not fully meet
the endsof vertical equity and revenueloss
would also be considerable. In order to
overcometheseproblems,the incentvesare
generallycapped As aresult,theincometax
systemis not fully neutralto savzings. Hence,
so longasincomeremainsthe taxbase,the
bias against savings is inevitable but would
be considerablyeduced.

The wide range of tax incentves for
savings areinefficient andiniquitous,calling
for a comprehensie rationalisation. The
apprehensiomboutthe adwerseeffect of the
elimination of theseincentives on national
savings is also misplaced. Therefore,it is
recommendethat-

1. The tax rebateallowed u/s 88 for investment
in specified schemes/instrumentshould be
eliminated.As aresultnofreshcontritutions to
thespecifiedscheme®r investmentn financial
instrumentswvould be eligible for tax rebate.

2. Thedeductionu/s80L shouldbeeliminated.

3. The exemption of interest income under
sections 10(15)(i), 10(15)(iib), 10(15)(iic),
10(15)(iid), 10(15)(v)(h) and 10(15)(v)(i) of
the Income Tax Act should be grandathered
in respecbf investmentsalreadycommittedto
theseinstruments/schemes.

4. The exemptions under sections 10(10D),
10(11), 10(12) and 10(13) should be grand-
fathered in respect of investmets already
committedto theseinstruments/schemes.

5. Thedeductionundersection80CCCshouldbe
eliminated.

6. Contritutionsby theemployerto ary provident
fund, superannuatiorfund, pensionfund or
gratuityfund, in excesof fifty thousandupees
perannum,shouldbe treatedasincomeof the
employeein theyearin which suchcontribution
is made.

7. A new schemenown asthelndividual Savings
Account (ISA) shouldbe introducedwith the
following features:-



(@)

(b)

(©)

(d)

(e)

(f)

(9)

(h)

@

The ISA will be in two parts: Tier-
I and Tier-Il. The mandatorypension
contrikutions will flow into Tier-l and
will not be allowed to bewithdrawn till

the contrikutor attainsthe age of sixty.
All other contrikutions will flow into
Tier-1l which can be withdravn by the
contritutor at ary time i.e therewill be
no lock-in period.

The tax treatment of this ISA
scheme(bothTier-I and Tier-1I) will be
on a EET methodwherebycontritutions
would be fully deductible from the
taxable base, accumulationswill be
exempt but all withdrawals(including
those in the event of death) will be
includedin thetaxableincomeandtaxed
attheappropriatenaginal rateof tax.

The maximum contritution by the tax-

payeror by ary otherpersonon his be-

half, directly or indirectly, to this scheme
will beRs.100,00(erannum.

Contritutions by employer or ary other
person tothe ISA will be treated as
incomeandwill be deductiblefrom the
taxablebasewithin the overall ceiling of
Rs.1lakh.

All withdrawalswill besubjecttoaTDS
attherateof 20 percent.

All accountholderswill be requiredto
furnishtheir PAN.

The schemewill be operatedby the
CentralRecordAgeng (CRA) to beset-
up for the purposesof the new pension
scheme.

The PensionFund Regulatory and De-
velopmentAuthority (PFRDA) will is-
sue guidelines/rulesfor investmentby
CRA. The permissibleinvestmentswill
includethe variousschemes/instruments
presentlyeligible for tax benefitunder
sectionsl0and88.

The accountholderwill have the option
to specify or alter the pattern of his
investmentportfolio in both Tier-l and
Tier-ll, atarny pointin time.

Theserecommendationselatingto rational-
isationof tax incentvesfor savings will en-

couragelong-termsavings sincedis-saings

will be penalised.Further tax incentvesfor

savings on EET methodwill be consistent
with the long-termnationaldebtprofile. Ef-

fectively, thegovernmenwill besettingapart
every yeara certainproportionof its tax rev-

enuedo repayits long-termdebt.

5.5.5 Grandfathering of savings incen-
tives: What doesit imply?

A key aspectof the proposalfor reform
of tax incentves concernsgrandathering.
“Grandfathering” meansan alterationof the
rules that apply to certain investmentor
investmenttechniqueswhile stipulatingthat
investmengctionstakenbeforea certaindate
remainsubjectto the old rules. For example,
the law may be changedby stipulating
that certain types of bonds no longer pay
tax-free interest, while at the same time
grandatheringthe bondsissuedbefore the
dateon which the new law is to take effect.
The implications of this approachare as
follows.

Paymenbf premiumfor life insurancepolicy.
While the premiumpaid on existing policies
will no longer be eligible for tax rebate
after the abolition of section88, the amount
receved on maturity of such policies will
continueto beexemptundersection10(10D).
However, the taxtreatmentof investmentn
new policieswill be underthe EET method
of taxation.

Payment under a contract of defered
annuity The contributions to ary existing
deferred annuity plan will no longer be
eligible for tax rebateafter the abolition of
section88. However, the taxtreatmentof



contributionsto a new deferredannuity plan
will be gowerned by the EET method of
taxationof savings.

Contributionsto EPF scheme PPF account,
recagnisedPF, GPF and approved supean-
nuation funds Contrib utions to existing
accountsof thesefundswill ceaseto enjoy
tax rebatesafter the abolition of section88.
However, theinterestearnecbn amountout-
standingin the existing accountsand with-
dravals from theseaccountswill continue
to enjoy exemption under sections10(11),
10(12), and 10(13) of the Income Tax Act.
Employeeswould be requiredto opennewn
accountsand contributions, accumulations
and withdrawals would be subjectedto the
EET methodof treatmentof sarzings. The
numberof this new accountcould betheold
accounnhumbersufiixedby thealphabetA”.

Subscriptionto any notified securityor any
notifieddepositschemeof thecentral govern-
mentor NSC In thesecasesvery lump-sum
contrikbution is a onetime investment. New
investmentsvill ceasdo enjoy tax rebateu/s
88. However, whereincomeandwithdrawal
from thesanvestments exemptfromincome
tax (otherthanundersection80L), the exist-
ing investmentswill continueto enjoy such
exemptions.All new investmenmadein ary
of thesesecurities/schemasill be governed
by EET methodof taxation.

Contributions to unit-linked insurance plan
(ULIP). While the contrikutions to existing
planswill nolongerbeeligible for tax rebate
after the abolition of section88, the amount
receved on maturity of such policies will

continueto beexemptundersectionl0(10D).
However, the taxtreatmentof investmentn

new planswill be underthe EET methodof

taxation.

Subscriptionto notified annuity plans of

insurancecompanies Savingsin theseplans
aresubjectto EET methodof taxation. These
savzings will be subsumedn the proposed
EET methodof taxationof savings.

Contributions to any pensionfund setupby
mutual fund or UTI. Savngs in theseplans
aresubjectto EET methodof taxation. These
savings will be subsumedn the proposed
EET methodof taxationof savings.

Tax free incomefrom specifiedinvestments
Incomefrom someform of investmentglike
taxfreebondsof PSUs)is fully exemptunder
section 10 of the Income Tax Act. All
existing investmentswill continueto enjoy
the existing benefits. However, the new
investmentwill be liable to the EET method
of taxationof savings.

5.5.6 Taxation of fund management

Investmentfunds, such as mutual funds or

venturecapital funds, are entitiesowned by

mary personsand whose primary actiity

is investingin operatingcompanies®® The
investment fund acts as an intermediary
between the individual investor and the
ultimateuserof the capital. Se\eral typesof

investmentundsexist. An "open-end”fund

issuesandredeemdund unitsfrom investors.
In contrast, "closed-endfundsissuea fixed
number of units, and investorstrade units
with otherinvestors.

The choiceof tax rulesfor investmentfunds
requiresbalancingthreeobjectves:

1. When a customer- suchas a householdor a
firm - evaluateshis ‘in-sourcing’ versus‘out-
sourcing’ decision, this should be undistorted

33Marny productsoffered by insurancecompanies,
which involve no actuarialaspectarealsoeffectively
engagedin purefund managemet.



by tax considations. Tax compulsionsshould
not either prevent or encouragecustomersin
seekingthe servicesof professionafund man-
agers.Thedecisionshouldbebasedntherela-
tive strengthsandcompetencén fund manage-
mentalone.

2. The tax rules should be comparableto those
that apply to other investments. The greater
thevariationin the treatmenbf differenttypes
of incomein the handsof different types of
investors, the greaterthe pressureto tax the
incomedirectly at the investorlevel. Further
the lesserthe variation in the tax regime by
type of incomein the handsof differenttypes
of investors,the strongeris the agumentfor
simply taxing all income at the investment
fund level andimposingno furthertaxesat the
investorlevel.

3. The tax rules should be capable of being
administeredand enforced. The ability of the
taxadministratiorto developasystento ensure
enforcemenandcompliancewith atax regime
that requires monitoring the taxconsequences
to mary investorsis much more problematic
and, in mary countries, may not be worth
the expenditure of substan&l administratve
resources,given the amount of tax revenue
involved.

Broadly three different approachedo tax-

ation of income attributable to investment
funds andtheir underlyinginvestmentscan
be identified. The first methodwould be to

treatthe investmentfund as a passthrough.
In its purestform, this approachtreatsin-

vestorsasif they earnedthe incomedirectly

and taxes them accordingly even if the in-

vestmenfund doesotdistribute theincome
to them.Thismethodscoreshigh on market

neutrality However, it scoredow on admin-
istratve and compliancegrounds,specially
asa numberof investorsandthe numberof

fund investmentdecomequite large. There-
fore, no country usesthis systemfor invest-
mentfunds.

The second method is to tax the fund

and exempt the investors.Thetax on the
income of the Fund is treatedas a final
withholding tax. Thismethodscoreshigh on
administratve andcompliancegroundsbut it
imposesa uniform tax burdenirrespectve of
thesizeof thetaxpayer

The third method is the full imputation
methodwhichimposedax on theinvestment
fund on ary incomeit recevesat a ratethat
could be eitherthe highestrate applicableto

investorsor, alternatvely, theonethat ismost
commonto investorsThisapproaclallocates
to investorstheir shareof the incomeof the

fund and provides a credit for taxespaid by

the fund allocableto that income.lwvestors
may thenfile for a refundif the amountof

tax paid exceedgheir liability, or they could

be assesseadditionaltax if the amountof

tax paid exceedgheir liability, or they could

be assesseddditionaltax if theamountpaid

by the investmentfund is lessthantheir tax

liability. This variationalsorequiresrulesfor

calculatingan investors basisin his or her

investmentin the fund to determinewhether
aninvestorwould recognizegainwhenshares
areredeemed.

Under the existing systemin India, the
investment fund is exempted from tax.
However, the dividend distributed by ary
mutual fund on or after 1st April, 2004 is
subjectedo a dividenddistribution tax atthe
rate of 12.5 per cent®* The undistriluted
profits/surplusof the fund remain untaxed.
Consequently the existing model is not a
typically passthroughprototype. Dividends
receved by a mutual fund on investmentin
equities,losesits charactewhenit becomes
apartof thetotalincomeof the mutualfund.

34The dividend distributed by the open-ended
equityfund wasexemp from the dividenddistribution
tax of 12.5percentin respeciof dividenddistributed
onor after01-04-2003ut before01-04-2004.



The total income when distributed to unit-
holdersis subjectedto a distribution tax at
the rate of 12.5 percent. As a result there
is doubletaxation of dividend income(and
possibly multipletaxation). The effective
tax liability on dividendsreceved througha
mutual fund is higherin comparisonto the
liability on dividendsfor a direct investor
Similarly, the tax on interestincome and
trading profits receved through a mutual
fund is lower in comparisorto the effective
tax liability on interestfor a directinvestor
This opportunityfor tax arbitrageencourages
corporateso resortto inter-corporatdending
throughmutualfund. Theinterests receved
as dividends resulting in a tax saving of
23.375percenbf thedividend/interestlf the
returnsarerecevedascapitalgainson saleof
units, the taxliability would be substantially
different.

The dividend distributed by the investment
funds comprisesof the following categories
of income:

1. Dividendsearnedrom investmentdy the Fund
in equity.

2. Long-term capital gains from sale of invest-
ment.

3. Short-termcapitd gains from sale of invest-
ment.

4. Interestrecevedfrom investmenin debt.

Balancing the conflict between neutrality
simplicity and equity, and in the contet
of the proposedcorporatetax reform, the
following schemeof taxationof investment
fundsis recommended:

1. The tax shouldbe levied in the handsof the
fund and the investors exempted from ary
furtherliability.

2. The investmet funds will maintain separate
income and expenditurestatementsn respect

of investmentmade by companiesand non-
companies.

3. The total income of the investmentfund for
tax purposesfor both companiesand non-
companiesshould exclude dvidend income
recevedandlong termcapitalgains.

4. Since most investorsin units are generally
smaller taxpayers the rate of tax should be
the minimummaminal rateof personaincome
tax i.e. 20 percent. However, in the caseof
corporateinvestors,the rate of tax shouldbe
equialentto the taxrateapplicableto corporate
profits.

5. With aview to overcomng doubletaxation,the
dividendsrecevedby theunit holdersshouldbe
fully exemptedsincethe distributable surplus
would have sufferedthe full burdenof the tax
in the handsof the mutualfund.

6. Both the short-term and long term capital
gainsarisingto the investorfrom saleof units
of investmentfunds should be exempt from
incometax.

7. The tax treatmentof mutual funds and their
investorsshould also be extendedto venture
capital funds, private equity funds and hedge
funds®. However, the taxratefor hedgefunds
shouldbe 30 per centsincetheir investorsare
likely to bethosein the highesttax slah

8. All funds must necessdly reportto the TIN
detailsof investortransactionglongwith their
PAN.

5.5.7 Redefining ‘speculative transac-
tion’ under tax laws

With the initiation of economicreformsin
1991 ,usheringaparadigmshiftfrom aclosed
licensedcontrolled economyto a free mar
ket economy the Indian capital market has

35Hedgefundsare structureswhereeachcustomer
bringsin aminimum of (say)Rs.10lakh of capital,so
thatthe securitiegegulatorceaseso work for investor
protection,andonly focuseson contractenforcement
andfraud.



alsoundegonea seachangebothin qualita-
tive and quantitatve terms. A slev of new
companiegenteredthe stockmarket. Simul-
taneously therewas also a considerabléen-
creasdn the numberof investorstradingon
the Indian bourses. As a result, the scrip-
basedtrading set-up, which was otherwise
appropriateo handlesmallvolumes became
otiose and cumbersome. Many risks hith-
erto undetectedassociatedvith voluminous
paperwork cameto the surfacein the form
of baddeliveries,mutilatedandforgedshare
certificatesetc. Thiswasfurthercompounded
by the differentnormsfor goodand badde-
liveriesadoptedy variousStockExchanges.
To deal with these problems, SEBI intro-
duced standardGood/Bad Delivery guide-
linesto be followed by all StockExchanges
andalsointroducedstandarchormsfor Cus-
todians. The processof rectifying a badde-
livery was improved with the establishment
of baddelivery cell actingasthe intermedi-
ary for settlementof bad delivery between
brokers. Theabove systemwasneithertrans-
parentnor investorfriendly. It allowed the
market intermediariego undertale fictitious
transactions. The systemwas also charac-
terisedby the absenceof ary audittrail i.e.,
lack of an effective mechanisnfor keeping
recordof transactionsHence themarketwas
proneto manipulationand shifting of bene-
ficial interest. Therewas also no effective
systemof monitoring of the actvities of ei-
thertheexchange®r theintermediariesThe
sub-brolers, then, were not registeredeither
with the Exchangeor with SEBI and mary
unscrupulousnesissuedbogusvouchersen-
ablingpeopleto generatdictitious losses.

With a view to overcomingtheseinefficien-
ciessoasto bring aboutdisciplineandtrans-
pareng in the exchangesand protecthein-
terestof investorsa seriesof measuresvere

initiatedby SEBI. Thesemeasurednter alia,
includedmodernisatiorof the businesspro-
cess. Computerisatiorand establishmenof
on-line tradingnetwork via trading termi-
nalshasfacilitatedrecordingof eachandev-
ery contractransactedhroughtheexchange.
Contractnotesare issuedto the clients on
the trade date. Contractnotescontain de-
tails of transactionsexecutedand trade ID
generatedy the system. Eachclient is al-
lotted unique client code. Eachand every
trade has a unique trade numbergenerated
and stored electronically by the stock ex-
changewith all detailsincluding scrip, rate,
time, value, client code and executing bro-
ker. In caseof individual clients, member
brokersarerequiredto collecthis Permanent
AccountNumber The memberbrokers are
requiredto indicak client code while plac-
ing ary orderon the systemon behalfof the
client. Thestockexchangealsocollectclient
wise magin from the member brokr based
on outstandingcommitmentsin cash seg-
mentaswell asderivatives sgment. Thus,
the transactioncan be tracedback and au-
dit trail canbe established.The recordsof
the transactionsire kept for seven yearsbhy
the ExchangesAudit trail wasnow possible
therebyenablingary regulatorto verify the
transactiongnterednto the system.

Similar developmentshave also beentaking
placein the commodity exchanges. Some
commodityexchangesave alreadyinstalled
electronic screen based trading. RBI

closely monitors the trading (including
derivative trading) in foreign exchange
through authoriseddealers. The several
restrictionsanddisclosuresireto befollowed
by all authorisedlealersof foreignexchange.

The objective of the variousinitiativesto re-
form the capital market wasto enhancehe
efficiengy of the market systemthroughthe



removal of various interventionsthat hith-

erto existed. This was intendedto enable
the capitalmarket to provide greaterliquid-

ity, efficient price discovery mechanisnmand
reducetransactioncosts. The regulation of

these markets was henceforthrestrictedto

eliminationof asymmetrianformationflows

andinhibiting distortionsthroughmanipula-
tions,rigging andfraud. Thepolicy initiative

to discourage/baspeculatre transactionsn

thecashmarketandsimultaneouslyntroduce
new derivative productsis essentiallya move
to attainhigherlevels of market efficiency in

the contet of a shift from control to regu-
lation. However, distortionaryfiscal inter-

ventionscontainedin the Income Tax Act,

1961, continuedespiteextensve reforms of

the capitalmarket. Accordingly, the full im-

pactof capitalmarket reformsremainsunre-
alised.It is in this context thatthe provisions
relatingto speculatiorhave beenreviewedby

thecommittee.

Underthe Incometax Act, the procedurefor

determininghetotalincomeof anassesseia

respectof a previous yearis thatall income
accruing or arising to the assesseeand
includible in his total incomeis separately
computedunderfive differentheadseing

1. Salaries.
2. Incomefrom houseproperty

3. Profits and gains of business,professionor
vocation.(briefly, ‘businessncome’).

4. Capitalgains.

5. Incomefrom othersources.

Even underthe samehead,an assessemay
have different sourcesof income. Thus, if

anassesseearrieson severalbusinesseghe
incomeof eachandevery suchbusinesshas
to be separatelycomputed. Dependingon
whetheraggra@ateof profitsfrom thevarious

sourcesof income exceed or fall short of
aggreate of lossesfrom other sources,the
resultantwould be incomeor lossunderthat
headof income.

Section71 of the 1961Act alsocontemplates
a mutual set off of the lossesunder one
head aginstincomeundersomeotherhead
subjectto someexceptions(like speculation
loss, capital loss, etc.). Thus if, in ary
particular assessmengear an assessedas
incurred a loss underthe head”’Business”,
this loss can be set off againstthe income
earnedby the assesseduring that previous
year underother heads. This is the second
stagein the processof assessmentwhich
we may describeas”inter-headadjustment”
or "set off”. Section72 of the 1961 Act
furtherervisagesa third stagein the process
of assessmeniyhich canbe describedasthe
processof "carry forward and setoff”. By
thisprocesstheassesseis permittedto carry
forward alosshe hasnot beenableto adjust
or setoff in the first and secondstagesof
assessmentThis benefit isnot available to
all kindsof losses.

In the caseof a personwho transactsin

financial instruments, goods and foreign
exchangetheabore methodof determination
of totalincomeis applicableprovided:

1. The transactionis settled by actual delivery,
unlessof coursethe transactioris in the nature
of ahedging contract.[sub-sectiorb of section
43]; and

2. In the caseof a compary, the transactionis
carriedon byonly sucha compary whosemain
sourceof Incomeis from a particulartype of
businesdik efinance pankingetc. (Explanation
to section73).

Where the abore mentionedconditionsare
not satisfied, the transactionsare treated
as speculatre in nature and the profits



therefrom, are subject to tax as income
from speculatre business. Loss from such
speculatre businesannotbe setoff against
profits from a non-speculatie businessor
ary otherheadof incomelike salary house
property capital gains and othersources.
Such speculatre loss can only be carried
forward and set off against speculatre
incomein the subsequengear

BeforeApril 1,1953,therewasnodifference
between speculatre and non-speculatie
business. The Finance Act, 1953 (14
of 1953), first createdthat difference by
inserting Explanation2 to section24(1) of

the 1922Act, by providing thatthe setoff of

speculationossesshall be available against
profits of speculatre businessonly and not
againstary otherincome. In the 1961 Act,

this sectionand section73 containthe same
provisions. The effect is thatif there are
profitsin a speculatre businesstheseprofits
form part of the total income but lossesin

speculatie business arenot to be taken into

accountwhen computingthe total income,
except to the extent to which they can be
setoff againstprofits from otherspeculatre
business.

The basic ingredientsof the definition of
‘speculatve transaction’'under the Income
TaxAct 1 are:

1. thatthe contractsareperiodicallyor ultimately
settled;and

2. the settlementwould be otherwise than by
actual delivery or transfer of commodity or
scrip.

In other words, in order that a transaction
may fall within the scopeof the expression
"speculatve transaction”, it must be a
transactionn which a contractfor purchase
or saleof any commaodity including stocks
and sharesis periodically or ultimately

settledotherwisethan by the actualdelivery
of transferof the commaodityor script.

The effect of the definition of speculationn
thelncome-taxAct is two-fold:

1. where actual delivery of goods, or transfer
of the commodity or scrip, takes place, the
transactionis not a speculatie transaction,
however highly speculatie it may be in fact;
and

2. if the original intention was not to gamblein
differencesjf in factthe contractis sdtled by
paymentof the difference,it is a speculatie
transactiorfor the purpose®f the Act.

The word "settled” or "settlement” in
connectiorwith contracthasnotbeendefined
in ary statute®

Given the very nature of the various
derivativesandthe way theseare structured,
they are essentiallynot capableof actual
delivery. Ontheotherhand,mary dervative

products cannot be settled except by way

of payment of difference. Their tax

treatmenttherefore,is presentlysurrounded
with uncertainty

Section43(5) definesspeculatre transaction
asonein which the contractfor the saleor
purchasef any commodity includingstocks
and shares, is periodically or ultimately
settledotherwisethanby the actualdelivery
or transfer of the commodity or scrip.
Derivative instrumentsannotbeclassifiedas

36Thefollowing aresomeof themearingsattributed
to the word "settled” in dictionaries: "Determined,;
deal effectively with; disposeof; conclude money or
othertransaction; "To come to termsor agreement
with a person”.; "To arrangemattes in dispute; to
come to terms or agreementwith a person. The
propermeaningto be given to the words”a contract
settled”in the definition clausewould be "a contract
determinedr conclude odisposedf’ Thewordsdo
not meanthat the cortract is to be substitutedby a
freshagreemenbetweerthe parties.



commodity stocks or sharessince thesare
"derived” from "real” products. Derivatives
like optionsand futuresarenotreally "stocks
andsharesor "commodities”.

Undersection2(h) of theSecuritiesContracts
(Regulations)Act, 1956, derivatives can be
described as ‘interest’ in securities. In

essence,a dervative owes its existence
to an already existing tangible security

However, moresophisticatedlerivativeslike

"index-based” derwvatives like ‘sense&’ or

‘nifty’ are derived from intangibleslike a
stock exchangeindices. Thus, the existing

provisions of section 43(5) do not cover

transactionsnvolving derivative instruments
andtherefore,tradesin derivatives may not

be held to be speculatre underthe existing

section 43(5) of the Act. Indeed, in a
recentjudgmentthe SupremeCourtin CIT

v. Apollo Tyres (255) ITR 273 has held

that trading in units is not covered by the
Explanationto section73 becausaunits are
not stocksandshares.This decisionmay as
well applyto transactionsn derivatives.

Anotherimportantaspecif section43(5)is
the use of the term ’actual delivery’. For
ary transactionto be treatedas speculatre,
it should notbe settledby actual delivery.
Delivery beingthecrucialpointof distinction
betweentrading and speculatie transaction
may have, hitherto, held goodin the context
of stocksand shares. But derwvatives, not
being shares,are by their very nature not
capableof being delivered. It is true that
theoreticallya 'future’ on the dateof expiry
may be allowed to be settled by way of
delivery of the underlying scrip; but that
would apply only to the last-holderof the
future. During its lifetime a future may pass
throughseveral handsby settlementhrough
price difference. Futuresof sensg or nifty
are in ary casenever capableof delivery

and yet these instrumentsnow constitute
importanttools of risk managemenby large
portfolio holders. In case of options,
delivery is simply not possibleparticularly
whenthey lapseon accountof adwerseprice
movement.Optionsarealsoimportanthedge
instruments. As explained elsavhere, the
question as to whether future or option
transactionis hedgeor speculatre is a vexed
one specially when such transactionsare
large in numberandare undertalenin swift
succession.

A dervative transactioncan be either for
hedgingor for speculatre purpose. There-
fore, assumingthat derivative instruments
canbe broughtwithin the purvien of section
43(5),whatneeddo beconsidereds whether
genuinehedgingtransactionsan dervatives
are saved by the proviso. Thoughtheoreti-
cally thedistinctionbetweerispeculatre and
hedge’is well understood,it is very diffi-
cult to distinguishmary suchtransactionsn
practice. Many a transactionin derivatives
when examinedin isolation may appearto
be speculatre but when moreclosely exam-
ined in relationto earlier positionstaken in
the derivatives orin the cashmarketswould
reveal it to be actually a hedge. Therefore,
it would fall within the meaningof the term
‘hedging’ ascontainedn the proviso to sec-
tion 43(5)assumingt is suitablyamendedo
take careof derivatives. Controversiesaris-
ing in such ascenariaarelikely to throwvw upa
greatdealof costlyandinfructuouditig ation.

Speculationenhancediquidity, encourages
pricediscorery andreducedransactiorcosts,
it hasa positive impacton the economiceffi-
cieng of thecapitalmarket. However, specu-
lation alsoencouragesigging, manipulation
andfraud,therebyunderminingeconomicef-
ficieng.. The net effect dependsupon the
relative strengthof the two. Due to the ab-



senceof ary audittrail in the functioning of

the stock markets, it was extremely easyto

shift theincidenceof tax by indulgingin fic-

titious transactions. The unscrupuloudax-

payersoften soughtto establishthe genuine-
nessof suchtransaction$y procuringbogus
documentsfrom equally unscrupulousbro-

kers. The tax administation had the oner

ousresponsibilityof disproving the genuine-
nessof suchtransactionandit oftenfailedto

do so since theseould not be verified from

the recordsof the stock exchanges. Hence
a strongperceptiorthatthe adwerseeffect of

speculationwasstrongerthanits positive ef-

fect.

With a view to discouragingsuchpractices,
a thumb rule was designedunderwhich all
transactionswhere delivery had not taken
place were cateyorised as speculatre in
natureand the resultinglossescould not be
set off against ary other income. Given
the opacity and small size of the capital
market, this form of fiscal intervention did
not substantially affect the efficiengy of
the market. Further experience of last
several decadeshas shovn that delvery
basedransactiongsanalsobemanipulatedo
generateartificial lossesby buying them on
paymentof a commission. However, in the
wake of a paradigmshift in the functioning
of themarlketsthereis undoubtedlya needto
review this fiscalrestriction.

Therefore,in the context of capitalmarkets,
thefollowing issueseedto beaddressed:

1. Whetherthereis a needto retain a distinctive
concepbf ‘speculatve transactionasprovided
in thelncomeTax Act, 19617

2. If not, what should be the anti-evasion
mechanisnto minimisethefall-outsof rigging,
manipulation and fraud that may arise out
of unbridled speculationas understoodn the
commerciakense?

Theresponséo theissue af(1) above would

dependuponwhetherour stockmarketshave

reachedthe degree of transpareng which

alone can inhibit the past malpracticesof

generatingfictitious lossesthroughartificial

transactionor shifting of incidenceof loss
from onepersorto another Thesystemicand
technologicalchangeshave brought about
a qualitatve shift in the trading systems.
Screenbasedtrading coupledwith reforms
brought about by SEBI has introduced
sufficiently highdegreeof transparengin the
stock exchanges. The Task Force therefore
recommendshat:

1. The presentdistinction between speculatie
transactionsand non-speculatie transactions
should be totally dispensedwith in so far
as they relate to sharesand securities. This
recommendationshould be implemented, if
andonly if, the variousparticipantsfulfill the
following obligations:

Obligation of the Client (a) Every client,
be it investor traderor speculatar
obtainsa unigue client ID, which
shouldbe allottedonly onthebasis
of PAN generatedoy Income Tax
Department.

(b) The trading is done electronically
on screen-basedystemsthrough
a recognised intermediary on a
recognisedexchangeonly during
the normal trading hoursof such
exchange. Off-market transactions
will not be recognised. However,
direct exchange membership by
large finance companies,such as
banks or mutual funds, will be
acceptablaslong asit is approved
by their regulator

(c) Hemustobtainfrom therecognised
intermediarya time stampedcon-
tractnoteindicatingthe clientID.

Obligations of the intermediary (Broker) (a)
He mustbe anactive memberof a
recognisedtockexchange.



(b) He shall issue to every client a
uniqueclientID only onthebasisof
the PAN generatedby the Income
Tax Department.

(c) The trading is done electronically
by ordermatching onscreen-based
systemson a recognisedexchange
only during the normal trading
hours of such exchange. Off-
market transactions, which are
merely registeredon the screenof
theexchangebut notexposedo the
discipline of the limit order book,
will notberecognised.

(d) Any sub-broler carrying out trade
on behalf of his client must get
the client duly registeredwith the
main broker and the broker shall
issue contract note giving the 1D
number of the client and of the
sub-broler. Independentcontract
notesor vouchergssuedy thesub-
brokersarenotto berecognised.

(e) He shall comply with all the rules
and regulationslaid dowvn by the
Exchangeor its regulatot

Obligations of the Exchange (a) Exchange
must ensurethat theparticularsof
theclient ID areduly recordedand
storedin its databases.

(b) The Exchangemaintainsa com-
pleteaudittrail (record)of all trans-
actionswhetherin the cashmarlket
or in thederivative market for a pe-
riod of sevenyearsonits system.

(c) Transactionsonce registered into
the systemshall not be allowed to
bealtered.

2. The obligations cast upon Exchangesshould

be implementedthrough instructions to be
issuedby the regulatory authoritiesgoverning
exchangedike SEBI or FMC. Any Exchange
notfulfilling theobligations thelossarisingout

of ary transactn through suchan Exchange
should be disalloved. Similarly, if a person
doesnot fulfill theseobligations,the claim for

lossshouldbedisalloved.

3. For tax purposesall transactionsn derivative
markets, should be deemedto be normal
business transactionsand hence assessable
underthe head'profits andgainsfrom business
or profession’. This would be soeven inthose
casewherethestocksandsharesreheldin the
form of ‘investmentsandnotastradingstocks.
However, this shouldbe restrictedto tradingin
all derivativesandin the sharesof companies
listed/traded,on the National Stock Exchange
and other recognisedstock exchangeson the
date of acquisition (hereafterreferred to as
‘specifiedshares’).

4. Further trading in all other sewrities and
the profit and loss from trading in such
sharesshouldbe accountedor and computed
separatelyTheresultantoss,if any, fromsuch
trading shouldbe ignoredfor the purposesof
set-of againstincomefrom ary othe source
(including profits from trading in derivatives
and specified shares)or ‘head of income’
during the sameyear However, such loss
can be allowed to be carried forward for set-
off againstincomeif ary from tradingin non-
specifiedsharedn the subsequenyears. Such
carry forward shouldbe restrictedto only four
years.

5. In so far as other securities like units,
debenturesind governmentsecuritiesetc. are
concerned,ary trading loss will be allowed
as normal businessloss only if these are
traded through recognisedexchangessubject
to conditions mentoned in serial number1;
or, are repurchased/redeemeetc. by the
compaly, authority or by the Government;or,
are disposedin the mannerapprosed by the
RBI, Govt. or ary otherprescribedauthority

Consequentio the aforesaidrecommenda-
tions, tradersin non-specifiedsharesmay
convert stock-in-tradeof suchsharesnto in-
vestmentportfolio. The subsidiary issue that
needsto be addressedn this contet is the
cost of acquisition of such investmentfor
the purpose®f computatiorof capitalgains.
Given the fact that thereis no explicit pro-



vision in the IncomeTax Act for determina-
tion of the costof acquisitionin suchcases,
we recommendhatthe costof acquisitionin
such casesshould be the value assignedo
the assetas stock-in-tradeon the last day of
the financialyearimmediatelyprecedinghe
yearin which the corversion takesplace.An
amendmento this effect will be requiredby
way of insertionof a suitableclausein sec-
tion 49 of the Act. Further wheretraders
in non-specifiegharesnaycorvertstock-in-
tradeof suchsharesnto investmenportfolio,
they shouldbe allowed to exercisesuchan
option andthe AssessingOfficer should not
be permittedto questionthe decisionof such
atrader

The aforesaidrecommendationarerelevant
in so far as they relate to trading in
sharesandsecurities.The recommendations
are not intendedto alter the existing tax
law applicableto investorsin sharesand
securities,who will continueto be assessed
to capital gains tax as per the existing law
regardlessof the type of sharesetc. they
transfer In otherwords,the vastmajority of
investorswho are assessednderprovisions
of Chapter relating to Capital Gains are
not affected by the proposed dikerential
treatmentof ‘specified’ and 'non-specified’
shares.

Regarding transactionsn commoditiesand
its derwvatives, in 2001, the Departmentof

Agriculture and Cooperationhad set up a
group of experts headedby Dr. Kalyan
Raipuria,to go into areasrelatingto Com-
modity forwardand futuresnarketsand iden-
tify the constraintsnhibiting themarketsand
suggestingmeasuredor overcomingthem.
The group hassince submittedits reportin

DecembeP00L andits recommendationare
underconsideratiorof the government. The
grouphas obsered that future tradingin the

Commoditiesmarket is presentlyin a state
of developmentandit suffers from a num-

berof limitations. Thesehave beenidentified
by the groupto bethelimited andclosedna-

ture of membeship,absencef manyhedgers

who have substantialunderlying positions,
absencef transpaency(opacity)limitations

of prudential regulation, absenceof a legal

framavork for warehouseeceiptsystemand

its negotiability and transferbility etc., are

seriousconstaints under which the current
systemopeiates. Quite often, the systemis

criticisedthatnofuturestradingwhich serves
the intendedpurposeof price discovery and

risk managemenis currentlytakingplace

With a view to remedyingthe existing con-

straints,the group hasmadeseveral recom-
mendationsfor bringing about professional
andtransparenexchangesn position. Con-

sequentlywe recommendhatuntil thecom-

moditiesexchangesmplementthe aforesaid
recommendationand develop the requisite
transparenyg audittrail facilitiesandon-line

screenbasedtrading, etc., the provisions of

section 43(5) should continue to apply to

transactionan commodities. As and when

the Forwards Markets Commissioncertifies
thata particularcommodityexchangehasat-

tained thesamelevel of modernisationas
thoseprevalentin thesecuritiesnarkets,trad-

ing in commoditiesderivativesin suchcom-

modity exchange the lossescan be allowed

the sametax treatmentasproposedor stock
deriativesat serialnumbersl to 3.

Theserecommendationare basedon prac-
tical exigenciesand the requirementof the
presentmarket. Thus,the reviseddefinitions
of 'speculatre transactionand‘lossin share
trading’ is totally artificial and do not con-
form to ary ordinarymeaningof theseterms.
This has been necessitatedor the reason
thatwhereason the onehandthatdistinction



between'speculation’and ‘non-speculation
needdo bebridged,while, ontheotherhand,
the presentmalpracticeof generatingoogus
lossesrequiresto be curbed. Theserecom-
mendationsvill sene thisdualpurpose.

It mustbe appreciatedt is the preventionof

malpracticeof bookingartificial lossesfrom

stock market transactiondor offsetting tax-

able income which hasbeenthe prime ob-

jective of the legislaturein treatingspecula-
tive transactiongsa separatéusinessin to-

day’s ervironmentthis objectcanbe sened,

by treating all genuinetransactionwhether
speculatre or otherwisein the stock market

as normal and ordinary business but to ig-

norelossedrom suchtransactionsvhich are
mostlikely to befraudulentor artificial. This

object can be achieved by two fold condi-

tions.

1. Ensuring that transactionstake place in a
transparentervironment leaving behind an
audit trail which cannot beerased.Hencethe
conditionalitiesrecommendedin serialnumber
1. The discipline of order matching onan
electronic exchangealso acts as a powerful
check against the extent to which off-market
prices can be introducedinto tradeson the
“telephonemarlet”.

2. llliquid scripts which are vulnerableto price
rigging by a few individuals for generating
artificial lossesshouldbe keptout. Hence the
recommendationtor differenttax treatmenof
‘unspecifiedshares’.

Lastly, it needsto be repeatedhat the vast
majority of ‘investors’ are not affected by
the committees recommendationsincethey
are not engagedin the businessof trading
in shares.The provisionsrelatingto Capital
Gainswill continueto applyto them.

5.5.8 Tax issueson financing infrastruc-
tur e development

Investmentin infrastructureprojectsis con-
strainedby the restrictedopportunityto mo-

bilize resourcedrom capital market. Fur

ther, theseprojectsentail large sunk costs,
which can take from 10 to 30 yearsto re-

coup. Therefore,when institutions provide

suchfunding, they are exposedto maturity
mismatchasmostof theirfundingis through
short-termdeposits. The maturity mismatch
in turn givesriseto bothliquidity andinterest
risk. Therefore,promotersof infrastructure
projectsturn to the governmentto helpthem
by relaxing the financial regulatory regime
for suchprojects,or providing tax incentves
or some sort of financial supportintended
to improve the cashflow or reducerisk. A

large numberof tax incentvesfor the devel-

opmentof infrastructureprojectsarealready
in place.Sincethesearedistortionaryin their

effect, we have recommendedheir elimina-
tion. Given the hardbudgetconstraint,it is

difficult to allocatebudgetaryresourcedor

this purpose. Therefore,it is necessaryto

facilitate public financialinstitutionsto raise
resourcesor infrastucture financing.Oneof

themostpopulamethodof providing finance
to institution for investmenin infrastructure
projectis the zerocouponbond.

In a cornventional bond, the investor pays
the face amount of the bond and receves
interestpaymentn installmentdbasedn the
couponinterestrate offered when the bond
is sold. When the bond matures,the full
principal amountinvestedis reimhbursedto
theinvestor Unlike corventionalbonds, Zero
couponbondsare bondsthat are sold at a
deepdiscountfrom their face value, which
is the amountthe bond will be worth when
it "matures” or becomesdue. The issuer



doesnot pay interestduring the life of the
bond. When a zero couponbond matures,
the investor receves one lump sum which
is essentiallyequalto the initial investment
plus accumulatednterestcompoundecdver
thelife of thebond.

The investorsbenefit from having a lower
upfront amountto investbecausehe bonds
are sold at a discountto their face value.
This is anadwantagefor thoseinvestorswho
are just starting out or have more modest
amountgo invest.

Thematurity dateson zerocouponbondsare
usuallylong-termwith the majority between
8 and 20 years. Theselong-term maturity
datesallow an investorto plan for a long-

rangespecificobjectve, suchasretirement,
or payingfor a child’s higher educationor

marriage. Suchbondsprovide the investor
with the ability to time the maturitiesto their

need.

Zero couponbondsare tradedin the market

and their prices fluctuate more than other
types of bonds in the secondarymarket.

This reflects changesin interest rate and

the fact that no interestis paid on these
bonds until maturity  Since zero coupon
bondshave along maturity period and do

notentailany interestpaymenuntil maturity,

theseare extremely popular with agencies
like the Governmentandcorporationsvhich

undertale infrastructureprojectswith long

gestationperiod. In countrieslike the USA,

investors can purchasedifferent kinds of

zerocouponbondsin the secondarynarkets,

which have beenissuedfrom a variety of

sourcedike the U.S. Treasury corporations,
andstateandlocal governmententities.

In addition, although zero coupon bonds
do not pay ary interestuntil they mature,
investorsmay still have to pay federal,state,

and local income tax on the imputed or
"phantom” interestthat accrueseach yeat
However, somezerocouponbondsalsoenjoy
tax-exemptstatus.

Table 5.13 shavs the pattern of funds
mobilised by Financial Institutions” from
the market. During the period 1992-96,
zero coupon bonds were one of the main
instrumentdor mohilizing resources.These
bondswereextremelypopularwith investors.

In 1996the CBDT issueda clarificaion on
the taxtreatmenof zerocouponbonds.The
essentiafeaturesof the clarificationwere:

e If the investor holds the Zero CouponBond
(ZCB) during the entire length of the maturity
period,theredemptiorpriceminusthebid price
(i.e. the subscriptiorprice) would be treatedas
interest,subjectto tax.

e On transferof the ZCB by the investorbefore
maturity, the sale consideratiorminus the bid
price would betreaed ascapitl gains,subject
to tax.

e For an intermediatepurchaserthe difference
betweenthe purchaseconsiderationand re-
demptionwould betreatedasinterest.

e The differencebetweenthe redemptionprice
and the bid price would be subjectedto Tax
Deductionat Source(TDS) on maturity,

Later, in 2002, the CBDT revised the 1996
clarificationandprescribeda new tax regime
for ZCBs. Underthenew regime:

e The initial subscriberis liable to tax on the
accrued interest. The accrued interest is
calculatedasthedifferencebetweerthe market
valuationson two successie valuation dates.
The valuationdatefor this purposeis the last
day of thefinancialyear

e Theintermediatepurchaseis liable to tax on
the differencebetweerthe market valueon the

3"This excludescompareswhich have raisedfunds
throughprivateplacement.



Table5.13

(Rs.crore)
Issuer Date Total Through % Numberof
DDBs Applications

IDBI Jan-92 480.0 452.9 94.4%
SIDBI Nov-92 166.9 160.6 96.3% 445,856
SardarSaro/ar Nov-93 570.2 279.0 48.9% 565,280

IDBI Flexi Feb-96 1,511.0 896.5 59.3%
ICICI May-96 448.3 1125 25.1% 190,107
ICICI (PvtPlacement) May-96 623.5 218.2 35.0% 333,214
IFCI Jul-96  1,237.0 396.2 32.0% 510,688
L&T Sep-96 504.7 101.7 20.1% 57,095
TISCO Sep-96 500.0 164.5 32.9% 92,225
MKVDC Nov-96 389.5 166.0 42.6% 196,117
IDBI Flexi 2 Jan-97 1,682.5 140.0 8.3% 178,152
ICICI Mar97  3,444.6 113.3 3.3% 162,060
ICICI Dec-97 343.5 65.8 19.1% 35,197
ICICI Mar-98 576.5 90.1 15.6% 57,695
ICICI Apr-98 422.2 722 17.1% 28,490
ICICI Jul-98 504.4 83.3 16.5% 63,304

Total 13,404.8 3,512.7 26.2%

valuationdate and the cost of purchase. The
costof purchasédor thispurposewill bethecost
to the transferomlusincomeofferedfor tax by
the transferor up-to the date oftransfer The
gainduringthebrokenperiodis to betreatdas
short-termcapitalgain.

e The differencebetweenthe redemptionprice
and the bid price would be subjectedto Tax
Deductionat Source(TDS) on maturity,

However, the taxregime prescribedby the
1996clarificationcontinuego applyto small
investorswith an investmentceiling of one
lakhrupees.

Both the 1996 and 2002 clarifications have

resultedin discriminatory tax treatmentof

gainsfrom zero couponbondsas compared
to tax treatmentof gainsfrom corventional
bonds.  Therefore, there has been a

change in investors’ preferencein favor

of regular return bond i.e. corventional
bond. Bondissuingagenciehave ceasedo

usethis instrumentfor mobilizing long-term
resources.

The 1996 clarification violated the principle
of fiscal neutralityfundamentato the design
of ary tax provision. In the caseof an
investor holding the zero couponbond till
the eve of its maturity the gains were
characteriseds capital gains and therefore
subjected to concessionaltax treatment
by providing for inflation indexing and
allowance for bunching of gains. The
resultingeffective tax liability wasextremely
low. However, in casethe investorheld the
zerocouponbondtill maturity, theentiregain
(includingthe gainswhich have accumulated
till theeve of maturity)wastreatedasinterest
therebyattractingthe full tax liability. No
allowance was made for the fact that the
gainsaccumulateaver along periodof time
andthereforesuffered substantiakrosionin
their real value or for bunching of gains
resultingin braclet creep.Thetax treatment
in the latter casewas anomalougyiving rise
to economidadistortionandinequity.

Attempting to resole the problem posed



by the 1996 clarification, the remedial
clarificationin 2002 did notgo a long way.

The conflict betweenhigher revenuesand
fiscal neutrality in tax policy was typically
resohed in favor of higher revenues. All

gainsareto betreatedasinterestandtaxedon
accrualbasisand capitabainsif any will be
shortterm. Consequentlyall investorswill

now suffer theadwerseconsequencefowing
from economidistortionandinequity.

The 2002 clarificationhasgivenrise to nev
problems without resolving the old ones.
Theseare:

Liquidity mismatch Generally individual taxpay-
ersfollow a cashmethodfor accountinggains
oninvestmentsHowever, the 2002regime pro-
videsfor taxingthegainsfrom ZCBsonaccrual
basis,irrespectve of the mettod of accounting
regularly followed by the taxpayer To the ex-
tent tax hasto be paid on accruedincome, it
resultsin liquidity/cashflow mismatch.There-
fore, the presentregime is biasedagainst the
cashmethodof accounting.

Distort period of holding Investors choice of the
period of holding is also influencedby the
tax treatment of gains from zero coupon
bonds. The amountof income from ZCBs
increasegxponentally with theincreasen the
holding period and consequentialncreasein
tax liability and associatedoroblem of cash
flow. Investorshave anincentve to liquidate
ZCBsover arelatively shortholding period.

Timing mismatch Further investors who hold
bondsfor the maturity period are subjectedo
the additionalrigors of withholdingtax (TDS)
ontheentiregain over thematurity periodeven
though the investor has paid the taxon such
gains on accrualbasis. The taxpayeris also
subjectedto an additionalcomplianceburden
of filing tax return and obtaning refund.
Consequentlythe tax adminigration with its
limited resourcess put to considerablestrain
of processingrefunds. Given the transaction
costsassociatedvith compliance,the design
of the withholding tax on ZCBs imposes
relatively greatercomplianceburdenon small

investors. Therefore,theserules are violative
of both horizontal and vertical equity The
existing tax regime for ZCBs is, accordingly
inefficient and burdensomefor both taxpayer
andtax administration.

Enhanceliquidity risk for borrowers An investor
in ary otherfixed income cumulative scheme
is generallyallowed to hase a choice of the
methodof accounting. Taxpayerswith same
income and under similar circumstancesare
treated differently It makes eminent sense
for an ordinary investor to prefer bonds of
relatively small maturity period with a put
option. All borrawers,includingthoseengaged
in infrastructure,arethereforeunderpressuréo
respondo suchdemandsln theinfrastructure
sector this often creatediquidity mismatchfor
theborraver andexposeshim to liquidity risk.

It is necessaryo correctthesedistortionsin

the taxtreatmentof ZCBs by designinga

new tax regime basedon the fundamental
principle of fiscal neutrality In theory, when
accruedgainsarerecevedafteralongperiod
of time, appropriateadjustmentor inflation

and bunchingof gains needto be provided.

This is similar to the taxtreatmenbf capital
gains on transferof assets. We therefore,
recommendhat:

1. All gains from ZCBs listed in the market
may be treatedas capital gains and subjected
to tax as short-termgains or long-termgains
dependingiponthe periodof holding.

2. All ZCB issuesshouldbedematerialised.

3. It shouldbemandatoryfor all investorsn ZCBs
to quotetheir PAN.

4. Theamountpaidon maturitymaybe exempted
from Tax Deductionat Source(TDS).

5. In view of the broad-basingof the personal
incometax rate structure,thereis no casefor
providing ary separaterelief for bunching of
income.

Theproposedegimeis neutralto themethod
of accounting, period of holding, size of



the taxpayer and maturity period. While
providing for exemptionfrom TDS, adequate
safguard is provided against tax evasion
throughthe requiremenof quotingPAN and
dematerialisationTherefore the proposalis
bothefficientandequitable.

Institutionslike IDFC, IDBI, NABARD and

similar agenciescould be allowed to issue
thesebondsandif necessaryrBI could also
beallowedto subscribgo the primaryissues.
Such large scale mobilisation of resources
by institutions engged in infrastructure
financing would help to financethe public

investmentprogramsfor roads, metros, air-

ports,power sectorandagri-infrastructure.

5.6 CORPORATE TAX

In most countries with income taxation,
corporateentitiesare subjectto tax on their
profits and, in addition, dividendsare taxed
in the hands of shareholders(subject to
exemptionup to a point). The baseof the
corporatancometax, however, is commonly
the accountingprofits derived with reference
to historicalcosts. Certainmodificationsare
alsooftenmadeby law to accountingprofits
to provideincentivesfor actvities considered
importantfor socialandeconomigoliciesor
to provide relief from inflation aswell asto
curb misuseof the corporateform to reduce
personaltax liability. From an economic
point of view, the mainissueof substanceén
this area,however, is not the legal form of
the taxon the incomesof different entities
but rather the extent to which provisions
are made under the corporateincome tax,
the personalincometax, or both, to reduce
or eliminate "double taxation” of income
which is earnedby a corporationbut accrues
in one form or anotherto the individuals

who are its ultimate owners.  Under a
systemof generalincometaxation,whether
companieshouldbe taxed independentlyas
separateentitleshasbeenthe subjectmatter
of prolongeddebateamongtax economists.
One view is that since corporations are
not persons,strictly speaking,thereis no
case in equity for taxing the profits of
companiesas such. The tax should be
levied only on the owners, that is, the
equity holders, by attributing the profits of
the companiedo the shareholders.Sucha
system however, canoperatesmoothlyonly
if all profitsaredistributedevery yearamong
the shareholders.Where part of the profits
is retained, the gain to the shareholders
accruingfrom appreciaton in the value of
equitiesescapedaxation unlessthereis an
effective tax on realised capital gains or
unlessthe undistrituted profits areattributed
notionally to the shareholders.This is not
simple in the caseof large corporationsin
which the sharesundergo saleor transferall
thetime.

Sincecapitalgainsareusuallytreatedprefer
entially, evenwheretheincometax s levied
on capitalgains,exclusionof retainedprofits
of companiegrom taxationprovidesaneasy
way of avoiding taxation by accumulating
profitsunderthecorporatecover. Taxationon
the basisof attribution alsoencountergprob-
lems in the determinationof capital gains
whenthe sharesare transferred,as the cost
basishasto be adjustedannuallyto take ac-
countof the notionaldistribution of accumu-
lated profits underlyingthe capitalgain. Be-
sides,taxationon notionalbasisgivesriseto
liquidity problemsandhencedoesnot seem
equitableor feasible.lt is thereforegenerally
acceptedhatsometax hasto belevied onthe
profits of companiesso longas individuals
andunincorporatednterprisesre subjected



to tax ontheir profits.

Taxationof Companiesas SeparateEntities
is alsojustified as a withholding tax, which
may be a useful meansof ensuring that
incomeflowing throughthe conduitis taxed
in a comprehensie and timely manner and
that the baseof the individual incometax is
protected Many economistsincludingsome
who have not adwocated full integration,
have aguedthatthis withholding functionis
indeedthe main argumentfor the imposition
of ataxoncorporatancome.

A separateax on the profits of companies
is consideredeasonablalso on the ground
thatincorporatiorconferssubstantiabenefits
suchaslimited liability of shareholdergjght
to sueandbe suedandsoon. Whatis more,
corporate taxation is an administratvely
simpledevice for taxinganimportanttype of
incomefrom capital.

Tax should be levied, as a matter of fiscal
equity, accordingto “ability to pay” - as
measuredby income. Further corporate
entitiesdo not have an ability to pay taxes,
in the relevant sense; the are simply a
"conduit” through which income flows to
individuals who are their ultimate owners.
Combined, these propositions appear to
suggestthat corporateincome should only
be taxed in the handsof the individuals to
whom it accrues.Hence,thereis a casefor
integrating individual and corporateincome
taxes.

In particular circumstancesfull integration
could be achieved in principle by several
systems. One such system would be to
abolishthe corporateéincometax completely
and let shareholderspay taxes under the
personal income tax on the dividends
receved plus net accruedcapital gains on
shares thatis, on a comprehensie income

base.However, sucha systemis extremely
burdensoman termsof both administratve

and compliancecost. Further it will also
leadto considerableevenuedoss,particularly
in the transition, since the income in the

hands of the shareholderswill be very

thinly distributed. Second, full integration

could be achieved straightforvardly, in the

specialcasewherethe personalincometax

is levied at a singlerate, bylevying tax on

corporateincome at the samerate, while

exempting dividends and capitalgains on

compaly sharedrom the personakax. Such
a corporatetax shouldsene as a scheduler
final tax onincomefrom equity capital.

The results of the full integration method
can also be substantiallyachieved in a two
rate personalincome tax structure where
the corporatetax is levied at the higher
of the two rates and it is assumedthat
most (if not all) individual shareholdersre
subjectedto tax at the highest mamginal
rate of personalincome tax. Under this
system, a compary would not be able to
defer tax simply by not paying dividends
and thereforethere would not be ary loss
of efficieng. Further becausehe number
of corporateentitiesare few then thereare
individual shareholdersandbecause¢hey are
more easily identifiable, having a corporate
asa principaltaxpayemakesadministration
much easierthan having only the investors
as legal taxpayers. It also makes it much
easierfor the taxadministratiorto distribute
refundsor collect adjustmentesultingfrom
scrutiry assessment&udit). In view of the
above, textbfwe recommendhe adoption of
this methodof full integrationof corporation
or personalincometax, thatis, levy a tax
at the corporatelevel at the rate of 30 per
cent being the maximum rate of personal
income tax and exempt all dividends and



long-termcapitalgainsfrom tax in thehands
of the shareholders. This method would

not undermineary equity sincemostdirect
equityinvestorsan thecompaniesn Indiaare
likely to be taxed at the top mamginal rate of

personalncometax.

5.6.1 Taxincentives

Thesourceof the problemof doubletaxation
is, therefore, tax incentves, which are a
prominent feature of mary tax codesin
both developed and developing countries.
Tax incentves have beenusedby countries
to achieve avariety of different objectives,
not all which are equally compelling on
conceptualgrounds. Suchincentves have
either been for stimulating investmentin
generalor asa matterof economicor social
policy and addressingegional development
needs Quite often,countriespursuemultiple
objectiveswith overlappingtax incentves.

An investors decision to investis influenced
by several factorswhich could be grouped
into four broad cateyories: (i) tax-related
considerations(ii) non-taxrelatedconsider
ations,(iii) non-economicconsiderationand
(iv) socialpolicy consideration.

Tax-relatedconsiderationgefer to features
in the tax systemas a whole that impact
on the effective tax burdenson investment
projects. If there are limitations in these
featureghatimpedeinvestmentthefirst-best
policy is to correctthe limitations directly
via appropriatetax reform, rather than to
compensatdor them through enactingtax
incentves. If, for example, depreciation
allowancesaretoorestrictve or thecorporate
income tax rate is too high in relation
to international norms, then restructuring
depreciatiorallowancesor loweringthe CIT

rateto competitve levels would be far more
preferablethanintroducingtax incentvesin
restoringa favorableinvestmentlimate.

Non-taxrelatedeconomiaconsideratiomefer
to thosethataffect eitherthegeneraimacroe-
conomicor themicroeconomic/structuran-
vironment, or both. If there are deficien-
cies in theseenvironmentsthat impedein-
vestment,the first-best poliy is to imple-
mentsoundmacroeconomigoliciesand/ or
undertale relevant structuralreforms, rather
than to resortto tax incentves that do not
addressthe root-causedf the deficiencies.
For example, large budgetary imbalances
can raise questionsabout the sustainabil-
ity of presenttax rates, and high inflation
rates can generateconsiderableuncertainty
about prospectre macroeconomialevelop-
ments.Likewise,rigidities in labour marlets
can raise labour costsaborve internationally
competitive levels,rigiditiesin labormarkets
canraiseprospectre macroeconomidevel-
opmentsLikewise, rigidities in labour mar
kets canraiselabor costsabove internation-
ally competitve levels, and poor communi-
cation and transportationinfrastructurescan
increasethe costsof doing businesssignif-
icantly. When such macroeconomidmbal-
ances occuand/ or structuraldeficiencies
exist, tax incentives alone are unlikely to
provide sufficientunderpinningor investors’
confidence they may; in fact,becounterpro-
ductwve if investorsview themasstepsin the
wrong direction for addressinghe underly-
ing problemsTaxincentvesattemptto over-
comestructuralrigidities by pushingfunda-
mentalreformto the background.

Non-economicconsiderationsgefer to those
relatedto the legal, regulatory and politi-

cal economyervironment. Theseconsidera-
tions are often asimportantastax and other
economicconsiderationsn fosteringan en-



vironmentthat is conducve to investment.
For example, investorsare frequently con-

cernedaboutthe clarity of the law that gov-

erns the investmentregime, and the trans-
pareny with which regulations (rules and
procedures)associatedwvith the investment
law are enforced.Again, if there are defi-

cienciesin this ervironmentthat impedein-

vestment,the first-best polig is to under

take correctve actionsto remove the defi-

ciencies.Investors’concernsaboutdeficient
legislation and onerousregulations, as well

as perceptionof corruption on the part of

thoseofficials responsiblgor approing in-

vestmentprojects,can seldombe overcome
by the availability of even generougdax in-

centves.

Social policy considerationrefers to those
that arise from equity concerns. Producers
in certainsectors(e.g., agriculture)may be
regardedaseconomicallydisadantagedel-
ative to other moredevelopedsectors(e.g.,
industry),andthe provision of tax inventives
to theformer sectoramay be consideredhsa
way to adwanceequity objectives. However,
suchobjectves can be more effectively ad-
dressedy an appropriatelydesignedexpen-
diturepolicy thattargetsindividualontheba-
sis of their levels, ratherthan by tax incen-
tivesthattargeteconomicactvities on a sec-
toral level. The above discussionssuggest
thattax incentvesare often not the first-best
policy instrumentto achieve the kind of ob-
jectivesthatthey have commonlybeenused
for.

The casefor tax incentves is justified on
several aguments. First, an economically
compelling justification for the use of tax
incentves is the rectification of market
failures.  Specifically there are some
types of investmentsthat generatepositive
externalities (benefitsthat the market fails

to internalize)for the economyas a whole.
Sincethe amountof suchinvestmentsvould
be socially sub-optimalif left entirely to
marketforces taxincentvescoud beusedas
a correctve policy instrumentto encourage
suchinvestmentsSecondjn smallandopen
economiesvith mobile capital,theincidence
of any taxon capitalincomewould beshifted
to less mobile factors such as labour, in
which caseit would be better to tax the
latterfactorsdirectly ratherthanindirectly by
taxing capitalincome3®

Oncethe needfor grantingtax incentvesis
acceptedquestionsabouttargetingandmea-
surementill inevitably arise. For example,
how would one go aboutidentifying invest-
ment projectsthat would generatethe kinds
of positive externalitiesthataredeemedo be
deservingof tax incentves?Onceidentified,
how would the externalitiesbe measuredo
asto determinethat appropriateamountof
taxincentvesto begranted?Thesequestions
have no easyandclearcut answershut they
needto beresoled, by a rationalandobjec-
tive decision-malkng processnformedof all
relevantfactsandconstraints.

A crucial considerationthat bearson the
decision togrant tax incentves should be
their cost-efectiveness. Their use should
be predicatedon the belief that the benefits
to the economythat can be expectedfrom
anincrease(if ary) in the incentve-favored

38However, even in sucheconomieshaving some
form of a Corporatelncome Tax could be essential
as a backst to labor taxesto prevent theartificial
shifting of income from labor to corporatons (e.g.,
owners of firms could incorporate, transform their
wage income into corporateretainedearnings,and
recevereturnsin theform of capitalgains fromselling
their shares)Theoptimalform of the CIT underthese
circumstancewvould be a cashflow tax. Thegranting
of certainformsof taxincentvescouldthenbeviewed
asameansf achieving thisend.



activities would actually outweigh the total
costsof the taxincentvesgranted.

Grantingtax incentves entailsfour typesof
costs: (1) distortionsbetweeninvestments
grantedincentives and thosewithout incen-
tives;(2) forgonerevenue(ontheassumption
thatthegovernmeniperatesinderarevenue
constraint, so that the lost revenue would
have to be compensatettom alternatve dis-
tortive taxes);(3) administratve resourcese-
quired to administerthem; and (4) the so-
cial costsof corruptionand/orrent-seeking
activities connectedvith abuseof tax incen-
tive provisions. While thesecostscould be
substantialthe benefitsto the economythat
couldbeattributedsolelyto taxincentvesare
lessclearandnot easilyquantifiable Hence,
the cost-efectivenessf tax incentvesis of-
ten questionable. The distortioncostof the
incentvescould ariseevenif suchincentves
areusedto correctfor externalities sincethe
amountof incentves grantedmay not con-
form exactly to the extentof the externalities
involved, due to the inherentdifficulties in
measuringhelatter By extension suchcosts
would alsoarisewheneer tax incentvesare
erroneouslygrantedto investmentprojects
with no positive externalities,as could hap-
pen(for example)throughaltuseandleakage
in thesystem.

The revenue costs of tax incentves have
two differentdimensions. First, investment
projectscould have beenundertalen even if

there had beenno tax incentves. For these
projects, which typically comprise those
of the highest profitability and, therefore,
having the greatesteconomic merits, the
availability of tax incentves would simply
representa free gift from the government
to either the investorsor, if they are of

foreign origin, the treasuryof their home
countries.The latter outcomewould come

about if any income that is sparedfrom

taxation by the host country is taxed by
the investors home countries- asit would
be the casethan these countrieshave tax
systemsthat are based on the residence
principle. The seconddimension of the
revenue costs of tax incentves is that,
even when tax incentves are ineffective
in attractingadditional investmentsperhaps
becauseof their failure to overcomeother
impedimentsto investment,they may still

entail a revente loss becausetheir mere
availability opensthe doorto potentialabuse
by investorsnot eligible to receve them.

Theadministratve costof taxincentvesflow
from the needto divert scarceadministratve
resourcedo administertax incentves. In-
deed,aluseandleakageare perennialprob-
lems with tax incentves, and their effec-
tive preventioncanoftenabsorba substantial
amounbf qualityadministratve resourcesa
scarcecommodityin mostdevelopingcoun-
tries. Themorescareresourcesredevotedto
administeringtax incentves, the more other
importantadminidrative taskswould be im-
paired - thus jeopardizingtax collection as
a whole. Thesecostswould clearly esca-
late with increasedscopeand compleity of
the taxincentves provided, if the aim is to
properlyenforcethem. The socialcostof in-
centive provisions often hasto do with both
theunofficial condoning or evenencourage-
ment- of akuseof suchprovisions by offi-
cialschagedwith theresponsibilityfor their
administration Taxincentvesalsoinevitably
inducesociallyunproducterent-seekingdpe-
havior. Oncethe incentve systemgetsgo-
ing, thosewho are fortunateenoughto have
capturedthe rentswill have aninherentin-
terestto maintainthe statusquo. This ex-
plains, quite apartfrom economicreasons,
why it is sodifficult in reality to terminateor



even phaseout tax incentves oncethey are
granted,evenif suchincertivesareformally
time-bound.The mosteffective way of over-
comingthesepolitical economyproblemsof
tax incentvesis to ensurethatthe incentve-
granting processis transparentend has ac-
countability Unfortunatelyin mostdevelop-
ing countriessuch processdo not exist pri-
marily dueto lack of institutionalcapacity

Tax incentves are, therefore,inefficient, in-
equitous, impose greater taxpayer compli-
anceburden and administratve burden, re-
sultin revenuelossandcompleity of the tax
laws, and encouragdax avoidanceand rent
seekingbehaiour. It is bestthat they are
fully eliminatedfrom the taxstatute.

At present,the Income Tax Act is riddled
with tax concessionswhich take the form
of full or partial exemptions, deductions,
and tax. The efficagy of the incentves
hasbeenexaminedandtheir adwerseimpact
well documentedn the numerougeportsof
Committees,Task Force, and Study groups.
A cursorylook at the annualreport of the
Comptrollerand Auditor Generalof Indiain
respectof the Income Tax Departmentwill
bear out the fact that theseincentves have
becomea sourceof aluse. The mounting
appealstall levelsareaneloquentestimory
to the complity and the ambiguity in
the tax law on account of the various
incentves. The erosionin the tax baseis
evidenced by the divergence betweenthe
statutorycorporatetax rate andthe effective
tax rate (Table 5.14)3° Such divergence
betweenaxableincomeandbook profit also
underminesorporategovernance Inspite of
thesedistortions causedby the various tax

39This is inspite of the provisions of Minimum
Alternate Tax (MAT) which is, in itself, a sorepoint
with tradeandindustry

incentives,thesehave continued*

Theseconcessiongnay have beenjustified

in the era when the mamginal tax rates
were exorbitantly high. However, over the

year the maiginal corporatetax rates have

been reducedsubstantially Therefore, the

exemptionsand notional deductionsshould

be discouraged and wherever necessary
political ernvironment createdto purge the

tax statute of such incentves. It is

important to review the large number of

theseexemptons/deductions/holidayso as

to expandthe taxbaseandalsoincreasethe

averagetax liability. Giventhe governments

bold initiative in eliminating the incentves

relating to exports of goods and services,
the dieis now cast for eliminating other

incentives!

The divergence betweenthe statutory tax

rate and the effective corporate tax rate
is primarily accountedby (i) accelerated
depreciation;(ii) incentves for goods and

services produced in and exported from,

FTZ, SEZ,HTPand STP (sections10A and

10B); (iii) incentves for export of goods
and services (sections 80HHC, 80HHD,

80HHE, 80R, 80RR and 80RRA); and (iv)

incentives for backward area development,
infrastructureetc (section80IA and80IB).

4OIntroductionof tax incentives credes a clientele
for their continuationand spread.The factthat mary
industrialcountriesmaintainsometax incentvesafter
the tax reforms of the 1980sis less a statement
that they are consideed to be effective and more a
testamento the political difficulty in remaving them
oncethey have beenintroduced. It is becausef this
tendeng that mary "temporary” measuresgesigned
to respond to particular perceved disincentves,
remainin forcelongaftertheconditionsthatoriginally
ledto theirintroductionhave changed.

4IReportof the Advisory Groupon Tax Policy and
Tax Administration.



Table5.14

Effective corporateax rate

Year Statutoryrate Manufacturing Banking& Finance

1996-97 43.00 21.36 26.82
1997-98 35.00 20.85 25.55
1998-99 35.00 21.40 21.55
1999-00 38.50 21.29 24.75
2000-01 39.55 21.00 27.88
2001-02 35.70 19.62 30.22
2002-03 36.75 23.53 28.11

5.6.2 Accelerateddepreciation

The definition of income or profit for
tax purposesis mainly based on the
accountingpracticeson the one hand and
the administratve limitations on the other
As far as the corporationis concernedthe
problem isthe presentationf the netprofit,
which is the grossearningminus the costs
plus the capital gains. Thus the essential
idea underlying the conceptof income for
tax purposesis, not only the severanceof
the current costsbut also the separationof
capital costs from the total gains. The
determinatiorof costs,thereforejs the most
importantproblemin the calculationof total
taxableincome. Such an exercise relates
more in particularto valuation of the cost
elements. Current cost elementslike raw
material, wagessalariesrentetcdo notpose
ary valuation problem ssince thesere fully
consumedlmostimmediatelyor in the year
of acquisition.

The problemof the ultimate taxableincome
could be resolhed only by the valuation

of the current assetsand the fixed assets.

The valuation of the opening and closing
inventoriesof a firm is the determinantof
the cost of goodssold and thus of the net
income. Usually inventorieswill be valued
at the lower of the cost or market value
method. However, this method tends to

exaggeratethe profit or loss in times of
suddenor sharp shifts in the price level.
Even thoughfrom a long run point of view
the imaginary profits and losseswill cancel
outoneanotherthey will neverthelesreate
specialproblemsduringthe shortrun period.
Alternatiely, the ‘first-in-first-out’” method
and the ‘last-in-last-out’ method are used
in inventory valuaton even thoughthesedo
not fully meetthe requirementf all kinds
of businesses. Ultimately, however, the
problemof inventoryvaluationarisessolely
dueto changesn the price level. If only a
stableprice level could be maintained,then
inventoryvaluationwould not presensucha
problem.

The capitalgoodsusedin the productionof

commoditiesnaturally wearout. Invariably,

owing to the passag®f time, the equipment
used becomes obsolete. Moreover, in

industries like mining, forestry etc., the
marketable materals suchas oil deposits,
coal,andtimbercometo be completelyused
up in courseof time. Income from such
industriesis actually derived from the sales
of capitalitself, thoughin infinitesimalparts.
This creaesthe problemof the wearingout

or depletionof capital.

Suchbeing the case,the extent of wearing
out, obsolescencand depletionshouldalso
beincludedin thecurrentcostsof production,



and suchcostsshouldbe deductedrom the

gross earnings. Depreciationis deducted
in orderto permit the taxpayerto recover

intact and free from income-taxhis capital
investment in plant and equipment. In

principle depreciation should reflect the

decreasén the value of the capital arising
from weathering,wear and tear exhaustion
of useful life obsolescenceUltimately, the

sum of all depreciationdeductionsplus the

scrapvalue will equalthe costof replacing
the same assetwhen its useful life has
beenexhaustedln theory,if depreciations

correctlycalculatedtherecouldneverbe ary

capitalgain or loss,sincethe costor basisof

the property adjustedoy sucha depreciation
allowance, would always equal the works

value.

However, this doesnot happenn every case,
the main difficulty here is the inadequag

of our tools to measurethe amount of

destructionand also to provide the norm.

In calculatingdepreciatiorallowancesmary

estimatediave to bemade Jike thelife of the

assetand the cost of replacingthe assetin

the future. Apart from these,changingprice

levels createa hostof otherproblems.Some
times, again, overstatementof profits and

understatementf depreciationallowances
occur owing to a price rise. As a general
rule, conditionsof inflation or deflationtend

to distort profit and loss reports, because
of their effects on depreciation,inventory
valuation, etc. It is also possible that

considerableamountshave beensetasidefor

the maintenanceof the capital equipment,
and this must reflect in the depreciation
allowanceslf evenlargeramountsarespent
for the upkeep of the machinery naturally
the value will decline less rapidly, and

consequentlyiess should be deductedfrom

depreciation.

Thereforethe underlyingobjective of depre-
ciation is to enablea fund to be built-up,
free of tax, which fully meetsthe replace-
mentcostand thus neutralizethe erosionin
physicalcapitalin the courseof businessAn
appropriatedepreciatiorrate that ensuresan
adequateccretionto such funds essentially
a function of variablessuchasrate of infla-
tion, nominalinterestrate,corporatetax rate
andthe normal durationof replacemenpe-
riod. If the price level over the period of
use of the capital assetwas stable, the re-
placementostwould beequalto theoriginal
price and thereforethe needfor estimating
the future replacementostwould not arise.
If replacementdall dueto a period of ex-
tendedinflation, the normal depreciatiorre-
seneswill obviouslybeinadequateelatively
to the requirement®of replacementf assets
(even by like asses), as priceswould have
substantiallyincreased. Therefore,depreci-
ation allovancewould be understatedesult-
ing in over-reportingof real profitsandover-
taxation. The shortfll hasto be metby rais-
ing external financeand/orby divertingother
reseres,to enablea businesdo presere in-
tactits physical assets.In countriescharac-
terisedby high corporatetax rates,the scope
for building up resenesin itself is extremely
limited. Similarly, in the absencef an effi-
cientcapitalmarket, the scopefor raisingex-
ternalfinances restrictedEvenif anefficient
capitalmarket existed,a high debtequity ra-
tio increasegisk of investmentand there-
fore thecostof capitaltherebyrenderingnen
investmentuneconomical. In such circum-
stancesboth productionandrevenuesvould
be affectedadversely Similarly, highernom-
inal interestratesadd to the taxfree fund
but alsoresultin highercostof capital. The
netimpact ismoreoftenlikely to dampen in-
vestmentecisions.Thelengthof theadjust-
mentlag alsoaffect accretionto the fund. If



the rate of accretionis to be maintainedin
the faceof increasinginflation, government
mustresponadswiftly by makingcorrespond-
ing changesin corporatetax ratesand de-
preciationrates. To the extent the response
is delayed,accretionwould be adwerselyaf-
fected.

The Income Tax Act readwith the Income
Tax Rules classifies capital assetsinto a
baslet of different assets and provides
different percentagerates of depreciation
for each such baskt (knowvn as a block

of assets). The depreciableamount is

determinednthedeclining-balancenethod.
The generalrate of depreciationfor plant
and machinery under the tax law is 25

per cent. This was first prescribed in

1991-92. Such high rate of depreciation
was justified in 1991-92 becauseof the
high corporatetax rate of 51.75 per cent
which adwerselyaffectedinternal accrualof

resource$or replacemenandmodernisation.
Consequenb ourrecommendatioto reduce
the corporatetax rate to 30 per cent from

the existing levels of 36.75 per cent, it is

now necessaryo review the generalrate of

depreciatiorfor plantandmachinery

The adequag of the rate of depreciation
dependson the (presumed)period of the
usefullife of the assetthe modeof granting
depreciationi.e.,whetherby thediminishing
balance method or by the straight line
method,and the pastand expectedratesof

growth of prices of capital goods. For the
general catggory of plant and machinery
it would seem reasonableto assumean
averageperiod of servicelife of ten years.
Although in practice, machineryhas come
to be replacedin industry after a period
much longer than ten years, nevertheless,
in view of the rapidity of technological
change, it would be prudentto keep in

mind the notional period of ten years of
usefullife for machinery Having madethis
assumption,we should aim at a shorter
recovery periodthroughhigheror accelerated
rate of depreciation.Whenthis is done,the
interest(net of tax) earnedon the amounts
recoveredshouldalso be taken into account
in computingthe accumulatedbalanceat the
endof the presumedife of theassets.

For thepurpose®f anillustrative calculation,
we assumethe rate of interest under the

prevailing circumstancesat 8 per cent,
subjectto tax at the corporatetax rate of

35.875per cent. We find that depreciation
allowancesgrantedat 25 per cent on the

basisof the diminishingbalancemethodand
CENVAT creditfor capitalgoodsspreadver

two years,if investedat 8 per cent rate of

interestwould yield anaccumulatedbalance
at the end of ten years of Rs.153.37net
of tax on interest, for an original cost of

Rs.100 including a CENVAT of Rs.12.54
and a state VAT of Rs.9.09(Table 5.15)#?

These accumulatedinternal accrualsfrom

depreciationwvould be furtheraugmentedy

thescrapvalueof Rs.4.41 therebyproviding

atotalaccrualof Rs.158.29.

Assumingtherateof inflation in the price of
capitalgoodsat 3 per centper annum?® the
replacementalue of the capital assetat the
end of the period of ten yearsis estimated
to be Rs. 130.48. The internal accruals
thereforearefarin excessof thereplacement
value. With corporatetax rate proposedto

42\We asssumea CENVAT rateof 16 percentanda
state VAT of 10 per centon capial goods.We also
assumethat the credit against CENVAT on capital
goodswill be spreadover two yearsandin the case
of stateVAT over a periodof three years.

43Therate of inflation in the price of capitalgoods
was2.87 percentperannumduringthe tenyearperiod
1994-95to 2003-04.



Financial Year : 2003-04

Capital Cost 100

Interest Rate Applied(current Year) 8%

Depreciation 25%

Corporate Tax Rate 35.88%

Inflation (Capital Goods)(Preceding Year) 3.00%

Nutmber of years over which CENVAT Credit is spread 2

ou

Eutmber of years over which State VAT Credit is spread 0

u
Amount in Rs.
Assaftt::Iue State eprectafon (Becining Betanes) Tax on | Interest Net ingiﬁ::?‘al::lz:ﬁgls Residual value in:\eifnl;:nalgz:zgls Replacement
Year beginning of CENVAT VAT CENVAT | State VAT Interest Interest of Tax at the end of the atthe e::rof the at the end of the M\;a(:;?ngf
the year Cost Credit credit Total year y year y

1 78.37 12.54 9.09| 19.59 6.27 2.27| 28.14 0.00| 0.00| 0.00, 28.14] 71.87| 100.00 100.00
2 58.78 6.27 6.82| 14.69 6.27 1.70[ 22.67, 2.25 0.81 1.44 52.25 49.20 101.44] 103.00
3 44.08| 0.00 511 11.02 0.00 1.28) 12.30 4.18| 1.50 3.37 67.92 36.90 104.82 106.09
4 33.06 0.00| 3.83 8.27 0.00| 0.96| 9.22 5.43 1.95 4.63| 81.77 27.67 109.44 109.27
5 24.80 0.00| 288 6.20 0.00| 0.72 6.92 6.54| 2.35 5.73 94.42| 20.75] 115.18 112.55
6 18.60 0.00| 2.16| 4.65 0.00| 0.54] 5.19 7.55 2.7 6.75] 106.36) 15.57| 121.92 115.93
7 13.95 0.00| 1.62| 3.49 0.00| 0.40 3.89 8.51 3.05) 7.70, 117.95 11.67 129.62 119.41
8 10.46| 0.00| 1.21] 2.62 0.00| 0.30 2.92 9.44 3.39| 8.63 129.50 8.76 138.25 122.99
9 7.85 0.00 091 1.96 0.00 0.23] 2.19 10.36) 3.72 9.55| 141.24] 6.57 147.80| 126.68|
10 5.88| 0.00, 0.68 1.47 0.00 017 1.64 11.30 4.05 10.49 153.37| 4.93) 158.29| 130.48|
1" 4.41 0.00 0.51 1.10 0.00 0.13] 1.23 12.27| 4.40| 11.46| 166.06 3.69 169.76| 134.39
12 3.31 0.00| 0.38 0.83 0.00| 0.10 0.92 13.29 4.77| 12.48] 179.46 2.77| 182.23] 138.42
13 2.48| 0.00| 0.29| 0.62 0.00| 0.07| 0.69 14.36| 5.15 13.55 193.71 2.08| 195.78| 142.58
14 18 000 o022 oa7 0.00) 005 052 1550 556 14.69 208.91 1.56] 210.47 146.85|
15 1.40 0.00| 0.16| 0.35 0.00| 0.04] 0.39 16.71| 6.00 15.91 225.21 1.17| 226.38 151.26|
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be reducedto 30 per cent, the total internal
accrualswill further increase. As a result,
there is a casefor reviewing the rates of
depreciatiorfor incometax purposes.

Table 5.16 showvs the computationof the
internal accrualsat the end of each year
under the proposednewn tax regime i.e.,
reduction in the corporatetax rate to 30
per cent, reductionin depreciationrate to
15 per centand CENVAT credit for capital
goods to be fully allowed in the first
year The accumulatedinternal accruals
from depreciationRs.129.29plusthe scrap
value (Rs. 15.43)at the end of ten yearsis
Rs.146.51as against the replacementwalue
of Rs.130.48Theinternalaccrualsunderthe
new circumstancesvill be lower thanthose
underexistingtaxregime kut will continueto
be higher then the replacementwalue. The
internal accrualswill further improve once
stateVAT is in place. Moreover, reduction
in corporate tax rates would also result
in increasedretained earnings (assuming
unchangeddividend pay-out ratio) which
should enable the corporatesto finance
replacemenandmodernisation.

It is therefore apparentthat the proposed
corporate tax regime will not adwersely
affect the economicsof investmentin plant
and equipment i.e., physical assetsas
it continuesto ensure adequateaccretion
to the fund. Further there is also
a stratgic adwantage. The knowledge
and human capital are nov emeging as
importantdeterminantsn decidingcountry’s
international competitveness. The bias
againstknowledge anchumancapital under
the existing corporatetax regime will also
be considerablyreduced therebyenhancing
India’s competitveness.

In view of the abore, we recommendthat

the generalrateof depreciatiorfor plantand
machineryshouldbe reducedto 15 per cent
fromtheexistinglevel of 25 percent.Wealso
recommendhatthe ratesof depreciatiorfor
otherblocksof assetsnustbereviewedalong
theabovelines.

5.6.3 Tax incentivesunder sections80IA
and 80I1B

The deductionsu/s 80IA and 80IB are
allowedin respecof profitsfrom theeligible
businessat the ratesand for the numberof
yearsasindicatedin Table 14. We have, in
precedingparagraphsdiscussecklaborately
the rationale for eliminating tax incentves
from the taxstatute.The casefor removal of
theincentvesundersection80IA and80IB is
built aroundthe following alguments:-

1. Thesedeductions,in so far as they relate to
backward areasand other specific locations,
have notsenedtheirintencedobjective #+ Sim-
ilarly, like ary otherincentves,thesealsocause
seriousdistortionsin economicefficiency, eq-
uity andadministrative effectiveness.If incen-
tive for developmentof backwardareaseedto
beprotectedtheobjectvewould bewell sened
by an expendituregrant eitherin the form of
a capitalor outputsubsidy Such anincentive
mechanismwould be relatively more efficient
andequitable.

2. The eligible businessesreferred in sections
80IA and 80IB are businesseshaving long
gestationperiod and generatehuge lossesin
the first five to seven years. Thereforethe tax
benefitfrom suchlossesis often lost out due
to thearbitrarycut off period for carryforward
andallowability of losses.This problemcould
be resohed by allowing businesslossesto be
carriedforward indefinitely, asin the caseof
depreciation.

4planning Commission (2001) Report of the
Advisory Groupon Tax Policy andTax Administration
for the TenthPlan.



Financial Year : 2003-04
Capital Cost 100
Interest Rate Applied(current Year) 8%
Depreciation 14%
Corporate 5aT Rate x0.00%

Inflation (Capital Goods)(Preceding Year)

x.00%

Numyer of vears ower h SicS CENVAS5 Credit is
spread out

is spread out

Numyer of vears ower h SicS Btate VA5 Credit

Amount in Rs.

Depreciation (Declining 7 alance)
Asset walue at 7 alan.ce. in tSe Residual value at | ; Gcctmuiaeg
Year |[tSe yeginning| CENVAS Btate VA5 Interest 5aTon Interest |Depreciation fund tSe end of tSe internal accruals Replacemept walue
of tSe vear Cout CENVAS [Bate VAS| o . Interest [Net of 5aT| at tSe 3::r°f tSe vear at tSe 5::rof tSe of MacSinerv
Credit credit
1 98.x9 12.43 6.06| 11.9b| 12.43 1.xb| 24.bb| 0.00 0.00| 0.00| 24.bb) 93.x3 100.00 100.00
2 bb.b1 0.00 9.9x| 6.66) 0.00) 1.1b| 11.14 2.04 0.b2 1.33 x8.24 bx.16 101.33 10x.00
X 4b.b2 0.00 b.49 8.36) 0.00 0.66| 6.38] x.0b| 0.62 2.33 40.19 4x.91 10x.88 10b.06|
3 38.1x| 0.00 4.48 9.22 0.00) 0.83] 8.0b| 3.01 1.20 x.30) b1.b2 34.b4| 109.28 106.29
4 30.61 0.00 3.94 b.13] 0.00 0.91 b.84 3.6x] 1.38 3.x1 92.96| x8.81 111.46) 112.44
b x3.99 0.00 3.0x] 4.22 0.00) 0.b0 4.82 4.82 1.94 4.21 8x.81 x2.66) 11b.80 114.6x
9 26.4b| 0.00 x.3x 3.3x 0.00 0.41 3.64] b.91 2.01 b.06 63.84] 28.03 122.86) 116.31
8 24.12 0.00 2.61 x.99 0.00 0.33] 3.21 9.46| 2.28 b.69| 10b.0x 2x.8x 126.8b 122.66|
6 21.xb| 0.00 2.38 x.20) 0.00) 0.x9 x.49| 8.38| 2.43 9.89 119.39 20.2b 1x9.9x 12b.b8,
10 18.14 0.00 211 2.92 0.00 0.x2 x.03 6.30) 2.82] 8.98 126.26 19.22 13b.41 1x0.38
11 14.3x 0.00 1.96 2.x1 0.00) 0.29 2.48 10.x3 x.10| 6.9x| 131.b0| 13.b3 14b.23 1x3.x6|
12 1x.11 0.00 1.42 1.69| 0.00 0.2x] 2.20 11.xx] x.30 10.91 143.41 12.33] 1bb.64 1x8.32
1x 11.14 0.00 1.26 1.b9 0.00) 0.16} 1.89 12.xb| x.91 11.93 1b8.12 10.49 198.b6| 132.48
13 6.38 0.00 1.10 1.32 0.00 0.1b 1.46) 1x.34] 3.0x| 12.8x 182.43 8.66| 161.4x 13b.84]
14 8.04] 0.00 0.6x| 1.21 0.00) 0.13] 1.x4 13.b0 3.x8 1x.66 169.88 9.b3| 204.42 141.2b
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3. Further most of the eligible businessesare
regulatedand thereforeassuredf a fixed rate
of return. The fixation of tariffs in suchcases
renderdax payableto bea passthrough. Thus
theincidenceof incometax doesnot adwersely
affect the profitability and the NPV of the
projectfor theinvestors.

4. Further the exemption for certain types of
businessess in respecof partial profits. Since,
theseprovisionswereintroducedwhenthe tax
ratewas40.25percent(35 percentplus 15 per
centsurchage), the substantiabenefitflowing
from the proposedeductionin thetaxrateto 30
percert andexemptionof dividendsandlong-
term capitalgainson equity, would adequately
compensateor the loss from withdrawal of
benefitu/s80IA and80IB.

Therefore the incentvesu/s 80IA and80IB

arenot thefirst bestsolutionto the problem.

Suchbenefitdo not protecttheshareholders;
the dividendsdistributed from exempt profit

are taxable along with long-term capital

gains. Further these have also been a

source of both aluse and large number
of litigation increasingtransactioncostsall

around. At besttheseincentves sene to

camouflagethe inadequateperformanceof

the corporate managers. In view of the

abore, we recommendthe phasingout of

the provisions of section 80IA and 80I1B

over a period of two years. In the past,
corporateshave opposedhe phasingout of

theseincentveson the groundof promissory
estoppal. This objection is neither valid

in law or in a dynamic ervironment
characterisedby steadyliberalisationof tax

structure andules. Without prejudiceto our

recommendatiomo phaseout the incentves,

alternatvely the governmentmay consider
grandatheringtheseincentives.

5.6.4 Treatmentof corporate tax losses

A large number of countries permit busi-
nesseshatearnataxlossin oneyear(where
taxablerevenuesarelessthantax deductions
in thesameyear)to carrythe taxloss(i.e.,the
negative amountof taxableincome)forward
to futureyears,or (in amorelimited number
of cases)ackto previous years,to be used
to offsetincomein thoseyears. The carry-
back and carry-forward provisions are typi-
cally limited (e.g.,a 3 yearcarry-backanda
sevenyearcarry-faward). Theseprovisions
are provided in recognitionof the arbitrary
choiceof afixedperiod(e.g.,12 months)for
which to assessax. The practicerecognises
that mary companies/firmsncountemega-
tive cashflows duringtheir initial phasesge-
spitebeingprofitableover thelongertermor
onapresentvaluebasis.Moreover, in certain
high-risk industries,even very efficient and
profitable firms may experiencewide fluc-
tuationsin their earningsover both negative
and positive ranges.Disallowing loss trans-
fers over time would be inconsistentwith a
proper matchingof revenuesand expenses,
would imposea highertax burdenon firms
with unstableprofit profiles, andwould dis-
couragerisk-taking.

Conceptually tax lossescan be subdvided
into three categyories i) operatingbusiness
losses, ii) capital losses, and iii) tax
incentve losses.Under the Indian income
tax system,typically capital lossesarising
from depreciationare allowed to be carried
forward indefinitely however the operating
businesslossesrepresentingevenue losses
are allowed to be carried forward only for
a period of eight years. This discourages
projectswith long gestatiorperiodaswell as
thosewhichincurlossesn theinitial yearsof
their operations.With a view to eliminating



this bias, we recommendthe removal of

distinctionbetweenunabsorbediepreciation
andunabsorbedusinesdoss.In otherwords
unabsorbeddepreciationwould be meged

with businessloss and loose its separate
identity. Further businessloss would be

allowed to be carried forward indefinitely

This will impart considerableadministratve

simplicity sinceit would not be necessaryo

maintain year wise breakupof the brought
forward losses to determine the set off

priority.*°

5.6.5 Implementation strategy

The stratgy for successfuimplementation
of corporate tax reforms should be to
implementthe variousrecommendationsn
corporate tax as a package rather then
independently Therefore we have designed
two alternate sets of policy measureson
corporatetax reform.

Option | 1. The corporatetax rate should be
reducedrom theexisting level of 35.875
per cent to 30 per cent for domestic
companiesandto 35 percentfor foreign

companies.

2. Exemptionof long-termcapitalgainson
equityto continue.

3. Thetax on distribution of dividendby a
compalry to continueat the existing rate
of 12.5percent.

4. Eliminate the existing surchage of 2.5
percent.

5. The distinction betweenunabsorbedle-
preciationand unabsorbedusinesdoss
shouldberemoredandbusinesdoss,like
unabsorbeddepreciatio, should be al-
lowedto carryforwardindefinately

45A large numberof revenueauditobjectionsevery
yearrelateto incorrectsetoff of losses.

6. TheincentvesundersectionslOA, 10B,
80IA, 80IB, 80J&, 80JAA, 33AB,
33AC, 33B, 35AC, and 35CCA should
be grandhthered i.e. The incen-
tives would continue for the existing
units/tusinessegvhich have commenced
operatiorbeforelstSeptember2004 kut
would notbeavailableto ary new unit or
businesavhich commencesperationon
or after1stSeptember2004.

7. Depreciation rates for the purposes
of deprecallowance under section 32
shouldbe reducedto 15 percentfor the
generalcategory of plantandmachinery
and to appropriate lower rates for
other categories of block of assets.
The revised rates of depreciationwill,
overtime,reducethe divergencebetween
the depreciation chaged to the profit
andlossaccountin accordancavith the
provisions of the CompaniesAct and
depreciatiorclaimedfor tax purposes.

8. No fresh tax incentves should be
granted.

9. No tax incentves should be revived or
sunsetlauseextended.

Option Il 1. The corporatetax rate should be
reducedrom theexisting level of 35.875
per cent to 30 per cent for domestic
companiesndto 35 percentfor foreign

companies.

2. Exemptionof long-termcapitalgainson
equityto continue.

3. Dividendincomewill beexemptfromin-
cometaxin thehandsof theshareholder
Further the taxon distribution of divi-
dendby acompalry shouldalsobeelimi-
nated.

4. Eliminate the existing surchage of 2.5
percent.

5. Thedistinction betweenunabsorbedie-
preciationand unabsorbedusinesdoss
shouldberemovedandbusinesdoss,like
unabsorbeddepreciation,should be al-
lowedto carryforwardindefinitely.



6. TheincentvesundersectionslOA, 10B,
80IA, 80IB, 80JA, 80JAA, 33AB,
33AC, 33B, 35AC, and 35CCA should
be phasedout over a period of nexttwo
years.

7. Depreciation rates for the purposes
of deprecallowance under section 32
shouldbe reducedto 15 percentfor the
generalcateyory of plantandmachinery
and to appropriate lower rates for
other cateyories of block of assets.
The revised rates of depreciationwill,
overtime,reducethe divergencebetween
the depreciationchaged to the profit
andlossaccountin accordancevith the
provisions of the CompaniesAct and
depreciatiorclaimedfor tax purposes.

8. No fresh tax incentves should be
granted.

9. No tax incentves should be revived or
sunsetlauseextended.

5.7 STRENGTHENING TAX AD MINISTRA-
TION

Taxadminigrationis deeplyintertwinedwith

tax policy. Soundideasin tax policy can
flounder if they are poorly implemented.
Corversely new ideasin emplo/ing com-

puter technoloy in tax administrationnow

make it possibleto engagein relatively com-

plex kinds of informationtrackingandinfor-

mation manipulation,which are requiredin

orderto implementmary key ideasof sound
tax policy.

Complianceis strongly influenced by tax
administration. A tax systemthat imposes
high compliance costs innately produces
incentvesfor individualsandfirms to avoid
interactionswith the taxauthaity, andthus
fostersthe black economy The resources
expendedin complianceare a deadweight
cost for the ecanomy, which are diverted

awvay from producing other goods and
services.

For thesereasons,in recent years, there
has been a strong accent on improving
tax administrationby building modernIT-
intensve systems, which reduce human
interfaces between taxpayersand the tax
authoritiesandreducediscretion.

It is usefulto classifythe overall problemof
taxadministratiorinto two parts Normalop-
erational proceduesandRisk-basedissess-
ment Undernormaloperationaprocedures,
therearethreesub-systems:

1. Thefirst is the self-reportingprocesswhereby
taxpayerdile their own returns.

2. The secondis ‘third party reporting’, where
additional information about transactionsand
TDSis collected.

3. The third is the operatonal processesf tax
payment, includingeconcilationof funds.

In the areaof customs,Electronic Data In-
terchanggEDI) proceduresare usedworld-
wide, and Indiahasworkedtowardsadoption
of internationalstandards.Throughthis, on-
line filing and processingof customsdocu-
mentsis now operationalat 25 customssta-
tionsin India. Thesestations na handle75
per centof the countrys internationaltrade,
and handle roughly 3.5 million documents
annually In contrastjnternationalstandards
donotdirectly drive modernisatiorof admin-
istrationfor excise andncometax.

5.7.1 Thetax information network (TIN)

A significantpartof directtaxesis collected
at the sourceof income by mandatingthat
parties paying for specified serviceshave
to deducttax at source(TDS), and deposit
the sameto governmentaccountshrougha



selectlist of banksbranches. Currentlthis
formsasmuchas40% of thetotal directtax
collected.

ThelncomeTax Departmen{ITD) currently
monitorsthe TDS by mandatingdeductors
to file a consolidatedeturngiving deductee
wisedetailsalongwith bankpaymenthallan
as proof of payment. The deductees
claim credit for the TDS in their tax
computationwith TDS certificatesprovided
by the deductorassupportingevidence.

Theabsencef acentralisedlatabasef these
deductionand paymentdetailsled to mary
problems:

¢ Difficulty in verifying whetherthe deduction
as per the TDS return filed hasindeedbeen
depositedo theaccounf thegovernment.

o Difficulty in verifying whether the credits
claimed by the deducteeis basedon real
deductionand depositto the accountof the
government.

e Possibleharassmendf genuinetaxpayers.

e Someunscrupulousieducteeslaiming credits
acpinstfake certificates.

e In caseof taxesotherthan TDS (adwancetax,
selfassessmenmdx etc)theassessingfficerhas
to rely purely on the copiesof bank payment
challansto verify whetherthe taxhasactually
beendeposited.

e Deducteedave no mears toverify whethertax
deductedn their behalfhasbeenacmuntedin
their namein theIT books.

In orderto addresstheseproblems,CBDT
embarled on the establishmenbf a system
named Tax Information Network (TIN).
This network was ervisaged to integrate
primaryinformationof tax paymentsnadein
designatedbankstaxdeductioratsourceand
informationon high valuetransactions.

TIN thus receves on behalf of the tax

administration, all TDS returns and other
information for digitisation into a central
database. TIN receves online information
on collectionof taxesfrom thebanksthrough
'Online Tax AccountingSystem” whichalso
flows into the centraldatabase.

TIN matchesIDSreturnsfrom thedeductors
with the collection details from the banks
and returnsnot matchedby corresponding
depositsarefiltered out. Further onthebasis
of this matcheddataa PAN wise electronic
ledgeraccounis preparedvith thedetailstax
creditspostednto it.

Sucha centralsystemensureshattax credits
areallowedonly againstactualfundsreceipts
to governmentcoffers. The taxpayersalso
have thefacility of accessinghe TIN system
to agertaintax paymentgmadeby themor
deductedn their behalf).

The digitized information isdownloadedto

the National Computer Center of the ITD

enabling faster processingof returns and
refunds and data mining tools for non-
intrusive investigation.

The Income Tax Department(ITD) hasen-
trusted development, hosting and operation
of TIN systemto NationalSecuritiedDeposi-
tory Limited (NSDL). NSDL hasestablished
a stronginfrastructurafoundationin the last
sixmonthssinceTIN wasinauguratedThese
includethefollowing.

e A centralconputing infrastructureto hostthe
TIN database.

¢ A nationwide network of points of presence
termed TIN - Facilitation Centres(TIN-FC)
to interface with taxpayers and deductors
to collect the returns and other information.
Currently thereare 403 suchTIN-FCs in 148
cities andtowns. This network is expectedto
extendto mary morelocationsin the country
Earlier TDS returnscould befiled in only 107



citiesandtowns.

e A large pool of trained manpaver servicing
taxpayersaanddeductorghroughTIN-FC.

e Aninternetportalhostingvarietyof TIN related
informationandsupportutilities.

e Onlineconnectyity to collectingbanksthrough
OLTAS for online receipt of tax collection
details.

e A web basedfacility for the taxpayersand
collectingbanksto inquirethestatusof theirtax
payments.

The overall goalsof TIN are beingimple-
mentedin phases. Phasel involves receipt
of digitised TDS returns,digitisation of pa-
per TDS Returns,receving andstoringdata
relatingto tax collectionscomingfrom banks
throughOLTAS.

ITD hasmadeit mandatoryfor all corporate
deductors to file their e-TDS return in
electronicform throughTIN-FCsestablished
by NSDL. Thusfrom thisassessmemearthe
total TDSrecordswill beavailablein theTIN
centraldatabase.NSDL is also facilitating
digitization of TDS return being filed in
physical form with the TIN-FCsto facilitate
the entities not having the wheravithal to
digitise. This hasresultedin a hugesaving
for corporateswhich had to file loads of
paperby way of TDS returns. From June
2004 bankshave commencediploadingtax
collectiondatain to TIN throughOLTAS.

Phasell involves dematerializatiorof TDS
Certificates. This will entail data upload
by deductorson an ongoing basisto TIN
and matching this with bank challansand
subsequenpostingof PAN level datato an
electronicaccountof eachPAN. This system
is expectedto be operationalfrom April 1,
2005. Thus eachPAN holder can have a
singlecomprehensi statementepictinghis
total tax to his credit - paid by him and

deductedn his behalfby otherentities. The

needto obtainTDS certificatedrom multiple

agenciesand preserving those certificates
will beeliminated.

NSDL and ITD are also working towards
enhancingthe scopeof TIN by facilitating
tracking and PAN wise accountingof high
valuetransactiongtcthroughTIN.

In additionto TIN, CBDT has undertalen
stepso outsourcepartof the processelating
to receiptof PAN applicationsand printing

| dispatchof PAN cards,to UTI Investors
Serviced td. from July 2003. Subsequently
the sameserviceshave alsobeenoutsourced
to National Securities Depository Limited

(NSDL) from June2004. Facilities relating
to handlingof grievancesin respectof PAN

applications and tracking status of PAN

applicationshave alsobeenintroducedfrom

June 2004. It is proposedto provide

additional servicesrelating to e-filing of

PAN applicationsfrom July 2004. In 2003-
04, over 4.46 million PAN numberswere
allotted. The total numberof PAN allotted
upto May 31,2004was32.2million.

The departmenthas preided free software
relating to online preparationof returns of

income by taxpayersnot having business
income.Thesoftwareis availablethroughthe
web aswell ason CDs. A pilot schemefor

electronicfiling of returnswasintroducedin

financialyear2003-04. 1t hasnow proposed
to furtherenchancéheschemedor thecurrent
financialyear

A key areaof specialeffort hasbeenfaster
processingf returnsandissueof refunds A
decisionwastaken to processall returnson
computers,and to completethe processing
of returnswithin 4 monthsof filing of the
return. In 2003-04, 2.04 crore returns of
incomewere processed.Over 95% of total



processingwork was done on computers.
As a result, 5.166 million refund vouchers
wereissuedor anamountof Rs.25,83&rore
during financial year 2003-04. Improved
processingf refundshasgenerated sharp
uptrendin the numberand value of refunds
issued: from Rs.17,300crore (2.7 million
vouchers)n 2001-02to Rs.25,83&rore(5.7
million vouchers)n 2003-04.

OLTAS wentlive on 1June2004.Electronic
filing of income-taxreturnsis likely to be

operationalby August2004. Consolidation
of regional databasesgnd commissioningof

the nationaldatacentre,using a nationwide
network, is likely to bein placeby December
2004.

5.7.2 Proposals on improving ‘normal
operational procedures’

Implementation of GST Thebasictransactiorflow
of TIN is relevant in mary situations other
than that of CBDT. For example, in ary
implementationof a VAT, there needsto be
a verificationmecranismaboutthe taxcredits
that are claimed at ary stage. Every credit
claimed should be legitimate, and no credit
shouldbe claimedtwice. Sounddatabaseand
IT systemsshould supportextensve tracking,
andcreationof summaryreportsandstatistics,
aboutall tax payments.

This is exactly the sameas the situationfaced
by CBDTwith TDS.Hence thearchitectureand
frameavork of TIN canbe readily extendedto
CBECfor thepurposeof implementatiorof the
GoodsandServicesTax (GST).

This is particularly importantin the context
of exports. When exports of either goodsor
servicesleave the country they are entitled
to obtain a refund of the GST embeddedn
them. This needsto be implementedusng a
stateof theart IT system,soasto notimpose
transactionscostson exporters. In adwanced
countries travellersleaving the country obtain

refundsfor the VAT paymentembeddedh the
shoppingthatthey may have donewhile in the
country Suchsystemaneedto comeaboutin
India, backed by soundIT systemsso as to
avoid fraud.

Unification of tax interfacesfacedby the firm
The firms of India have dealingswith CBDT,
CBEC and State level tax authorities. This
amplifiescompliancecosts. Thesecompliance
costsare regressve, in that they imposethe
highestburdenon the smallestfirms.

An endeaour must comeaboutto unify their
tax interactionswith the Governmentof India
througha single IT system. The goal should
be to present firmswith a single IT system
through which all direct tax and indirect tax
compliance actwities are undertalen. The
accountantworking within the firm should
interact with a single IT interface for the
purposeof achiezing compliancewith all these
tax compliancepurposes.

This would reduce compliancecosts for the
taxpayer andavoid the duplicationof systems
that may otherwisebe done by multiple tax
authorities.

In achieving thisintegration,a key requirement
is theuseof a singlekey the PAN. Thetaxpayer
- whether an individual or a firm - should
have single identification number the PAN.

This shouldsene asthe single ‘key’ into the
databaseat CBDT or CBEC. A taxpayerwho

interactswith TIN shouldusehis PAN asthe
singleidentity number andgetcomprehense

statementsabouthis own interactionwith the
tax system.

This recommendationdowetails well with a
greatercoordinationbetweenthe introduction
of GST at the Centreand the States. If the
policy framework for the GSTof theCentreand
thatof the StateVAT aretightly integratedthen
it will bepossibleo exhibit asingleinterfaceto
the firms of India, andtherebyreducecoss of
compliance.

This integraion of databasesnd unification
of keys servesto set the stage for the
transformationof enforement, as discussed
next.



5.7.3 Risk basedassessment

Tax administrationin India is increasingly
moving towards a systemthat relies upon
self-assessmenf returns,andonly selectve
scrutiry of theseby theauthorities While the
meritsof sucha systemarewell understood,
thereis obviously a concurrentrise in the
risks of revenueleakage.lt is thusnecessary
to develop non-intrusve, IT-basedsystems
that canhelp in identifying non-compliance
by screenindarge databases.

Thereis undoubtedlya needfor risk-based
assessmefior bothindividualsandfor firms.

The Conmittee recommendghat the first

priority should be given to building risk-

based assessmesystemsoveringfirms, for

threereasons:

1. The numberof entities dealt with is smaller
Roughly 100,000 firms would account for
almostall GST andcorporatancometax. This
is hencean easiersituationwherenew systems
canbe developedandproven,ascomparedvith
dealingwith millions of individual taxpayers.

2. In the caseof firms, thereare clear opportuni-
ties to bring in powerful public-domainfirm-
level databaseswhich augmentinformation
availablewith the taxauthorites,andthusen-
gage in sophisticatednformation processing.
Comparablaelatabaseaboutindividualsdo not
exist.

3. The poor buoyang/ of excise collectionsis a
glaring lacunain Indian public finance,which
needsto be urgently addressed. In contrast,
personalincometax buoyang/ hasbeenfairly
strong,andthereis not a comparableurgeny
of seekingto rapidly improve the buoyangy.

We hencefocuson the problemof risk-based
assessmenf firms, and thus primarily on
customs,excise andcorporateincome tax.
Broadly, there are three major components
of developing sysems that can help the
governmentin containingtherisk of revenue

leakswhenit comeso firms:

1. First, is the needto build a comprehensie
databaseof the huge amountsof information
thataboutthefirms of India.

2. Thesedatabaseshouldbe subjectedo statisti-
cal analysisto develop the predictve systems
that can identify the characteristicsof firms
wheretax revenuesareunusuallysmall. When
facedwith a suficiently strong range of in-
formation aboutthe firm, non-compliancen-
natelyintroducesnconsistenciesvhich canbe
detected.

The developmentof thesepredicive systems
would exploit tools in machinelearning and
econometrics,combining data analysis and
domainknowledge.

3. Finally, we need an efficient technological
mechanisnto deliver this informationandthis
‘expertise’, embeddedn a IT systen, across
the entire spectrumof the taxadministration
system.

The Committee proposesthe creation of

a systemnamedRisk Intelligence Network
(RIN) which would performthesefunctions.
This is the logical next milestonefor tax

administration in the country after the
successof TIN. RIN would harnessthe
databasesvhich are being createdby TIN,

it would closely interoperatewith TIN, and
would give aquantumeapin tax compliance
in thecountry It isimportantto notethatTIN

andRIN shouldbe integratedsystemswhich

work for bothCBECandCBDT.

5.7.4 Risk intelligencenetwork (RIN)

Intuitively, theideaof RIN worksasfollows.
For every firm, we would have accesdour
kinds of information: Corporateincometax
transactionsand filings, GST transactions
andfilings, Customdransactionsndfilings,
andpublic domaindatabasesboutthe firm.



The first threeelementsof this would come

aboutwhenTIN is fully implementedacross
corporateincome tax, excise andcustoms.
The last databaseconsistsof a great deal

of information is being releasedby firms

into the public domain, to shareholders,
regulators,etc., which needsto be obtained
andintegratedinto RIN.

RIN would examineinformation about eat
firm, in thesefour databasesand look for
inconsistencies. For example, considera
firm which importsrubber makestyres, but
encagesin illegal removal of tyres from
the factory in order to evade excise, and
in order to cheatshareholders. This firm
would look unusualWwhenanalysingthe four
databasesas follows. It would seemto be
buying a lot of raw materials(as shavn in
the annualreportshavn to the shareholders,
andasshavn in the paymentof customson
imported rubber). However, as compared
with otherfirms in the industry it would be
generatingunusuallysmall profits, unusually
small GST payments,and unusually small
corporateéncometax paymentslf the extent
of thesedeviations from normal patternsis
statisticallysignificant,thenthis firm would
be pickedup byRIN for scrutiry.

It is important to emphasisethat such
opportunities for detecting inconsistencies
canonly comeaboutif thereis anintegration
betweerinformationof CBDT andCBEC.A
fragmentechpproactho the firm - whererisk
assessmerns doneseparatelyy incometax
asopposedo customs would not catchthe
mostimportantinconsistencieghrovn up by
tax evaders. Hence,it is recommendedhat
bothTIN andRIN shouldbe sharedacilities
usedby bothCBDT andCBEC.

Thedatabase

There is a need for one single fully

integrateddatabaseontaininga broadgamut
of public-domain informationcovering all

firms operating in India. Seweral arms
of the gowernment, including regulators,
are collecting information from firms or

requiring disclosureby firms. Information

Is being disclosedby firms to shareholders,
to regulators, andto financial markets. The

form, content, periodicity, etc differ vastly

from oneageng to another Reduindang is

rampaniand,coordinationof the databasets

noneistent.

All thesedatabasesieedto be normalised
and integrated into one. Normalisation
Is the processof recastingthe values so
as to maximise interyear and inter-firm
comparability of the data. Integration is
the processof building efficient links across
differenttypesof data. This would involve
a massve ‘relational databasenanagement
system'to househedatabaseandaspecially
developedsetof toolsto accesghis database
andmove onto constructiommndoperationof
expert systems.

There are tremendouggains in the concept
of a single integrated and normalised
databasethat holds all the information on

all companiesin one place. With such

a database,a great deal of information

that is presently being produced for the

purposeof meetingheneedsf shareholders,
regulators,registrars,media,etc canbecome
immediately available to tax authorities
without needingto devise nenv and costly

waysfor obtaininginformation.



Expertsystemdor risk-basedassessment

The TIN databaseand the RIN database
would provide a rich repositoryof informa-
tion — including financial performanceand
returnsfiled with the various taxauthorities.
This information would be easily accessi-
ble, and conveniently deliveredusing a web
browserto the desktopof authorisedstaf in
the taxadministration.

The integrated and normalised database
would form an excellent‘mine’ of informa-
tion from which, inferencescan be dravn
by usingsophisticateanalyticaltools. Such
a databasevould containhistoricalobsena-
tions of individual firms that could be sliced
by size, industry and othercharacteristics.
Suchclassificationsvould be usedin devel-
opingset-specifi¢suchasindustry size,etc.)
modelsto predict the identity of firms that
merit closerexaminationby the taxauthori-
ties.

These econometric models would help
the governmentin undertakingrisk based
assessments. The models would produce
results based on historical and structural
patterns.It would identify the outliersto the
largerconformingsetof firms.

The model parametersneed to be re-
estimatedregularly, so asto incorporatethe
latestinformationavailablein thedatabase.

All alertsthrown up bythe modelswould be
trackedtill theirfinal disposition.Somealerts
would be correct, but somealertswould be
inevitably mistalen. This informationwould
be fed backinto refining the models onan
ongoingbasis. This refinementof modelsis
assistedf thereis anincidenceof both Type
1 and Type 2 errors? Hence, alerts from

46A Type 1 erroris onewherea taxpayeris honest,

modelswould be augmentedyy a smallflow
of purely randomcaseschosenfor scrutiry,
in order to createan ongoing MIS on the
incidenceof Type 2 errors,andto feedthis
informationbackinto refinemenbf models.

Delivery andtraining

Sophisticatedechnologyneeddo bebrought
to bear on the efficient delivery of all the
information containedin the databaseand
the model to the entire tax administration
staf. This is bestdone by ensuringthat
the databaseis available on a continuous
basis, using Internettechnology to the tax
authorities.

An officer should be able to go to a web
browser enterthe PAN of afirm, andretrieve
a rangeof well organisedinformation. He
shouldbe able to look at a firm over time.
He should be able to comparea firm with

its peers— similar sized firms in the same
industry He should be able to notice that
while thereare 50 firms of a similar sizein

the cementindustry this firm seemdo showv

anunusuallylow ratio of salesaspercentof

raw materialpurchases.

Delivery of pureinformationshouldblendin
a continuumwith delivery of analyticalmod-
els. This samesoftware systemshould de-
liver accesso modelsthatidentify “outliers”
thatcantriggerrisk-basedassessment.

Theemphasi®n Internettechnologiesvould
avoid alock-into proprietarytechnologyand
inter-operatewell with the IT initiatives of
the taxadministrationsuchas TIN. Access

but is falsely identifiedashaving unusualpattens by
RIN. A Type2 erroris onewherea dishonestaxpayer
appeargo have ‘normal’ patternsof behaiour andis
not pickedup byRIN.



throughthe Internetwould ensurethat there
areno effective geographicaboundariesAll

desktopsin CBDT and CBEC should be
equippedwith this system, which should
becomethe backboneof the future of tax
administration.

Staf of CBDT and CBEC would needex-
tensve and regular training in utilising this
system. It is importantto appreciatethat
the training would be very focusedtowards
using this browserdelivered systemfor ac-
cessingdatabaseandtowardsunderstanding
andusingthe analyticaltools. This training
shouldnot be mixed with generaleducation
on database®r databasemanagemensys-
temsor mining toolsin general.lt is impor-
tant thatthe administrationis impartedtech-
nical training to use the specific databases
andanalyticaltools assuchatrainingwould
deliver maximumreturns.Theabove system,
combininginformationandanalytics,should
be the visible foundationof the training pro-
gram.

5.8 NON-TAX REVENUES

In thereformsscenariothe telecomindustry
would be broughtunderthe GST like ary
other business. In this case, the existing
license fees, which are basedon revenue
sharing, would be abolished. This would
shov up as GST revenues, and non-tax
revenuesvould belower. In 2004-05BE, the
non-taxrevenuesfrom the telecomindustry
amountto Rs.6,044crore.

One area where the exchequer may be
able to derve considerablefresh non-tax
revenuesss in the areaof spectrumreceipts.
The electromagneticspectrumis a scarce
resource. The State performs allocatve

functions for this resource,and can derive
non-taxrevenuefrom this. Oneformatcould
be to auctionten-yearlicensesfor piecesof
theelectromagnetispectrum.

At present,spectrumfeesare at a level of
Rs.650croreto Rs.700crore perannum. In
countriedike theUnitedKingdom,Germary,
Singapore, etc., spectrum auctions have
beenutilised as a market-basednechanism
for maximising the economicefficiency of
utilisation of spectrum. As an example,in
the US, in the period from July 1994 to
February2001,the FederalCommunications
Commission(FCC) conducted33 spectrum
auctions raisingover $40 billion for the US
Treasury Very large auctionproceedswvere
alsoobtainedn Europe.

The Task Force recommendghat the Min-
istry of Financeshouldwork with TRAI in
the creationof a working group to explore
theseissues,and possibly identify mecha-
nismsthroughwhich the spectruncanbe ef-
ficiently auctionedto telecomand computer
industry serviceproviders, so asto augment
non-tax revenuesfor the government. At
the sametime, this approachshould notpre-
clude the use of subsetsf the electromag-
neticspectrunas‘public goods’throughpro-
tocolslike 802.11.

5.9 EXPENDITURE REFORMS

Despiteexpenseduy the centralgovernment
of Rs.477,829 crore in 2004-05 (BE),
and further expensesby state and local
governmentsthe provision of public goods
in the country continuesto lag in terms
of both quality and quantity The ultimate
goalof expenditurereformsliesin refocusing
expenditureon public goods,andimproving



the instrumentalities used to translate a
resourceoutflow into publicgoodsoutcomes
On June 24, 2004, the Prime Minister’s
addresgo the nation eloquentlyset out the
ultimategoalsof expenditurereform:

However, I am convinced that the
government, at every level, is today
not adequately equipped and attuned
to deal with this challenge and meet
the aspirations of the people. To
be able to do so, we require the
reform of government and of public
institutions...

“We will pursue economic reform
and widen the space for individual
Initiative and enterprise, but even as we
do so, we cannot forsake the obligation
of running a government that works,
and works for the people. The
reform of administration and of public
Institutions to improve efficiency and
the quality of delivery services will be
our immediate priority.

“No objective in this development
agenda can be met if we do not
reform the instrument in our hand
with which we have to work, namely
the government and public institutions.
Clearly, this will be my main concern
and challenge in the days to come.”

The total expenditurein 2004-05 (BE) of
Rs.477,82%roreis comprisedf Rs.385,493
crore and Rs.92,335crore of capital ex-
penditure.  Usingthe second classifica-
tion, it canalsobe expressedas Rs.145,590
crore of ‘plan expenditure’and the residual
Rs.332,23%roreof ‘non-planexpenditure’.

Non-planexpenditureincludesrelatively less
flexible expenditureon items like interest,
subsidies, defence, salaries, pension etc.
It is thus inherently more difficult to
obtainexpenditurecompressioron non-plan
expenditure.The exceptionto thisis interest

paymentswhicharelik ely to declinethrough
a combination of (a) Declining average
interestcostand(b) Fiscalconsolidation.

Thisreporthasarguedthatthe centralfeature
of India’s fiscal consolidationshouldbe an
improvementof the tax-GDPratio. At the
sametime, there is considerableconcern
about the quality of public expenditurein
India.

The public’s willingnessto pay taxes, and
to fully bearuserchages is shapedby the
quality of public goods and infrastructural
serviceswhich are delivered to the public.

This behaioural link implies that there is

a link betweenimproving the effectiveness
of expenditureandimproving tax collections
anduserchages.

If theproductionof publicgoodsis improved,
this would have a powerful and positve
impact on GDP growth. In recentyears,
improvementsin telecom, roads andports
have generateda manifestly visible impact
upon productvity of individuals and firms.
Similarly, improvements in other public
goods, ranging acrossthe justice system,
property records, public health, primary
education,etc. would all have a positive
impacton India’s GDP growth. This would
improve India’s debt dynamics and help
addresghefiscal problem.

The broad stratgyy for expenditurereforms
may be summarisedas comprisingof four
elements:

I. Public goodsversussubsidies A greaterportion
of expenditureneeddo be deotedto legitimate
public goods, as opposedto transfers and
subsidies. The plan veraus non-planor the
capitalversusrevenueclassificationsmeedto be
re-examinedin thislight.

II. Central versuslocal public goods In the spirit
of the 74th amendment,resourcesthat are



used for the production of local public
goods,suchaswater sanitation,and primary
educationshouldbe transferredo Panchayati
Raj institutions, who have betterincentiveto
spendeffectively, and have better knowledg
aboutlocal preferencesjocal problems,and
alternatve productiontechnologies.

lll. Focuson public goodsoutcomes The public
finance system in India has traditionally
focusedon expenditue. Thereis a needfor a
greaterfocuson public goodsoutcomes

IV. Impr ovementsin institutional mechanisms
The provision of public goods can often be
achiered more effectively through the use
of the private sectorin production. The role
of public-private partnershipsneeds to be
extendednto a broaderangeof public goods.

5.9.1 Public goodsversussubsidies

The currentpracticeof cateorizing expen-
diture as Planand Non-Planhasoutlived its

utility and needsto be reviewed. The plan

versusnon-plandistinction ignoresthe de-

marcatiorbetweercapitalexpenditureversus
currentexpenditure. More importantly it is

silenton the distinctionbetweerexpenditure
programswhich producepublic goodsversus
thosewhich do not*’

Internationally the normal practice is to
distinguish between capital and current
expenditure.In addition,someOECDreports
useathree-vay classification:

1. Defence,

2. Subsidies,

4’Publicgoodsaredefinedasthosewhich are‘non-
rival’ and‘'non-excludable’.Non-rivaldenoteshefact
that one persons consumptiondoes not reducethe
guantity available to others. Non-ecludabledenotes
the fact that it is not possble to prevent ary citizen
of the countryfrom enjoying the consunption of the
public good. Law andorderis anexampleof a public
good.

3. Publicgoods.

Thereis a needto improve the classification
of expenditurein two directions:

1. The breakdevn by capital versus current
expenditureneedsto be closely reviewed, so
asto remove existing mistalesin classification,
and

2. An extensive effort is required, in close
consultatiorwith the PlanningCommissiono
move avay from the ‘plan versusnon-plan’
classification,and shift insteadto a ‘subsidies
versuspublic goods’classification.

Thereis a considerableconsensughat the
existing food andfertiliser subsidyprograms
areineffective atreachinghepoor. Thefood,
fertilizer andpetroleumsubsidiesmay hence
be reviewedin orderto obtainmoreefficient
and cost effective administration, which
deliver a bigger fraction of the budgetary
costto the poor Major improvementsn the
functioningof the Food Corporationof India
(FCI) to control inefficiencies will reduce
the food subsidy which was aslarge as
Rs.25,20&rorein 2003-04(RE).

The subsidyon LPG / Kerosene(Rs.6292
crores in RE 2003-04) was scheduledto

have beenreducedby one-third eachyear
beginning 2003-04. As such, no subsidyis

plannedfor LPG/SKO from 2005-06* This

is expectedto leadto reducedexpenditureto

the extentof the existing outgoonthe LPG/

SKO subsidy

5.9.2 Central versuslocal public goods

Somepublic goods like financialregulation,
national defence, or monetary policy are
effectively produced at the Centre. In

48This does nat take into account the under
recoveriesby the Oil CPSUs’ ,which arein theregion
of Rs.900Ccrores.



contrast, mary public goods are local in
nature. Examplesof theseinclude health,
primary education,water and sevage, and
localroads.Weaknessei all theseareasare
importantproblemswhich are holding back
GDPgrowth.

The 74thamenanentto the constitutionwas
motivated by this aspect. The spirit of

this amendmentconsistsof devolution of

resourcesfor the productionof local pub-

lic goodsdown to local government. This
procedurewould require a considerablere-

engineering of expenditure, as compared
with the presentframeawvork of centrallycon-

trolled expendituresunder Centrally Spon-
soredSchemegCSS).

Local governmentsare better equippedto

produce local public goods for several

reasons. Local governmentscan be better
attuned to local tastes and prefeences

Local governmentscan better respondto

local problems,andallocateresourceso the

most important issues, such as the water
problemin Chennai.Local governmentsan

make betterdecisionsaboutthetechnologies
and cotractualstructureswvhich candeliver

soundoutcomes. Local governmentshave

moredirectaccountabilityto local votersfor

local performance.

Theseargumentssuggestthat expenditures
on public goods needto be reviewed, dis-

tinguishing central public goods from lo-

cal public goods. Betterinstitutional frame-
works needto be createdto foster gover

nancecapacityin local government,to de-
liver resourcesisedfor producinglocal pub-
lic goodsto local governmentswith appro-
priate checks and balancesto give incen-
tives for reform, and to improve the effi-

cieng/ with which governmentexpenditures
turninto public goodsoutcomes.

These issues can be addressedas part
of the proposed Administratie Reforms
Commission.

5.9.3 Focuson public goodsoutcomes

A centralthemein expenditurereformsis to
shift focus from expendituresto outcomes.
The numberof children vaccinatedis more
important than the moneg/ spent on a
vaccinationprogram.

One key part of this will be about the
role of the CAG. It is possibleto ervision
a framewvork where the documentationof
each schemeof the Governmentof India
specifically definesthe expected outcomes
in numericalterms. It may be possiblefor
the CAG to then go beyond the existing
functions,which arefocusedon expenditure,
anddo a performanceaudit, which teststhe
extentto which a schemeactually delivered
onthepromisedgoalsin termsof outcomes

The statistical system,and the information
disseminatiorirom governmentepartments,
would needto correspondinglyimprove the
information releasedon public goods out-
comes,and on the impact of eachscheme.
This would improve the quality of public
analysisanddebateaboutthe effectivenessf
various alternatve mechanismsgor improv-
ing the provision of public goods.

5.9.4 Achieving better public goodsout-
comes

Consolidation of centrally sponsoed schemes
Through a zero-based budgeting exercise
conductedby the Planning Commission, the
number of Centrally Sponsored Schemes
(CsS)was broughtdown from 316 in the 9th
Planto 188 in the 10th Plan. The numberof



Central Sector schemeswas brought down
from 2247 to 922. At the sametime, the
numberof schemesemainsvery largeandnewn
schemesre continuallybeinginitiated. There
are23 CSSand417 CS schemesvhich have a
10th Plarallocationof below Rs.20crore.

This proliferation of schemeshas inhibited
the effectivenessof producing public goods.
A full re-examinationof every schemeneeds
to be undertaken, seekingto (a) Consolidate
schemesnto operationallymanageablaunits,
(b) Refocis expendituresupon the provision
of public goods, and (c) Seek innovative
productionmechanismghroughwhich public
expenditurescan deliver the maximum value
for mong in termsof public goodsprovided
perunit expenditure.

Reform-link ed transfers One of the most powver
ful instruments for achieving better expendi-
turemanagemeris reform-linkedfunds. There
is a needto shift resourcedrom the existing
centrally-drvenspendingorograms taa frame-
work wheretransfes are madeto Panchayati
Raj institutions, cortingent on soundreforms
initiatives emeging from the lower levels of
government.Seweral efforts of this naturehave
commencedncludeingthe FiscalReformsFa-
cility, the APDRR theCity Challengé~undand
the URIF.

A new fiscal framevork needsto be evolved
which carriesthese ideadurther This will

innately require shifting resourcesaway from
the centrallydriven CSSframevork, andclose
down mechanismsthrough which resource
flows take place without sound institutional
arrangementat the subnationagjovernment.

5.9.5 Incrementalimpr ovementsin insti-
tutional mechanisms

In a framewnvork wheredataon expenditues
for the production of public goods is
available, and where data on public goods
outcomess available,it will becomepossible
to focuson questionsf efficiency

Expenditurereforms also aim at ensuring
‘value for mong/’ by making each rupee
spentgo farther throughimproved produc-
tivity andquality of expenditure.At present,
projectsare often besetwith time and cost
overruns, and programmeimplementation
and delivery systemsare also not very ef-

ficient. Servicedelivery and asset/ man-
power utilisationis poor. Financialmanage-
mentsystems, especiallyy schemesmple-

mentedthroughthe StateGovernmentsare

largely neglected,andfrequentlynot capable
of keepingtrack of the funds and ensuring
their proper/ timely utilisation. Monitoring

andaccountabilityis alsooftenlacking.

Ensuring‘value for mong/’ requireseffec-

tive organisational programme projectim-

plementationand delivery systems,which

areintrinsic elementsof the Administrative

Reforms process. The implementationof

powerty alleviation and rural development
schemedy Panchayatsequiresstrongfinan-
cial systems.

There is a needto move gradually from
‘itemised’ control of expenditureto ‘bud-
getary’ control of expenditure,with sophis-
ticated exchequercontrol mechanismsand
effective implementatior/ delivery systems.
Thiswill requiredetailedandcarefulbudget-
ing at the beginning of the year; significant
delegationto administratve Ministriesto op-
eratewithin theapproedbudgetswell regu-
latedcashflow; strongfinancialmanagement
systemsat all levels; and organisationalre-
structuring/ processe-engineeringo ensure
‘valuefor money’.

A shift to ‘budgetary’ control of expendi-
ture would also require appropriatecapac-
ity building and institutional arrangements
within the administratve Ministries, for im-
proved delivery and better realisation of



‘valuefor mone/’. Increasinglymore finan-
cial powers may be delggatedto individual
administratve Ministries, including to JSs/

Secretariespn demonstratingffective inter-

nalinstitutionalisedarrangements exercise
thesepowersprudentlyandjudiciously.

While gowernmentgenerally has a role to

play in the provision of public goods,there
may often be waysthroughwhich efficiency

can be improved by shifting away from

governmentproductionof publicgoods.The

idea of public-private partnershipsasbeen
usedwith considerablsuccess someareas
- primarily in infrastructure. Thereis a

role for extendingthis ideainto mary other
aspect®f the productionof public goods.

In terms of improved managementof
public finances,there are opportunitiesfor
engineeringimprovementsin the financing
patternsof governmentdebt.

1. One element of this is a more extensve
effort to buy backilliquid governmentbonds,
and replacethem by more liquid government
bonds. Such an effort can sase mong/ to
the extent of the ‘liquidity premium’ that is
embeddedn the pricesof illiquid bonds. In
addition, it can foster bond market liquidity,
by fueling the growth in market size of the
more liquid products. One transaction of
this naure has beenundertalen in the past.
The cross-sectionaldistribution of liquidity
amongsgowernmentondsshaws thatroughly
100 of the bond issues arehighly illiquid,
which suggeststhat one or more profitable
transaction®f this naturecould be undertalen
in thefuture.

2. Another element of a reforms framework
consistsof substtuting loans to stateswith
market borronvings. Instead of the central
government,giving loansto states,statescan
be allowed to enterthe market for borraving
an equialent amountdirectly.  This would
reducecentralgovernmentcapital expenditure
and fiscal deficit, while reducingthe cost of

borraving for the states.

. An areawhich needsclose attentionis the

salarycomponenbf Gavernmentexpenditure.
The financesof the Central government as
well as Stategovernmentsare still undegoing
the deleerious effects of the 5th Central Pay
Commission. A corsiderablescopeto control
wageexpenditureremains,using: outsourcing
of non-core functions, extensive use of IT,

VRS, multi-skilling, retraining and gradual
changein the compositionof recruitment. A

detailedaction plan needsto be dravn up in

orderto addresshis goal.



