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I. INTRODUCTION

This thesis attempts to fulfill three main taskss
(a) analysis of the fundamental problems of fiscal policy
in underdeveloped countries; (b) delineatiou of the basie
structure of public finance (with emphasis on tax struc-
ture) which is most appropriate for a country like India;
and (c) evaluation of the basic features of the Indian tax

system and fiscal policies, against the background of planned

economic development.
The thesis is divided into five parts., The first part

Introduces the subject snd discusses in broad outline some
of the basic problems of economic development in a country
like India, with special emphasis on capital formation,
This latter problem is isolated and trested as the main key
to economic development. The second part discusses the
proper role of fiscal policy in an underdeveloped but de-
veloping economy. The third part contains a discussion of
the most appropriate structure of public finence for such an
economy. In the fourth part a critical evaluation of the
Indian fiscal system is attempted. Only the basic features
of the system and certain current fiscal policies are selec-
ted for trestment. The final part gives a summary of con-
clusions and some specific recommendations.

The greater part of the discussion is carried on
with special reference to India; much of it, however, will
apply with greater or less force to most other countries of

Southern Asis., It is evidently not possible, within the



limits of a thesis, to deal with all the problems of fiscal
policy in underdeveloped economies. As indicated in the
title, some of the problems that are particularly important,
especially those connected with taxation, are selected for
intensive treatment.

The fiscesl policy appropriate for a country will de-
pend, apart from many other factors, on the stage of its de-
velopment and on the social goals currently accepted. There-
fore, the policies outlined in this thesis are those that
are called for in the light of the current situstion in coun-
tries that are now meking desperate attempts at development.
Conceivably, the presently underdeveloped covntries will,
sooner or later, reach a higher stage in their economic evo-
lution. It may then be no longer considered vitally import-
ant to sccelerate the rate of economic growth. In such an
altered situation, all economic policies, including fiscal
policy, will need to be re-oriented. The phase of develop-
ment taken as background for policy, for purposes of this
thesis, is the period of transition from the current state

of underdevelopment to the state of self-sustaining economie

growth,

A. Nature and Importance of the Subject
1. Evolution of Fiscal Theory and Policy

No other branch of economics perhaps has undergone
such revolutionary developments in recent years as fiscal

theory and policy. Here, &s in most other fields, all the



recent innovations and developments have been with reference
to advanced economies. No systematic and integrated theory

of fiscsl policy appropriate for an underdeveloped but devel-
oping economy has yet been formulasted, This is not to say
that the problems of fiscal policy in underdeveloped eccnomies
have not been receiving any attention., Indeed in very recent
years many individuals and sgencies have been studying these
problems both at the theoretical and at the administrative
levels, 1In particular, the United Nations has been very
active in this field. The Fiscsl Division of the Department
of Economic Affairs has undertsken both country-by-country
and subject matter studies. The Technical Assistance Adminis-
tration and some of the specialized agencies also have con-
ducted many technical assistance field missions dealing with
public finance problems per se or as part of broader economic
surveys, In addition, some studies have been conducted under
bilateral auspices, Thus the United States has sent fiscal
missions to a number of countries.l As a result of all this
work, knowledge and understanding of the fiscal practices

and problems of underdeveloped countries have significantly

Increased since the end of World War II.

1For a 1ist of reports of technical assistence mis-
sions to underdeveloped countries in the field of publiec
finance see United Nations Technicsl Assistence Administra-
tion, Taxes and Fiscal P z in Under-Developed Countries,
New York, 195%, pp. Lll- ll .
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Nevertheless, it cannot be sald that much sdvance has
been made at the theoretical level. In the absence of an in-
tegrated theory of public finance suited to underdeveloped
countries, it becomes very difficult to evaluste existing
tax systems or to suggest modifications thereof. It seems
opportune to bring together some important thinking done on
the subject and mske an attempt to evolve a theory of fiscal
policy appropriste for underdeveloped economies.

0f course, even in a&vanced economies the concept of
fiscal policy and the theory of the relatiocn of fiscal poliey
to the working of the nationszl economy are of fairly recent
origin. Only thirty years agc, fiscal policy--"a policy
under which the government uses its expenditure snd revenue
programs to produce desirable effects and avold undesirable
effects on the national income, production, and employment"l--
was practically unknown. Under the impact of depression and
war, however, the theory of fiscal policy has made great
strides in the last three decsdes. In this development Eeynes's

The General Theory of Employment Interest snd Money has

played an important rert. The older objectives of minimum
interference and avoidance of deficits have given place to

the objective of promoting stability. In the immediate post-
Keynesian period the emphasls was on short-run stability,

More recently, however, there seems to have taken place a

shift in favor of long-run stability. This shift is in accord
with recent theoretical developments initisted by Harrod and

lirthur Smithies, "Federal Budgeting and Fiscal Policy,"

in A Survey of Contemporary Economies, The Blakiston Co.
PhiTadelphfa, 1550, po 174 — - | ’



Domar.l Broadly spesking, 1t can be said that today the pri-
mary objective of fiscal policy in advanced economies 1s
conceived to be one of promoting conditions of stable growth.

In the Asian colonies of European powers, public fin-
ances originally were conducted on more or less the same
basis as in the "metropolitan" areas. At any rate this was
true of India. Apart from the use of the tariff from 1924
onwards to give protection to certain menufactures, there
was no conscious attempt to influence the economy through
fiscal action. (E? India, until recently, fiscal policy
meant tariff policy. This explains why Mr, B. P. Adarkar,
a noted Indian economist,gave the title Indisn Fiscsl Policy
to his book dealing solely with Indlan tariff policy. The
efforts of the Nationalists were directed mainly towards
winning protection for domestic manufactures against British
imports. It must be pointed out, however, that from the
early years of the twentieth century a considerable volume
of public expenditure was undertaken for purposes of invest-
ment. Nationslist financiers like Gokhale encouraged and
demanded many desirable forms of public expenditure, India
thus has a tradition of public investment in such economic
overheads as highways and railroads.

when the whole basis of public finance was revolu-
tionized in western countries, some economlsts in underde-

veloped countries, including India, began to recommend the

Isee below, Part II, Section C, p. 6%



application of Keynesian techniques and prescriptions to
their own countries. That such recommendations are unrealistie,
and are even fraught with danger, is now cleasrly realized by
most writers in the field. The policies recommended by
Reynes are based on the application of his "general™ theory
to a particular set of conditions, The conditions in most
of the underdeveloped countries differ vastly from those
postulated by Keynes. A realistic and sound fiscal policy
can be laid down only in relation to the economic conditions
that exist in a country and the objectives that are to be
achieved. Its formulation for the country concerned must
take into account the stage of economic development of the
country, the degree of elasticity of response of the system
to economic stimuli, and the state of the economy at any
given time,

It could be argued that, in s sense, the objectives
of fiscal policy are more or less the same in developed and
underdeveloped countries. One writer,l for instance, has
expressed the opinion that the economic objectives of tax and
budgetary policy in underdeveloped countries sre to promote
investment, to maintein stability, and to reduce extreme in-
equalities in wealth and income. These oblectives, according
to him, "are not besicaelly different from the economic goals
of allocative efficiency, economic growth, stability, and
optimum income distribution which guide fiscal policy in

lyaiter Heller, "Fiscal Policies for Under-Developed

Economies,™” in Taxes and Fiscal Policy in Under-Developed
Countries, p. 1.
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advanced countries on a free enterprise basis."l Such state-
ments are quite misleading and serve no useful purpose since
the tasks to be performed in developed and underdeveloped
countrlies are essentially different. rL; Mr. Heller himself
polnts cut,2 the apparent similarity in goals should not lead
us to overlook the vast differences in economic conditions,
in the legal and political environment within which fiscal
poliey has to be formulated, send in administrative capabili-
ties. OSuch differences may require, first, that different
policies be pursued even if the ultimate objectives are the
same. Second, the ordering of priorities among the objectives
may have to be significantly different. Broadly speaking,
it may be sald that whereas the maintenance of stability will
be assigned first priority in an advanced economy like the
United States, caplitsl sccumulation would have to be assigned
first priority imn an underdeveloped economy like India. This
statement has to be amplified and qualified to some extent,
and this 1s done in later sections. Meanwhile, we proceed
under the assumption that fiscal policy has a wvital role to
play in underdeveloped countries but that the role is very
different from the role envisaged for developed countries,
2. The Importance of Public Finance in Underdeveloped Countries
The great importance of fiscal poliey in underdeveloped
countries arises from the.fact that there the state, under
democratic auspices, is called upon to play an active and

important role in promoting economic development. For various

11pbia.

“Inid




reasons, especially the low ratio of savings to national income,
the governments of all underdeveloped countries virtually

have been forced to play this role. In crder to do this
effectively they have to interfere in the economic life of

the country, control and regulate economic activities, and
compel or induce people to behave in different ways. Now

the more democratic a society is the greater is the dislike
for direct (physical) control and regulation by the state.

For example, taxation of liquor is preferred to import quotas
and tax concessions to induce entrepreneurs to expand pro-
duction are preferred to direct orders to produce more. &
democratic state like India, therefore, has to rely on in-
direct methods of regulation and over-all controls like fiscal
and monetary policies. It is indeed desirable that this
should be so, for increasing direct controls have proved to

be extremely inefficient and may gradually pave the way to
authoritarianism. "A democratic system of planning eschews
direct commandeering of resources and it operates mainly
through the price system."1 !}urther, apart from the undesir-
ability of direct physical controls by the state, it must be
noted that as long as the government is working under the
existing constituticn, there sre very definite limitations

to what it can do by way of direct controls. It cannot com-
meéndeer resources; it cannot force people to work. Presumably,
in the more suthoritarian countries, such as China, the govern-

ment can do this and more. However, even in Communist countries

lGovernment of India, Planning Commission, Second
Five Year Plan, New Delbi, 1956, p. 35.



taxation has been used in a big way to "regulate™ consump-
tion. It thus will be seen that in a democratic country
fiscal policy is the most powerful and the least undesirable
weapon of control which the state can employ to promote eco-
nomic development,

There is another reason why public finance assumes
importance in underdeveloped countries, As stated above,
capital accumulation is the key problem vhich these countries
are called upon to tackle. They have to achieve a higher
ratio of savings to national income than exists at present.
Early capitalism and modern communism were able to achieve
this high ratio by keeping down the level of living of the
people--in the one case by low wages snd great inequality of
incomes, and in the other case by a dictatorial restriction
of resources allocated for the production of consumer goods,
Neither of these methods is open to the underdeveloped coun-
tries which have chosen the democratic way. The temper of
the times simply will not tolérate very great inequality of
incomes and of wealth which may be considered necessary if
we are to rely on private investment alone. There is a clamor
especially for higher and higher wages. It is difficult to
resist this clamor so long as the rich aré allowed to indulge
in conspicuous consumption. The only way out of the dilemma
seems to be to have recourse to public investment to a sig-
nificant extent, side by side with private investment. Tax-
ation could be used to insure collective savings and at the
same time promote private investment, By this means the

sacrifices involved in capital formation can be distributed
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more equitably and the poorer sections may be assured that

all classes are making sacrifices in potential consumption.
Taxation, 1f well-conceived, also is the best means of raising
the incremental saving ratio, which is one of the crucial
determinants of growth, It is probably on these grounds that
Professor Ragnar Nurkse says: "I believe that public finance
assumes a new significance in the face of the problem of
capital formation in underdeveloped countries,"l Indeed, -
in many countries autonomous savings are so low that whether
or not rapid development can take place will depend on whether
the state is willing and able to promote private savings and/or
insure collective savings through taxation.

; // In a country like India with a quasi-planned economy,
there is yet enother factor which makes fiscal policy import-
ant. India is now in the third year of her Second Five-Year
Plan, 1956-1961., The first plan was scarcely more than a
program of governmental expenditure and & summary of the
country's needs and resources. By contrast, the second plan
1s more of a "plan" and an attempt was made to formulate it
in real terms, at least as far as the brosd economic magni-
tudes and the strategic factors in the economy were concerned,
Such a physieal plan must be matched by a financial plan,

As the Planning Commission of India puts it:
There has to be, in other words, certaln balances
In the plan in terms of resl resources. A plan

unfolds itself In first upsetting an existing
balance and then establishing a new one at a

1Ragnar Nurkse, Problems of Capital Formation in
%%Q%EQEIELEQ&Q Countries, Oxford University Press, New York,
23y p. 143,
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higher level., ...It must be emphasized that
the balance to be achieved iu the plan has

to be both in real and financial terms.,

Money incomes are generated in the process of
production, &nd supplies are utilised in response
to money demends. It is important. therefore,
to operate upon snd modify money income flows
so as to maintain a balance between the supply
of consumer goods and the purchasing power
avallable for being spent on them, between
savings and 1nvestmeTt and between receipts

and payments abroad.
The implementation of the financiel plan and the achieve-

ment of balances in money terms obviously will have to rely
largely on fiscal aend monetary measures, Indeed if certain
fisecsl messures required by s physicsl plan are politically
impossible or economically unattainsble, then the physical
plan itself will have to be modified. Thus, as an adjunct
to a pnysical plan and as a substitute for it in spheres
where no such planning is adopted, fiscal policy has an im-

portant role to play in the developmental programs of under-

developed countries.

B. The Cheracteristics of Underdevelopment

1. Some Salient Characteristics of an Underdeveloped Economy

It may seem somewhat arbitrary to classify national
economies into "developed" and "underdeveloped" and treat
them as two more or less homogeneous groups because individual
countries in each group have their own peculiar character-
1stiecs. FNevertheless, the so-called underdeveloped countries
differ in some significant respects from the economically

advanced countries and these differences are of importance

lsecond Five Year Plan, pp. 15 and 16,
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for policy formulations. We may therefore describe briefly
some of the salient characteristics of underdeveloped econo-
mies and contrast them with the distinguishing character-

istics of developed economies,

a., Definition of an Underdeveloped Economy. It is

difficult to define an underdeveloped economy. In current
discussions, all poor countries are classified as underde-
veloped. An underdeveloped economy has been defined by some
United Nations experts as one in which "on the whole, produc-
tion is carried on with a relatively small amount of real
capital per head and with relatively backward techniques in
the broadest sense of the word."l A somewhat more satis-
factory definition for our purposes would be the one given
by E. M. Bernstein:

The best test of an underdeveloped country is

its level of real income and the rate at which

per capita real income is increasing. In short,

an underdeveloped country is one in which out-

put per capita is relatively low and in which

productive efficlency is increasing very slowly,

if at all.2
Thus an underdeveloped economy is poor and it finds it very
difficult to get rid of its poverty. Behind the use of the
tern "underdeveloped" is also the implication that the country

concerned has certain potentialities for development,

lonited Nations, Methods of Financing Development in
Underdeveloped Countries, New York, 1949, p. 90.

€E. M. Bernstein, "Financing Economic Growth in Under-
developed Economies," in Savings in the Modern Economy, ed.,
Walter W, Heller, the University of Minnesota Press, Minneapolis,

1953’ pP. 267-
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As pointed out eerlier, there are great differences
among the underdeveloped countries themselves, Some are
richly endowed with natural resources, others are deficlent
in many respects; some sre almost wholly agricultural, others
have an industrial structure of some sort; some possess very
advanced civilizations, others are stfll in the tribal state;
and so on, From the economic point of view, however, under-
developed countries can be divided brosdly into two groups.
To the first category belong those countries which are over-
populated and consequently have a considerable amount of sur-
plus laber subsisting on land; to the second belong those
which are not over-populsted and therefore do not experience
an acute pressure of population on land. The problems of the
two groups of countries esre, in some respects, different,

In this thesis we sre concerned mainly with the first cate-

gory of countries, to which Indiz herseélf belongs,

b, Income and Investment Levels.' As is well known,
most of the underdeveloped countries have deplorably low in-
comes. A United Natloms study of national income per capita
in United States dollars for seventy countries, for 1949,
clearly brings this out.l It is seen that 25 countries, to-
gether accounting for half of the population of the 70 coun-
tries covered by the survey, had per capita annual incomes
of less than $100 in 19%°, A comparable set of “timates for
1953 has been prepared by the Center of International Studies

10nited Nations, National and Per Ca
Voo ita In
Seventy Countries, 19hQ: New York, 1950, P:_%ET_ sncomes of
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of the Massachusetts Institute of Technology.1 These esti-
mates give clightly higher figures, partly because of rise in
prices and partly because of growth in output. But the general
picture remains more or less the same, It has been pointed
out that the United Nations figures represent grave under-
estimations of the actual per capita income figures of the
underdeveloped countries. They contain msny statistical
errors because of the crudity of the initial income estimates.
The original figures in local currencies themselves are under-
estimates because, for lack of data, part of the output, es-
peclally non-monetary output, gets excluded. The conversions
into dollars inevitably introduces a further downward bias
because the internal value of the local currencies is highes
than is indicated by their dollar values. Nonetheless, the
gereral impression afforded by the figures is substantially
correct, Even if we make allowances for systematic bias in
estimation, the differences between the per capita incomes of
developed and underdeveloped countries are truly staggering.
For instance, Mr. M. F, Milikan has offered an estimate that
the real income of Asian countries (excluding the Middle
East) was probably around $195 in 1950 when allowance is
made for all biases.2 This figure 1s to be compared with
the per capita income of over $1800 for the United States,

lReproduced in Charles P. Kindleberger, Economie
?;velo ment, The McGraw-Hill Book Compeny, Inc., New York,

’p-l.
2Quoted in Charles P. Kindleberger, op. eit., p. 2.
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One consequence of the low level of incomes is the
low rate of savings and investment, Typically, underdeveloped
countries channel less than 10 per cent of their low incomes
into net investment every year., Six or seven per cent seems
to be the average figure for the underdeveloped countries of
Asia. In the ECAFEL region, only Japan with a net capital
formation of 20 to 26 per cent of national income and Burma,
to a lesser extent, have a rate of capital formation suffi-
cient for improving the level of living of the population.2
A small ratic of investment to national income permits of
only a small annual rise in national income. This rise in
income is counterbalanced by the annual increases in popula-
tion. If we assume a merginal capital/output ratio of & : l,3
annual net investment equal to 5 per cent of the national
income will lead to an increase of 1.25 per cent in income
per year. With population increasing at the current Indian
rate of roughly 1.25 per cent per year, therefore, a rate of
investment of 5 per cent of national income would be just
about sufficient to maintain per capita income at the present
level, If the population should increase at the rate of 2

per cent per year, net savings would have to be & per cent

1Economic Commission for Asia and Far East.

2Economic Bulletin for Asia and Far East, Vol. V, Fo. 3,
November_195%, p. 1.

31t is, of course, almost impossible to calculate ex-
actly the over-all marginal capital coefficient for underde-
veloped countries. The Economic Commission for Asia and Far
East inferred a coefficient of 5 to 3 from the calculations
of many statisticians (Economic Bulletin, ECAFE, Vol. III,
No. 2, November 1952, p. 1). The first Indian five-Year Plan
assumed a ratio of 3 : 1, but is said to have realized 1.8
in practice.
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to maintain per capita income; and 12 per cent would be re-
quired to permit a rate of growth in per capita income of 1
per cent yearly. Since this higher level of savings has not.
been realized in underdeveloped countries, their per capita‘
incomes have been fluctuating around a low level from year
to year. In Egypt and India, for example, per capits real
consumption in the post war years was estimated to have been
somewhat lower than in 1938.1 In India, since the inaugura-
tion of the First Five-Year Plan, per capita income has shown
a slight but steady increase, but the improvement is scarcely
perceptible and the rate of savings was only around 7 per
cent in 1955-56,

Such stagnation in respect of per capita incomes
should not leed one to suppose that all these countries are
in a hopeless state of underdevelopment equilibrium. Con-
siderable progress has beenachieved, in some of the countries
at any rate, in the matter of establishing the basic founda-
tions for future advance. In the past 60 or 70 years, new
products have been developed and considerable success has
been achieved in exploiting newly-discovered natural resources,
It 1s true that much of the advance has been concentrated in
the sphere of export and extractive industries, But the
progress already achieved and the modernization already effected
In some sectors of the economy hold out definite hopes for
the future, if only these countries can succeed in raising

their level of investment.

1g, w, Bernstein, op. cit., pp. 267-268,
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c. The Vicious Circle of Poverty. It is suggested

usually thet underdeveloped countries suffer from the vicious
circle of poverty. The viclous circle operates on both the
supply and the demand sides. First low incomes lead to low
levels of savings and investment. The low rate of invest-
ment in turn leads to the perpetuation of low incomes and

the circle 1s completed. This is the vicious circle on the
supply side. Second, the low rate of investment keeps pro-
ductivity and incomes low. Therefore, ths purchasing power
of the people in real terms is low, This leads to a rels-
tively low private marginal productivity of investment, In-
ducement to invest being low, low incomes are perpetuated.
This is the vicious circle on the demand side. To be sure,
the concept of the vicious circle of poverty only partly
explains the perpetuation of low incomes, For instance,
glven the existing skewed distribution of income and property
in underdeveloped countries, the potential rate of savings
cannot be related directly to the level of per capita incomes,
And there is evidence to show that a considerable part of
investment, when unchecked, is directed into unproductive
channels, Low incomes, therefore, are not the only cause of
lovw rates of savings and investment. It is by tackling the

other causes of low investment that we can hope to break out

of the so-called vicious circle.

d. Agriculture and Disguised Unemployment. The un-

derdeveIOped countries of Asis and Africa are predominantly
@gricultural, The great majority of the population, some
7C to 80 per cent, are engaged in agriculture and allied
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occupations, It is to be expected that in low-income countries
a major part of the effort will be devoted to agriculture,
since, at low income levels, the proportion of income spent
on food is very high, Another, and probably more important,
reason is that non-agricultural occupations have not been
growing at a rate commensurate with the increases in popu-
lation, for lack of sufficient investment outside of agricul-
ture. Hence, a growing labor force has had to be absorbed
In agriculture. With the accelerated growth, of population
in the last few decades, the pressure of population on the
avallable land has become very great and has produced serious
consequences., The labor-land ratio being high, agricultural
holdings have become sub-divided into small plots which will
not permit the use of modern mechanical methods of cultiva-
tion. Though land is scarce and is intensively cultivated,
the yleld per acre generally is low in comparison with that
in the advanced countries of western Eumpe.1

Another major characteristic of agriculture in the
underdeveloped countries of Asia--s corollary of the pressure
of population on land--is that a considerable part of the
population now subsisting on land really is surplus to the
needs of agriculture and can be said to be in a state of
disguised unemployment. In technical terms, the marginal
productivity of labor in agriculture is zero, This under-

employment of labor 1s one clear evidence of over population

1Harvey Leibenstein, Economic Backwardness %gg Eco-
nomic Growth, John Wiley & éons, Inc., New York, 1957, 572h8.
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and the abundance of the labor factor in relation to the

other factors of production. Needless to say, no accurate
measure of surplus labor cen be had. But the recent All-
India Agricultural Labor Enquiry Committee estimated that
there are at least 25 million man-years of surplus labor
power in the rural sector in Indis. Only a sufficiently
rapld growth of non-agricultural occupations can ahsord this
surplus labor which is presently running to waste., As Profes-
sor Leibenstein points out, "The persistence of a lack of ade-
quate non-agricultural employment opportunities lies at the
very root of the economic development problem. ...The lack
of alternative employment opportunities outside of agricul-
ture, the fact that the predominant portion of the labor
force is engaged in agriculture, and the existence of agri-
cultural underemployment are different aspects of the same

phenomenon."1

e. Organization of the Economy and Foreign Trade.

Traditionally, underdeveloped countries have exported raw
materials and imported finished consumer goods and machinery,
By and large, this is still true of the countries of Asia,
though India herself is coming now more and more to export
manufactured goods and to import machinery and industriasl raw
materials. Raw material exports, however, still form a large
part of total exports., Foreign trade plays an importsnt part

in the economies of underdeveloped countries; some of the

11bta., p. 51
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countries like Burma and Thailand can be called export econo-
mles in so far ss a significant part of the national output
of these countries is exported. In all the countries that
part of the economy which is engaged in export and import
activities is the most organized sector of the economy, along
with certain factory enterprises varying in scope and size
from country to country. There is a curious mixture of the
modern and the rrimitive in the economy of India. A part of
the economy (mentiocned above) is organized and modern while
the rest 1s unorganized and primitive, To the lstter belong
the handicrafts and all of agriculture except the plantations,
The organized sector is very similar in many respects to an
advanced economy. It is responsive to economic stimuli, By
contrast, the unorganized sector is tradition-bound and back-
werd, and & considerable part of it is outside the monetary
system. It must be remembered that subsistence agriculture
and self-consumption still are very much the ruls in the
rural sector.
2, Vﬁhe Characteristics of a Developed Economy--a Contrast
We may contrast the above-mentioned characteristics
of underdeveloped economies with those of advanced economies,
The latter have s high level of per caplta incomes and g
relatively high ratio of savings to national income, 1In
most of the 24vanced economies the rate of net investment
Tenges from 12 to 15 per cent of the national income. If
population increases by about 1.5 per cent, annual net in-

vestment of gbout 15 per cent would permit an increase in per
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capita income of about 1% to 2 per cent per annum,l which 1s
roughly the observed average rate of growth in the advanced
economies. Thus in the advanced economies the increase in
per capita incomes is fairly rapid and almost sutomastic, un-
less the economy moves off the equilibrium path and the for-
ces of depression bring about a temporary setback, The prob-
lem then 1is not to find the necessary savings, but rather to

regulate the rate of investment to insure conditions of

stable growth.
An advanced economy is highly organized and integrated.

It is, in a true sense, a monetary economy and is highly re-
sponsive to economic stimuli, It is, therefore, susceptible
of being regulated snd controlled by monetary and fiscal de-
vices. As the economy is highly integrated, it has been pos-
sible to formulate certain models concerning relationships
among the strategic variables that govern the behavior of
the economy. By manipulating these variables, it is hoped
to influence and regulate the economy.

It is sometimes feared that with a high ratio of
savings to nationsl income and with continuous additions to
productive capacity, an advanced economy, left to itself, may
tend towards an underemployment equilibrium. The mature econo-
my thesis is based on this fear. The underdeveloped countries,
on the other hand, tend to stagnate at low levels of inconme,

in the absence of positive measures by the government.

1Assuming the same marginal capital/output ratio as
before,
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Most of the advanced economies are industriasl econo-
mies. The secondary and tertiary sectors clearly outweigh
the primary sector in importsnce in terms of contribution to
national output and to employment. Only & small proportion
of the total labor force is engaged in sgriculture. Generally
speaking, in both industry and agriculture, capital-intensive
methods of production are employed. This is because of a
relative abundance of capital and a relastive scarcity of

labor.

In an advanced economy, though there may exist at any
given time a certain volume of underemployment, in the sense
of labor being engeged in relatively unproductive occupations,
the most significant type of unemployment takes the form of
"visible," involuntary unemployment as distinguished from the
disguised unemployment encountered in underdeveloped coun-

‘tries. The latter is due to a lack of complementary factors
of production, whereas the former arises owing to fluctua-
tions in effective monetary demand,

3. A Brief Description of the Indian Economy

a. Physical Features. The Republic of India covers

an area of 1,269,640 square miles, including Jammu and Kashmir,
It has a land frontier of 8200 miles and a coast line of 3500
miles, It is roughly two-thirds the size of Furope excluding
Russia, and is the seventh largest country in the world. It
1s bounded on three sides by sea. Its land frontier extends
from the northwest to the northeast; 1t is bounded by West
Pakistan in the northwest, by the Himalayas in the north, and
by East Pakistan and Burma in the northeast, op the other
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side of the Himalayas lie the boundaries of the Soviet Union,
Tibet, and China. India thus occuples a strategic position
in South Asia.

Physically, India can be divided into three main
regions., The first is the Himalaym . region, which stretches
from Kashmir in the west to Burma in the east, with a length
of 1700 miles and an average width of 200 miles., This region
acts as a natural protective wall and also provides rain
water for the plains below by arresting the moisture-bearing
clouds of the Southwest Monsoon. It is a region of great
scenic beauty and contains rich animal and forest resources,
The second region is the Indo-Gangetic Plain which lies be-
tween the Peninsula and the Himalayan region, extending east-
west for about 1500 miles. As the name indicates, the plain
i1s watered by two great river systems, the Indus and the
Ganges with their many tributaries., A third great river,
the Brahmaputra, cuts through the Himalayas in the wast and
Jolns the Ganges to form a great delta. The Indo-Gangetic
plain covers an area of 300,000 square miles and is the most
fertile and developed region. The third region is the Deccan.
It 1s a great plateau which rises from the river plains of
the north and the coastal plains in the east and west of pen-
Insular India. It is a table-land raised above sea level
from 1500 to 4000 feet and is broken up into many river val-
leys. It is traversed by some important rivers like the Nar-
bada, the Godavari, the Krishna, and the Cauvery,

b. RNatural Resources. The total geographical area

of India 1s 810.26 million acres. Leaving aside 196 million
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acres, for which no statistics are avallable, the remaining
615 million acres are distributed as shown in Table I.
Table I
LAND AREA OF INDIA AND ITS CLASSIFICATION

Million Percentage

Acres of Total
1. Forests 93 15
2. Net area sown 266 43
3. Current Fallows 58 9
4, Cultivable waste 98 16
S. Not available for cultivation 96 16
Totall 615 100

Source: ‘First Five Yesr Plan, p. 77.

The cultivated area comes to 324 million acres. The
gross cropped area 1s about 317 million acres, of which food
grains occupy about 78 per cent. Little new area came under
cultivation during the 40 years prior to the First Plan. 1In
the 30 year period since 1921, the area cultivated per capita
dropped steadily; from 1.11 acres in 1921 it came down to .84
acre in 1951. To some extent this was counterbalanced by
the extension of double cropping. It is clear that there

has been a mounting pressure of population on land, especially

since 1921.

lrncludes about 4 million acres of unclassified aress.
Hence the 5 categories given in the table do not add up to
100 per cent.
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The mineral resources of India, as known at present,
contain an adequate range of useful products that are neces-
sary for the industrial development of the country. In re-
spect of ccal and iron, the resources are ample; indeed India's
deposits of high-grade iron ore sre among the richest in the
world., The reserves of workable coal were estimated origin-
ally at 20 billion tons.] The reserves of coking coal were
placed at 2 billion tons only. Though the coal reserves may
be considered fairly adequate for the plans of industriali-
zation, the positlon in regard to coking and semi-coking
coal 1s not altogether satisfactory. Recent resurveys of
some of the coal fields, however, have indicated substantially
larger reserves of coal and the possiﬁility of finding more
coking coal.? In the matter of iron ore India is much better
placed, The reserves of good quality iron ore are estimated
to be over 10 billion tons. In most cases the ores have a
high percentage of metallic iron and are relatively free of
phosphorous and sulphur,

0f the other minerals that India possesses, manganese
i1s the most important. Large deposits of this mineral occur
in India and they are of special Importance because they are
needed in the iron and steel industry. The other minerals
of which India has large reserves are titanium, thorium,

mica, bauxite, ilmenite, monazite, end lignite; supplies of

lmmese estimates of mineral resources in India are
taken from First Five Year Plani People's Edition, Government

of Indiaé New Delhi, 1953, pp. 164-73.
Second Five Year Plan, p. 373.
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refractories, abrasives, and limestone are said to be fairly

adequate, It must be pointed out, however, that the country

is deficient in some important minerals like copper, tin,

lead, sulphur, and above all, in reserves of petroleum, Further
exploration and survey have yet to be carried out and these
may disclose deposits of some of these minerals,

c. Demographic Characteristics. According to the

1951 census, the total population of India in 1951 was around

360 million.1 The birth and death rates are, respectively,

40 and 27 per thousand per year, thus resulting in an in-

cremental rate of 1.3 per cent per year., This is the observed

annual rate of growth during the decade 1941-50. As the
death rate has been falling since the turn of the century,
without a corresponding fall in the birth rate,.the popula-
tion of the country has been increasing at an incressing

rate during the last 3 or 4 decades. Thus the average annual
rate of growth was 1,04 per cent in 1921-30, 1.27 per cent
in 1931-40, and 1,32 per cent in 1941-50. At the current
rate the annual increase in population in absolute numbers
is 4,5 to 5 million. This number naturally would rise in

the coming years. Thus the task of economic development is

rendered as difficult as it is urgent.
The occupational distribution of the working popula-

tion 1s quite revealing and indicates the agrarian and the

relatively undeveloped nature of the economy. O0f the total

Imhe figures relating to population are taken from
The Report of the Census Commissioner, Census of India--1951.




27

population of 360 million in 1951, 143.2 million made up the
working force. Of this 72.4 per cent was engaged in agricul-
ture including animal husbandry, forestry, and fishing; 10.6
per cent in mining, manufacturing, and handicrafts;y?.? per
cent in commerce, banking, transport, and communications;

4.4 per cent in professions and 1liberal arts; 2.7 per cent

in government services; and 2.0 per cent in domestic service.l

d. National Income and Its Distribution. It is not

possible to trace the growth of national income in India over

a period of many years, since authoritative estimates are not

available for years earlier than 1948-49. The first authori-

tative and official estimate of national income was made for
1948-49 and figures are available for subsequent years., For
1948-49, national income was estimated to be Rs 86.5 billion,
with per capita Income standing at Rs 2#6.9.1 The growth in
national and per capita incomes in subsequent years up to

1954-55 is shown in Table II on page 29. Latest estimates

available are for 1955-56 (final) and 1956-57 (preliminary).

According to the fifth issue of the Annual Paper on National

Income, India's national income at 1948-49 prices was Rs
104.80 billion in 1955-56 and Rs 110,10 billion in 1956-57;
the per capita income figures for the two years were Rs 273,6

and 284.0, respectively, at 1948-49 prices.? Thus national

l1ndia--1 6, Government of India, New Delhi, 1956,
p. 92. At the current rate of exchange, a rupee is éhe equiva-

lent of £0.21.

Quoted in International Monetary Fund, Internationa
Financial News Survey, Vol. X, No. 42, May 2, 1958, P. 338.
The estimates for 1955-57 are preliminary and are subject to
revision,
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income grew from Rs 86.5 billion in 1948-49 to Rs 110.10
billion in 1956-57; and per capita income from Rs 246.9 to
284,0,

The distribution of national income by origin in ab-
solute figures and in percentages, for 1953-54%, is given in
Table III on page 30. It is seen that the contribution of
agriculture, including forestry and fishing, came to over
50 per cent and that mining and manufacturing contributed
only 16.9 per cent. O0f this, the share of large-scale factory
enterprises was only 6.6 per cent. The predominant share of
agriculture in national income is clearly brought out, It
is to be remembered that 72.4 per cent of the working popula-
tion is engaged in agriculture and allied occupations, Factory

enterprises employ only about 2.4 million persons,
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l. At current
prices

2. At 1948-49
prices

3. At current
prices

L. At 1948-49
prices

5. At current
prices

6. At 1948-49
prices

7. At current
prices

8. At 1948-L49
prices

Source:

Government o

Estimates of

Table II
NET NATIONAL PRODUCT OF INDIA 1948-49 TO 1954%-55

1954-55% 1953-54  1952-53 1951-52 1950-51 1949-50  1948-49
Net National Product at Factor Cost in Billions of Rupees
99.1 104.9 98.2 99.7 95.3 90.1 86.5
101.7 100.4 94.6 91.0 88.5 88.2 86.5
Per Capita Net Product 1in Rupees
262.1 281.0 266 .4 274%.0 265.2 253.9 246.9
269.0 269.0 256.6 250.1 246.3 248.6 246.9
Index Number of Net National Product with 1948-49 as Base
114.6 121.3 113.5 115.3 110.2 104.2 100.0
117.6 116.1 109.4 105.2 102.3 102.0 100.0
Index Number of Per Capita Income with 1948-49 as Base
106.2 113.8 107.9 111.0 107.4 102.8 100.0
109.0 109.0 103.9 101.3 99.8 100.7 100.0

y P. 1. 8Preliminary,

lNational Income 19%48-49 to 1954-55, Central Statistical Organization,



Table III
DISTRIBUTION OF NATIONAL INCOME BY INDUSTRIAL
ORIGIN--INDIA, 1953-5%

30

Billion Rs Per Cent
1, Agriculture and Allied Activities
a) agriculture and animal 52.0 49.6
husbandry
b) forestry 0.7 .6
¢) (fishery 0,9 0
Total 53.2 50.7
2. Mining, Manufacturing, and Small
Enterprises
a) mining 1.0 1.0
b) factory enterprises 6.9 6.6
¢) small enterprises 9.8 93
Total 17.7 16.9
3. Commerce, Transport, and 18.0 17.2
Communication
4. Other Services (professional, govern- _16,0 15,2
ment, domestic, and house property)
National Income 104.9 100.0

Source: Estimates of National Income, Central Statistical
Organization, Government of India, New Delhi, 1956, pp. 2-3;

adapted,
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e. Foreign Trade and Organization of the Economy.

Exports play an important part in the Indian economy, although
the proportion of the value of exports to national income is
not as high as in many other underdeveloped economies. In
1953-56, exports of goods and services formed 6 per cent and
imports 5.8 per cent of net national product, inclusive of
imports.1 This relatively smell percentage notwithstanding,
foreign trade exercises an important influence on the economy.
That part of the economy which is engaged in foreign trade
1s the most organized sector of the economy and, along with
the factory enterprises, assumes a leading position. The
organized modern banking and monetary structure has grown up
around these sectors. Fluctuations in international prices
are transmitted to the economy at large through the foreign
trade sector. Considering the value of this sector's con-
tribution to total output, its influence on the economy is
disproportionate. One reason is that it is highly organized,
while a greater part of the rest of the economy is unorganized.
In India, as in many other underdeveloped countries,
cne observes the dichotomy between the organized and unorgsn-
ized sectors. One part of the economy, comprising the foreign
trade sector, the small sector of factory enterprises, and
the modern monetary institutions, is modern and highly organ-
1zed; the other psrt of the economy, consisting of all of
agriculture except the plantations and of small-scale enter-

prises, is unorganized and primitive in many respects. The

1gstimates of National Income, p. 7.
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two sectors are not closely integrated. The organized money
market, for instance, is almost out of touch with the rural
sector. In recent years an attempt has been made to integrate
the money markets in the economy through the spread of the
cooperative movement and the establishment of a State bank
(the State Bank of India) with a large number of branches.
One of the tasks involved in promoting economic progress con-
sists in spreading the influence of modernization within the
backward sector and integrating it with the more advanced
sectors of the economy.

A gradual change in the composition of India's ex-
ports and imports has been taking place since the first
World War. The change has been accelerated by the second
World War, Partition, and the recent efforts at speedy eco-
nomic development. In the nineteenth century much of the
greater part of India's exports consisted of foodstuffs like
wheat, rice, and tea; raw materials such as cotton, jute,
01l seeds, and hides and skins; and some minerals like man-
ganese and mica. In exchange for these exports were obtained
imports of manufactures, first from England, and later from
Germany, the United States, and Japan. In the last quarter
of the nineteenth century, however, an indigenous cotton
textile industry began to grow up; and World War I gave a
stimulus to some other Indian industries, This made possible
&n Increase in the export of manufactures. In the inter-war
reriod, a policy of protection led to the growth of a number
of consumer goods industries whose output could replace im-

ports in a number of directions. World War II accelerated
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this development. With the growth of industries it has be-
come necessary to import some industrial raw materials. This
has been especially so since Partition, which has made Indis
a net importer of food, raw cotton, raw jute, and hides, as
some of the important areas producing these raw materials
went to Pakistan,

The current position in regard to Indian foreign
trade is, in summary, that India is coming to import more
and more of machinery and industrial raw materials and to
export processed raw materials and manufactured goods, KNever-
theless, rzw material exports still form a considerable pro-
portion of total exports, Indian exports consist of the fol-
lowing items: tea, jute manufactures, raw cotton and cotton
manufactures, vegetable oils, metsllic ore and scrap iron,
coal, chemicals, and some light engineering goods., O0f these,
as much as 56 per cent of the total value of exports is ac-
counted for by 3 commodities, namely, Jjute manufactures,
cotton manufactures, and tea.l Indian imports consist largely
of the following items: machinery and vehicles, iron and
steel, other metals, foodstuffs, sugar, mineral oils, rav
cotton, raw jute, and many kinds of manufactured consumer
goods. Machinery and vehicles constitute the largest single
item. The total value of exports (of merchandise) in 195%-55
stood at Rs 5,96 billion, and of imp~rts at Rs 6.55 billion.2

1First Five Year Plan, People's Edition, p.200.
<Second Five Year Plan, pp. 96 and 99,
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f. Indian Industries. The relative backwardness of

industrial development in India may be judged by the fact that,
in 1953-54, factory establishments accounted for only about
6.6 per cent of the total national income.l While the total
Indian industrial output is considerable, the per capita out-
put 1s very low compared with that of advanced countries.

Before the first World War the only major industries
which had developed substantially were cotton and jute tex-
tiles. The inter-war period witnessed the growth of a num-
ber of industries like cotton textiles, iron and steel, paper,
sugar, cement, matches, glass, soap, etec. The second World
War and the scarcity and inflationary conditions which fol-
lowed in its wake gave ccnsiderable stimulus to Indian indus-
try. 014 industries expanded and & whole range of new indus-
tries came into existence. Thus there have been established
in the war and postwar years the locomotive, automobile,
ship-building, bicycle, sewing-machine, diesel engine, tex-
tile-machinery, ball and roller bearing, and rayon industries--
to mention only the more outstanding.

Up till now the major emphasis in industrial develop-
ment in India has been on consumer goods industries, while
the basie capital and producer goods industries have not
been developed sufficiently. The existing capacity for the
production of capital and producer goods is in most cases

quite inadequate even to meet present requirements, One of

1Supra, p. 30.
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the important objectives of the Second Five-Year Plan is to
make good some of the deficiencies in this sector of the

economy.,



II. ROLE OF FISCAL POLICY IN UNDERDEVELOPED ECONOMIES

A, FKeynesian Analysis and Underdeveloped Countries

As indicated earlier, for the most part the theory
of fiscal policy has bee?tdeveloped with reference to ad-
vanced economies. As such/is oriented primarily towards the
need of maintaining full employment against cyclical recession.
Indeed, it is the direct outgrowth of the Keynesian theory
of employment and income, and the dynamic models built on
that basis in recent years. On the basis of Keynesian analy-
sis, deficit spending is advocated as one of the means of
curing involuntary unemployment in advanced economies during
a period of recession or depression.

In the early post-Keynesian period, there were some
who suggested Keynesian solutions to some of the problems of
underdeveloped countries, notably to the problem of unemploy-
ment., Since a considerable volume of unemployment existed
in India, it seemed plausible to them, by a mere transposi-
tion of the concepts developed in England, that deficit
Spending could be used to raiss the level of employment in
India. This argument, needless to say, arose from a complete
misunderstanding of the nature of unemployment in India as
well as of the way in which the Indian economy functions,
This will be brought out clearly if we examine the conse-

quences of an attempt to increase investment and employment

36
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in India by means of deficit spending,!

Our present object 1s to see what happens if the
government trles to reduce the volume of unemployment and
under-employment that exists in India even under normal con-
ditions, that 1s, even in the absence of what may be called
a recession, Let us, therefore, assume that there 1s no
slack in the economy in the form of significant excess capa-
city in industries. As we know, the economy is predominantly
agricultural. The capital employed per head is extremely low
and conditions do not exist in which capital equipment can
be increased rapidly. The vast majority of earners fall
under the category of self-employed persons., A significant
proportion of the national output does not enter the market
but is ccnsumed by the producers themselves, Lastly, the
supply of agricultural products as a whole is relatively
inelastic,2

Under these circumstances, an increase in investment
leads first to an incresse in income and employment. The
next increase should come from a secondary increase in income,
output and employment in the consumption goods industries.
It might be expected that since the marginal propensity to
consume is high, the value of the multiplier would be high

1The meaning of “defi;lﬁ_ggg%%lgg," in the sense in
which the term is used in Tndia, is discussed in a later sec-
tion., The term is used here to mean any government spending
In excess of current revenues that has the effect of increasing

total ou&lay in the community.
Some would hold that the supply curve of agricultural

products in underdeveloped countries is likely to be backward-
sloping,
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and the ultimate increase in income and employment should be
considerable, This is really not so because the consumption
goods industries, to which the initial increase in demand is
directed, cannot readily increase output and offer additional
employment,

Let us first take the food industry. In India this
means agriculture, Whether or not the agricultural sector
can immediately increase its output is important because the
expenditure on food forms no less than 63 per cent of total
expenditure in India. An immediate increase in the output
of food and of raw materials is very unlikely. The supply
curve for agricultural products, as already pointed out, is
steeply sloped, at any rate in the short period. Agricul-
ture depends on the vagaries of nature; the lag between in-
put and output is longer than in industry; and the small-
scale agriculturists are not in a position to command the
necessary capital resources to‘increase output. Thus, though
the initial increase in income does get spent to a large
extent on the output of agriculture and consequently leads
to an increase in the income of agricultural producers, they
do not correspondingly increase their output and add to
national income. The result tends to be an increase in the
price of food articles.

The tendency for prices "o rise is strengthened by
an additional fzct. The increase in the incomes of agricul=-
turists will increase their consumption. In so far as they
increase their consumption of food, the marketable surplus

of food is reduced. This tends to intensify the rise of
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food prices to the non-agricultur=l sector.

Part of the increased income of the investment workers
and the agriculturists will be directed towards non-agricul-
tural commodities. But the possibility of increasing non-
agricultural output is not much greater than in the case of
agricultural products. This 1is so because we have sssumed
that there 1s not much excess or idle capacity in industries
producing consumer goods. Thus, though the tertiary increase
in money income takes place (as a result of the spending by
agriculturists), there 1s no corresponding increase in either
output or employment. From the initial spending on invest-
ment, every successive round of spending increases money in-
come, but not real income or employment, at least not to any
significant extent. As Dr. V. K. R. V. Rao puts it: "The
multiplier principle, therefore, works with reference to
money income but not with reference either to real income or
employment."1 In other words, deficit spending in an under-
developed country will initiate a process of inflation, even
though there is admittedly a large volume of unemployment.2

It might be argued that some excess capacity of cspi-
tal equipment and even of land may normally exist in many

underdeveloped countries. Even 1f such excess capacity exists,

ly, x. R. V. Rao, "Investment Income and Multiplier
in an Underdeveloped Economy," Indian Economic Review, Vol. I,
No. 1, February 1952, p. 60. The aralysis given here closely
follows Dr. Rao's reasoning.

2If deficit spending occurs at a moment when real
income 1is rising as a result of past investment, inflation
may not result. The case for such deficit financing undertaken
in the course of economic development stands on a different
footing and will be considered later.
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many of the complementary resources needed to expand output
may be in short supply. It may be virtually impossible to
increase their supply, or possible only with very high in-
creases in prices. A number of such "bottlenecks™ suggest
themselves: electricity, fuel, imported raw material, trans-
port,repair facilities, credit facilities, etc. Any attempt
to increase output will be confronted by these bottlenecks;
and they can be overcome only by considerable rise in the
prices of resources concerned. If the bottlenecks are in-
tractable and wide-spread in the economy, the rise in prices
may tend to become general. It may be remembered that Keynes,
in his reformulation of the quantity theory of money, pointed
out that as soon as the bottlenecks were reached, there would
tend to be a rise in prices of some commodities.l The dif-
ference between industrial countries and underdeveloped coun-
tries 1is that the latter cannot assume, as the former can,
that unemployed resources of every type are readily avail-
able in short order as a result of small price increases,
As Dr. Adler points out, under these circumstances true in-
flation may start long before full employment is reached.2
1. Deficit Spending and Under-Employment

The above conclusion is corroborated by the experience
of many underdeveloped countries during the war and post-war

yvears. These countries indulged in considerable amounts of

1Keynes, Genergl Theory, p. 300.

2John H. Adler "Deficit Spending and Supply Elasti-
cities sé_diag na; ef Economics, Vol. XXXVII, No. 1luk,
July, 1958, p. 29.
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deficit financing, first for prosecuting the war, and later
for purposes of reconstruction. This resulted in a good

deal of infletion and monetary instability. It is quite clear
that underdeveloped countries cannot rely upon deficit spending
as a short route to full employment and higher output. The
great volume of under-employment and unemployment that one
finds in an overpopulated country arises from a lack of comple-
mentary factors of production that can be combined with labor,
and not because of a lack of monetary demand, This is a
long-run problem calling for a long-run solution, The eco-
nomic process, as Dr. Rao points out, consists of two dis-
tinct categories: one in which, given the level of economic
development, the economy moves from low employment to full
employment; and the other in which 1t moves from "full
employment™ at a given level of economic development to "full
employment™ at the next (higher) level of economic develop-
ment.l It 1s the latter process that has to be initiated in
India,

A solution to short-run unemployment is sought through
an increase in investment. One aspect of investment is that
it increases demand and income via the operation of the mul-
tiplier; the other aspect of investment is that it increases
the productive and employment-offering capacity of the econo-
my over a period of time., It is the latter process that
can lead to & solution of the long-run problem of under-

employment, while the former is important in tackling a fall

ly. k. R. V. Rao, op. cit., pp. 66-67.
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in employment due to a fall in effective demand. That aspect
of investment which 1s ignored in the traditional Keynesian
analysis is of great significance in the economics of growth.
2. Counter-Cyclical Fiscal Policy

Even for purposes of a short-run policy of stabili-
zation or anti-depression action in an underdeveloped coun-
try, the Keynesian anslysis may not be of much use as a theo-
retical bsckground. It is not meant to imply that the savings-
investment approach to the theory of income determination is
not necessarily valid for an underdeveloped economy. It may
be true that the approach embodied in the Keynesien analysis
1s the only possible method of analyzing the process of in-
come determination in any country. Actually, this method
was employed in the previous section to follow through the
effects of deficit spending., But the genesis of booms and
depressions, and the nature of the economy are such that the
usual Keynesian prescriptions for counteracting cyclical
fluctuations are not likely to be of much avail in a typical
underdeveloped economy.

Underdeveloped countries are as much subject to
economic fluctuations as advanced industrial countries are,
But the major fluctuations do not originate in underdevel-
oped countries themselves, They originate in the more ad-
vanced countries and are then transmitted to the less advanced
through foreign trade transactions. As is well known, many
of the underdeveloped countries are export economies and a
substantial part of their national income is derived from

the export of 3 few primary products. In this situation,
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the state of forelgn demand for exports determines to a
large extent the state of the economy. Fluctuations in
foreign demand immediately set up inflationary or deflationary
movements., Thus a sudden boom in exports, through the oper-
ation of the foreign-trade multiplier, leads to a rise in
national income and prices; the converse happens when there
1s a fall in exports.

In the underdeveloped countries investment forms
only a small proportlion of the gross national product,l
Fluctustions in private investment cannot therefore affect
the level of economic activity to a large extent. Nor is
there 1ikely to be a short fall in effective demand due to
"over-savings." For these reasons, exports are a more signi-
ficant determinant of the level of economic activity than
investment. Especially in underdeveloped export economies,
exports play the same role as investment in more advanced
economies in creating instability.

Even where, as in Indla, exports do not form a very
high proportion of total output, external demand seems to
exert a preponderant influence on the internal price level.
A review of the main inflationary and deflationary moiements

in India in the last few decades brings out the fact that

1Also, in some countries, forelgn investment plays
an important part. For instance, in Ceylon, tea accounted
for 42 per cent and rubber 31 per cent of the total value of
exports in 1951; in Thailand rice accounted for 63 per cent
of the total in 19%9; in the Federation of Malaya, rubber
accounted for nearly 20 per cent of the net national product
in 1948, (UN, Taxes and Fiscal Policy in Under-Developed
C—oq—nt—r_igi, 9_2‘ c—ito’ po 12.)
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the source of the turns in the general economic situation
has always been external. Wwe find that "the decline in agri-
cultural prices in the middle and later 'twenties, from the
peak touched in 1924-25; the break in prices that occurred
at the end of 1929 and the severe depression during the
eerly 'thirties, followed by the slow recovery of prices
from 1933 to 1937; the short and sharp recession in 1938...
the Korean boom, and gradual return to normalcy--all had a
source in scme internatiomal deveIOpment."l The external '
factors are superimposed on certain internal factors. The
most important internal factor is the supply of agricultural
products, especlally foodstuffs, A shortage of foodstuffs
will tend to raise immediately the general price level,

when depression strikes an underdeveloped country,
there 1s some rise in "open" unemployment, but many of the
laborers displaced from shrinking industries tend to get ab-
sorbed in agriculture and allied occupations. "The major
losses are taken in the form of transfers of workers to less
productive enterprise, where they become what Mrs. Robinson
has called 'members of the disguised unemployment group."‘2
Speéking of declines in industrial employment in India,
Jathar and Beri say3:

lReport of the Taxation Enquiry Commission, Govern-
ment of India, New Delhi, 1955, p. 159. This report is here-
inafter referred to as Tﬁc Report.
2Seymour E. Harrls, "Some Major Issues" in Economic

Problems of Latin America, "ed., S. E. Harris, McGraw-Hill
Book Co. “New York, 19%%, pp. é

Ysathar and Beri, Indian Economies 9th edition, Ox-
ford University Press, Bombay, 1952, p. i
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Moreover, unemployment when it does come has
not the same terrors for the operatives in
India as in the West, owing to the fact that
most of our industrial labourers have pre-
dominant agricultural interests., Often in-
deed work in a factory is regarded as a sec-
ond string to the bow and is taken up only
during the slack agriculturel season. In-
dustrial unemployment in India differs from
the corresponding phenomenon in the West,

not only as regards the scale but also as
regards the nature of the problem it creates
for the State, To a certain extent the prob-
lem is automatically solved in India by many
of the unemployed returning to their villeges.

a. Compensatory Policy in a Depression. In the
circumstances described above, the scope for a compensatory
policy of deficit-financed public expenditure to counteract
a depression is very limited, and such a policy will even
run into difficulties. The fall in demand originates abroad
and hence stimulating internal demand will in no way help
relieve the distress of the export industries. Since in
many of these countries the marginal propensity to import
1s high, an increase in incomes, in all probability, will
leed to an increase in imports. With exports already in de-
cline, an increase in imports will mean a deficit in the
balance of payments with all the attendant probdlems, Unless,
therefore, a country has considerabie reserves of foreign
exchange, it is not feastble to pursue this type of compen-
satory fiscal poliey,

Suppose that the country decides to introduce import
control in order to forestall the creation of a deficit in
the balance of payments. Then the increased demand will be
directed towards domestically-produced goods so that unem-

ployment may be reduced to some extent. But there will be a
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greater rise in prices than a rise in output and employment,
for in predominantly agricultural economiec, supply 1is rela-
tively inelastic. These economies are characterized by
institutional rigidities, and the mobility of resources is
not great. Moreover, it simply 1s not possible to get the
capital equipment necessary to start new industries over-
night. Thus in an underdeveloped economy, injections of
purchasing power may dissipate themselves in higher prices
of the inelastic domestic supplies. By contrast, in economi-
cally developed countries increases in public expenditure
resdily lead to higher levels of employment and income., For
their economies are usually diversified, industrialized, and

elastic. Thus we are driven to the conclusion that an effeec

tive solution to the problem of instability, to which an un-
derdeveloped economy is subjected owlng to fluctuations in
international market conditions, lies in the diversification
and modernization of the economy. Meanwhile, if an underde-
veloped country wishes to follow a policy of compensatory
deficit spending, it must take steps to build up in good
times sufficient foreign exchange reserves,l

b. Compensatory Policy in a Boom. A conventional

policy of increase in taxation and reduction in public ex-
penditure--surplus budgeting--is likely to be more effective

in curbing a boom than the contrary policy in curing a

1The U. N. Economic Mission to Chile, 1949-50, recom-
mended the creation of such a reserve of foreign exchange.

See The Report of the United Nations Economic Mission t
Chile: 19E9-50, New York, 1951, p. 20. =2
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depression., The effectiveness of this policy is somewhat
limited by the fact that progressive direct taxes cover only
a small segment of the population., But as the experience of
India during the war and its aftermath has shown, the tax
system of an underdeveloped country, if suitably adjusted,
can have a significant effect in slowing down the pace of
inflation.!

wWhen inflationary conditions are initiated specific-
ally by a sudden spurt in exports, manipulation of export
duties will be more effective than rdaising the level of
taxes in general. Experience has revesled export duties to
be a fairly effective anti-inflationary weapon in underde-
veloped countries. Increases in export taxes and manipula-
tion of exchange rates were used by many primary producing
countries during the Korean boom to siphon off some of the
windfall galns of the export sector and to impound a large
amount of foreign exchange., In India export duties have
been used in recent years as a'stabilizing device, To give
one instance, follcwing the devaluation of the rupee in
September 1949, the export duty on jute hessians was raised
from Rs 80 to Rs 350 per ton; again, after the Korean War
broke out, the duty was raised to Rs 750 on October 21, 1950,
and further to Rs 1500 on November 20, 1950.2  Other export
duties also were ralsed, and new ones were imposed. Later

when the export boom levelled off and there was a slack in

;ggg Report, Vol. I, p. 161.
R. N. Bhargava, The Theory and Working of Unio
Finance in Indis, George Allen and Unwin, London, 1956, p. 208.
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the international market, many export duties were reduced

and some were abolished, These adjustments in export taxes
enabled the government to even out fluctuations in prices
and, to some extent, curb inflationary tendencies originating

in the export sector.

The use of export duties as a counter-cyclical or
stabilizing measure, however, introduces a great element of
instability in the finances of the government. The revenue
from export duties itself fluctuates with the volume and
rrice of exports; if rates also are changed, the fluctua-
tions are much greater. When demand and prices are high,
the rates are increased; the revenue then increases more
than in proportion to the volume and value of exports. The
reverse is true in the case of a fall in demend; the revenue
from export duties falls more than proportionately. The
fluctuations in governmental revenues are rendered still
greater because of the effect of the fluctustions in exports
on the volume of imports. Wwhen the demand for exports is
high, the volume of imports also is high because of the
greater availability of foreign exchange; import duties then
bring in correspondingly greater revenue, When the demand
for exports falls, there is a stringency in the foreign-
eXxchange market, import restrictions are tightened, and there
1s a corresponding fall in the revenue from import duties,

This 1s true of most of the countries of the ECAFE region.}g

—

lEconomic Bulletin for Asia and the Far East, Vol. IV,
No. 3, November 1953, p. %.
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Instability in governmental revenues may become highly
embarrassing in economies with an inflationary bias, such as “
are many of the underdeveloped countries undertaking ambi-
tious schemes of economic development. Moreover, an extensive
use of export taxes may interfere with an optimum pattern of

world trede; and they are less equitable than the income tax

~
in so far as they do not discriminate between small and large
producers,
It seems reasonable to conclude from the above analy-
7

sls that, ultimately, the way to reduce the exposure of under-
developed countries to the ebbs and flows of world markets
lies along the path of diversification and balanced economic
development. Therefore, a fiscal policy that facilitates Y
capital formation serves at the same time to reduce instabe
1l1ity. The fiscal structure of an underdeveloped country,
first and foremost, has to be geared to the requirements of

rapid economic growth,

B. The Requirements and Pattern of Economic Growth
If 1t is accepted that fiscal policy in underdeveloped

countries must be geared primarily to the requirements of
rapid economic growth, what of the details of such & policy?
Before proceeding with the details, it might be useful to
restate the essential requirements of economic growth, No
one has come up with a full-fledged explanation of why some
countries, in the course of history, suddenly lifted them-
selves out of the mire of poverty and proceeded along the

path of rapid economic growth, while many others lagged far
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behind. Nevertheless, an analysis of the history of economic
development in the now advanced countries'suggest at least
the essential causes or requirements of economic growth., As
Professor W. A, Leﬁis puts 1t,1 the proximate causes of eco-
nomic growth are the effort to. economize, the accumulation
of knowledge and its application, and the accumulation of
capital. These causes, though distinguishable conceptually,
usually develop and grow together in any society.
1. The Key Role of Capital Formation

Although it 1s true that all the above-mentioned three
requirements must be met if economic growth is to take place,
1t seems unquestionable that capital accumulation is the most
Important 1imiting factor in the underdeveloped countries of
the present day. 1In the view of many economists, capital
occuples the central and strategic position in the process
of Economic development.2 It could, of course, be argued
that without the presence of other factors favorable to de-
velopment, the supply or creation of capital would be of no
avall, 1Indeed it often has been argued that economic develop-
ment is a matter of changing social attitudes and economic
institutions rather than a simple process of increasing the

capital per head. Yet the history of economic development

Ly, a, Lewils, The Theory of Economic Growth, Richard
D. Irwiné Inc,, Homewood, Ill., l§35 p. 11.

See, for example, Walter Heller, "Fiscal Policies
for Under-Developed Economies," op. cit., p. 2; M. Abramowitz,
"Economics of Growth," in A Survey of Contemporary Economics
Vol. II, ed., G. Haley, Richard D. Irwin, Inc., Homewood, IIi.,
1952, p. 146; and N, S, Buchanan and H. 5. Ellis, Approaches

Lo Economic Development, The Twentieth Century Fund, Inc.
New York, 1955, p g7 " 7 e

o
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shows that widespread changes in attitudes, values, and in-
stitutions came about in the very process of economic develop-
ment, and not prior to all development. What is required as
a pre-condition of growth 1s rather the existence of some
group or groups of people who are interested in economic
development, who have "the will to economize," and who are
anxious to work for material rewards. If such groups become
dominant in a society, they gradually change the economic
and political institutions in ways favorable to development,
and their more "rational™ attitudes spread to other sections
of the population. Where such groups do not at all exist,
or, if existing, do not have the power or knowledge to in-
1tiate changes, economic development may be retarded seriously.
In most of the countries of Southern Asia, the govern{
ments have shown a vital interest in economic development |
and have initiated ambitious programs of improving agricul. ;
ture and building up industry. These governments can ignore
or neglect economic development only at their peril., Many |
Important steps have been taken to promote development and
to Initiate institutional changes that will make the climate
more favorable to growth. In this setting, capital seems to
be the greatest bottleneck. The present study concentrates
on this key-factor in economic development and seeks to dis-
cover the institutional changes needed in one importa area,
namely, the area of governmental finances, in order to acceler-
ate the process of capital formation.
Given the will to economize on the part of some im-

portant segments of the population, the whole process of eco-
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nomlc development turns around the possibility of achieving a
much higher rate of capital formation than exists at present-
In most of the underdeveloped countries. As we have seen
earlier, communities in which per capi‘a income is incressing
only very slowly invest only 5 to 6 per cent of their national
incomes, while progressive economies invest 12 per cent per
annum or more., Probably the most important task involved in
economic development is to convert an economy from a § per
cent to 12 per cent saver--with all the concomitant. changes
in attitudes and institutions. Given the will, this higher
rate of saving and investment is not impossible of achieve-
ment in the underdeveloped nations. "No nation is so poor,"
W. A, Lewis aptly points out, "that it could not save 12
per cent of 1ts national income if it wanted toj poverty has
never prevented nations from launching upon wars, or from
wasting their substance in other ways."1

Some estimates that nave been made of the capital
needs of underdeveloped countries to bring about industriali-
zation serve to bring out clearly the high priority that has
to be assigned to the process of capital accumulation in these
countries, In 1950 Colin Clark made some calculaticas of
capital needs for China, India, and Pakistan. According to
his calculations, India and Pakistan need savings at the rate
of 12.5 per cent of national income in order to absorb the in-

creasing labor force and maintain the past rate of increase

e Rt e e ———r e e e

in productivity.2

14, A. Lewis it 236
. . , 22' c O’ pt 3 [
2Fortune, July 1950, pp. 90-91.

]
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As against this requirement the actual saving amounted only
to about 7 per cent of national income in 1955-56,

An FAO calculation based on certain assumptions in-
dicated that for a population of 100 million people, annual
investment of about $920 million would be required to achieve
some degrce of industrialization.l More specifically, this
sum would be required to move 1 per cent of the ferm popula-
tion into non-farm occupations.2 This would mean that India,
with a population of 370 willion, would need en annual invest-
ment of the order of $34 04 million to carry through the lim-
ited program of economic development suggested above., In
point cf fact, however, net investment amounted only to Rs
7.9 billion in 1955-56.3

These estimates, albeit rough and subject to error,
give us an idea of the enormously high cost involved in car-
rying through a modest program of industrialization. To some
extent domestic resources could be supplemented by external
resources, But there 1s no indication that external finance >
Is going to be available to the countries of the ECAFE region \\
on any significant scale. The aggregate national income of
ECAFE countries, excluding China and Japan, probably was about
$50 billion in 1950. Foreign aid and investment-equal to 1

1Mentioned in Economic Bulletin for Asia snd Far East,
Vol, I, go. 1, August 1950, p. 21.
This estimate is based on the assumptions that 40
Per cent of the population is in the labor force; that 80
Per cent of the labor force is engaged in rural occupations;
that population increases at the rate of 1.5 per cent per
gggggg and that capital investment of $1000 is required per

This is the quivalent of $1.66 billion,
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per cent of this would be $500 million. The amount of annual
foreign investment and aid currently available does not amount
even to this figure. The conclusion is inescapable that dom-
estic capital formation has to be stepped up greatly, 1f any
economic development i1s to take place in terms of industriali-
zation and of railsing per capita incomes in this depressed
region of the world. Accordingly, the highest priority has

to be assigned to the process of capital accumulation. Neg-
lecting to do this, the people of this region will forfeit

all chances of economic progress.
2. The Pattern of Investment

The question of investment hss been discussed so far
in macro-economic terms, and the need to raise the rate of
aggregate net investment has been stressed. It is obvious,
however, that the pattern or composition of investment is no
less an important determinant of the rate of growth, It may
be proper to concentrate on aggregate investment when dealing
with cyclical fluctuations; for we are then concerned with
the level of investment that would lead to the desired level
of income. But when dealing with economic development, 1t
1s necessary to look into the composition of investment as
well. In so far as the existing pattern of investment differs
from the optimum pattern, it becomes the responsibility of
the state to undertake or rromote investment along lines
most beneficial to society.

The optimum pattern of investment for an underdevel-
oped country will depend, among other things, on the fruitful

lines of development open to the country concerned, and on
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the social marginal productivity of different lines of in-
vestment. It may be useful to say a few words on each of
these criteria for determining the composition of investment.

a. Balanced Growth. The early post-war view on the

economlic development of underdeveloped countries, among wes-
tern economists at any rate, seems to have been that their
salvation lay primarily in the improvement of agriculture

and other sectors of primary production. More recently,
opinion has veered round to the point of view that, in many
cases, the most fruitful line of advance lies along the path
of a balanced development of agriculture and 1ndustry.1 This
is particularly applicable to a country like India which

is overpopulated, and which 1s experiencing a steadily mounting
pressure of population on land. Already there exists a

good deal of disguised unemployment and it is likely to

grow with increases in population. Therefore, a rspid growth
in non-farm occupations becomes an obvious necessity, if
India 1s to draw the surplus man power off the land and at
the same time provide employment to the additional laborers
entering the working force every year. This is not to

deny the importance of raising the productivity of the-
agricultural sector. A growlng industrial sector needs

more and more raw materials, and the increasing number of
industrial workers have to be fed. Fallure to improve

agriculture, therefore, will inhibit the growth cf the in-

INot a1l countries, of course, need to be, or could
become, predominantly industrial economies,
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dustrial sector.l

Here lies one of the trickiest problems in economic
development. It 1s no easy matter to created an increasing
"surplus" 1in agriculture and transfer the whole or part of it
to the industrial sector. Much of the food, especially in
the early stages, will be needed to feed the workers in the
investment sector who cannot immediately furnish the farmers
with consumer goods in exchange. This means that the agricul-
tural sector would have to save a part of its increasing
product. If this is not done voluntarily, suitable tax
measures have to be devised to force this "saving" out of
the agricultural sector. Taxation of agriculture then must
be viewed in this light.

b. Economic and Social Overheads. It was pointed

out in an earlier section (Part I, Section B) that in under-
developed countries the inducement to invest is rather low,
because of low incomes and small size of the market. One

way to break out of the vicilous circle on the demand side is

to tske steps to raise the marginal productivity of private
investment. Any investment that creates "external economies"
without counter-effects on internal economies will help achieve
this objective. Trese external economies may take the form

of enlarging the size of the market or of reducing cots of
production. The most important external economies that arise

in the earlier stages of economic development relate not to

1One slternative is to import food in exchange for
exports of manufactures.,
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particular firms and industries but to the economy as a whole,
The external economies traditionally discussed by economists
arise from the enlargement of the size of a particular in-
dustry. After an industry has grown to a certain size, it is
able to take advantage of many specialized services, such as .
a pool of technical skill, a common source of raw materials,
transportation facilities, credit facilities, and so on.
But a more important type of external economies arise from
the establishment of economic and social overhead capital
which can be more fully utilized by a growing economy. The
economic overheads consist of such investments of capital as
highways, railroads, communications, power installations,
ports, and technical training facilities; the soclal over-
heads consist of schools, hospitals, 1libraries, and public
health measures. It is clear that in underdeveloped countries
these categories of investment can widen the merket, or raise
the productivity of labor, or reduce costs of production in
several sectors of the economy. Once these facilities are
established, new industries can, up to a point, take them
for granted,

Dr, John H. Adler has expressed the opinion that the
differences in the economic development of different countries
can be explained partly by the fact that in some countries ex-

ternal economies materialized, while in others they did not.1

1. H. Adler, "The Fiscal and Monetary Implementa-

tion of Development Programs," American Economic Review, Papers

and Proceedings, May, 1952, p. 587.
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As to vhy in some countries these economies did not arise,
he says:

It may well be that the colonial status in

which the underdeveloped countries found

themselves a hundred and fifty years ago may

have scmething to do with the differential

rate of the evolution of externsl economies.

These countries depended for their organiza-

tional social overhead, particularly in market-

ing and transportition, on their respective

mother countries.

Mr. Adler's view corrotorates the opinion widely held in many
underdeveloped countries that one of the most harmful results
of colonialism was the lop-sided development of their econo-
mies. Even where some economic overheads were developed, say,
in the form of transportation facilities, they were designed
primarily to serve the narrow export sector. In recent years
the governments of various underdeveloped countries have
taken many steps to redress the balance,

In any development program, high priority has to be
assigned to the creetion of overhead capital. But this re-
quires huge expenditures of funds the returns for which may
be neither quick nor direct. (Moreover, private capitalists
in underdeveloped countries cannot command the enormous sums
needed for such investment. It is, therefore, necessary for
the government to bear the major part of the financial bur-
den of the expenditures for economic and social overheads,

In other words, a grnd deal of public investment in the ini-

tial stages of development has to take the form of overhead

Capital,

11b1d., pp. 587-88.
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In addition to the direct undertaking of investment,
the state also can influence the pattern of private invest-
ment. Western observers are unanimous in complaining about
the "unproductive" nature of a great part of private invest-
ment in underdeveloped countries. Entrepreneurs in these
areas are attracted unduly towards quick returns and specu-
lative gains. Commerce and trade cléim too large a share of
total caspital invested and increments thereto. Real estate,
urban construction, luxury buildings--all these are favorite
forms of investment, with the result that agriculture and
manufacturing industry are starved of capital. Wwhile it is
true that in some underdeveloped countries like India, enter-
prising capitalists are showlng an increasing interest in
manufacturing, the fact remalns that a good deal of invest-
ment is directed into relatively unproductive channels. One
important task of public policy then is to alter the pattern
of investment. At the least, fliscal policy could be used to
encourage some forms of investment and discourage others; at
the most, where national planning is adopted, it could be
used to reorient the pattern of investment in accordance with
the priorities laid down in the plan.

From what has been said in this section, the following
corollaries can be drawn: (a) the greater part of public
investmént, in the early stages, will have to be devoted to
the provision of overhead capital; (b) much of this invest-
ment may not be directly remunerative, while some of it like
electric power plants may bring a direct return; (c) hence

both taxes and loans can be used to finance public invest-
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ment; (d) the raison d'etre of investing in social overhead

capital 1s to railse the marginal productivity of private
investment; (e) therefore, steps must be taken simultaneously
to promote private investment in directions most beneficial
to society. The implications of these statements for tax

policy will be spelled out in Part III.

C. The Goal of Fiscal Policy in Developed
and Underdeveloped Economies

The central idea of this thesis 1s that the primary
task of fiscal policy in underdeveloped countries is to raise
the ratio of savings to national income. The need for a higher
rate of savings than exists at present has been amply demon-
strated above.l The need is much mcre urgent than is gener-
ally recognized by policy makers in these countries, And
there is reason to believe that well-devised policy measures
can succeed in making available a larger flow of resources
for economic development. Thils means that the role of fiscal
policy in underdeveloped countries essentially has to be al-
locative. It is concerned with allocating more resources for
investment and restraining consumption. By contrast, fiscal
policy in developed economies is concerned mainly with regu-
lating the total flow of purchasing power, with determining
the level of total effective demand. Speaking of the United
States, Arthur Smithies says: "Fiscal policy aims primarily

at controlling aggregate demand and leaves to private enter-

lpart II, B.
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prise its traditional field--the allocation of resources
among alternative uses," It is obvious that in an under-
developed country the emphasis has to be on allocation, that
1s, the broad allocation as between consumption and invest-
ment, and as between different forms of investment, True,

in a developed economy too, under certain circumstances,

the rate of investment might have to be changed by public
policy. But in the conditions prevailing in the developed
economies at the present stage of their development, main-
tenance of stability--short-run and long-run--remains the
key-note of fiscal policy, whereas in the underdeveloped coun-
trles the key-note of policy must be acceleration of the rate
of growth,

1. The Concept of Functional Finance

As recently as 30 years ago, there was no concept
of fiscal policy in the modern sense of the term. This was
only natural because the relation of governmental finanecisl
operations to the working of the national economy was less
clearly understood, and government was on a relatively smaller
scale., The theory of public finance treated the government
as one financial unit emong several other units in the econo-
my, each of which received income and incurred expenditure.
Public finances were to be conducted on essentially the same
basis as private finances. In this view, public expenditure
connoted collective consumption, and public revenue the cost
thereof., From the economic point of view then, the chief
problem in public finance was to apply the general rule of

maximizing satisfactions. On the revenue side, the pre-
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occupation was with finding the most equitable way of raising
the needed revenue; on the expenditure side, the inquiry

was concerned with what were the desirable forms of expendi-
ture and how far expenditure should be pushed in each direc-
tion. Since the government was treated on the same basis as

a private economic unit, it was held strongly that the govern-
ment "should pay its way" just like an individual or firm.
Moreover, on the classical assumption of full employment,
creating a deficit in the budget or increasing the deficit
could lead only to inflation. One of the cardinal principles
of pre-Keynesian public finance, therefore, was that the
budget always should be balanced. The more important concept,
and one which furnished the real basis for the whole theory
of public finance, was that publlic expenditure was required
only to secure the collective consumption of certain goods
and services, and that taxation was a contribution to defray
the costs incurred for this purpose,

The theory of national income and employment, origin-
ally developed by Keynes, revolutionized the whole basis of
public finance¢, and rendered some of the o0ld concepts well-
nigh obsolete., His theory shed new light on the relation of
government finances to the level of income and employment in
the economy. It was realized then that government finances
could be manipulated to influence the level of economic acti-
vity, by influencing the level of effective demsnd. This is
the genesis of the modern concept of fiscal policy in advanced
economies. Its underlying notion is that the revenue .and

expenditpre programs of the government would be so adjusted
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as to produce and maintain a stable and high level of eco-
nomic activity.

Two important implications of this concept of fiscal
policy are worthy of note here. First, the finances of the
government should be conducted on a "functional™ basis, and
revenues and expenditures should not be considered as being
occasioned solely by the requirement of securing collective
consumption. This view of public finance may be called "func-
tional finance" (to use Mr. Lerner's phrase). Secondly,
the budget need not always be balanced. Under conditions of
less than full employment, for instance, a deficit would be
desirable,

The latter implication 1s the more dramatic of the
two, and usually is pointed out as the most significant as-
pect of the change that has occurred in the theory of public
finance. Actuslly, however, it 1is the concept of functional
finance which constitutes the real revolution in point of
view, If the government's expenditure and tax programs are
to be treated on a functional basis, the simple analogy with
private finance no longer holds good. Expenditure msy be
Incurred not mainly for the sake of its direct benefit, but
for the sake of the indirect effect it produces in the form
°f a rise in employment; and revenue may be raised not to
meet a proposed expenditure, but to curtail effective demand.
It folilows th:t taxation no longer can be looked upon merely
@S a means of finding the money for the state; it becomes
Oneé of the primary weapons in the hands of the government |

to promote stability and progress. The primary purpose of
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taxation in an advanced economy "is to restrict private
spending to the point where it no longer exceeds the amount
which, given the claims of the State, cen be made available.-
in other words to ensure that the total of public and private
spending is sdequate, and no more than adequate to secure
the full utilization of economic resources." To put it in
a different way, the primary role cf taxation in an advanced
economy 1s not to avoid deficits but to avoid inflation.

In the early Keyneslan era, the preoccupation was
with the problem of short-run economic stability and with
counteracting cyclical fluctuations. sttention was given
mainly to the perfecting of a counter-cyclical policy. Pres-
slng short-run problems--the depression of the 'thirties and
the inflation of the war and post-war years--absorbed all at-
tention, to the neglect of the long-run problems of growth,
¥ore recently, however, conditions for long-run equilibrium
in & dynamic economy have been analyzed, and the possibility
of the emergence of long-run disequilibris has been pointed
out, calling for a shift in emphasis in the goal of fiscal
policy., The goel postulated now is that of insuring conditions
of stable grouth.dfis fiscal policy in underdeveloped econo-
mies has to be tallored to the needs of rapid economic growth,
it 1s in the context of the problems of growth that the differ-
ences In the objectives of fiscal policy in developed and

underdeveloped countries can most profitably be discussed.

IN. Kaldor, An Expenditure Tax, George Allen Unwin
Ltd., London, 1955, p. 17,




65
2. The Requirements of Steady Growth

Mr. Harrod and Professor Domar have beer in the fore-
front of the economists who have tried to study the require-
ments of steady growth in an economy.l They are both inter-
ested in discovering what rate of income growth will keép a
dynamic economy in the path of equilibrium from year to year.
Although their models of steady growth differ in details,
they are similar in substance. In this section we shell
touch upon their theories only to the extent necessary to
derive the psrameters for a realistic fiscal poliey.

Earrod and Domar assign to investment & crucial part
in the process of grcwth. They emphasize that investment has
a dual character: on the one hand, investment creates income;
on the other, it augments the economy's productive capacity
by enlarging its capital stock. The Keynesian analysis as-
sumed that the stock of capital was given2 and discussed
the income-creating effects of investment, This assumption
may be valid for an analysis of essentially short-run prob-
lems. But when we turn our attention to the long-run, we

must take into account the fact that net investment adds to

Iz, F. Harrod, "An Essay in Dynamic Theory," Economie

Journal, Vol. XLIX, No. 193, March 1939, pp. 14-33; Towards a
Dynamic Economics, MacMillan and Co. Lté., London, 19485 "Supple-
ment on Dynamic Theory," Economic Essays, MacMillan znd Co, Ltd,
London, 1952, Evsey Domar, "Expansion and Employment," Americag’
Economic Review, Vol. XXXVII, No. 1, March 1947; "Capital Expan-
sion, Rate of Growth and Employment," Econometr{cg Vol. XIV,
No. 2, April 1946; and other essays by the same au{hor which,
along with the above-mentioned two, have been reproduced in his
Essays in the Theory of Economic Growth, Oxford University Press
New York, 1957, !

5., Keynes, General Theory, p. 245,
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the productive cepacity of the economy. Hence, so long as
there is net investment, this capacity will keep growing.
This being so, unless real income and output also expand and
do so at a rate proportionate to that at which productive
capacity of the stock of capital is expanding, excess or
idle capacity necessarily will lead entrepreneurs to cut
back investment outlays, with the resultant fall in incomes
ad employment in subsequent periods. This means that the
economy moves off the equilibrium vath of steady growth.
Thus, in a long-run sense, employment is & function of the

rate of growth of investment end income.

If lo-g-run disequilibrium and unemployment are to
be avoided, then, income must grow at a rate just sufficient
to insure the full-capacity use of a growing capital stock.
This "reqguired" rate of growth of income may be called the
full-capacity rate of growth.

In the Harrodian model, this rate of growth is given
by the equation Gy = s_, where Gy is the "warranted rate of
growth," s is the proggrtion of income that is saved (S/Y),
and C. is the value of capital required to produce a unit
increment of output.1 Gy, the warranted rate of growth, cor-
Tresponds to what has beé;§2311ed above the full-capacity growth
rate. The equation, therefore, states that if full and con-

tinued utilization of capacity is to be insured, income must

grow at the annual rate of

Cr

1
R. F. Harrod, Towards a gxgamic Economics, MacMillan
and Co. Ltd., New York, 1956, p. 81.
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The requirement for a continued full-capacity income

may be written also as follows:
Yy « 1 - Yt = osYtl

That is to say, national income in year t + 1 must exceed
that of year t by the amount of added productive capacity
which is equal to osYt, where o is the reciprocal of the
accelerator coerricient,2 and s 1s equal to the average =
the marginal propensity to save. The term os corresponds to
S_ in Harrod's equation.3
Cr On the assumption that the average propensity to
save 1s constant (and hence = to the marginal propensity to
save), it can be shown that the rate of growth of investment
must equal the rate of growth of 1ncome.l+ Thus, given the
productivity ratio and the propensity to save, income and
investment must grow at a constant geometric, or exponentisl,
rate of os per year in order to insure the full utilization

of the annual additions to the community's productive capacity.

' Thus, os is Gy, or the full-capacity rate of growth. The

1p, Hamberg, Economic Growth and Instability, W. W,
Norton Company, Inc., New York, 1956, p. 29.

2There is some question whether we should take the
value of the marginal carital coefficient or the accelerator
coefficient. Professor Hamberg feels that "in an enquiry
into the rate of inccme growth 'required” to absord into pro-
duction a growing stock of capital, it is necessary to limit
our attention to increases in productive capacity that are
the result of induced investment only." (Ibid., p. 42.)
Hence g 1is taken to stand for the reciprocal of the acceler-
ator coefficient.

3The corresponding term in the Domar Model is k&
from his equation .%l.:dd' ("Expansion and Employment" in
Essays ;g the Theory'of Economic Growth, p. 91).

D. Hamberg, op. cit., p. 30. The mathematical deri-

vations of the propositions of the various models given here
are omitted, since they are not germane to our purpose.
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actual rate of growth may be designated by G. If then G = Gy,
we may say that there is equilibrium growth.
3. The Genesis of Long-Run Disequilibria

Disequilibrium will arise in the economy if G and
Gy are not equal. If G> Gy, there arise conditions of secu-
lar inflation. This i1s because income grows at a rate faster
than what i1s allowed by the growth in capacity, leading to
a deficlency of capital goods and increasing pressure on capa-
city. OUnder these conditons, desired investment would be
greater than desired saving, and production would fall short
of aggregate demand. Secular inflation is the result. If
on the other hand, G £ Gw, then there arlses excess capacity,
and hence fall in investment. The end result is fall in em-
ployment and income. This may be called a condition of secular
depression.

It would follow that one of the tasks of public policy
designed to maintain long-run stability is to bring G and Gy
together. 1If G is made equal to Gy, full utilization of capa;
city will be insured. However, though G = Gy 1s a necessary
condition of long-run equilibrium, it is not a sufficient
condition. We have to introduce another growth rate to state
the full-conditions required for dynamic equilibrium. This
i1s the full-employment rate of growth, which is designated
by Gp. This is the rate of growth of output which will in-
sure full employment to a growingrlabor force ;; fhé context
of rising productivity of labor. ;fgiris the (annual) rate
6; growth of the labor force, énd h is the rate of growth of
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lebor productivity, then G = n 3 Q.l Iow 1f Gpn = Gy = G, we
mey say thet there is eguiliirium full-empioyment growth.2

Zut the = ving equilibrium with full employment will be rudely
dicturrsd I1f G diverges from Gp.

If Gn > Gy, conditionrs of secular 1nflation would
tend t> be generated, though, paradoxicaliy, unemployment
wsuld grow side by side. Inflation would be csused by the
fact that G, unless reguleted bty the government, would tend
t> reach Gn, ¢nd therefore w>uld lie tetween G and Gy. Un-
ernrloyment 1s the obviosus result of the fact that the rate
of growtl of carecity is insufficient to afford Zull employ-
ment to the growing labtor force.

The orrosite result woulc follow, 1f Gp ¢ Gw. Condi-
tions >f secular stzgnaticn would be generated. This is be-
ceuse G cannot rise sbove Gp for &n extended gerlod of time,
eand therefore would 13e te.w Gy. Thus, though lator short-
age might arice at first, excess ceracity would emerge in
course >f tize, and would bring about unemployment &nd depres-
sion.

Y. Implications for Long-Run Fiscal Folicy

. Developed Cconomies. In tre light of the discussiosn

contained in the foregoiing rages, the requirements of fiscal

lKenneth . Turihera, "The Tiscel Role of Governrent
in Zcon:-zic Devel~rment," Indlcn Sconomic Journsl, Vol. XITIVII,
Suly 1375, p. #C. Tuis formale is velid only for the short-
run. F3§ a longer rerisd the rites would nave to be compounded.
Arthur Saitiies, "The C-ntrol of Inflastion," The
eview Df Zconozics snd Statisties, Vol. XIXIX, No. 3, August
1957y r. 273.
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policy in a developed economy may be set forth briefly., If
at any given time there is disequilibrium in the economy,
this may be the result of the interplay of short-term and
long-term factors. Pudblic policy must be directed first to
rectifying the maladjustment in the long-term factors, and
then to tackling the short-run causes of disequilibrium. We
are here concerned with the former,

In a developed economy, it 1s conceivable that Gy
might exceed Gp or be less than Gp. In elther case, the aim
would be to bring them and G together, and maintain conditions
of stable growth. Since the per capita income already 1is
fairly high and since, under conditions of stability, the
rate of growth of output 1s fairly satisfactory, the emphasis
on stability is warranted. The maintenance of stability or
stable conditions of growth may at times require the diver-
sion of resources from investment to consumptibn. For in a
developed economy Gy can exceed Gp and G. This spells secu-
lar depression. The remedy would be to lower Gy which, as
we have seen, 1s equal to os. The condition of too high a
Gy arises in a developed economy because g (S/Y) is high.
The requirement of stability thus would call for measures
designed to reduce the ratloof savings to national 1ncome.1
The contrary policy of curteiling consumption would be called
for in the event that Gn > Gy. Thus in a developed economy,

lirthur Smithies discusses a similar case in which
G = Gy > G,. His recommendation in this instance is that in-
vestment must be deterred, and private consumption or govern-
ment expenditure encouraged. ("The Control of Inflation," op.
Ei_tl-, pP. 2780)



5 has to be moved up or down according to circumstances.

b. Underdeveloped Economies. Herein lies the differ-

ence between the requirements of fiscal policy in developed
and underdeveloped economies. In the latter, conditions

are not conceivable in the near future which would require a
lowering of s. The vast majority of people in these areas
are living on the margin of subsistence, so that the marginal

propensity to consume 1s very high. Therefore, supported by

a rising consumption demand, output can be expected to grow
at a rate sufficient to insure full utilization of capacity.
The problem rather is to railse Gy so that the backlog of un-
der-employment may be ligquidated.

In underdeveloped economies Gy chronically falls
short of Gp. In fact this condition has persisted for such a
long while thast a huge volume of under-employment has emerged
in the economy. Currently, the rate of investment is too
low to afford full employment even to the existing labor
force, let zlone the annual sdditions made to it through
increases in population. As Gp > Gy, there is not only dis-
guised unemployment, but also conditions of chroniec secular
inflation. In a sense, inflation is merely a reflection of
the attempts made by the economy (through governmental action
or otherwise) to attain to a high rate of growth of output
which pushes G above Gy.

Public policy must be deslgned to solve these twin
problems of under-employment and inflation. 1In this context
the goal of fiscal policy in an underdeveloped country nay

be said to be the promotion of the highest possible rate of
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capital formation without inflation. 3Stability is necessary
for progress, but the maintenance of stability does not re-
quire a fall in s as may happen in a developed economy, but

a rise in it. Since the basic malady is that G exceeds Gy,
raising the proportion of savings to income will enable the
economy at the same time to reduce unemployment and maintain
stability. So long as it is intended to rsise the percentage
of total income going into savings, as income increases, it
is necessary to keep the marginal propensity to save above
the average propensity.

It was noted that in a developed economy Gy might
rise above G and/or Gp. This condition clearly cannot emerge
in an underdeveloped economy so long as there is disguised
unemployment and the standard of living 1is so deplorably low.
At the present stage of development public policy would not
be called upon to rectify a situation in which there is a
shortage of labor or a short fall in consumption demand.

This means fiscal policy can remain geared to one direction,
instead of having to be switched backwards and forwards as
may happen in a developed economy.

The contention put foriard is that as in a developed
economy, so in an underdeveloped economy too, public finances
should be conducted on a functional basis; but that the most
important function to be performed is the raising of the
rate of savings and investment, and not the mere avoidance
of inflation. That this should be one of the primary goals
of public policy in an underdevelped economy will be granted

readily nowadays. What is not so readily granted, or even
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understood, 1s the implications of this approach in the several
fields of public finance. When one postulates an objective
for fiscal operations other than the securing of the "collec-
tive" consumption of certain goods and services, one, by
implication at least, adopts the functional finance approach.
But while the approach is changed, principles and canons
appropriate to an older approach are left to rule the field.
This 1s true especially in the fileld of taxation, to which

we shall turn in the next part of this study. Meanwhile,

let us summsrize the objectives of fiscal policy.

5. Objectives of Tax and Fiscal Policies Restated .-

On the basis of the discussion of fiscal policy con-
tained in the foregoing pages and in the light of the currently
accepted social goal of an equitable distribution of the
national product, the main objectives that should govern
tax and budgetary policy in a country such as India may be
stated as follows:

(a) increasing the rate of investment by checking

actual and potential consumptionj

(b) encouraging the flow of investment into channels

judged to be most desirable from the point of view

of socletys;

(¢) in a quasi-planned economy, regulafing the flow

of purchasing power in accordance with the overall

pattern leid down in the plan;

(d) where large inequalities of income and of wealth

exist, modifying the distribution of income and wealth

in a manner and to the extent that are consistent
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with the best long-term interests of the population

as a whole.

The first objective reletes to increasing the over-
all flow of rescurces into investment. Over a period of
time this is achieved by reising the incremental saving ratio.
The second relates to the socially optimum pattern of invest-
ment. The third objective 1s relevant where the quantum as
well as the pattern of investment is centrally planned to
some extent. 1In this case fiscal policy becomes an adjunct

to investment policy.

The fulfillment of all these three objectives will
lead to a rise in the national product. The fourth objective
relates to the distribution of the rising national product.
It 1s needless to canvass the importance of distributionsl
considerations. A mere increase in per capita income does
not necessarily lead to an increase in the welfare of all
sections of the people, unless an equitable distribution of
the rising national product is assured. An equitable dis-
tribution is usually taken to mean a reduction in the existing
inequalities of income and wealth. To what extent inequali-
ties should be reduced is partly a matter of value judgement,
partly a matter of the economic system that is adopted, and
partly a matter of incentives within that system. These
matters will be discussed when direct taxation is taken up
for consideration. It suffices to say now that reduction
of inequalities rates high in the scheme of social values
in the countries of Southern Asia. Policies that do not
take any note of this objective are unlikely to be acceptable
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to the broad masses of the people in these countries. There-
fore, while it 1s easy to agree with Nurkes that "Not a change
in the inter-personal income distribution but an increase in
the prcportion of national income devoted to capital form-
ation is the primary aim of public finance in the context of
economic development,"1 it 1s not so easy to agree that

«es using taxation as a means of mitigating the inequali-
ties of wealth--a revolutionary and essentially socialist
idea--appears rather old-fashioned now and in any case be-
side the point."2 Neither of the two objectives can be neg-
lected. This is not merely because of politicsasl reasons,
but also because the two objectives are closely inter-related.
If the inter-relationship is properly understood, a satis-
factory reconciliation of the objectives is not impossible
of achievement.3

Fiscal policy can seek to influence the economy, on

the one hand, by the amount of public income that is raised,
and on the other, by the amount and direction of public ex-
penditure. The three important fiscal means by which re-
sources can be raised for the public exchequer are: tax-
ation, borrowing from the public (other than commercial

banks), and credit creation. These means must be used in

lﬁagnar Nurkse, Problems of Capitsl Formation in

Underdevsloged Countries, p. 147. )
Ibiad.

3It is not true that all measures of re-distribution
will reduce incentives in the economy as a whole, Some meas-
ures will increase the incentives of the lower-income groups
more than they reduce the incentives of the higher-income
groups. Further, incentive to work is as important as in-
centive to save. To strengthen the former a proper wage
policy 1is called for.
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harmonious combination so as to produce the best overall
effects in terms of economic progress with stability.

Of these three means, it 1s obviously taxation that
is the most important. If wisely conceived and skillfully
used, it can become a very effective instrument of policy.

As part of a general program of development taxation may be
used to accomplish the following objectives:

(a) restraining or curtailing consumption and thus

transferring resources from consumption to invest-

ment;

(b) increasing the incentive to save and invest;

(c) transferring resources from the hands of the

public to the hands of the state to make possible

public investment;

(d) modifying the pattern of investment;

(e) mitigating economic inequalities.

All these objectives, it will be seen, are related to
the ultimate goals of rapid increase in national income and
of improvement in its distribution. The problem is to design
a structure of taxation that will be conducive to the accom-

plishment of these objectives.



ITI. STRUCTURE OF TAXATION MOST APPROPRIATE FOR INDIA

A. Functional Finance and Taxation

The structure of public finance in many underdeveloped
countries including India has grown up haphazardly, influenced
by historical accidents, the example of other countries, the
thinking of foreign rulers, and the exigencies of the moment.
Though many "productive™" sources of revenue may have been
tapped, the systems of taxation generally have not been built
on sound principles suited to the requirements of rapid eco-
nomic growth. A rational re-organization of the structure
of taxation, in the light of the objectives discussed in
Part II, will not only be conducive to rapid economic growth,
but it will also make it possible to raise more revenue in
the long run. As Buchanan and Ellis point out: "While
neither ideal equity nor optimum yleld may be expected of
the tax systems in many countries, the improvement of revenue
systems throughout the underdeveloped world offers bne of
the greatest unexploited instruments of economic progress."1

The basis of re-organization of the tax system must
be the concept of functional finance. But, as indicated
earlier, the function to be performed is significantly differ-
ent from that originally envisaged by the Keynesians. The
functional financiers of the west consider that the primary
purpose of taxation is the avoidance of inflation. The mere

avoidance of inflation, however, does not insure rapid growth

lNormen S. Buchanan and Howard S. Ellis, Approaches
o Economic Development, p. 18.

77
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in an underdeveloped country. If we confine public policy to
the avoidance of inflation, we may help perpetuate the state
of "underdevelopment equilibrium.” Though avoidance of in-
flation is necessary, the more important goal is to raise
the proportion of national income going into capital form-
ation. To put it in a different way, inflation is to be
avoided not by cutting down investment, but rather by raising
the rate of savings so that a high rate of investment may be
sustained without undermining stability. Taxation therefore
is to be looked upon as a powerful tool in the hands of the
government for raising the ratio of savings to national income.
1. Recent Trends in Thinking

The role of taxation in raising the resources needed
for economic development is recognized by many writers in
the field. The trend of opinion, however, seems to be in
favor of insuring collective compulsory saving through tax-
ation. Mr. Heller says: "To break out of this[vicious]
circle, apart from foreign aid, calls for vigorous taxation
and government development programs; on this point, expert
opinion is nearing a consensus."l This consensus in favor
of collective saving means that emphasis is placed on
stepping up public investment and financing it through higher
taxation. The case for tax-financed public investment gener-

ally i< built on the following arguments.2

Lraxes and Fiscsl Policy in Under-Developed Countries,

p. 3.
2See, for example, "Taxation and Economic Develop-
ment in Asien Countries,"” Economic Bulletin for Asia and the
Far East, Vol. IV, No. 3, November 1953.
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A primary cause of low investment is the low level
of domestic savings. Personal savings in the countries of
South Asia are estimated to stand between 1 and 2 per cent
of national income. Business savings also are not very large.
Small businesses predcminste snd large-scale corporate enter-
prises, which can be expected to generate a sizeable volume
of savings, cover only a small part of the economy. There-
fore, the needed scale of private savings and investment is
not forthcoming. It is further argued that what little in-
vestment one finds is often directed into unproductive channels.
Business savings frequently are not invested in agriculture,
‘transpcrt, and industry. They are used for speculative pur-
poses snd for investments in commerce and real estate. The
inference is drawn that public investment has to be stepped

up even at the expense of private investment. For example,

the Economic Bulletin for Asia snd the Far East makes this

statement: "Taxation, therefore, remains as the only effec-
tive financial instrument for reducing private consumption
and investment and transferring rescurces to the government
for economic development."1

Another powerful argument is adduced in favor of
public investment asnd compulsory savings. Most of the Asian
countries seem to set a great score on reducing inequalities
of income and wealth. But if the economy is to rely pri-
marily on private investment, inequalities will not be

l1bia., p. 3.
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reduced, bﬁt even may be increased. For private capital
formation necessitates the building up of private fortunes;
"... this way of building up the capital of a country has
always given rise to great politicsl offence. The only
feasible alternative is to build up capital on public ac-
count."l In this view, taxation could be used to reduce
inequalities as well as to promote public investment. What
is needed then is a higher level of taxation on all sections
of the population and a tax system vhich is more progressive
with respect to income and wealth. Two main ideas on the
subject of public finance current in India, for instance,

are reduction of inequalities and insuring collective savings
through taxation. Indeed they are very near becoming articles
of faith. To be sure, the adverse effects of highly pro-
gressive taxation often are referred to, and modifications
are suggested to various schemes intended to reduce inequali-
ties, but the belief is nurtured sedulously in the public
mind that inequalities could be reduced substantially, or
even virtually eliminated, by means of taxation within the
structure of a mixed economy. The logical culmination of
this line of thinking 1s the Taxation Enquiry Commission's
recommendation that it was important to strive by stages

for the implementation of a "ceiling" on personal incomes,?

Insome Financial Aspects of Development Programmes
in Asian Countries," Economic Bulletin for Asia and the Far
East, Vo%. I1II, Nos. 1-2, November 1952, p. 3.

TEC Report, Vol. I, p. 154,
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The Taxation ZEnquiry Commission,1 it 1s true, did
not recommend the im.ediate implezcntation of its recommend-
ation. Npr did it neglect the problem of adverse effects on
incentives. But it generally adopted the twin concepts of
collective savings and reduction of inequalities through
heavy income taxation. It could not sufficiently divest it-
self of the ldeas that are current in the country. This is
true of many writers in the field. Though the need to raise
the ratio of savings to income generally is recognized, too
often the first question ralsed is: how can we raise more
tax revenue for the government? To treat this as the para-
mount question is to slip back into the older approach of
treating gqvernment finances on a non-functional basis,

2. The Need for Public and Private Investment

The twin ideas discussed above clearly are inadequate
as the basis for tax policy in underdeveloped countries.

The necessity for ralsing more revenue in India may be readily
conceded. But the more important and more fundamental prob-
lem is to ralse the rate of savings in the economy as a whole.
This must be treated as the paramount question., Undue em-
phasis on insuring collective savings may result merely in

the replacement of private investment by public investment,
whereas the great need is to raise the aggregate of public

and private investment,

1Referred to hereafter as the TEC.
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The fact that much of private investment is directed
towards projects of low priority does not mean that it should
be curtailed, but merely that it should be re-directed into
more productive channels. A mixed economy cannot progress
without constantly increasing private investment. In any
case, public investment cannot hope to reach the very high
level that would be necessary, if private investment is not
to be encouraged, or actually is to be curtailed. This is
so obvious as regards tax-financed public investment that it
is surprising how many have come uncritically to asccept the
apparently satisfactory solution of compulsory collective
savings. Net capitsl formation stands around 7 per cent of
national income in India. Let us assume that this to be
raised to 12 per cent in order for fairly rapid growth to
take place. Investment then has to be raised by 5 per cent
of national income. Now the proportion of tsx revenue to
national income ranges around 7 per cent of national income.l™
0f this the government is able to spend very little on fixed
capital formation. 1In other words, savings in the government
sector until now have been very low or almost nil. Eence,
for our target of 12 per cent investment to be reached merely
by expansion of public investment, taxation must be increased
to 12 per cent of natlonal income and all of this increase

must be invested. Thus if we assume that current expendi-

1This 1s true also of Thailand, Malaya, and the
Philippines, —
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ture is not to increase at all, we find that tax revenues
would have to be ralsed by 71 per cent from their present
level. It 1is doubtful if this increase can be achieved in
the near future. Further, it is unrealistic to assume that
current expenditure would or should not incresse during the
course of development. Building ur of human capital and the
social services necessary for it are as important as the
creation of plant and machinery. If, accordingly, allowance
is to be made for concurrent increases in "non-capital" ex-
penditure, the increase in taxation called for would be signi-
ficantly higher. Such a program would require that the pro-
portion of national income taken in taxation be increased
very steeply "so that it eventually would include both the
15 per cent or so which modern welfzre governments need for
current purposes and another 20 per cent or so for gross
capital formation."l This is the level of taxation that
would be required, around 35 per cent of gross national prod-
uct, if a country is to rely primarily on tex-financed public
investment. When 1t 1s remembered that the present level of
taxation is asround 7 per cent of the national income in Iﬁdia,
the unrealistic nature of this target would be recognized at
once. Compulsory collective saving has a place in develop-
mental finance, but it alone clearly cannot do the job.

It is not contended that tax revenues should not be

increased; indeed every effort must be made to that effect,

lEconomic Bulletin for Asia and the Far East, Vol. III,
Nos. 1-2, November 1952, p. 3.




8k

It is contended, however, that a satisfactory level of capital
formation cannot be achieved on that basis alone. A satis-
factory solution must be sought along the three lines of
private investment, public investment financed by taxation,
and public investment financed by borrowing from the public,
411 three methods should be given importence, if rapid eco-
nomic development is the foremost aim of economic policy.

Even where public investment is given priority, sas
in a socialistically inclined society, there is no reason
why much of public investment should not be financed by
borrowing from the public. Investment in some social over-
heads like education and other social services properly may
be financed through taxation. But when the state goes be-
yond these activities and invests in remunerative projects
like railways, electricity undertskings, and steel mills,
borrowing from the publlic 1s a legitimate method of financing.

A word may be said about private investment. There
is no need to canvass the case for increzsing private invest-
ment in a mixed economy. If the needed scale of private in-
vestment in the right directions 1s not forthcoming, the
right approach would be to encourage wise entrepreneurial
effort. It 1is not as though, in India, 21l private invest-
ment 1s in the wrong directions and no business man is in-
terested in productive investments in manufacturing industr*es.
Data are now available which give an indication of the part
which some entrepreneurs are willing to play in the country's

economic development.
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The TEC made an analysis of the balance sheets and
profit-and-loss accounts of some public companies for the
years 19%6-51.1 This snalysis revealed that corporate sav-
ings provided a larger source than new subscriptions, on the
whole, in finencing Iindustrial expanslon during the post-war
period. This is true of o0ld as well as new companies, though
in the former corporate savings played a more importsnt part
than in the latter.? It also appeared that a significant,
pert of fresh capital went into new companies.3

The Feserve Bank of India more recently has studied
the growth of 750 joint-stock companies in India during 1950~
55.1+ Since the total paid-up capitel of the companies in-
cluded in the study constitutes two-thirds of the total paid-
up capital of public limited companies in the sectors covered,
the results of the study are of some significence in indi-
ceting the trends in the private sector., The study revealed
that gross and net fixed asssets recorded a rise of almost 50
per cent each during the 5-year pcriod.5 Profits rose

steadily from the year 1952.6 That the rise in profits was

1TEC Report, Vol. I, Chapter 7. The analysis was
based mainly on bslance sheets end profit-and-loss accounts
for common companies in 1946 (407) and in 1951 (448), and on
a questionnaire in respect of 492 compsnies.
2Ibid., p. 115,
Ibid.
"Finances of Indian Joint Stock Companies, 1950-55,"
Reserve Bank of India Bulletin, September 1957, pp. 839-899,
The 750 companies studied are those with s paié-up capital
of Rs 500,000 or more, Banking, insurance, and i{nvestment
companies have been excluded,
JIbid., p. E-eg.
61bid., p. 84%0.
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in large measure due to additional investment is indicated
by the fact that whereas profits (both before and after tax)
rose by about 50 per cent between 1950 and 1955, profits before
tax as percentage of the total capital employed rose only
from 9.0 to 10.2 per cent.1 we also find that, from 1953,
an increasing proportion of profits was retained in business,?
This accrual of larger profits and larger internal savings
in the corporate sector more or less coincided with a marked
improvement in the rate of investment in private industry.
Private capital formction in industry in ab-
solute figures also 1s not inconsiderable. Gross capitsl
formation during 1946-51 in the manufacturing sector for all
public limited comranies was estimated at Rs 6.71 billion;
of this, fixed asset formation (gross) amounted to Rs 3.17
billion, giving sn annual averasge of Rs 630 million.3 1In
the period of the First Plan, brivate investment was stepped
up considerably. The rate of investment in factory enter-
prises in industry is estimated to have ricsen from an average
of Rs 260 million per annum in the first two years of the
First Plan to Rs 440 million in the third yesr, Rs 500
millien in the fourth year, and Rs 850 million in the final
year.h These latter figures are exclusive of the expenditure

on modernizatlion and replacement of machinery.

-

Ib

e

d

J

ﬁTE” Report, Vol. I, p. 114,
Government of India, Planning Commission, Review of

the First Five. Year Plan, p. 4.
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These deta suggest that the oft-repeated ststement
thet businessmen in underdeveloped countries like India are
not interested in productive investments, must be accepted
only with qualifications. More specifically, it would seem
that, in recent years, entrepreneurs in Indis have shown a
healthy interest in expanding manufacturing industries, and
that an Increasing proportion of rising profits tends to be
retained and ploughed back into investment. Apart from
these tendencies, entrepreneurs have also been willing to
start new industries, if they could secure the capital
needed.1 In these circumstances, public policy must seek to
encourage and strengthen private inducement to invest, while
other measures are taken to step up public investment.

In the light of the foregoing discussion, it seems
reasonable to state that the fundamentsl aim of tax policy
should be to raise the ratio of savings to national income,
and not just or even primarily to insure collective compul=-
sory saving. If more savings could be generated in the econo-
my, then the public and rrivate sectors could each get a
larger share of the savings. In the case of the public sec-
tor, part will come through taxation, and part through
borrowing. Tax policy should not be concemndl: zerely with

1The amount of loans disbursed to various concerns
by the Industrial Finance Corporation of India has continu-
ously moved up from Rs 145.3 million in 195%-55 to 265.1
million in 1956-57. The Chairman of the Corporation stated
In October 1957 that the loan applications which the Corpor-
ation had not been able to consider had already "swollen to
an unprecedented volume." (Commerce, Vol. XCV, No. 2436,
November 16, 1957, p. 897.)
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avolding curtailment of the incentives to saving and enter-
prise, it should go further asnd strengthen incentives to
saving and investment. The rule of compulsory saving czn be
applied wherever voluntary saving out of large incomes 1is
not practiced.
3. The Frinciple of Taxation According to Ability to Pay
When the primary objective'of tax policy is the pro-
motion of private and public investment, the tax structure
must satisfy cenons somewhat different from some of the
traditional rules of taxation developed for western econo-
mies, As Mrs. Hicks says: "Naturaelly the outlines of a tax
structure tailored for development will look substantially
different in a conventional underdeveloped economy than in
a highly sophisticated economy like ours."l Yet, by and
large, traditional concepts znd principles hold the field.
This i1s partly a matter of "international demonstration
effect."” In this, as in other fields of economics, concepts
developed in advanced economies frequently are transposed
to underdeveloped economies. One such concept is that of
taxation according to ability to pay. This concept has come
in handy, in India e&s in the West, to support any kind of
proposal for highly progressive taxation of income and
wealth, To glve one example, the then Finance Minister of
India, in his budget speech of May 1957, justified his new
tax on wealth on the basis of ability to pay. He said: "It

lyrsula K. Hicks, "Direct Taxation and Bconomic Growth,"
Oxford Economic Papers, Vol, VIII, No. 3, October 1956, p. 303:
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1s recognized that income as defined by existing Income Tax
laws and practice is not a sufficient measure of tax paying
cepacity and that the system of taxation on income has to be
surplemented by taxation based on wealth."l But the question
may be raised whether it is so obvious that the tax struc-
ture in India should be based strictly on "the ability to pay”"
of Individuals as measured by their incomes and wealth.

In the theory of taxation, 2 tax has been defined as
a compulsory payment to a public authority in return for
which the tax payer receives no measurable direct benefit.
Thus it is a contribution to defray the costs of ccmmon bene-
fits flcwing from governmental operations. This contribution,
1t is argued, should be in accordance with a person's ability
to pay, or taxable cezpacity. It is further held that the
principle of ability to pay leads to a progressive scale of
taxation, on the basis of some one of the sacrifice theories
and the law of diminishing marginal utility as applied to
income.

The valldity of this last inference often has been

questioned and denied. 1In fact i1t has been shown that the

principle of ability to ray does not lead unambiguously to

any particular scale of taxation. Each person, in accordance

with his own political ‘prediléctions, can make a convenient
assumption as regards the rate of diminution of marginal-

utility, and then come up with & proportionzl or progressive

1Government of India, Ministry of Finance, Finance
Minister's Speech, May 15, 1957, pp. 1l1-12, -
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scale of taxation. "Furthermore we cunnot determine the
meaning of ‘equal sacrifice' unambiguously. It is open to
several possible interpretations, each of which is as good
or as bzd as any other."l Thus the theoretical structure
built on the basis of the principle of ability to pay to
Justify rrogressive taxation is almost wholly unsatisfactory.
Nevertheless, a highly progressive system of taxation in re-
spect of individual incomes is widely held to be the most
desirable form of taxation. Despite the sophisticated theo-
retical arguzents adduced in suprort of such taxation, one
1s inclined to agree with Kaldor that it 1is the desire to
reduce economic lnequalities which is the most important
motive as well as justification for adopting a highly pro-
gressive tax system in terms of its burden on 1ncomes.2 The
increasing need for governmentzl revenues to execute wars or
to prepare for them also has forced governments to take
money where they can find it. However, in the realm of
theory, the principle of ability to pay still enjoys pride
of place among the canons of taxation, hallowed as it has
been by the support of economists from the time of Adam
Smith and even earlier. Thus 1t 1s that teachers of public
finance in underdeveloped countries also refer to the prin-

ciple of ability to pay as the fundamental principle of

lgunnar Myrdal, The Politicel Element in the Develop-
ment of Economic Theory, tr., Faul Streeten, Earvard Univer-
sity Press, Cambridge, lass., 1954, p. 174, See "The Theory
of Public Finance," chapter % of this book, for a thorough
discussion of this question.

2Nicholss Kaldor, op. cit., pp. 26-27.
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public finance and seek to build a tax structure on that
basis.l It may be that in doing so these economists are
impressed with the explicit theoretical justification given
for progressive taxation of income, while they lose sight of
the real motive behind it, which is the reduction of in-
equalities.

If the reduction of inequalities is the real Jjusti-
fication for adopting highly progressive taxation of income
in developed economies, it is not clear why the same system
should be copled in underdeveloped countries, unless it can
be shown that this 1is the best method of reducing inequali-
ties in these latter countries also. In other words, the
question of reducing inequalities must be tsken up and con-

sidered separately, keeping in view the peculiar conditions

obteining in underdeveloped countries and the specific re-

quirements of s developing economy. An sttempt will be made

later in this thesis to show that steeply progressive tax-
ation of total incomes really is not the best method of
tackling the problem of inequalities in underdeveloped

countries,
However that may be, let us for a moment grant that

the principle of ability to pay does lead to progressive tax-

ation of income, as many people seem to 1nsist. Even so,

this principle can be applied rigorously only if we assume

IA glaring example is Mr. R. N. Bhargava who goes to
the extent of saying that "Modern researches have improved
upon Manu and have given a theoretical proof of the validity
of progressive taxation." (The Theory and Working of Union

Finance in India, 1956, p. 21l.
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that taxation is solely a contribution to defray the costs

of certain common benefits, But the functional finance
approach cannot treat taxation in this simple manner. This
approach, in an underdeveloped country, will consider tax-
ation more a powerful tool to raise the rate of net invest-
ment than a mere contribution to finance governmental services.
It is true that there are many items of governmentsl services
that have to be financed somehow, but the volume of govern-
mental services that could be undertaken in the future itself
will be dependent on the rate of investment and economic prc-
gress. It is the rate of investazent then that must be
assigned the first priority. It follows that the principle
of abllity to pay cannot be applied in a simple manner to

the problems of taxation in underdeveloped countries and

that it cannot be made the corner-stone of tax structure in
these countries.

It is interesting to note that, although the prin-
ciple of ability to pay could be shown to be applicable only
by reference to the fact that at least the essential govern-
mental services have to be financed by tax contributions, in
practice, this very fact leads to a departure from this prin-
ciple. 1In underdeveloped countries the finances needed can-
not be raised mainly through direct taxes on income and
wealth. Actually, the main reliance is on indirect taxation,
and so the tax structure becomes regressive, Writers on the
subject and finance ministers come to face a dilemma when
they proceed to apply their principle to practice. More

should be raised in taxation to finance public consumption
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and investment expenditure; but if this is done meinly through
progressive direct taxation, economic incentives would be
affected seriously. So whenever taxation is raised to some
extent, the turden of indirect taxation increzses more, the
tax structure remalns regressive, and nothing is done to en-
courage private saving--at least nothing significant. The
dilemna referred to above can be resolved only if we abandon
the traditional interpretation of the so-called principle of
ability to psy.
4, Taxation and Economic Surplus

Writers on underdeveloped areas point generally to
the low level of savings in these areas. This level must be
ralsed; but, according to many economists, such cannot be
done to any significant extent because of the low level of
per capita income which 1s said to be the cause of the low
level of savings and investment, From this follows the con-
cept of the vicious circle of poverty. It is doubtful, how-
ever, if the rate of savings in an economy, or at least the
potential savings in an economy, can be related directly to
the level of per capita income as such. The share of the
national income going to the unper income groups and the
share of property income in total income are probzbly more
important determ}nants of the potential rate of savings.

Certain rough computations made by Mr. S. J. Patel
Indicate that the share of property incomes in India and
the United States is not very different. Mr. Patel worked
out the distribution of the national income of India for
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1950-51.1 From this he has drawn the following conclusions:
(a) more than half of the national income 1is accounted for
by the income of the self-employed; (b) wages and salaries
represent nearly 23 per cent of the total, which is much
smaller than the share going to wage and salary earners in
the United States; (c) gross income associated with property
ownership in India amounts to a 1little more than 23 per cent
of the total.2 The last conclusion is significant for our
purposes, In broad terms, the income from property in the
United ¥Xingdom and the United States has varied between 20
ad 25 per cent of the totsl over the last ten years or so.
But whereas in the United States the groups which receive
this share of the income save a considerable part of it,
their counterparts in Indie fail to do so. A4s regards the
distribution of income in India by groups of income receivers,
Mr. Kuznet's calculations show that the top quintile gets
about 55 per cent of the national income. The same situation
exists in other countries of the region. A comparative
study of income distribution in the United States, Ceylon,
Japan, and the Philippines, made by ECAFE, showed that the
degree of inequality was more or less the same in the
countries covered.3 It was also seen that in Ceylon 10.6

per cent of income receivers received 37.0 per cent of the

15, J. Patel, "The Distribution of the National In-
come of India, 1950-51," The Indian Economic Review, Vol.
III, Yo, 1, February 1956, p. 8.

21044., p. 9.

3Economic Bulletin for Asia and Far East, Vol. 111,

Nos. 1-2, November 1952, p. 23.
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Income, and that in the Fhilippines 10 per cent received

33.3 per cent of the income.l In the light of these datas,

it is difficult to accept the argument that these countries
cannot afford to save and invest a higher propurtion of their

income than a mere 5 per cent.

It is clear that in these countries the potential
rate of savings is higher than the actual rate of savings.
A plausible explanation for the marked divergence between

the two is given by Mr. Patel:

Although per capita income in India is low,
the possible rate of savings does not have
to be significantly lower than in the de-
veloped countries, for the proportion of
the saving-generating income, or gross
property income, in both cases 1s approxi-
mately the same. The low rate of produc-
tive investment in Indla may, therefore,

be explained, not by a reference to the
low average {ncome, but the preponderance
of "feudal" income (in property income),
which in the main is sterile at Bresent for
furthering economic development,

In all pre-industrial socleties, agriculture con-
tributes more more than half of the national output, and a
significant part of this accrues to what we may call "feudal®
proprietors and intermediaries. Economic development can be
accelerated if the larger part of this "surplus" can be made
available for productive investment. Such surplus may exist
in other sectors of the economy too. One of the central
tasks of fiscal policy is to mobilize such surplus for pur-

poses of economic development,

;Ibid., p. 22
S. J. Patel, op. cit., p. 11. Italics in the original.
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Lccordingly, the starting point for any reslistic
theory of public finance for underdeveloped countries must
be the concept of the economic surplus generated in the
economy. Though the concept of economic surplus is somewhat
tricky, it is a valid and useful one for our purposes.
Civilization is made possible for any society or nation when
1ts economic system begins to generate a surplus over essen-
tial cansumption.1 Followirng Professor Baran, we may dis-
tinguish between actual economic surplus and potential economic
surplus.2 Acfual economic surplus is the difference between
actual current output end actual current consumption. It is
thus identical with actual accumulation of various assets.
Potential economic surplus is "the difference between the
output that could be produced in a given natural and techno-
logical environment with the help of employable productive
resources, and what might be regarded as essentiel consump-
tion."3 Part of this surplus may not actually materialize
because of waste of resources in idleness and mis-employment.
The rest of the surplus is utilized for various purposes.
The character of a civilization and its future progress de-

rend on the purposes for which and the manner in which this

——

11t is of course impossible to define precisely the
term "essential consumption." It is not fixed for all time,
nor is it the same for all countries and groups; nevertheless,
for a given society, at a given time, it is possible to have
@ rough idea of the essential consumption required in its
Quantitative and qualitative aspects. Other concepts are
used In economics which cannot be defined rigorously: for
instance depreciation.
éPaul A, Baran, The Political Economy of Growth,
Monthly §eview Press, New York, 1957, pp. 22-23.
Ibid.’ p. 23.

——
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surplus is utilized. The surplus can be used for what the
classical writers called "unproductive consumption," or for
"unproductive investment" (palaces and pyramids), o~ for
productive investment., Economic progress require: i <ty in
the Initial stages at any rate, e high proportion of this
surplus be channelled into productive investment. 1In an
agrerian country like India, a great part of the surplus
originates in the agricultura¥ sector end is appropriated by
landowners, moneylenders, and merchants who usually do not
possess the habit of productive investment. According to a
number of observers, India can invest 15 per cent of her in-
come without any reduction of mass consumption.1 what is
required for this purpose is a comprehensive mobilization of
the economic surplus currently generated in the economy.
The communists attempt to do this by soclalization of indus-
try and collectivization of agriculture. In a democratic
society, the alternatives are voluntary saving and, in its
absence, taxation. The task of tax policy for economie
development, accordingly, is to mobilize this surplus, diréct
it into productive channels, and continually to enlarge its
size,
5. Canons of Taxation for India -

Grented the above, what should be the fundamental
Principle underlying the tax structure? It should be the

Principle of the mobilization of the economic surplus,

Taxation must mop up & great part of the surplus which at

- ——

lyentioned in ibid., p. 225.



98

present 1s not being used for productive investment. The
problem is to discover the surplus and channel it into in-
vestment without, in the process, destroying or gravely re-
stricting its occurrence,

The second cenon is that each person should be made
to contribute to taxation in accordance with his unused capa-
city or ability to contribute to economic development. This
ability can be measured in terms of that part of the economic
surplus (or the claim to it) accruing to him which he is not
already, on his own, utilizing for productive investment. A
person's income can be said to contain a surplus if it is
above the level needed to maintain the minimum consumption
necessary for efficiency and for incentives. This minimum
will obviously differ in different countries and for differ-
ent classes of the population.

Taxation also must mobilize the increases in the
surplus that arise as a result of initial developmental
efforts. This is the same thing as increasing the incre-
mental saving rstio. Hence the third canon of taxation is
that it must be so fashioned as to prevent consumption from
Increasing proportionately with income in the earlier stages
of development. As will be shown later, commodity taxation
can be used effectively for this purpose.

The fourth importent canon of taxation for India 1is
the canon of income-elasticity of taxation. As incomes rise
the share of taxation in total incomes must rise. At present
all the governmental units in India together take in tax-

ation only around 7 per cent of the national income. Even
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1f 1t 1s not possible immediately to raise the share of the
government, it 1s imperative to do so as national income be-
gins to register significant increases. As will be seen
readily, this requires built-in flexibility in the tax system.
To impart the needed flexibility to the tax system, it is
necessary to tax goods that hsve a high income-elasticity of
demznd and also zdopt 2 progressive scale of income taxation.
Since the marginal rate will be higher than the average rate,
the shere of the government will increase more than propor-
tionately as income increases.

Last, but not least, there is the canon of equity.
Since taxation is to be used as a tool to promote economic
development, the rule of equity demands that the burdens in-
volved in rapid economic development be distributed equitably
emong the different sections of the population. This is ex-
actly what is done when a great part of the surplus in the
economy 1s channelled into investment. If the poorer classes
are prevented from increasing their consumption to the full
extent of the rise in their incomes, the richer classes are
rrevented from using their surplus for excess consumption,
Sacrifices in consumption are shzred alike by all members of
the soclety. A corollary from this general rule, one that
often is forgotten, is the rule of horizontsl equity. That
1s to say, people in similar circumstances and behaving in
the same manner (in terms of their utilization of the surplus)
must be treated equally for tax purposes, This i{s an unam-

biguous rule of equity and yet 1t is one that the Indian tax



system does not satisfy.1

B. Taxation of Income and Wesalth
1. The Case for a Partiasl Exemption of Savings from Income
Taxation

It has been suggested that taxation for economic
development must fall on the economic surplus and mobilize
it for investment, and that it must be so fashioned as con-
tinually to enlarge the surplus. From this it follows that
taxation must be levied on a progressive scale on that part
of the income (above a certain level) that is not used for
approved investments, and that the msnner of taxation must be
such as to encourage individuals to save. In other words,
there is a cese for exempting from income taxation savings
which are invested in directions which are considered socially
necessary.

Such total expemption is jJjustifiable only if we con-
sider taxation solely as a tool for promoting economic growth;
in fact, however, taxation is alsoc a contribution to finance
governmental services. Further, a part of the surplus is
needed for public investment in social overheads. Therefore,
a compromise solution would be to grant a partisl but suffi-
cient exemption. If one reallzes the over-riding necessity
to raise the rate of savings 1n the economy, one would agree

that such an exemption 1s absolutely necessary.

1see below, Part IV,
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There are many considerations which, in the peculiar
institutional setting of India and other South Asian coun-
tries, support the above-mentioned scheme for encouraging
private saving alongside of public investment., First, it
would not be desirable to channel most of the surplﬁs into
public investment. Public and private investment have to go
hand in hand because much of public investment is intended to
raise the marginal productivity of private investment.l
Second, even in India with the "socialist pattern of society"
as its ideal, the greater part of the economy, however measured,
is left to private enterprise. This is seen from the Indus-
trial Policy Resolution of the Government of India of April
1956. Accofding to this resolution, only industries of basic
and strategic importance, those in the nature of public
utility services, and those which require investment on &
scale which only the state can provide, ere to be in the
public sector.2 The development of all other industries is
left to private enterprise. 1In this institutional setting,
to inhibit private enterprise would be to inhibit economie
development. Third, the state mostly undertakes relatively
unremunerative enterprises. Many of the government enter-
prises may bring in direct monetary returns, but they are
not such as to yleld large profits. Therefore, the growth
of surplus in the economy must depend on the growth of re-
munerative sectors outside the public economy. Finally, and

above all, it is not sufficient merely to avoid weakening

éSee above, Part II, B, 2,
Second Five Year Plan, pp. 45 and 50.
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incentives to saving znd enterprise; if rapid economic develop-
ment is desired, it 1s necessary to go further and strengthen

incentives. This 1s no less a compelling duty of the state

than the provision of overhead capitel.
These are weighty considerations which reinforce the
case made earlier for a partial exemption of savings from

income taxation. It might be objected, however, that when

we depart from the rrincinle of ability to pay and progressive
taxation of total incomes, we are abandoning equity. This
really is not so. As we have already seen, the principle of
ability to nay does not lead definitively to any particular

scale of taxation. It cannot therefore be maintalned that

taxation that is slightly regressive with reference to in-
come necessarily is inequitable. The more important point

i1s that economic development regquires sacrifices in consump-
tion and that these sacrifices must be distributed equitably
among all sections of the population. A tax system that
heavily penalizes consumption and rewards investment induces
every one concerned to forego consumption. In a developing
economy, equity must be understood, after all, in a dynamic
setting. It i1s only through economic progress that the
standard of 1iving of the masses can be raised appreciably.

4 tax system that distributes the incidence of taxation in
the conventionally "equitable™ manner may do less than jus-
tice to them. Dr. Boulding has shown thet if re-distributive
measures should lower the rate of economic progress, the ab-
solute share going to the group favored by the redistribution
will, after a point of time, be less than what 1t would have
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been with a higher rate of growth.l This means that it is
not in the interests of any group to accept a re-distridution
in its favor which lowers the rate of growth. The usual wel-
fare economics of public finance is tied up with static
assumptions. "'Justice' has been thought of too much in
terms of the division of a fixed pie rather than in terms

of encouraging the baking of more pies."2 Justice in tax-
ation in an underdeveloped country cannot mean anything more
than an equitable distribution of the burden involved in
capital formation and the promotion of the highest possible
rate of growth.

As has been pointed out already, an equitable distribdbu-
tion of the "burden" of economic development involves the
application of the rule of horizontal equity. In India, in
our attempts to find a rule for treating people in dissimilar
circumstances, we have not paid adequate attention to this
unexceptionable rule of equity. Salaried personnel &sre taxed
while shop-keepers escape; incomes from profits and those
from salaries are not treated similarly because of the
generous provisions concerning deductible expenses in the
former case; agricultural incomes are treated leniently; and
lastly, incomes in the form of capital gsins completely
escape taxation.

Under our scheme, capital gains would qualify for
taxation on the basis that they are beneficial receipts which

D . lgenneth E. Boulding, "Frults of Progress and the

ynamics of Distribution," American Economic Review, Vol.

XLIII, No. 2, May 1953, pp. WBI-L482, o
21b1d., p. 483,
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form part of the surplus in the hands of individuals, and
which can be used by them for consumption or investment.
Taxatlion of capits’ :=ins not only will mete out more even
Justice betwe~n di:.. ¢cnt individuals but also will close
one of the wzll-known loop-holes for tax avoidance. Tax-
ation of capital gains, however, must be accompanied by a
partial exemption in favor of savings.

It is not intended to argue against progressive tax-
ation; it is submitted merely thet the base should not be
the total income. This may well mean that the tax system
will be slightly regressive with reference to incomes. But
the system will be very highly progressive with respect to
that part of the income which 1s not being invested produc-
tively. This scheme serves a double purpose: 1if a large
income is not saved, a significant portion of it will be
appropriated by the state; on the other hand, if the income
is to escape heavy taxation, it must go into investment.
Eilther way the surplus is mobilized for economic development.
In this manner, the scheme helps us get out of & basic di-
lemma in tax policy, which 1is that more should be raised in
taxation but that this cannot be done for fear of destroying
incentives. Under the scheme now belng discussed, even if
the government loses somewhat in tax revenue, it would have
succeeded in stimulating saving of which it can tak~ s Share.

What is needed is a practical and workable scheme
'by which partial exemptions can be granted for savings that
are invested in certain directions. Such exemptions must

benefit all kinds of income tax payers, not just the recip-
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lents of dividends and owners of corporations. Since en-
couragement to investment must be given at the individusl as
well as at the business level, the scheme would involve modi-
fications in the taxetion of both personal and business in-
come. It may be pointed out, incidentslly, that all those
who do not pay income tax automatically enjoy tax benefits

on their savings because they pay only taxes on their con-
sumption,

The scheme of exemptions is not anything revolutionary.
Exemptions have been grented, in India and elsewhere, for
charitable contributions, for insurance and provident fund
payments, and for certain capital investments by corporations.
It may be more important to encourage investment thzn charity,
especially in an underdeveloped country. And clear socisl
benefits arise when a person uses his Iincome not for personal
consumption but for investments that augment the productive
capacity of the economy. In this connection, one is reminded
of the words in which Keynes described the economic system of
Europe in the latter-half of the nineteenth century:

Thus this remsrkable system depended for its

growth on a double bluff or deception. On

the one hand the labouring clssses accepted

from ignorance or powerlessness, or were

comprelled, persuaded, or cajoleé by custom,

convention, authority, and the well-established

order of Soclety into accepting, a situation in

which they could call their own very little

of the c-ke, thet they &nd Nature snd the

capitalists were co-operating to produce.

And on the other hand the capitalist classes

were allowed to call the best pert of the

cake theirs and were theoretically free to

consume it, on the tacit underlying condi-
tion that they consumed very little of it
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in practice.l

Under the tax system proposed here, the richer classes would
be "theoretically free" to call the tax-exempt income their
own, but they would not be able to consume it. Instead of
relying on a "tacit underlying condition," we would "cajole"
and "percuade" the richer classes to abstain from consumption
through a well-ordered scheme of taxation.

It is true that if we grant partial exemption to

savings, the income tax will be less effective in reducing

inequalities of wealth. However, since the rates of income

tax can be stepped up under the scheme, lnequalities in the

standards of consumption will be reduced. This is the best

that can be done for the masses in the short run. For- re-
ducing inequalities of wealth-holding &and for preventing the
perpetuation of inequalities, rellance should be placed on

a much heavier inheritance taxation than exists at present.
If a2 country wishes to rely on private enterprise at all, it
has to encourage the accumulation of wealth up to a point.
It is necessary for people to command substantial amounts of
wealth ir order to start and run large firms. The sooner it
is realized that a degree of inequality, in excess of what
the idealist reformer will allow for, is inevitable, the
better it is for economic progress. If a country does not
want inequalities of wealth and at the same time desires

rapid economic progress, it probably should adopt a pre-
dominantly socialist system. Even in such a system a high

1;. M. Xeynes, The Economic Consequences of the Peace,
Harcourt, Brace and Howe, New York, 1920, pp. 19-20.
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degree of inequality of incomes will continue to exist.
2. A Scheme for Exempting Approved Investments from Taxation

of Income

The problem is to devise a practicable and effective
scheme which would encourage individuals to save more out of
their incomes and invest the savings in "desirable" directions.
In particular, the need is to encourage investment in equities
and government securities. The scheme must be capable of
dividing the "economic surplus" between the private and pub-
lic sectors. This is in keeping with our earlier reasoning.

a. Personal Income. A highly progressive income

tax would continue to be levied. All cepital gains would be
treated as income for tax purposes. Such a system without
other features would, if enforced, eat up private savings,
discourege people from saving, and might seriously affect all
economic incentives.

Therefore we have to build-in a scheme for the en-
couragement of savings end for the enlargement of the surplus.
Accordingly, partial exemption from income tax should be
grznted to certain investments. The exemption would apply
1f out of the income of the year assessed, or out of capital
galns, or through the decumulation of other forms of wealth,
actual investments are made in the form of purchases of newly-
issued government securities or new capital issues by corpor-
ations. Since capital geins would be taxed, it is assumed
that records of all transactions in stocks and shares and
government bonds would be kept. If an individual should sell

Some stock that he now owns and buy new issues of an equiva-
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lent amount, he would not qualify for the exemption. If he
bought 0ld or existing securities, then too, according to
this scheme, he would not qualify for thils exemption (however,
see alternstive scheme suggested below).

There would be three rates of exemptions:

(a) one rate for investment in government
bonds that are newly issued; say, 15 per cent;

(b) another rate for investment in equities
of corporations, that is, newly issued
shares; say, 20 per cent;

(c) the highest rate for capital gains if in-
vested in either of the above; say, 30 per
cent. There seems to be a case for treat-
ing capital gains more leniently.

Usually a case is made out either for a complete ex-
emption of capital gains from income tax or for a special
treatment of them. Many economists seem to préfer the latter
course on the ground that capital gains constitute irregular
income., In the United States long-term capitsasl gains are
treated leniently. Under the scheme proposed capital gains
qualify for lenient treatment 1f they are again invested in
particular directions. Thus the possibility of discouraging
people from investing for reaping capital gains is avoided
and at the same time all receipts that are spendable are
brought under tax charge.

If a person buys out of current income $100 worth of
a8 new government bond issue, he need pasy tax only on $85.

If he buys a new equity issue, then he need pay tax only on
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$80. 1If out of a capital gain of $100, he buys either of
the above, he need pay tax only on $70. If the person sells
a bond he bought at $100 and buys a new one at the same
price, he does not qualify for any exemption.

How will this affect the market for old securities
and for securities in general? It may be objected that the
market for cld securities will be affected seriously and
that people may not even buy new issues for fear that they
may not be able to re-sell them. Wwill it be the case that
no one will be willing to buy old securities? First, when
securities worth a certain amount are sold and others worth
an equivalent amount are bought; there are no tax benefits.
Therefore, for those who want to get rid of certsin securi-
ties, it is a matter of indifference whether they buy new
ones or old ones. They may prefer to buy the old ones if
they expect a capital appreciation. Second, even out of
current income people may decide to buy certain old securi-
ties if they feel that these are going to go up in value.
Third, there is a certain amount of risk involved in buying
the securities of newly floated corrorations. Some would
prefer to invest in the securities of well-established con-
cerns. Fourth, the existing securities are held by someone
or other. So what we really have to conslder 1s whether the
exemption scheme as proposed here would actually induce
people to buy "new" issues, or retard such investment, or
be just neutral. There is a possibility that people may
fear that once they buy securities, they may not be able

to re-sell them without loss. Even 1f there 1s some such
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feer, 1t may still be clearly profitable to buy the "new"
Securities, For example, if a person in the 50 percent
marginal-rate bracket buys new stock worth $100 and if a 15
per cent exemption is granted, then he pays §42.50 as tax
instead of $50, FHe will be discouraged from the purchase of
the new stock concerned only if he fears that as soon as the
stock becomes "old" it will sell at a discount of §7.50.
The capital value of stock is affected by various factors
like confidence in the corporation's future, its dividend
policy, capital appreciation through reinvestment, ete.
Thus there is no resson to expect the "old" stock to sell
always at s discount or at subst-ntial discount.l

However, an alternative scheme may be suggested which
will not give rise to this problem. Instesd of the exemp-
tion being 1imited to the purchase of "new" issues, it could
be extended to the purchase of sny government bond or corpor-
ation stock, If this is done, we would have to take into
account decumulation of stock holdings. That is to say, if
4 Person enjoys sn exemption when he buys stock, he must for-
felt the benerit thus derived when he sells it without re-
placing it by stock of equivalent worth. This provision 1is
Necessary to prevent many people from'benefiting by purchasing
the same stock {n succession. In this scheme then, the total

cost of securities already possessed by & person has to be

1However, this scheme might open up a loop-hole for
tax avoidance, If the old securities should sell at a dis-
count, sone tax-payers might "engineer" capital losses to be

offset against capital gains.
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taken into account., Let us say that a pcrson buys stock
worth $£500 after the exemption scheme goes into operation.
Ee enjoys the appropriate exemptions. If at a future date
he sells part ~f this stock which cost him $200, he would
pay an extra tax on $30 (15 per cent of {200 which originally
wes tax exempt), unless he buys stock worth $200 to replace
what he has sold,

The Taxation Enquiry Commission suggested another
scheme.1 It advocated the levy of & surcharge on income tax.,
Thls surcharge was to be loaned back to the tax payer at
nozninal rates of interest provided the money was used to buy
approved securities. The securities bought thus were to be
prledged with the Internal Revenue eauthoritles to prevent
their sale. This scheme is less comrrehensive than the one
suggested above. Further, it seems undesirable to require
the deposit of securities. Fresumably the securities will
not be returned unless the loan is raid back. But a person
should not be rrevented freom selling his stock if he has
some need for money. 4ll that can be required reasonably
1s that if he should so sell the securities, he should for-
feit the benefit he earlier derived by the investment. Thus
the decumulation of stock holdings on the part of any person
Is discouraged. Moreover, the present scheme 1s designed to
benefit all tax nayers. The taxation Enquiry Commission's

scheme will benerit mostly the upper income groups because

Lsc Report, Vol. II, pp. 143-14k,
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only they may be in a position to pay back the loans. In
fact the TEC confined its scheme to upper income groupS.l

The scheme of exemrtions outlined above may appear

unorthodox end quite novel. And at first sight it might
look unacceptable to many economists and financiers. Yet
some such scheme is urgently called for in view of the over-
wnelming need to raise the rate of savings, The TEC itself
carefully considered the problem of providing for incentives
in the tax system, It recommended & number of measures cal-
culated to promote investment in the private sector. Most
of 1ts recommendations in this regard, however, are related
to business taxation. In the matter of personal income tax-
atlon, in order to promote investment in special directions,
1t put forward the scheme of surcharge on income tax and
loans for investment referred to above. It might be added
thet even Yefore the TEC submitted its report, a number of

ctoncessions designed to promote investment had been incorpor-
ated in the Indian tax system. Therefore, the idea of ex-
emptions really is not quite new., The TEC said:

It must be recognized that restriction of
relief to these two forms of savings, viz,
insurance and provident funds, gives a cer%sin
degree of stimulus to investment in govern-
ment securities and other comparatively less
risky forms of investment snd correspondingly
restricts the scope for risk-bearing equity
investments, Theoretically, there is a case
for including other forms of savings within
the scope of relief; if all forms of savings
could be included we shall have found a way
by which income-tax is converted into what in
effect would become a pure spending tax,

1btq,
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The problem would be to find forms of savings
or to work out zdministrative procedures which
prevent 1iability to abuse of any wider exten-
sion of the relief.

¥rs, Ursula Hicks, discussing taxation and econcmic
growth, suggests a few modifications to the existing system
of income taxation in the United Kingdom and then concludes:
"Nevertheless, we should ciearly also look at more adventur-
ous alternatives, such as Mr. Kaldor's expenditure tax. "2

Thus the need for some device to rromote investment
Is felt keenly by eminent authorities in the field of public
finance, The scheme that has been put forward in this thesis
1s designed to fulfill this keenly-felt need. The TEC could
not think in terms of such a compfehensive scheme because it
did not envisage the taxation of capital gains. The main
argument it advanced against the taxatiorn of capital gains
was thet i1t would discourage investment in equities. We
have alresdy indicated a way by which this danger could be
avolded to a considerable extent. Aiccording to Mrs. Hicks,
& capital gains tax would definitely discourage risk-bearing,
because whenever a switch of holdings took place, the capital

appreciation would be taxed, whether or nct the funds were

Eﬁ;lgzg§§gg.3 But according to the rroposed scheme, the

capital gains concerned would be taxed lightly if they were
Ie-invested. Once we introduce the taxation of capital

galns, the whole scheme becomes administratively workable,

\-—_—

17sc Report, Vol. II, p. 143,
G °Ursula K. Hicks, "Direct Taxation and Economie
Towth," op, cit., p. 309.

Ibid., p. 31k.
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b, Business Income. We now turn to taxation of

business income, The TEC made certain recommendations re-
garding texation of business incomes. First, it recommended
the granting of a development rebate of 25 per cent in a few
selected industries of national importance.1 This rebate
would reduce taxable business income by 25 pér cent of any
Investment in plant and machinery made in the assessment
year, This recommendation is in line with our reasoning
because it relates the exemption directly to an act of in-
vestment, Second, the TEC gave its general approval to the
then existing practice of (a) giving a rebate on undistributed
profits, (b) granting additional depreciafion allowances on
new investments, and (c) granting exemrtion from taxation to
profits of new concerns up to a sbecified period of time,

0f these, the rebate on undistributed profits has been abol-
Ished since then,

If we take the TEC's proposals as a whole, we find
that they cannot be related back to any central principle of
taxation. Hence they fail to be uniform in their impact on
different classes of tax payers. They seem to be weighted
heavily, and unnecessarily so, in favor of businesses and
business classes. If exemptions are to be granted, why
should they not be made available to all classes of the popu-
lation? Further, the exemption of the profits of new concerns
1s not based on any well-defined principle of taxation, ex-

cept the general desirability of promoting investment. At

178¢ Report, Vol II, p. 99.
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any given time, the profits of a number of businesses are
removed completely from the sphere of governmental control
and cznnot be msnipulated to counteract inflstionsry pressures,

We are interested in stimuleting investment out of income

and re-investment out of the profits of past investment, Ex-
empting the profits of new companles from taxation would have
the effect of allowing the recipients of such profits to do |
what they pleased with them. It is better to grant the ex-
emption as and when the investment is made than to do it
after the investment is mede, i.e., in the succeeding years.

The structure of business taxation that is envisaged
is as follows. Incomes of partnerships and individual pro-
prietorships would be treated like all other personal incomes
In the matter of ;ates and exemptions., In the case of limited
companies, there would be a non-refundable corporation tax
levied on- their net profits before distribution, Apart from
paying this tax, the corporation would act merely as a collect-
1ﬂ§ agency for the income tax on dividends.

The corporation tax has been justified on the grounds
(a) that the corporation is a separate entity and therefore
has a separate ability to pay; (b) that it enjoys the benefits
of incorporation and could justifiably be subjected to addi-
tional taxation; and (c) that without a corporation tax the
undistributed profits of companies will escape taxation. 1In
a growing economy corporations are the source from which &
significent and growing volume of surplus is generated in
the economy. Corporate taxation must serve the twofold

purpose of encouraging the re-investment of this surplus and
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securing a part of it for public investment. The best scheme
probably would be to levy & flat-rate tax on corporate profits
and grant the development rebete in the case of selected in-

dustries. The latter, of course, would apply to all forms of

businesses though restricted to selected industries.

It is possible to mcke use of accelerated deprecia-
tion allowsnces and development rebates as alternatives.
When the profits of a new corporation are first brought under
charge, accelerated depreciation could be granted. This
would apply to investment made prior to the date of first
taxation, 1In respect of investments of & specified nature
made after that date the development rebate could be granted.
4dditionel depreciation allowances amount merely to Interest-
free loans; the development rebate on the other hand is a
more costly device because 1t reduces tax liability. It
must, therefore, be used sparingly and vigilant watch must

be kept over possible abuse.

Since only a flat and, at least in the initial stages,
~a moderate rate of tax would be levied on corporations, there
does not seem to be any strong case for grenting a rebate on
undistributed profits. Such profits bear the corporation
tax, but when used for investment they reduce tax liability
through the development rebate in industries of national
importance, Undistributed profits call for special pro-
vicions only in the case of closely held companies. The
tax lews of most of the advenced countries coﬁtain safe-

guards against tax avoidance through excessive retention

of profits in such companies. We agree with Dr, Lakdawala
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that such safeguards should be retained.1

The scheme of exemptions for savings 1s made applic-
able to investment in all securities becc.ucs that makes the
scheme relatively simple and adminis.ratively workable, and
also because it is desirable to afford a generel stimulus
to investment. Undesirable or low-priority investment could
be prevented by direct control of capital issues. On the
other hand, discrimingtory comrodity taxation and the re-
striction of the development rebate to specified industries
would encourage investment in particular directionms.

c. Tax Rates and Exemrtion for Saving., One great

advantage of the proposed scheme is thet the rates of taxa-
tlon can be raised without fleleterions effects on savings.
Generally speaking, the rates of income tax are much lower
in the underdeveloped countries thsn in the developed coun-
tries. This is especially true of the lower and middle in-
come groups among the taxpayers, the rates in the upper
ranges of the income scale often being quite high. Martin
and Lewls made a comparative study of the tax systems of 16
different countries (developed and underdeveloped) and came
to the same conclusion.® They point out thet the general
Fractice in the underdeveloped countries is to have-a high

exemption 1imit for personal incomes so that a man earning

1p, T. Lekdawala, Taxation and the Plan, Popular
Book Depot, Bombay, 1956, p. 200.

2ilison M. Martin and W. A, Lewis, "Patterns of
Public hevenue and Expenditure," The Manchester School of
Economic and Social Studies, Vol. XXIV, No. 3, September

égud§ P. 223, 1India is one of the countries covered by this
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an income compareable to £200 a year usually escapes alto-
gether from income taxation.1 These conclusions are true in
general of the Indian tsx system.2 In the upper income
ranges, the tax rates sre very high and are comparable to
the rates in existence in the most advanced countries. But
in the middle and upper-middle income ranges, the rates are
low in comparison with the rates in the advenced countries,
To illustrate: at Rs 1 million the effective rate is 81.5
per cent and at Rs 100,000 it is 58.8 per cent; however, at
Rs 15,000 the effective rate is only 8.9 per cent and at Rs
10,C00 it is only 5.9 per cent.3 The exemption level is Rs
3000, which exceeds 10 times the per capita income. There
may be ample justification on administrative grounds for
such a high exemption level, snd those below this level are
being reached through indirect taxation. But it seems clear
that there is some scope for stepping up the rates in the
middle and upper-middle income ranges. It is suggested that
this can be done simultaneously with the insuguration of a
scheme for the exemption of savings.

d. Possible Objections to the Scheme Proposed. Two

possible objections to the scheme of exemptions can be anti-
cipated. The first one is likely to be that the state would
lose considerably in tax revenue. This objection does not

have much force. As argued above, tax rates could be raised,

once the scheme of exemptions is instituted. Even if this is

11vi4,

2See Table XII.

3Ib1d. These rates are applicable to an unmarried
person when the income is wholly "unesrned."
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not done, there 1s no resson to suppose that the long-term
Yield of taxation will be 2ny less under this scheme; indeed,
in so far as the scheme promotes investment, the yield may
be greater because of higher taxable profits. Further, if
we enforce strictly the rule of horizontal equity we shall
be able to bring under charge considerable income that now
escspes taxation. Capital gains, agricultural incomes, in-
ccmes of moneylenders and shop-k2epers--all these are not
being taxed adequately now. They should and could be taxed
eflfectively. We have suggested also that tax holidays to
industries should be terminated. The net effect of these
measures way be thet the yield of income tax will not suffer
any noticeable fall even in the short-run.

Though the scheme of exemptions has the direct short-
run effect of diminishing the amount of tax revenue that can
be raised from a given volume of assesced income at given
tax rates, it might at the same time 1ncrease the volume of
savings obtainable through government bonds. Borrowing from
the public is quite a suitable method of ralsing resources
for some types of investment (for example, investment in
power projects and re-lending to vrivete businesses). Several
of the underdeveloped countries, including India, have such
small debt burdens that they could afford to finance much
development by borrowing.1 After all, in India much the
greater part of public capital formation (in fixed assets)

hes been financed so far by borrowing from the public and

lAlison M, Martin :n@ W. 4. Lewis, op. cit., p. 212,
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credit creation. In the Government of India budget for 1957-
58, net capital formation by government in that year was
estimcted to be Rs 3.95 billion, while net savings by govern-
ment was estimzted to be only Rs 150 million.l Further, the
combined budget estimetes of the States for the same year
showed a deficit on revenue account of Rs 866 million, which
more then counterbalasnced the surplus at the central level.2
This means that, on the baslance, public capital was financed
by means other than current revenues. The proposed financing
of the Second Five-Year FPlan also shows that public invest-
ment in the five-year period, 1956-61, will be financed
through borrowing and credit creation.3 Out of a total of
Rs 48 billion of rublic exrenditure under the plan, Rs 10
billion are of current nature (on education,social services,
etc.). Such expenditure does not create rroductive assets
and has toc be reckoned as non-investment exrenditure. The
investment component of the plan then amounts to Rs 38 billion.
ks against this composition of rlen expenditure, the surplus
avallable from current revenues 1n the five-year period is
estimsted to amount to Rs 9.5 billion only. Thus no surplus
is available for investment expenditure rroper. It is not
intended to argue on the basls of these figures that public
investment should not be financed by government surpluses.

Our argument is thet since the achievement of a sizeable

lReserve Bank of India Bulletin, April 1957, p. 340,

24, G. Chendavarkar, "Finances of Stzte Governments,"
Reserve Rank of India Bulletin, August 1957, p. 736.

3Second Filve Year Plan, pp. 77-78.
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surplus seems almost impossible in the near future, a scheme
that promotes savings in the economy might Insure at least |
that public investment would be financed largely by genuine
borrowing, and not by credit creation. ‘

The second_objection to the scheme of exemptions {is
1ikely to be that the tax systen, rather than reducing eco-
nomic inequalities, actually will increase them. Since
larger inccmes ﬁhen saved are less heavily taxed under the
scheme, inequalities of wealth will increase in course of
time. There is considerable truth in this contention. 4ind
unless we introduce ccuntervailing measures to check the
growth of inequalities, the scheme might prove unacceptable
to the grest majority of people in India as well as in other
hsian countries. The problem is to discover the best methods
of insuring that economic inequalities will not exist or

grow beyond certain socially defined limits. It is to this

problem that we now turn.

3. Taxation and Economic Inequalities
Inequalities of incomes have significance in the short

run mainly in so far as they permit great inequalities in the

standards of consumption. If it is insured that a large pro-

portion of the higher incomes is saved, then inequalities in

the stzndards of consumption are narrowed down to that extent.
A scheme of progressive income taxation which favors savings
together with a sultable pattern of commodity taxation can

80 a long way toward the objective of reducing disparities

in the standards of consumption of different classes. Much

depends also on the pattern of investment that is promoted
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through planning or otherwise. The standards of consumption
of the poorer classes will improve, not deteriorate, if
fairly high priority is given to investment in wage-goods in-
dustries, in education, and in measures designed to reduce
the rate of growth of pupulation. It i1s obvious, of course,
that the production of wage-goods would and should increase
continually as development plans get under way. Thnis in-
crease is absolutely necessary so long as there is disguised
unemployment. In so far as the rate of increase in the pro-
duction of wage-goods 1s greater than the rate of increase in
population, the level of living of the masses will gradually
rise. hether the poor become poorer depends very much on
the pattern of investment.

The TEC discussed the proposal for placing a ceiling
on 1ncomes.1 For any such proposal to be meaningful, "income"
must be defined in a comprehensive way to include all "bene-
ficial receipts”" 1If this were done, however, and an effective
celling were placed on "incomes," the consequences certainly ’
would be disastrous. as Kaldor points out, even a country like
the United States cannot afford to do such a thing.2 Highly
progressive income taxation really 1s not the most suitable
method of dealing with the problem of inequalities. Pro-

gressive taxation with nominally high rates have not succeeded

Lrgc Report, Vol. I, p. 15%. 4is mentioned earlier,
the TEC was disposed favorably towards this proposal.
2Nicholas Kaldor, Indian Tax Reform--Report of a

Survey, Department of Economic Affairs, Government of_IHdia,

New Delhi, 1956, p. 11. This report is referred to here-
after as Xaldor Report.
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in appreciably reducing inequalities of income and wealth
because there are many loopholes in the tax systems of

most of the advanced countries. Indeed that seems to be

the reason why highly progressive scales of taxation have not
produced serious adverse effects, It is suggested that the
problem of dealing with inequalities should be examined
afresh, especially in underdeveloped countries.

There are three aspects to the problem of inequali-
ties: 1inequalities of income, inequalities of wealth, and
the creation of a growing class of rentiers. Inequalities
of income, in the absence of government intervention, make
possible wide disperitles in the standards of current con-
sumption and, in course of time, accentuste the unequal dis-
tribution of wealth. The latter may be considered to pro-
duce two undesirable consequences. The concentration of
wealth in the hands of a few may carry with it the concen-
tration of economic power; and when large wealth-holdings
are transmitted through inheritances and bequests, a class
of rentiers is created, who can earn large incomes and con-
Sume them without any social justification to support their
claims on the socilal product. Thus, a country with pro-
nounced egalitarian ideals may object to three undesirable
consequences of inequslities: disparities in the standards
of consumption, concentration of economic power, and the
creation of a class of rentlers. The problem then really 1is
to prevent or mitigate these consequences without inhibiting
growth,



124

It is necessary here to emphasize two considerations
thet should not be lost sight of in deeling with this prob-
lem. The first 1s that there are definite iimitations to
what czr. ;e done in this regard in an economy based to a
large extent on private enterprise. These limitations arise
from the very requirements of such an economy. If it is de-
sired to promote growth in the setting of a mixed economy,
it becomes necessary not only to encourage work, risk-taking,
and private capitsl formation, but, more important than that,
to allow individuals to hold sufficiently large amounts of
wealth to enable them to start, run, and control large-scale
enterprises based on efficient methods of production. 1t
could be argued that the adverse effects of heavy taxation
are vastly exaggerated; but it cannot be argued that we
should not gllow individuals to hold large amounts of socially
useful forms of wealth. Under given technological conditions,
it must be possible for an individual to hold a certain mini-
mum of wealth in order to own or control enterprises based
on efficient methods of production. It 1s, of course, not
possible to define this minimum rigidly; nor would it remain
fixed for all time. But if we lay down the general order of
magnitude involved, it could then perhaps be said that accumu-
lation beyond the minimum has no social justification. Such
accumulation could be discouraged or prevented. But the con-
clusion is inescapable that a certain degree of inequalities
of wealth will have to be "tolerated™ in a mixed economy.

The second consideration 1s that the three consequences

of inequalities referred to above, though inter-related, may



125

be best dealt with through separate measures. It is the
attempt to deal with them through a single measure that
raises the dilemma of equity versus growth. Highly progressive
taxation of total income tries to cut down at once the standards
of consumption of the higher income groups and the accumulation
of wealth. 1In doing so it does not discriminate between the
surplus that is used for productive investment and that which
is used for extraveagant consumption. The main social signi-
ficance of inequalities of incomes in the short-run is that
they lesd to very unequal standards of consumption., It is
therefore suggested that the income tax be used mainly to
prevent lavish consumption and "unproductive™ investment on
the part of the higher income groups. This is what is done
when a steeply progressive income tax is levied and at least
a partial exemption is granted for approved investments,
Inequalities of wealth and their perpetuation through
inheritances could be dealt with through a system of gift and
inheritance taxes. It might be argued that heavy taxation
of inheritances and gifts would induce the rich to dis-save.
But high rates would be made appliceble only to estates that
are above the soclally desired minimum mentioned above. Fur-
ther, if the tax 1s based on the size of the inheritances
rather than on the size of the estates, the incentive to
dis-save may not be grezt. 1In any case, under the scheme
of exemptiods proposed earlier, decumulation of stock and
bond holdings will be penalized. It is far better to en-
courage accumulation and then try to prevent the growth of

8 rentier class than prevent all accumulation. The danger
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of the very rich dis-saving is undoubtedly present, but in
so far as thls concerns a relatively smzll number of people
it is only a small price to pay for achieving the goal of a
more nearly egalitarian society.

The dis-saving by the rich, however, reduces to some
extent the effectiveness of income taxation as a means of cur-
tailing their high consumption standards. It may, therefore,
be considered necessary to minimize the inducement to dis-save.
With this object in view an alternative scheme may be suggested.
Since the cause of dis-saving would be the high rates of in-
heritence taxation, the rates could be made moderate enough
not to afford a powerful incentive to dis-save. But an
annual tax on wealth with a high exemption level could be
levied to supplement the inheritance tax. The only purpose
of the annual tax on wealth would be to discourage accumula-
tion beyond a certain level, and virtually prevent it after
@ second, higher level is reached. As was argued earlier,
an individual must be allowed to hold a certain minimum of
wealth in order to be able to own and/or control large-scale
enterprises, etc. This must mark the exemption level for
the annual tax on wealth. Since this tax would be levied in
addition to the income tax, even if the rates are only low
a8nd mildly progressive, after some point above the exemption
level, further accumulation would be virtually prevented.
Thus such a tax would in effect place a "celling” on wealth.

Considerable danger is involved, of course, in any
hasty introduction of a ceiling on wealth. 4And it is clear

that the exemption level must be fixed only after the most
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careful consideratlon. Nevertheless, in a country like India,
where most of the basic industries that experience decreasing
costs over a wide range of output are (to be) in the public
sector, there Is no case for allowing indefinite accumulation
of wealth in individual hands; and a reasonably-conceived
celling on wealth may not result in highly deleterious effects,
it night be added, however, that, of the two schemes put for-
ward, the first one with heavier inheritancé taxation and
without an annual tax on wealth is to be preferred. The
annual tax on wealth involves difficult problems of valua-
tion, and it 1s by no means easy to find the proper exemption
level, On the other hand, it is easy to exaggerate the ten-
dency of inheritance taxation to induce the rich to dis-save,

The net effects of our proposals on taxation of in-
come end wealth would be'as follows: (a) inequalities in the
standards of consumption will be narrowed down; (b) accumula-
tion of socially useful forms of wealth will be encouraéed;
(c) accumulation in general will be discouraged after a
certain level; (d) inequalities in the ownership of wealth
will continue to exist; (e) but concentration of wealth in
a few hands will be prevented and theré will be a virtual
upper limit to the holding of weslth.

It must be pointed out thet the whole .scheme is set
forth in the light of the basic goal of India's national
policy which, here taken as a datum, has been declared by
Parliament to be the establishment of a socialist pattern of
soclety., It is envisaged that such g society will be in the

nature of a mixed economy with important places accorded to
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both public and private sectors. All "basic" industries of
national importance will be eventually in the public sector,
private enterprise will be encouraged in all other fields,
and economic inequalities will be kept within socially de-
sirable 1limits. The desire of the Indian people in general
seems to be to build a more nearly egalitarian society than
what exists at present. It is in the light of this desire
and the nationally accepted goal that this set of tax pro-

posals has been formulated.

C. Indirect Taxation
1. The Role of Indirect Taxatlon

It is common knowledge that indirect taxes play a
very important role in the finances of underdeveloped coun-
tries. The structure of indirect taxation in these countries
has to be fashioned with the same objectives as direct taxa-
tion. It must be such as to raise the rate of capital form-
ation in the economy while providing revenue for public con-
sumption and investment. Here agaln we must ask not simply
how to ralse more revenue for the government, but rather how
to raise the rate of investment and at the same time get more
revenue for the government. It 1s necessary to consider
also the effects on the incremental savings ratio.

One Justification for the taxation of articles that
are wldely consumed 1s that it 1s necessary to raise enough
revenue to finance at least the essentlal governmental ser-
vices. In underdeveloped countries it becomes necessary to

ralse the greater part of tax revenue through commodity
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taxation. Looked at this way, commodity taxation is a con-
tribution to meet the costs of common benefits and must be
levied in as "equiteble”™ a way as rossible. High rates on
luxuries and lcw rates on articles of common consumption sre
widely accepted rules. Such differentiation in rates intro-
duces a broad element of progression.

“hen we look upon comrodity texation as a weapon.for
promoting economic growth, its Justification lies in the
fact that it hes a tendency to restrain consumption. How-
ever, 1t should be used more for checking potential increase
of consumption then for curtailing the actual consumption of
the masses. It 1s easy to Justify taxation trhat is intended
to curtzil the consumrtion of luxuries and other commodities
not essential for health and efficiency. But the taxation
of goods consumed by the general populeticn in a poor under-
developed country may seem to go contrery to our principle
of laying the axe only on the element of surplus. The ques-
tion may therefore be raised whether tsxation of mass con-
sumption hes any role at all to play in developmentzl financ-
ing. Since there 1s scarcely an element of surplus in the
incomes of the massses of the people, it would be clearly
undesirable as well as unjustifiable to force them to con-
tribute to economic develcpment out of their meager incomes.
To argue that such taxation is necessary for the msintenance
of essential governmentzl services 1s one thing; but to say
that we must sugment tax revenue from this source to raise
the current rate of investment is an entirely different

thing. As will be shown later, such a policy may not even
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be successful,

From the point of view of functional finance put for-
ward in this thesis, the role of mass comrodity taxation 1is
not to railse the rate of investment at a2ny given moment; it
is to prevent consumption from rising as much as income
rises as a result of past investment. It is for this reason
that mess commodity taxation becomes essential in underdevel-
oped countries even from the point of view of economic devel-
opment.

Reising the incrementsl savings ratio is one of the
most difficult problems in underdeveloped countries. It
must be remembered that it 1s nct enough tec persuade or
cajJole the richer classes alcne to save and invest. 1In so
far as a substantial part of the increase in incomes accrues
to the poorer sections of the population, they are in a
position to consume more than before. Their marginal pro-
rensity to consume being very near unity, their consumption
will tend to rise almost as much as their incomes. If this
is allowed to materialize, the increases in productivity will
be almost fully absorbed by increased consumption. Increased
comnodity taxation could be used at this juncture to restrain
Increases in consumption and thus release some factors for
purposes of investment.

The same holds good in respect of zgriculture. When
agricultural productivity increases, the peasants have a
tendency to increase their consumption of farm products, es-
peclally of food. Again, when pert of the under-employed

labor force is drawn into industrial employment from the
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rural sector, those who remain on the farms may Increase
their consumption. On the other hand a continuing expansion
In industrial employment requires an increase in the market-
able surplus of agricultural products. Therefore, taxation
might have to be used to transfer a psrt of the growing sur-
rlus from the rural to the urban sectér.

It is not suggested, of course, that there should be
no increase in the output of consumption goods; only that
increases in rroductivity should not be fully absorbed in
the ccnsumrtion-goods sector. Indeed a rapid increase in
the supply of some types of consumer goods is highly desir-
able in the context of digguised unemployment--even apart
from humanitarion or political reasons, This will become
clear when we examine the meaning in real terms of "increas-
ing the incremental saving ratio." -

For purpose of this analysis, let us classify con-
sumer goods under three heads: (a) necessaries: required
by 11 but the only goods available to those who are on the
mergin of subsistence; (b) non-necessaries: these can be
and are being consumed by a fairly large number of people
who are above the subsistence level in varying degrees; and
(¢) luxuries: these are consured mainly by the well-to-do../

Suppose thet the population remeins constant and
that *here is no dispguised unemployment., Net investment
will increase the real income of the population. This mesns
that people will have higher money incomes at about the same
level of prices, or about the same money incomes at a lower

level of prices. vhen en individual's reel income rises, he



132

attexpts to move in the scale of consumption frcm necessaries
to luxuries. If this movement is restricted, we can have in-
creased preduction of investment goods, instead of an in-
creesed production of non-necessaries and luxuries. The
level of 1living remains constant or rises only a little, but
the ratio of investment to income rises.

Suppose now that there is disguised unemployment in
the economy and thet it is desired to reduce it in course of
time. The transfer of the under-employed to industrial em-
ployment creates the well-known "wage-goods gap." Thsat is
to say, thcough these people were consuming a certain amount
of goods in their previous state of under-employment, the
total demand for wage-goods in the economy rises when they
adre given industrial employment. This hap-ens for two reasons:
(a) they have to be paid 2 rate of real wages greater than
their average consumption in partial idleness; and (b) those
on the farms who are rid of their dependents tend to increase
their consumption. In these circumstasnces, the volume of
disguised unemployment cannot be reduced unless there is
Some increase in the output of wage-goods. In other words,
the cutput of necessaries and some non-necessaries tyrically
¢onsumsd by workers must increase, if we are to reduce the
volume of diséuised unemployment.

Suppnse now that popul-tion is increasing, as it
8ctually is in underdeveloped countries. When it is remem-
bered that large sections of the population in these coun-

tries 1live on the margin of subsistence, it is clear that

there must be a rapid increase in the output of necessaries
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and even some non-necessaries, So the role of indirect taxa-
tion is not to reduce the output of necessaries but to raise
tr.e increnental saving ratio. For this rurpose, it hes to
be uszed in two different ways. First, it has to be used to
restrain a re-id expansicn 1n the output, . or even curtail
the sutput , of many non-necessaries &nd luxuries. Cecond,
it has to be used to transfer part .f the increased outrut
of wage-goxds to the investment and/or industrial sector.
Tris ultimately, 1s the rationale of the taxation of mass
consumption from the point of view of economic development.
It must be remembered thet tre curtailzent or restrzint:
of consumrtiosn arplies only to luxuries and non-necessaries.
In the case of necessaries, what 1is required is only that &
pert of the increase in thelr output must be made available
to the investment sector. To achieve this latter purpose it
is clearly not necessary to tax necessaries themselves,
Take, for instance, the question of increasing the market-
able surplus »f food. Taxction of the btasic articles con-
sumed ty the masses will in no way help in inducing or for-
cing th: farmers to part with a grester volume of farm out-
put, ore of farm output can bte got in exchange for a given
volume of non-fserm output by turning the terms of exchange
against the farmers, that is, by raising through tsxation
the rrices of non-necessaries which farmers would wish to
consume in increasing quantitles with a rise in their incomes.
Kor is 1t necesssry, by tax measures, to restrain the con-
sumption of necessarles by other sectlons of the population,

in favor of those who are given employment in the investment
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sector; for the wages pald to the latter will automatically
enable them to clalm a part of the available supply of wage-
goods in the economy.A '

writers on the subject of fiscal policy in underdevel-
oped countries generally deplore the need to require the
masses to contribute to economic develcpment through higher
taxation; but they often conclude that such taxation is in-
evitable., !Now what exactly does one mean when one talks of
forcing the masses to contribute to economic development
through higher taxation? At any given time, the supply of
wage-goods is fixed and is available for consumption. Higher
taxation cannot immediately reduce actual consumption., Sub-
stantial reduction in consumption will come about only when
taxation begins to curtail the output of consumer goods.
But this will not be allowed to happen in the case of all
consumer goods. The composition cf future output will de-
pend upon the pattern of present investment. Most invest-
ment plans currently under operation allow for a considerable
increase in the output of wage-goods. Indeed as develop-
mentsl plans get under way, the output of many different
tyres of consumer goods will increase. Fow fast consumption
output increases, and what kinds of goods will be produced
in increasing quantities will depend, as pointed out above,
on the pattern of investment. For instance, the more invest-
ment i1s keyed to deepening the capital structure of the coun-
try, the less rapid will be the rise in consumption output.
Since some capital deepening is involved in all development,

the pattern of investment will not, in all probability, allow
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for a rapid increase in the output of non-necessaries and
luxuries. This policy will require the masses only to put
up with a rezther slow rise in the level of living, snd not
reduce their consumption of necessaries.

From the above analysis it i1s clear that the main
role of mass commodlty taxation is to check a rapid rise in
mass consumption. This conclusion has some important impli-
cations for policy. First, there is no case for taxing
necessaries. Second, non-necessaries and mass luxuries can
be taxed at fairly low rates to begin with. The rates on
articles of mass consumption should be rsised only when
there is a clear indication that per capita output of such
articles is rising. It may be pointed out also that, in so
far as the pattern of investment is determined by the plan-
ning a2uthority, texation merely serves to bring the pattern
of future consumption in line with the pattern of investment.
To tax necessaries, and at the szme time increase their out-
put through government investment and subsidy, is a clearly
contradictory policy,

The TEC put forward a recommendation that goes con-
trery to our conclusion above., Discussing the most suitable
structure of commodity texation for India, it makes the
statement: "Additional taxation of a wide range of luxury
or semi-luxury products, at fairly substantisl rates, accom-
panied by broad-based taxation of articles of mass consump-

tion at comparastively low rates, is, therefore, 1ndicated."1

1rec Report, Vol. I, p. 149.
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This is a statement to which no ex¢eption can be taken. Put
it goes on to say: "For any substantial receipts from com-
modity taxation and appreciable restraint on consumption in
the economy as a whole, it will be necessary to extend excise
and sales taxation to the consumption of lower-income groups
and of goods comzonly classed as necessaries, including
several goods which are included in the Essential Goods Act
under Article 286 of the Constitution. ...An extention of
the taxation of necessarles appears unavoidable, if signi-
ficant results by way of diversion of resources for financing
public investment, are to be secured."l Some of the goods
included in the Essentiezl Goods Act are not essentials in
the strict sense of being necessaries of life for the lowest-
income groups. But as regards the necessaries of living,

the Commission's recomrendetion 1s not acceptable at all.

It is based on a purely "revenue approach" to the question
of developmentel financing znd misconstrues the nature of
diversions to be achieved.

If it is true that large sections of the population
are living on the margin of subsistence, it 1s not clear how
any nolicy designed to curtail the output of necessaries can
be justified. On the contrary, it has been shown above that
both the fact of population increase znd the need to reduce
disguised unemployment call for a raplid increase in the out-
put of at least the basic necessities, The First and the

Second Five-Year Plans have provided for substantial increases

11bid.
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in the output of these necessities. Therefore, the statement
of the Commission that "an extension of the taxation of
nzcessaries appears unavoida®.., if significant results by
way of diversion of res~urces for finencing public investment

be
are to/secured," goes directly contrzry to the intentions of

the planners themselves as well as to conclusions from eco-
nomic analysis. (Emphssis added.)
2. Anal,sis of the Effects of Indirect Taxation

It has been shown above that from the point of view
of economic development the three main objectives of indirect
taxation are: (a) raising resources for public investment;
(b) raising the rate of investment in the economy by cur-
tailing the consumption of luxuries; and (c¢) raising the in-
cremental saving ratio. In order to achleve these objectives
the state is interested in causing diversions of resources
and of purchasing power in certain ways and directions.

There are three types of diversion that would become necessary:
(a) diversion of resources from the private to the publie
sector; (b) diversion of resources from consumption goods in-
dustries to investment goods industries within the private
sector; and (c) diversion of demand from imports to domestic-
ally produced goods.

The second type of diversion 1s achieved through
differentiasl taxation. Taxatlion of luxuries and exemption
of capital goods, for instance, would cause some diversion
of this nature. We have eglready discussed in an earlier
section how the same objective can be promoted through pro-

gressive income taxation with a partial exemption for savings.
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The third type of diversion is caused by import
duties. Import duties may be levied, as part of a program
of development, in order to give initial support to domestic
industries against the competition of more developed foreign
industries. It may be levied to restrict the consumption of
Imported luxuries. Such taxation 1s effective only in so far
as the domestic production of luxuries is simultaneously cur-
tatled. Finslly, import duties may be levied in times of
inflation and of belance of payments crises, in order to
restrict imports and siphon off part of the excess purchasing
power in the hands of the public. It must be remembered,
however, that retaeliatory import duties by other countries
would render ineffective this particulsr method of tackling
the balance of payments crises.

As regards the first type of diversion, the state
should seek to transfer resources to itself with as little
inflationary or other undesirable effects as possible. Two
separate operations are involved in this transfer. The first
1s the acquisition of purchasing power by the state; the
Second is the purchase of the factors of production by the
state, which automatically returns the purchasing power to -
private hands. It is generally argued that if, under con-
ditions of full employment, the purchasing power is acquired
through credit creation, there is likely to be some infla-
tionary effects, but that if it is done through taxation,
there would be no such inflationary effect. That is why
taxation is generally preferred to credit creation as a

me€ans of transferring resources to the government under con-
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ditions of full employment of fectors of production., In-
direct taxation of commodities, however, leads to some rise
in price in most cases, The extent of the price rise and the
commodities affected would depend on the goods taxed and
bought, resvectively, by the governmeni. Under certailn cir-
cumstsnces, increased indirect taxation on a wide scale
zight lead to considerable rise in rrices, which might lead
to & rise in weges. This result would tend to nullify the
effects of indirect texation in so far as the reduction of
the purchasing power of the people is concerned.

The ultimzte economic effects of taxes depend not
only on the nsture of the taxes themselves but also on
whether the tax revenue 4s spent end If so, in whet directions.
In what follows i1t 1s assumed that the revenue collected is
all srent without significsnt lsg. It is also assumed thst
all factors other than lsbor end natural resources are more
Or less fully utilized. The enalysis 1is carried on in a
setting or rure competition except when specified otherwise.

The effects of indirect taxatlion can be analyzed
convenlently under the following hesds: (a) revenue effect;
(b) diversion effect; (c) price effect; and (d) distribution
effect,

a. Revenue Effect. When a tax is levied on a com-
modity which continues to be produced and sold, there is a
flow of revenue to the government. We can of course think
Of a tax that does not bring any revenue at all to the govern-
ment; for example, a high protective duty. It is obvious,

however, that. there must be in the tax system at least some
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lmportant taxes which would bring substantizl revenue to the
government. These are taxes on goods that have a low price-
€lasticlity of demand. The price-elasticlty of demznd for the
same commodity on the part of different groups 1s often very
different. Wwhen the income of a person increases, it 1s
likely that his demand for certasin goods will become less
elastic. This is another justification for taxes on goods
with & high income-elasticity of demznd since, as income in-
creases, such taxes tend to lncrease revenue more than pro-

portionately.

b. Diversion Zffect, Taxes on particular commodi-
ties have s tendency to cause a diversion of resscurces from
the industries concerned. The extent of the diversion, it
i1s generally srgued, would depend on the relatlve elastici-
tles of supply and demend. The more inelastic the demand or
Supply 1is, the less is likely to be the diverslion csaused by
the change of tax. 3ut the expenditure effects may modify
the tax effects. The proceeds of a tax may be spent in such
a8 way as to lead an additionsl demand for the same commodi-
ties whose sales have been reduced by the increase of tax.
For example, if taxes are levied on wage-goods, or existing
tax-ratesare raised, and the sdditional proceeds are spent
primarily in employing lsbor that is presently under-employed,
then there may be no net reduction in the demand for wage-
Boods. In other words, the total guantity bought may remain
the same, or possibly increase somewhat, even though the

price has risen, The diversion is one of employment,
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At this point it must be made clear as to what ex-
actly we mean by elasticity of supply. when a tax is imposed
on a product, the marginal cost of production 1s increased.
Under competitive conditlons the rrice cznnot be raised di-
rectly., Therefore the producers tend to reduce ocutput and
hence reduce thelr demand for factors. This causes a fall
in factor earnings. Supply can be considered elastic 1if the
owners of resources would reduce thelr offering of resources
when their rate of remuneration 1s thus reduced. They may do
this (a) if they decide that it is not worthwhile offering
thelr services or resources 1ln the former guantity at the
lower rate of reward, or (b) if they can find a higher rate
of return in other fields for some part of their resources.
In the mzjority of cases we can safely assume that only the
second cesuse will be of importance.

We must now see under what conditions factor owners
will be able to find a higher rate of return in other in-
dustries than in the taxed industry. They could obtain a
higher return elsewhere (a) if the resources are not specific
and can be used in a large number of other industries, and
(b) if increased government expenditure creates a demand for
the same factors or products that they can produce. If nei-
ther of these conditions is fulfilled, the factors will have
to stay in the seme field and accept & cut in their earnings.
It is then thst we may say that the supply of the product
taxed 1s inelastic. 1In the following discussion the term
"inelasticity of supply" is used in this sense. In the short

run, supply can be inelsstic. In the long run, however,

P!
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enough resources to replace the exhaustion or removal of ex-
1sting ones will not enter the taxed industry, and the total
supply of resources in the industry will shrink; for owners
of non-specialized resources csn earn higher rewards for in-
crements of investment in industries other than the taxed in-
dustries. Thus in the long run the supply of factors will
become fairly elastic to the taxed industry.

Tet us c-nsider the diversionary effects of tesxes on
particular commodities with different degrees of elasticity
of supprly and demand (absolute elasticlty and inelasticity
beling ruled out).

(1) relatively elastic supply asnd relatively elastic
demznd. Since the supply is elastic, there is restriction of
output and some resources leave the taxed field. The objec-
tive of diversion of resources is achieved to the greatest
extent in this case. Since the demand 1s elestic, the con-
sumers spend a smaller amount on this com.odity at the higher
price. This enables them to spend more on other commodities
and/or save (more). Increased expenditure on other commodi-
tles diverts some resources to other private sectors,

(11) relatively elastic supply and relatively in-
elastic demand. Under these conditions, the diversion from
the taxed industry is not as great as in the first case.
Consumers would snend more on this commodity at the higher
price than before and would therefore have to cut down saving
Oor spending slsewhere. Hence the greater psrt of the diver-

slon takes place in other sectors of the economy.
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(111) relatively inelastic supply end relatively
elastic demznd: Under these circumstences, reversing the
comparative elasticities, the diversion from the taxed indus-
try is 1ikely to be about the same as in the previous case.
There will be some rise in price and cconsumers will spend
less on this comu.odity «nd more on others. In this case,
the tax comes more out of the cut in earnings of the factors
then through & rise in price. This fact causes a corres-
pending diversion of resources. OSlnce we have assumed that
supply is not absolutely inelastic, the degree of elasticlty
of demand would mske some difference. Wlth an elastic de-
mznd consumers would have more to spend on other commodities;
with an inelastie demand less to spend on other commodities.

(iv) relptively inelastic supply and relatively in-
elastic demznd: In this case the reduction in output 1s
likely to be the least of all four cases. Though the demand
1s inelastic, the orice rise will not be considerable since
the supply is inelastic and resource owners will hsve to
gccept a cut in earnings. Consumers would be spending a
little less on other commodities. Here again the diversion
of resources is caused in other sectors of the economy.

From the sbove analysis it follows that, in the short
run, output in & particular industry is reduced least by a
glven increasse of tax when both supply and demand are inelastic.
Hence this is the case -f the greatest revenue to the govern-
ment but of minimum of diversion from the taxed industry.
#hen both supply and demend are elsstic the diversion caused

1s the gre:test, but the revenue yield is the smallest. In
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the long run supply will be elastic because specificity of
resources is essentially a short-run phenomencn. In the long
run, therefore, cases (1) and (11) are of greater relevance.

In these cases we find that when demand is elastic, the greater
part of the diversion 1s caused from the taxed industry; and
that when demand 1s inel:sstic, the [reater part of the diver-

sion 1s caused from other industries. TFurther, in the latter

case the revenue produced by the commodity tax 1s greater

thin in the former.
c. Price Effect. The government, it must be remem-

bered, 1s ultimately interested in transferring certain re-
Sources to the public sector or to the private investment
sector. Typically, these resources ccnsist of different
types of intermediate goods and labor--both skilled snd un-
skilled., We have to examine how the process of transfer
affects the price level under different assumptions.

When a comnodity 1s subjected to inereased tax not
matched on all commodities, there 1s a tendency for its out-
rut to be reduced (except as change of expendliture may coun-
ter this effect). To what extent the reduction in output
would raise its price or reduce the incomes of factors en-
Baged in producing the commodity would depend on the relative
elasticities of supply and demsnd for the commodity, Let us
a4s5sume thst the demsnd 1s o* unit elasticity and concentrate
our attention on the supply side. If the factors of pro-
duction are moblle, and can be used to produce certain other
goods less adversely affected by tax changes, some units of

the factors will move into the Industries producing these
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goods and thelr supply will increase. Thelir prices will fall,
as will also the prices of the factors concerned. The price
of the taxed good, on the other hand, will rise. The larger
the number of industries in which the factors ccn be used,
the smaller will be the fall in their incomes, and the grester
the rise in the price of the taxed commodity. On the other
hand, the larger the number of commodities taxed, the grester
is 1ikely to be the fall in factor incomes, and the smaller
the rise in the rrices of the taxed goods.

These are the results if we assume that the tax

Tevenue is not spent., However, our general assumption is

that the tsx revenue is all spent. If public expenditure
creates some demand for factors used in the taxed industry,
or for goods that can be produced with these factors, then
the fgll in factor incomes and in the prices of the slterna.-
tive products that they cen produce will be arresfed Some-
what, Therefore the rise in the price of the taxed commodity
will be correspondingly greater. Only if the factors concerned
are completely specific and government expenditure creates
no demend for them, will the adjustment be sclely in the
form of fall in factor incomes. This is the case of perfect
Inelasticity of supply which we have ruled out for practical
purposes, In all cases of less than perfect inelasticity of
supply, there is some rise in the price of the taxed commodity,
On this basis, the assumption that demend is of unit elasti-
city can be relaxed,

Suppose that the elasticity of demend 1is greater

than unity, with increase of price, consumers will spend
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less on the taxed commodity than before, Consequently, they
will have more to spend on other commodities, the demand for
which will thereby increase. This additional demand plus
the additional governmental demand may be satlsfied by the
release of factors from the taxed industry. This is the
case of minimal price rise and disturbance in the economy.
Suppose now that the demand 1s of less than unit
elasticity. The price rise is greater in this case. The
consumers spend more on the taxed comnodity than before, and
the demsnd for certaln other goods falls. This may lead to
& fall in their prices. But much depends on the actlion of
the government. If the government uses the revenue to buy
resources used in the taxed industry, the last-mentioned re-
sult folleows. If the government buys mainly resources used
in entirely different industries, then the price rise will
take place in these industries. If there 1s oligopoly in
the taxed industry, then there may be a price rise in the
taxed industry-also, causing some unemployment of the factors
of production which has further repercussions in the economy.
#side from monopolistic effects, the point to note is that
the effect on different prices depends not mereiy on the tax
change, but also on change in the way in which government
revenue is spent, and that there can be & combinstlon of
price rises gnd falls, For instance, a tax on tobacco may
have the effect of reducing the demand for moviec and popu-
lar magszines; ¢nd the proceeds of the tax may be used to
purchase steel, cement, and labor for constructlion. Since

these resources do not plsy a very significsnt part in the
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secondary 1industries affected, there is likely to be a rise
in the price of steel and cement which may then affect the
prices of other goods, Instead of tobacco, a number of
necessaries like salt, sugar, kerosene, cotton cloth, etc.,
may be taxed. It is then no consolatisn to the ordinary
consumer to argue that after all the prices of movie admissions
and magazines have fsllen.

The discussion above brings out another point of
importance, namely, that taxes on particular commodities can
be shown to cause disturbznces in different sectors of the
economy, If the price rise znd the disturbznce are to be
kept to & minimum, there is a presumption in favor of imposing
additionzl taxation, when necessary, on industries competing
for scarce factors needed in the public sector. uhen it is
desired to increase public expenditure, financing it through
increased comrodity taxation, the criterion for selecting a
Nnew tax should not be primerily the degrez of 1lnelasticity
of demznd, but rsther the degree of competition with the
public sector for factors of production. Commodities with
inelastic demand are favorite objects of taxatlon because
taxes on these commodities bring in relatively greater monetary
Tevenue to the government. It is true that, ceteris paribus,
8 tax levied st a glven rate on a good with inelastic demand
will reduce private incomes ﬁore than one on a good with a
relatively elastic demand. Hence, if the aim 1s anti-inflation-
ary action, it may be preferable to tax goods with an in-
elastic demand. But if the priméry aim 1s the transfer of

Tésources to the public sector for investment, it is prefer-
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able to tax industries competing for the same resources, If
the demand facing the industries 1s relatively elastie, the
government should be able to acquire the factors at lower
prices than would have obtzined had there been no tax-induced
shift of resources. Therefore, the degree of elasticity of
demand need not be the decliding factor in the selection of
commodlities for additionsl texation.

We now turn to the price effects of a general tax.
The exact nature of the incidence and effects of a general
sales tax has been a matter of some controversy and uncer-
tainty among economists 1ln recent years. The earller attempts
to generalize the conclusions about particular excises were
not gulte satisfactory because these concluslions were based
on & type of partisl equilibrium analysis. The general sales
tax affects all industries znd goods simultaneously and its
effects must be agnalyzed in a general equilibrium satting.l
In 1939, Frofessor Harry Gunnison Brown analyzed at some
length the effects of a general sales tax and advanced the
conclusion that 1ts burden rests upon the factor owners in
proportion to their incozes rather than on the consumers, as
usually believed.2 Professor Earl Rolph more recently has

restated the Brown case and accepted his conclusions.3

1, general sales tax, by raising the cost of capital
goods, will affect the pzttern of investment, We do not con-
slder th%s effect of a general tax here.

Herry G. Brown, "The Incldence of a General Jutput or
a General Sales Tax," Journal of Folitical Economy, Vol.
XLILL, 4pril 1939, p. 2,4-02. e ’

Earl K. Rolph, "A Froposed Revision of Excise-Tax Theory,"
Joufnal of Political Economy, Vol. LX, No. 2, Lpril 1952, pp.
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Professor Rolph assumes that there is perfect com-
petition in the markets for all products, factors, assets,
and cleims, and that all prices are completely flexible. On
the basis of these assurptlions, he argues as follows: Under
a completely generzl tax, there wlll be no untaxed fields to
wiiich factors can migrate in an attempt to escepe a cut in
their incomes. When the tax is levied, the firms are not in
a position to reise the prices directly, They have, there-
fore, an incentive to reduce output. This means a reduction
in the demand for hired factors &s well as owned factors,
which tends to reduce their incomes. Since there are no un-
taxed fields, the migretion of factors 1s ruled out. The
end result is that, if the tax is a uniform impost, there
would be a proportionate reduction in the incomes of all
factors, L4s regards the product mix, the uniform tax would
be neutral. Folph concludes: "The previous discussion has
attempted to show that a uniform system of excise taxes of a
completely general type does not raise prices to consumers,
does not change the composition of output, and does reduce
money incomes of resource owners prOportionately."1

Rolph does not tzke into account in his analysis the
effects of the expenditure cf the additionsl tax revenue,
Since we have sssumed that the tax revenue is spent, we must
consider the effects of the tax-expenditure program ass &

whole, The final result of the progrem will depend on the

1Ear1 Rolph, op. cit., p. 116.
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assumptions we make about the effect on the level cf sggre-
gate money demand. We shall, therefore, discuss the price
effects of a general sales tax under different assumpticns
about the level of money demand.

The exact effect on zggregate demand depends on (&) the
extent to which private consumption and investment are cur-
talled zs a result of the tax, (b) the expansionary effect of
the use of the tax revenue, and (¢) current monetary policies.l
Assuming thet there exists nelther an inflationary nor a de-
flationary situation, we mey inquire when, or under what
cirecurstances, aggregate money demand will remain constant
and when 1t will change.

The initial effect of a generasl tax, or of an Increase
thereof, under pure competition, is to reduce &ll factor in-
comes, TLet us assume that the total private demand for goods
1ls reduced to the same extent as the reduction in factor in-
comes. Now if the tax revenue is sterilized, there will be
& tendency for the prices of goods to £811.,2 Thus a deflation-
ary situation is ereated. In this case, the aggregate money
demand has fallen.

On the other hend, if by chance the government should
directly, and without delay, buy the same goods in the same

amounts as fsctor owners would cease to buy because of the

fall 1n their incomes, the price level would remain unchanged.

lce, John F. Due, "Toward a General Theory of Sales
Tax Incidence," Quarterly Journal of Economics, Vol. LXVII,

NQ. 2! pé 258-
Rolph fails to follow through the effects of the

fall in faetor incomes.
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In this case, the aggregate money demand would remsin as 1t
was and there would be no chenge in the product mix or out-
put., The money flow going into the firms would remsin con-
stent, but a pert of it would be aprropriated by the govern-
ment, Consequently, factor incomes could not go up to their
pre-tax level. Only 1n thils very speclsl case, dependent on
8ll the assumptions made above, could the aggregate money
demand and the price level remesin constant.

Most probably the government will not purchase with
the increzsed tax revenue the consumer goods for which pri-
vate demand is reduced by the tax change. TFor developmental
vurposes, it would wish to Increase mestly its purchase of
factors of production. To the extent that tax revenue is
spent this way, the government adds directly to the demand
for factors in the econcmy. Factor prices to private firms
will not fall (or if they fall initially, will rise now),
and factor incomes remain in (or reach) their pre-tax levels,
The main point to note in this connection is that the govern-
ment's demand for factors as such tends to prevent a fall,
which the tax increase otherwise would cause, in thelr prices
in the economy as & whole, The result will be that the
prices of products will rise. 1In thls case the aggregate
money demand has risen because the factor owners are in a
position to spend as much as before the tax and, in addi-
tion to this, the government is spending the tax revenue,

Once the prices of products begin to rise, the elasti-
clty of demand for different products becomes a matter of

importance. The prices of goods with inelastic demand will
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rise more than the prices of goods with elastic demend. As
prices rise, consumers will spend more money than before on
the former and less on the latter. It is rcasonable to ex-
pect that the prices of necessaries, on which the whole or
most of wages are spent in an underdeveloped economy, will
rise by more then the rise iu the genersl price level.

The incresse in the price level and in sggregate
money demand necessarily will require an increase in money
supply (MV). If we assume an elastlc money supply, an ine
crease in M can essily ccme about, when necessary. 4ind the
government's action in taking the tex fTom consumers' ex-
penditure and spending 1t a second time, before it is paid
out to factors, mey tend to lncrease the velocity of circu-
lation, Unless, therefore, restrictive monetary policies
are being followed, an increase 1n money supply necessary to
make possible a rise in prices will occur in the econcmy,

Some -f the assumptions made earlier can be relaxed
now, One assumption was that private demand would fall by
the full extent of the tax amount, This would not be so if
part of the tax is met by & reductlon in savings without a
corresponding fall in investzent. In this case the tax will
have g greater expansionary effect. Another sssumption was
thet all factor prices were flexidle. In fact, of course,
meny of them are sticky. To the extent that prices of some
factors zre sticky and cannot be pushed down, the prices of
their products would tend to rise even apart from the ex-
penditure of the tax revenue, or before it takes place. The

same result follows if we remove the assumption of pure come
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petition. .s Professor Due has pointed 0ut,1 under conditions
of oligopoly, the firms cen and will directly raise prices as
soon as the tex is levied. This will result in some unemploy-
ment of the factors of production. 3But the factors that are
thus thrown out of private industries may be absorbed in the
public sector when the tax revenue is spent. Thus the final
result is the same under imperfect competition as under per-
fect competition except that part of the tax may be absorbed
in excess profits.

From the above discussion it will be clear that the
tése of ccnstant aggregete money demand 1s a very speclsl
one. The more usual and reslistic cne is that of increesed
aggregate money demand with aggregate real fector demund re-
maining constant or also being higher. Therefore, the tradi-
tionsl conclusion that the imposition of a general sales tax
results in rise in prices seems to be substentlally correct.
37 contrast, en income tax-financed increase in public ex-
renditure, under similar circumstances, is not 1likely to
lead to a similar rise in the general price level. There
will of course be some expensionary effect in so far as
privete factor demsnd does not fall as much as government
demznd incre:ses. But in the case of the incone tax, a part
of the factor incomes is appropriated directly, and not by

driving s wedge between the prices paid by the consumers and

the incomes received by the producers. It is therefore reason-

10hn P, Due, ov. cit., p. 257.
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able not to expect a rise in the general price level as in

the case of a general sales tax,l
The above ccnclusion regarding the effect of a general

sales tax is only a first ap:roximstion. It might be profit-

able to inquire into some further repercussions on the price
level, 1In the earlier argument, the expenditure of tax re-
venue was held to restore the originel level of factor demand
and factor prices. The ag:regate real demend for factors
would be the same as before the tax, with private dezand be-
But would the

Ing lese and government demand being greater.

additisnal government demand be for the seame factors as are

released by the reduction in private demsnd? If not, the

rise In prices would tend to be concentrated, at least in
the short run, in some sectors of the economy. Suppose, for
example, that 1t is decided to step up public investment
through additional sales taxation erd that the additional
revenue 1s used to finance & developmental project in which
the proportion of labor to other factors employed is very
high. Then, unless in the industries, for whose products
private demand will decline, the same high proportion of
labor to other factors is being used, there will be a net
increase in the demsznd for wage-goods in the economy, because

additional labor employed by the government will exceed that

displaced from private 1ndustries.2 In this case the price

lpor & similar conclusion, see Richard Goode, "Anti-
Inflationary Implications of Alternative Forms of Taxation,”
Papers and Proceedings of the americen Zconomic Association,
May, 1952, Ps 157.

2It is assumed that some lsbor will be drawn from the
pool of disguised unemployment,
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of wage-gonds will rise to & grester extent than the general
price level, In underdeveloped, over-populsted countries, where
developmentezl projects are often employment-oriented, this is

a polnt of major relevance.

We may conslder the reactlions of different groups of
¢onsumers to the increase 1n the general price level. In a
poor country the great mass of goods consumed 1s in the nature
of goods necessary for subsistence and work efficiency. For
our present purposes, the consumers in an underdevelored
ccuntry can be divided into three groups: (a) those who
consume more than the minimum necessary for subslstence and
efficiency and also have a margln of saving; (b) those who
consume more then the minimum above but are not saving; and
(c) those whose incomes are just sufficient to enable them
to consume more or less the minimum. For the present we
lgnore those in disguised unemployment who may be consuming
less tnzsn what is requlred to perform regular and sustained
work, These three groups are listed here in the inverse
order of their relative sizes. That is to say, in under-
developed economies, group "c" 1s likely to be the largest,
This 1s obviously not the case in a highly developed economy
like that of the United States, where only sbout 10 per cent
of families have an income of £1000 and under.

when there 1s an increase in the price of consumer
goods, group "a" can mzintzin 1ts previous standard of con-
Sumption, if it wanted to, by cutting down saving. 1In prac-
tice, 1t might curtail partly its consumption of luxuries

and non-necessaries. Group "b" is forced to curtail its
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consumption, but still may be in a position to consume the
minimum necessary for subsistence. GCroup "ej' however cannot
meintain even the minimum of consumption necessary for sub-
sistence znd efficiency. Therefore, in the face of a rise
in the prices of consumption goods, groups "a" and "b" have
relatively less incentive to insist on salary and wage in-
creases, It is possible to persuade them to accept a cut in
real wages because, previously, they were above the subsis-
tence level. 3ut those members of group "c" who are engaged
In wege-labor or ‘n any kind of industrisl employment pust
have an incresse ‘n money wages, if they are to malntaln just
the minimum consumption necesseéry for subslstence and work
efficiency, Money wage levels are then likely to rise, lead-
ing to & further incresse in prices which might well-nigh
restore nrivate demend to its originzl level before taxatlon.
That increased taxztion of mass consumption would
lead to a rise in the cost of 1living and that this might
lead to demands for wage increases, 1s readily granted by
economists,l Pyt 1t is sometimes held that this possibility
is strong only in advanced econories where labor is organized
Into strong unions. In en underdeveloped economy, where only
@ small proportion of labor is organized and has bargaining

strength, the cut in real wages, it 1s argued, could be im-

1See, for instence, Agricultural Taxation znd Economic
?evelopment, ed., Haskill F, wald, Hervard Law School, Cambridge,
Massachusetts, 1954, p. 4.
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posed more easily on large sections of the laboring classes.
In the light of the above analysils, this kind of reasoning
seems fallacious. Those who are living on the mergin of
subsistence have & “ifferent kind of bargaining strength!

It is common knowledge that a large part of the labor force
in & country 1ike India lives on the zergin of subslstence.
It includes the landless workers on the farms, semi-skilled
and manual workers of all kinds, and self-employed persons
like the handicraftsmen. lost of the nonagriculturasl workers
are employed in urben and semi-urban areas. Howcver, many
of them live in the villages and go to work in the towns.
Under these circumst:nces, the supply of labor to the towns,
at & subsistence wage, 1s likely to be extremely elastic,

If a less thzn subsistence wage is pald, the laborer with-
draws himself znd returns to the village. Very often there
1s & femily farm to which he can return.1 In India, during
and after World War II, this type of labor succeeded in ob-
taining a graduslly increasing money wage, though of course
wages lagged behind prices. Yet such labor was not organ-
1zed into unions, While these workers are not in s position
to raise their wages aprreclably sbove subsistence, neture
herself protects them by making impossible continued vage
below  subsistence. In conclusion, therefore, it seems

Inescapable that any considerable attempt to incresse revenue

i 1For a detalled description of the conditions of the
Indian working class, see Hadhakamal Yukerjee, The Indian

Working Class, 3rd edition, Find Kitabs Ltd,, Bombay, 1951,
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through mass commodity tazxation will lead to increases 1in
money wage-rates and to a conseguent further rise in prices,

It might be argued that small increases in commodity
taxation, or step by step increases spread over a period of
years, will not lead to the results noted above. This may
be true, But we are argulng only against substantisl in-
creases in mass commodity taxation to finaznce an ambitious
program of development. Vislting experts often recommend an
increase in tax revenues in underdeveloped countries. It is,
however, never made clear that this increase should be brought
about in ways that prevent, or at least minimize, lncrezses
in the price level. Since the extension of direct taxation
is beset with meny difficultles, the government of an under-
developed country 1s strongly tempted to extend taxation of
mass consumptlon. Discussion of possible inflationary effects
is almost solely confinzd to the case of deficit financing.
It is implicitly or explicitly assumed that, so long as in-
creased expenditures are covered by lncreassed taxation, no
Inflstionary effects will be generated. This is obviously
not true under all circumstances,

In recent yesrs the general sales tax has attained
popularity in advanced economies as an enti-inflationary
measure, If money wages could be prevented from rising,
increased sales taxation would certainly reduce purchasing
power and cut down spending. And where the level of living
of the vast majority of the population is above bare subsis-
tence, it 1s at any rate theoretically possible to persuade

the populace to accept a cut in standards of consumption.
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But where a majority or even a large portion of the popula-
tion 1llves on the margin of subsistence, the general sales

tax 1is not likely to be egually effective as an snti-infla-
tlonary measure.

d. Distribution Effect. We come lastly to the dis-

tribution effect of commodity taxatlon. Economists have

been long interested in the distributive effects of taxationm,
as indeed is even the man in the street. These effects have
been traditionally held to depend on the incidence of particu-
ler tax measures, the incidence being teken to mezn the
"burden" (reazl or money) of the taxes falling on different
individuals or income groups. Hence the presccupation with
incidence analysis. Put since this analysis is usually in
the nature of psrtial eguilibrium theory, holding all other
things gs equzl, the incidence and effects of rublic expendi-
ture are not taken into sccount. The burden then means only
the reduction in real income suffered by different people

85 a result of the tax measure alone, wlthout counting the
"benefits" of public expenditure. Some writers like Mrs.
Hicks have objected to the ignoring of the effects of publie
expenditure in measuring the "burden" of taxationj for public
expenditure not only can alter the incidence of taxes (by
shifting supply and demand schedules) but also can alter the
final disposition of resl income in the community, since the
benefits of public expenditure have to be included in con-
Sumption, FKevertheless, 1t has not been possible to integrate,
in theoretical formulations, the redistributive effects of

the tax and expenditure sides of governmental operationms.
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Thus in a recent study on incidence, Richard A. Musgrave
observes: "The distributional impasct of consumer services
provided by the government free of direct charges is a differ-
ent matter, requiring separate analysis."l
If the benefits of public expenditures are ignored,
it can be argued reasonably that the incidence of a general
sales tax 1s regressive. Under realistic assumptions, the
imposition of a general sales tax would result in a rise in
prices, If the rise in prices 1s uniform and if there is no
fall in fector incomes, the incidence of the tax is on the
consumers, in proportion to their consumption expenditures.
In practice, the rise in prices will not be uniform, some
factor incomes will fall, and part of the tax might be absorbed
In excess profits. To the extent these things happen, the tax
will not be borne exactly in proportion to consumption ex-
penditures. Besides, by introducing differential rates into
the sales tax structure, the burden of the tax can be made
somewhat progressive with respect to consumption expenditure.
Luxuries can be taxed st high rates and necessities at low
rates, This will make the tax broadly progressive as between
the rich and the poor in respect of incomes spent on consumption.
At sny rate, in respect of total incomes, the burden of the

sales tax will be regressive because, as income increases, a

larger proportion of 1t will ordinarily be saved.

lln "General Equilibrium Aspect of Incidence Theory,"
American Economic Review, Vol. XLIII, No. 2, May 1953, p. 506,
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Agalnst the regressivity of the sales tax must be
set the benefits of public exrenditure. when taxation is
used as & tool for promoting economic development, the in-
cldence of benefits can be expected to be progressive. The
Incidence of benefits will depend on the pattern of invest-
ment. If priority 1s assigned to increasing the supply of
wzge-goods, the pocrer sections esn improve their economie
position over time and the volume of employment can expand
steedily. 1In fact, if over-all control over the pattern of
Investment 1s exercised by the government, which, in addition,
alsc undertakes a large volume of investment, the economic
poslticons of different classes, in the long Turi, will be
dependent more upon investment policies than upon tax poli-
cles. The extreme case cf this sort, of course, is that of
the Soviet Union. There it is not the turnover tax th:t has
kept down the level of living of the masses, but the basie
allocation of re-l1 resources according to the investment
pattern laid down by the Gosplan. The turnover tax 1is merely
a device to raise the monetary vslue of the available suﬁply
of consumption goods to the level of the expected monetary
demand for them.

The other extreme would be a purely lsisse:z faire
econnomy in which the government refrazined from all inter-
ference with the pattern of investment snd undertook the
provision merely of the minimum of publiec services. Let us
a5sume that the benefits of these services accrue more or
less equally to a1l the members of soclety. 1In this case,

the pattern of investment will depend primarily upon the
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market forces. Goods and services will tend to be produced
in accordence with consumer nreferences as revealed by money
demcnd expressed in the market. The relative economlec pesi-
tions of 1ndividusls in so fer as their consumption 1s ecn-
cerned will then depend primarily uron the money incomes
left to them after texation, for it 1s thesc money incomes
ti:at determine the allocation of rescurces among different
kinds and classes of goods. In such an economy, therefore,
the incidence of taxation &s such is of.paramount importance.
2ut when the government begins to control and modify the
prattern of investment in the soclsl interest, regardless of
market forces, the psttern of money income distribution after
taxes is no longer the sole determinant of the future relative

resl income positions of different clesses. 4ilthough relative

economic positions at any glven time will depend upon money

Incomes, such positions over a period of time will depend
upon the pettern of Investment laid down by the government,
It follows that a sulitable investment policy easn counter-
balance to some extent at any rate the regressivity of com-
modity taxation. Therefore a careful scrutiny of investment

policies is as ilmportant as the study of incidence.



IV. AN EXAMINATION OF SOME OF THE BASIC FEATURES
OF THE IKRDIAN FISCAL SYSTEM

In this part, an attempt is made to examine scme of .
the basic features of tax policy in India and to evaluate
them in the 1light of the principles developed in-the earlier
sections of the thesls., This 1s to be understood more as an
essay in the application of "theory" to certain selerted
fielde of taxation than as & comprehenslve study of the Indian
tax system. Only the basic direct eand indirect taxes are
covered,l In the discussion of the tax structure special
ettention 1s paid to recent develorments in the field of
direct taxation. In the concluding section certain problems

raised by the financing of the Second Five-Year Flan are

considered briefly.

| 4, Structure of Taxation
1. Constitutional Provisions
The Constitution of the Republic of Indla i1s quasi-
federal in character. There are three layers of government
in India: the centrale the state and thes local. The local
governments sre fully crestures of the respective State govern-

ments and as such are not taken notice of in the Constitution.

1Discussion of the tariff 1s omitted because tariff
policy raises so many 1issues not r=lated directly to the

mein theme of this study.
2The Central GCovernment is referred to as the Union

Government.
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The division of powers as well as of sources of revenue be-
tween the Unlon Government and the State governments 1s leid
down in the Constitution.l rairly wide tax powers are vested
in the States, but residual powers of taxation belong to the
Union.

Important taxes within union jurisdiction are as
follows: taxes on income other then agricultural income;
corporation tax; customs duties; excise, except on alcoholic
llquors &nd nercotics; estate and successlion duties other
than on agricultural land; taxes on the capltal value of
assets (exclusive of agricultural lend) of individuals and
comranies; stamp duties 1n resrect of certain financial-
documents; and taxes on transactions in stock exchanges and
futures markets.

Important taxes within the jurisdietion of the States
are the following: 1lznd revenue; taxes on zgricultural income;
taxes on the sale and purchase of goods, except newspapers;
taxes on lands end buildings; successlion and estate duties
in respect of agricultural land; excise on aleocholie liquors
and nercotics; texes on the consumption or sale of electricity;
Stamp dutles except those specified in the Union List; and

taxes on luxuries including entertainments, betting, znd

gambling.

lTaxes within the Union jurisdiction and those with-
in the Jjurisdiction of the States zre enumerated, respectively,
in List I znd List II of the Seventh Schedule of the Consti-
tution.

-
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Article 286 of the Constitution forblds taxation by
States of (a) imports into and exports from the territory of
India; (b) inter-state trade; =nd (c) sales of goods declared
by Parliament by law to be essential for the 1life of the
comnunity,

The Constitution contzins also provisions fer the
distribution of certain revenues between the Union and the
States. These provisions are intended to give flexibility
to the tax system snd to insure uniformity in taxation wher-
ever needed. The most important of the provisions may be
mentioned here. First, the income tax is to be levied and
collected by the Union but is to be distributed between the
Union znd the States in & prescribed menner.l Second, some
taxes are to be levied and collected by the Union but are
assigned to the States within which they are leviable. These
Include succession and estate dutles in respect of property
other then sgricultursl land and taxes on the sale and pur-
chase of newspapers. Third, Union excise duties, though
levied znd collected by the Union government, may be dis-
tributed between the Union :nd the States. Excises on to-
bacco, matches, and vegetable products are shared at present,

in the proportisn of 60:40 between the Union and the States,2

I”he "divisible pool"™ of income tax does not include
the tax on the employees of the Unlon Government nor the
cerporation tax. At present 60 per cent of the divisible
pool is Sssigned to the States.

The Sec:nd Finance Commlssion hes recomnended re-
cently that the duties on sugsr, tea, coffee, paper, and
vegetatle non-essentlsal olls also be shared; but the share
of the Stztes 1s to be brought down to 25 per cent from 4O
Ler cent.
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Flnally, there are certzin dutlies which are to be levied by
the Union but are to be collected and appropriated by the States.
These include stamp dutles =nd duties of excise on medicinal
and tollet preparztions which are mentioned in the Union List.
There are no taxes which are constitutlonally reserved
for local bodies. The States may assign to them sny of the
tzxes on the State List, either in whole or in part. The
maln taxes thst are ususlly assigned to local bodies are
property taxes, octroil and terminel taxes, taxes on professionms,
and taxes on vehicles and anlmals.
2. Revenues of the Union and State Governments
In 1953-54, total current revenue of all governments
was about Rs 8.7 billion, of which the Union and State govern-
ments accounted for Rs 3.9 billion and Rs 4.16 billion, re-
spectively, or 45 per cent and 48 per cent of the total.
The total tax revenue in thst yeer amounted to Rs 7.12 billion
or 81 per cent of the total revenue. Non-tax revenue thus
formed around 18 per cent of the total revenue.
The ordinary revenues of the Centrasl government in-
creased by more than four and a hslf times from 1938-39 to 1953-
5%, and those of the nine Part 4 States? increased to &
1ittle over four times thelr pre-war level. Per capita tax

contribution in money terms, slso, registered a similar in-

lin Octrol 1c a tax on the entry of goods into a
local area,

2For some time after Independence, the States were
divided into 3 categories: Fart A, Fart B, and Fart C. Part
4 States were the former Provinces of British India; Part B
States were the former Frincely Statesjand Part C States
were areas under the overall control of the Union Government,
These distinctions have been abolished now.
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crease. ot the same time there was a four-Ifold rise 1n per-
cgpita natlconal income in money terms over the war and post-
war years. Thls rise is attributable solely to the rise in
prices. The ccnclusion seems inevitable that, broadly speak-
1ng and in rezl terms, there wes very little addition to the
national tax effort in the aversge from 1938 to the begin-
ning of the Seecond Plan., The proportion of tax revenue to
national income stood at 6.17 per cent in 1953-54,1 This is,
of ccurse, very low when compared to over 20 per cent of
national income taken in taxation in sdvenced countries.2
The fact that the proportionate share of the government in
national income did not rise in spite of the rise in money
incomes, the rise in rates of taxatlion, snd the introduction
of new taxes shows that the Indian tax system has lacked
income-elasticity--a serious defect.

according to the budget estimates for 1957-58, the
total revenues of the Unicn and Stste Governments smounted
to Rs 12.36 billion of wkich the Union Government received
3s 6,05 billion, and the States Rs 6.31 billion. Psrt of
the increase since 1953 reflects the rise in prices and part
of 1t increassed taxation 1n recent years.

A breakdown of the total public revenues into im-

portant constituent items as of 1953-54 is given in Table V

lsee Table IV, p. 168.

2In 1952-53, %he percentage of nstional income taken
in taxation 1s estimated to have been: Aiustralis 28.7, Denmark
23.5, Franee 31.0, Japan 2l.4, the United Kingdom 35.5, and
the United states 27.4. (E. alexander Katz, "On National
Tax Realities and International Tax Comparisons,™ Public
Finance, Vol. XI, No. 4, 1956, Table 2, pp. 318-319.
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below., This breskdown reveals that texes on income bring
about 20 per cent of total revenues, while taxes on commodi-
ties form 45 per cent of the total. Thus the ilmportant role
of Indlrect taxation 1s clesrly seen, Land revenue does not
occupy now so rrominent a plesce 1n the structure as 1t did
before World War II. It accounts for only 8 per cent of
total revenue, as against 14 per cent in 1938-39.1

It 1s difficult to say anything precise about the
proportion of direct and indirect taxes to total tax revenue.
The proportions will depend upon how we classify the differ-
ent taxes. The TEC czme to the conélusion that the share of
direct taxation in total tax revenue was 24 per cent, pre-
Sumably by excluding land revenue from direct taxes. The
figures given by the Central Statistical Organization suggest
that the percentcge was around 33 for 1653-54,2 Whatever the
exact figure may be, it is obvious thst direct taxes on in-
come and wealth play a much less 1mportant part in Indis
than in a developed country such as the United States.3 The
fundamental reason for the relatively low yield of direct
taxatlion is the fact that there are formidable difficulties
in using income tax as an instrument of mass taxation in
&zn underdeveloped country. 3Sut there are also other reasons
such 2s inadeguate tax methods and large-scsle evasion of

income tax.

J'EE_C_ HEEOPE, Vcl. I' P 18-

2Estimates of Nationsl Income, op. cit., p. 4, Table 3.

3The corresponding figure for the United States 1s
around 75 per cent. This 1s on the assumption that the cor-
porate income tax is not shifted,
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= " Table IV
SHARE OF GOVERNMENT IN DIMESTIC PRODUCT
AND EXPENDITURE--PERCENTAGE DISTRIBUTION

(India 1953-54)

Per Cent of Total

Government's Share in the Generation

of Net Domestic Product

1. Net Output of Government 3.00
Enterprises

2. Net Output of Government k.70
Administration

3. liet Output of the Frivate 92.30
Sector

Government's Share in National

Expenditure

L, Government Administration:
current expenditure 5.80

5. Government Administration:
capital expenditure 1.20

6. Government Enterprise:
capital expenditure 1.90

Government's Draft on Private Income

7. Direct Texes 2.30
8. Indirect Taxes L. 40
9. Miscellaneous Fees,etc. 1.00

Source: Estimates of Nationsl Income, 2p. ¢it., p. 5,
Table 3.1.
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Table V
COMBINED CURRENT REVENUES OF CENTRAL STATE
AND LOCAL GOVERIMENTS

(1953-54)
Millions of Rupees
Union Taxes on Income Other Than 1266.0
Corporation Tax
Other Taxes on Income L, 0
Corporation Tax 384,90
= 1694.0
Customs
Central 1600.0
State (inter-state transit duties) 84,6
Excise Dutles
Central 935.5
State Ll .0
General Sales Tax 572.5
Sales Tax on Motor Spirit and Lubricants 75.7
Other Taxes Chiefly on Consumption (a) alg,é
3%08.9
Land Revenue 697.2
Property Taxes
State 18.3
Local 229.3
Other Taxes and Dutles (b) 969.1
Total Tax Revenue 7116.8

(continued on page 171)
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Table ¥

COMBINED CURRENT REVENUES OF CENTRAL STATE

AND LOCAL GOVERNMENTS
(1953-54)

(continued from page 170)

rilllions of Rupees

Total Tax HRevenue (flgure carried forward 7116.8
from pege 170)
Public Utilities and State Undertakings 375.8
Other Revenues (e¢) 1206.5
Total Current Revenues 8699.1
Source: TEC Report, Vol. I, pp. 16-17, Table 3.

Kotes:

The figures given above are revised budget estimates,

(a) Include tobecco duties, electricity duties, en-
tertsinment duties, tax on passengers and goods,
actroi, znd terminal taxes.

(b) Include stamps, registration, motor vehicles
taxation, betting tax, excise tax on sugar cane, etec.

(¢) Receipts under civil administration, debt services,
civll works, and other mlscellanecus and extra-
srdinary items. Civil asdministration recelipts
account for msjor share.

The current revenues of the government of India in

1956-57, according to sources, are given in Table VI. Total

revenue stood st Rs 5.62 billion and total tax revenue at Rs

l*-9‘5 billion. The tax revenues of the Unlon Government are

derived

mainly from three tax heads: Union excise duties,

customs, and taxes on income. Untll recently, customs were
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the largest single source of revenue for the Central govern-
ment. Significsntly, now this position has been tsken up by
excise duties. Customs, once the mainstay of Central revenues,
have been steadily losing thelr relative importance over the
years and especlzally since the 'thirties. The policy of
rrotection adopted by the government, ilmport control duringl
and after World War II, and the growth of indigenous indus-
tries have combined to reduce the volume of imports of con-
sumer goods, while imports of capitezl goods are taxed only
lightly. Hence the decline 1n customs revenue. The policy
has been to replace this loss 1ln revenue by increazsed excise
taxation,

As of 1956-57, excise duties (including States' share)
brought 38 per cent, customs 35 per cent, and taxes on income
25 per cent, of the total tax collections of the Union Govern-
ment. In absolute flgures, the contridutions of the respec-
tive sources of income were Es 1.9 billion, Rs 1.7 billicn,
and Rs 1.3 billion.

Details of tax and non-tax revenues of State govern-
ments for the year 1956-57 are given in Table VII. It brings
cut clearly the ilmportant role of comuodity taxes in the
finances of the States., Of the total tex revenue of Rs 3567
million, tsxes on comnoditles and services accounted for Rs
1805 million or nearly 50 per cent. The States rely mainly
on three sources of revenue: taxes on comoditles znd ser-
vices, share of Central lincome tex and excise, and land
revenue. Grants-in-ald from the Unlon Government also.con-

tribute a substential share of revenue,
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4s we have seen earlier, @n excise on alcoholic liquor
1s within the Jurlsdiction of the Stztes. xll the States re-
celved substantiesl amounts of revenue from this source until
1937. TFrom that date, &s & result of the pollicy of Prohibi-
tion adopted by an increzsing number of States, the revenue
from this source has been declining steadlly. 1Its place hsas
been taken up by the sales tax,whlch 1s now being levied by
all the States. This 1s an outstanding development in the
sphere of States' finances. In 1956-57 the total yleld from
sales taxation for all States was Rs 706.6 million, constitut-
ing sbout one-fifth of their total tax revenue.l The sales
tax 1s the mein elastic source of revenue possessed by the
States and 15 expected to increzse 1ts yleld as it comes to
be developed in some of the States that have tzken to it
lately.

Land revenue hzs lost much of its former importance.
Before World War II, it was by far the largest single source
of revenue for the nine Provinces, forming as much as 45 per
cent of their total tax revenue; esrller, in 1921-.22, it
made up as much as 50 per cent of provincial revenues.?2 By
contres*t, in 1956-57 lsnd revenue brought only about 25 per

cent of the total tax revenue of all States,

lsee Table VII.
2TEC Report, Vol. I, p. 26.
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Table VI
REZVENUE AND EXFERDITURE OF THE GOVERNMENT
OF INDIA IN 1956-57
(Revised Zudget Istimates)

{111ions of Rupees

Revenue
1. Taxes on Income 1308.5
(a) Taxes on Income Other (1%1:,6)
Than Corporation Tax
Less States' Share (587.5)
Net Receipts 826.1
(b) Corporation Tax 482,k
2. Taxes on Commodities and Services 3612.6
(a) Cﬁstams
Imports ©1385.0
Exports 277.0
Other Revenue 68.0
Less Hefunds 20.0
llet Receipts 1710.0
(b) Union Excise Duties 1887.3
(¢) Other Taxes and Duties 155
3. Taxes on Property and Capital 26.3
Transactions
(a) Dstate Duty 25.2
Less States' Share 24,1
Net Receipts 48 |
(b) Stamps and Registration 20.1

(continued on page 175)
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Table VI
REVENUE AND EXPENDITURE OF THE GOVERNMENT
OF INDIA IN 1956-57
(Revised Pudget Estimates)

(continued from pzre 174)

Millions of Rupees

(c) Land Revenue g.1
L. Total Tax Revenues 4947 .6
5. Administrative Receipts 181.7
6. Net Contribution of Public ; 301.7
Under@zkings
7. Other Hevenue 187.4
8. Total HRevenue 5618.4

Expenditure (on revenue account)

1. Direct Demand on Revenue 332.9
(of which States' share of excise) (182.2)
2. Civil Administration 393.1
3. Defense Services 202%.5
4. Debt Services 382.1
5. Pension and Superannustion 89.8
6., Miscellaneous 482.8
7. Development Services 1200.9
8. Contributions and Miscellaneous Ad- 296.0
ég§:?;;;;t2etween Unlion and State

9. Other Expenditure 31.9
10. Total Expenditure 5239.0
Surplus 379.4

Source: Reserve Bank of India Bulletin, June 1957, pp. 529-
30, Statement I; adapted.
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5. The Composition of Public Expenditure

The breakdown of total current sxpenditures of all
governments for 1953-54 is given in Table VIII, It will be
seen that a substantlal part of the expenditure, about 40 per
cent, is Incurred on Defense, administrative items, Debt
Services and collectisn charges. In Indian usage, these
1tems are cslled non-developmental items. 353cial services
absorb ercund 20 per cent of total current expenditure,
while econoric development snd anaiogous functions take up
about 21 rer cent. National Defense alone is responsible
for a 1ittle over sne fifth of the total, end genersl ad-
ministretive expenses come to 19.5 per cent. Zducaticn (8.8
per cent) is the mcjor item in social services. as regerds
the outlay on economic development, a substantial rert is on
Civil Works (roeds, bridges and buildings).

Current expenditure >f the Union Government far the
yesr 1950-57 is given in Table IV, and the ca-bined current

exrenditure 3f £11 State governments, for the seme year is

Eiven In Table IX, « larger proportion of the Ststes' current

éxpeniiture is on developrment than the Union's, We find that
developmental expenditure forms only about 37.5 per cent of
the total expenditure (on current account) of the Union

Government; whereas it forms around 59 per cent of the total
current expenditure of the State gavernzents.l
-—._.,..___'_________

1Cf. Tables IV and IX. The flgure for the develop-

mental sutlcy of the Government of Indis 1s arrived at by
8dd1ng items 6, 7, and 8 on the expenditure side of Table IV.
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Table VII
ToX AND KON-TiX REVENUES OF STATES

(1956-57)
Killions of Rupees
Tax Revenue
Share of Income Tax 535.1
Agricultural Income Tax 57.3
Profession Tax | 0.9
Total Taxes on Income 593.3
Estate Duty 23.8
Land Revenue 926.6
Stamps and Hegistration 299.0
Urban Immovable Froperty Tax 19,4
Total Texes on Property and 1268.8
Cepital Transactions
Union Excise 170.%
State Excise 427.6
General Sales Tax 706.6
Sales Tax cn Motor Spirit 87.3
Entertainment Tax 5.3
Electricity Duties 58.1
¥otor Vehicles Tax 149.8
Other Taxes and Duties _140,1
Total Taxes on Comzodities znd 1805.2
Services
Total Tax Revenue 3667.3

(continued on page 178)
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Table VII
TAX AND NON-TAX REVENUSS OF STATES
(1956-57)

(continued from page 177)

#illions of Rupees

Non-Tax Revenue
sdministrative Receipts 667.0
Net Contributions of Fublic Enterprises 348.8
Other Revenue 435.7
Grants-in-iid and Other Contributions _651.0
Total Non-Tax Revenue 21C2.5
Total Revenue 5769.8

Source: Reserve 3ank of Indis Bulletin, August 1957; adapted.

Note: The figures 1n the table are budget estimates.

Table VIII
TOTAL CURRTNT EXPENDITURE OF ALL GOVERNMENTS

(1953-54)
¥illions Percent
of of
Rupees Total
I. TRon-Development
Direct Demends on Revenue 432.7 k.67
Interest on Debt and Other 485,14 5.24
Obligations
Debt Retirement 1464 1,50
National Defense (net) 1996.9 21,54

(continued on page 179)
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TITAL CURRENT EXFENDITURE OF sLL GOVERNMENTS

(1953-54)

(continued from page 178)

179

11,

J1Ts

General Government
External Affairs
General Administratlon
Administration of Justice
Jail and Convict Settlements
Police
Others
Miscellaneous
Sub-Total of Group I
Sociel Services
Education
Public Health
Medical
Others
Sub-Total of Group II
Economic Development
agriculture
Veterinary
Co-operation
Community Development Projects

Irrigation and Forests

(continued on page 180)

¥1llions rercent
of of
Hupees Total
W 0.9
578.7 6.2k
113.4 1.22
77.7 0.84
972.3 6.17
420.2 k.53
_649.3 2.01
5518.1 59.53
613.3 8.77
186.5 1.79
292.9 3.16
45,5 —2.88
1818.2 19.60
276.7 2.99
k5.6 0.52
59.0 0.6%
103.7 1,12
256.7 2.77
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Table VIII
TIT-L CURASNT EXFEEDITURE OF ALL GOVERNMENTS
(1953-5%)

(continued from vage 179)

Hillions Percent
of of
. Rupees Total
Electricity Schemes 4.9 0.16
Industry and Supplies 263.3 2.84%
Civil Works 79%9.1 8.560
Others 110. _1.20
Sub-Total of Group III 1932.9 20.85
Grand Total 9269.2 100.0

Source: TZC Report, Vol. I, pp. 244-U5; adapted.

Teble IX
DEVELOPMENT AND NON-DEVELOPMENT EXPENDITURES
DF STATES--1956.57

(Revenue Account)

Millions of Rupees

Development Expenditure

Education 1199.3
Medical and Public Eealth 542,7
Agriculture Veterinary and Co-operation L56.6
Irrigation 229,.3
Electricity Schemes 91.4
Kural and Community Devslopment Projects 3269.7

(continued on psge 181)
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Table IX

DEVELOPMENT &ND NON-DEVELOFMENT EXPENDITURE

OF STLTES--1956-57

(Revenue Account)

(continued from pare 180)

Millions of Rupees

Civil Works 599.2
Industries end Supplies 197.7
Other Zxpenditure (a) <2256
Totzl Developrment Expenditure 3871.5
Non-Development Expenditure
Direct Demznds on Revenue 558.1
Debt Services 230.8
Civil Administration 1280.4
Miscellaneous (b) 261.8
Famine 34.9
Other Expenditure (c) 306,k
Total Non-Develorment Expenditure 2672.%
Total Expenditure &6543.9

Source:

Notes:

Reserve Dank of India Bulletin, August 1957,

p. 746, Teble b; adapted.

The

(a}

(b)

(e)

flgures are budget estimates.

Includes expendlture on scientific depart-
ments, aviation, and ports and pilotage;

Includes expenditure on displaced persons,
grants and other contributions to locel
bodies and private parties, irrescover-
able loans and advances, aévanced techni-
cal training, scholarships, etc.

Includes pensions, statlonery end printing,
extraordinary charges, and transfers to
funds.
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The greater part of capital outlay by the Unlon snd
the States naturally is for developmental purposes. In 1956=-
57, the total capital outlay by the Unlon Governﬁent was Hs
3.1% billion, of which developmental outlay accounted for
As 2.49 billion.l In the same year, the total capital out-
lay of the States was Es 3.18 billion, of which developmental

outlay accounted for #s 3.16 billion.?2

C, Taxation of Income and Wealth

The more important tsxes on income and wealth are
levied by the Union Government. Constitutionally, the States
have the power to levy taxes on agricultural income and
estate duties in respect of agricultursl land, These taxes,
however, are not lmportant from the revenue point of view.
Further, not many Stztes have thought fit to levy the estate
duty on agricultural land. The taxes on income and wealth
that we must consider, therefore, are primarily those levied
by the Union Government,

The Union Government now levies the following income
and capitsl taxes: personal income tax, corporation tzx,
the estate duty, expenditure tax, annual tzx cn wezlth, and
gift tex. The gift tex is intended, &s in the United States,
to supplement the estate duty. The expenditure tax znd the
znnual tazx on wezlth, on the other hand, are intended to

supplement the income tax. Cf these taxes, only the income

lieserve Rank of India Bulletin, April 1957, p. 33k,

Reserve Bank of India Bulletin, aAugust 1957, p. 7u48.
Triere 1s some duplicating involved because a part of States!
outlay is financed by grants from the Union.
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and corporate texes hazve been in existence for a fairly long
time. The =stete duty was introduced in 1953. The other
taxes heve been introduced only within the last two years,
largely on the recommendation of Mr. Ksldor, who was called
in as a consultant to the Government of India in 1956.
These several taxes are supposed to form an integrated whole
and are consldered by thelr advocates as adequate measures
of taxation for & developing economy. In what follows, we
will first consider these taxes individually, in turn, and
then discuss them as an inter-related system of taxation in
the lilght of the rrinciples evolved in the easrlier secticns
of this thesis.

i. Personal Income Tax snd the Corporation Tax

a., Taxes on TFersonal Income. The income tax is &

fairly old tax in India. It was first imposed in 1850 but
was abolished after a short time. It was reimposed in 1886
and has been in existence ever since. In the lsst 70 years
or so the structure »f the tax has undergone a series of
changes. Today the income tax is a major source of revenue
and one in which both the Union and the State governments
are vitally interested. In its present form, it 1s compsr-
able to income taxes in economiczlly more developed countries
of the world.

The perconal income tax is levied on the net income

1

of all individuals, joint Hindu famllies,™ unregistered firms,

1, joint Hindu family is one in which the "family
property" is held in common,
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and "other associations of pers:ns.“l Agriculturzl income
and capital gains ere nat included in taxable income. In-
comes of certain institutions 1like co-operative societies

and religi-us and charitable trusts zre exempted from taxa-

tion. 2

The Indian Income Tex Act lays down the rules for
arriving at net income from gross lncome. As regards deduc-
tions in respect of business lncomes, the Act provides that
211 expenses thet are "wholly &nd exclusively laid out or
expended for the purposes o5f business"™ and that are not of
a capitei nature can be deducted.3 Depreciation is granted
according to the written-down value method.

The baslc exemption limit 1s Rs 3000 for individuszls
and Rs 6000 for Joint Hindu families, All incomes zbove the
exemption level sare sublect to the lncome tax. 4 surer tex
is 1evied in addition on 811 1ncomes abave Rs 20,000. The
rates of the super tax are much higher than those of the in-
come tax. Under the Indlan system, the individuel 15 the
unit of assessment. 4 wife 1Is taxed sepsrately on her work-
inc>me, but her investment income 1s treated as rart of the
income of her husband unless it can be prroved that 1t is
relzted to savings frum her income or Trom her dowry. Some

slight concession, however, is shown to married persons from

lﬂct including limited compinles or corporations.

22nly the business profits of cooperatives are ex-
empted; es regsrds charitable and religious trusts, only in-
come derived from property held under trust znd from contribu-
tlons 1s_exempted.

3The Indian Income Tax Act, Section 10 (2).
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1655-56. hereas the tax-free slab is Hs 1000 for an un-
married individual, it 1s ds 3000 for & merried individusl.
But this marriage allowsnce of ks 2000 is not applicable to
Incomes above Rs 20,000. In 1957-58, a child allowance of
fs 300 per child, subject to a maximum of Rs 600, was intro-
duced. This again is applicable only to incomes up to Rs
20,000,

Other abatements and alloweznces also are granted
under the Indian income tax system. First, there is provis-
ion for earned income rellef., This used to be granted in
the form of an allowance of 20 per cent, subject to a maxi-
mum of Rs %000, for earned incozes not exceeding Rs 25,000,
For incozes in excess of this amount, the allowance of Rs
4000 was progressively reduced, so that for sn earned income
of Rs 45,000 the allowance was reduced tc nil.l =rom 1957-58,
the relief is given in the form of a lower surcharge on earned
incomes then on unearned incomes, Second, a rebate on inconme
tax (but not on super tax) is granted for investment in provi-
dent funds and for payment of insurance premiums up to one-
fourth of the total income subject to & maximum of Rs 8000.
Trird, an abatement 1s greanted at the average rate of tax
gpplicable to an assessee in respect of donatisns to approved
religious snd cheritable institutions, which cannot exceed
ks 100,000 a year nor 5 per cent of the assessee's income,
Finally, the interest on the National Plan Savings Certifi-

cates and Treasury Savings Deposits Certificates is exempted

1This allowance dld not apply to super tax,
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from taxation.

Both the income tax and super tax are levied &t gradu-
ated rates. The rates of taxation in force from April 1957

are given in Tables X and XI,

Table X
RATES OF INCOME TAX

Slabs of Income rates (per cent)
First Rs 3000 of Total Income il
Next Rs 2000 of Total Income 3
Next Hs 2500 of Total Income ' 6
Next Hs 2500 of Total Income 9
lext Rs 2500 of Total Income 11
liext As 2500 of Total Income 1k
Next Rs 50C0 of Total Income 18
On Balance of Total Income . 25

Source: heserve Bank of Indis Bulletin, June 1957,
p. 539; adapted,

ote: The above rates are applicable to married
individuals @nd Joint Findu familles. In the case of un-
married individuals and unregistered firms, the first Rs
1000 is tax free. The next Rs LOCC bears a tax of 3 per
cent, After this level, the rates are the same &s for
married rersonms,

It will be seen from the Tebles that the maximum
rate of income tax (25 per cent) is msde applicable above
the level of Rs 20,000 and thzt the maximum rate of super
tex (45 per cent) is made applicabdle above the level Rs

70,000, At present a surcharge on these basie rates also
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is being levied. The surcharge on earned incomes is 5 per
cent up to Rs 100,000 znd 10 per cent on incomes above that
level; while the surcharge on unearned incomes 1s 20 per

cent. There 1s no surcherge when the total Income is less
then Rs 7,500. The income tax, super tax, asnd surcharge to-
gether result in a2 marginal rate of 84 per cent on the highest
slab of uneerned incomes, and of 77 per cent on the highest
slab of earned inccmes. The effectlve rates of taxatlon

rald at selected income levels are given 1n Table XII.

Table XI
HATES 0F SUPER TAX

3labs of Income Rates (per cent)
First Rs 20,000 of Total Income Nil
Next Rs 5,000 of Total Income 5
Next Es 5,000 of Total Income 15
ext Rs 10,000 of Total Income 20
Fext Rs 10,000 of Total Income 30
Next Hs 10,000 of Total Income ' 35
Next Hs 10,000 of Total Income 40
Next ks 10,000 of Total Income L5
Next Rs 10,000 of Total Income L5
Next Hs 10,000 of Total Income L5
Next 3s 20,000 of Total Income 45
Next ks 30,000 of Total Income %5
On Balance of Total Income L5

. Source: Reserve 3Zank of Indis Bulletin, June 1957,
P. 539; adapted.

) Note: The rates zre applicable to all individuals,
joint Hindu families, and unregistered firms.
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Table XII
TAX PAYARLE IN SELECTED CASES A4S PERCENTAGE CF INCOME

Tax Psid As Percentage

Income
ks Wholly Earned wnolly Unearned
3,000 — "
3,600 2.2 2,2
5,000 2.4 2.1
10,000 5.2 5.9
12,000 6.3 7o
15,000 7.8 8.9
20,00 10,6 12,1
30,000 19.3 22,0
10,000 26.3 30.1
50,000 35.3 Lo.4
100,000 73 L 58.8
500,000 71.9 78.9
1,000,000 74 L 81.5

Source: Reserve Bonk of Indis Bulletin, June 195;,
p. 540; adapted. Tnese rates ere applicable to unmarried
persons. The rates appliceble to married persons are only
slightly different. Inccme tax, super tax, end surcharges
have been included.

b. Compeny Texation. Incomes-of compznies (i, e.,

corporations) also are subject to lncome and super taxes.
The super tax on ccmpanies is levied on the net profits of
a corporation at & flat rate of 20 per cent. This is in

reality a corporation tax, since the stockholders zre not
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glven credit for super tax pzld by the corpcratisn. In addi-
tion, the corporaticn pays an ‘ncomne tax on its profits at
a flzt rate of 30 per cent (plus 5 per cent surcharge); how-
ever, the incowe tax pailc is deducted from dividends and is
credited zgainst the tax liabilities of the respective stock-
holders.

in additional super tex in the nzture ol zn excess
dividends tsx has been levied 2n companies from April 1956.
The additionsl tax is payable if dividends distributed are
in excess of © per cest of pzid-up capital. The tax 1is
based on the excess amount dlstributed snd the rates range
from 10 to 30 per cent., This excess dividends tax is supvosed
t> encourage corporate savings. 4s part of this mezsure, the
Government has found it necessary to levy a tax on the issue
of bonus shares. Thls is calculated to rrevent comranies
from issuing bonus sheres Just toc increzse their pald-up
capital with a view to evading the excess dividends tax.

Strengely enough, thils rslicy is the very opposite
of the ons being pursued in respect of closely held corpor-
ations.l The own:rs of such corperations tend to keep a
large part of the profits undistributed in order to avoid
high pers>nzl taxation. Also,; 1ncorporation becomes a means
of tazx avoidance. "Everybody from a peer downwards converts

himself into a private company.™ To plug these loopholes,

1For tax purposes, a clusely held corporation 1s de-
fined to be one in which ©0 per cent or more of the shares
are held by 6 or less than 6 persons (Income Tax Act, Section
23-AJ -
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the tax laws of most of the advanced countries contain special
provisions concerning closely held corporations. In India the
following rules apply to such corporations: The penal tax is
25 per cent of the und’'stributed dividends in excess of the
prescribed maximum in the case of all compsniles other than
investment companies, and 50 per cent in the case of the latter.
In the case of industrial companies, the percentage of avail-
able profits which they should distribute so as to avoid the
renal tax is 40; in tke case of non-industrial companies, 1t

is 60; end in the cese of investment companies, it is 100.

It will be clear from the above account thet, for an
underdevelored country, the taxatlon of eomrany rrofits 1is
pretty stiff in Indis. It must be pointed sut, however, that
important concessions and allowances are granted to businesses
to promote csorporate and business investment. From 1949,
new industrial undertakings are exempt from ineome znd super
tax, for the first five years after the commencement of opera-
tions, on thet pert of thelr profits which 1s not in excess
of & ver cent of the capital employed. From 1955, a develop-
ment rebate of 25 per cent iz grented for all investments in
plant and machinery linstelled for business purpcses. Further,
additionel deprecilatlon allowsnces egqual to normel ones are
allowed in respect of &ll investments in plant, machinery,
and buildlings for the filrst five years after the investment
concerned.

¢. Lvaluation of Taxes on Income. The basic struc-

ture of Indian income tax was built on the Rritish model
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during the days of British administratlion. There has been
no fundamental chznge In the income tax system after the
transfer of power to Indiazn hands. It is true that other
direct taxes have been sdded to the income tax 1n recent
years, but the basic structure of income taxation itself has
remained unaltered. When the tax was develcoped in Indila,
economlc cdevelorment was not the dominant aim of public
policy. Hor is the British pattern of income taxation suited
to the very different conditions prevciling in India. One
would have expected, therefore, that steps would have been
taiten after Independence to reform the system of income taxa-
tion., =« Taxation Enquiry Commission 1ndeed was appointed in
1953, snd in 1955 Mr. Zaldor was called in as & consultant

to suggest reforms in the tax system. But neither the TEC

Heport nor the Xaldor Report has led to any far-reaching

changes in the taxation of income. For his pert, Mr. Kaldor
set out to introduce fundemental chsnges in the structure
of direct taxation. 1In zcting on his recommendatiosns, how-
ever, the Government of Indie merely added new measures of
direct taxation, while leavling almost intact the structure
of income taxation.

The Indiasn income tax is a highly progressive tax on
the total net 1ncomes of individuals. It does not contailn
any comprehensive scheme for the promotion of personal sav-
ings. We have argued in an earlier section that partial
exem~tion should be granted to savings. The present Indian
tax does contain some provisions to this effect, but they

are far from adequate. As far as personal non-business in-
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come 1s concerned, the only provision for the encouragement
of savings 1s the rebaste on income tax glven for investment
in provident funds znd for paymesnt of 1ife insurance premiums.
The exem-tion from tax 1s granted up to one-fourth of the
income subject to a maximum of Rs 80C0. Only & minority of
income earners contribute to provident funds in India. Fur-
ther, as contributions to provident funds are compulsory
(and fixed in smount) in mzny cases, they will be made even
without tax concessions., Hence the concessicn regarding
provident fund contributions does little more thzn glve some
relief to low=income groups. The allowance in respect of
insursnce vremiums provides some encouragement to one form
of savings. The effectiveness of this allowance, however,
is limited by the fact thet if new policies are taken up in
a year to tske advantage of the tax exemption, pszyments must
be xzept up in the succeeding years. Many tzxpayers may be
either unwilling or unable to do so. If the income of the
taxpayer 1s excertionally higk in one or two years, he cannot
take up new policies unless he czn be certzin that the higher
level of income will continue for a number of years. Also,
insurcnce policies lock up funds for a fairly long perlod,
whereas funds invested 1n securlitles can be recovered by the
disposal of securities in the msrket. Above all, there is
need to encourage investment in equities and long-term govern-
ment bonds. The present provision does nothing to this efrfect.
For these reasons, it must be sald that the existing
provision for the encouragement of personal savings is in-

adequate, It is suggested that pertlel exemption must be
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granted to investments in equities and government bonds on
the lines explalined earlier.

In the case of business taxation, the Indian system
contains some effective provisions to encourage rprivate in-
vestment. First of all, there is the development rebate.
This 1is a convenient way of encourzging the ploughing back
of profits and lesseningthe difficulties of replacement in
times »f rising vrices. It 1is also a useful counter-cyclical
weapon 1n so far as capltal exvendlture by buslnesses can be
influenced by changss in the rate of development rebste.
However, csince it i1s a costly device, 1t must be used sparingly.
4t present the rebate 1s arplicable to all types of businesses.
There is & strong case for restricting 1ts apzlicability to
certzin industrles of national importanca.l

Seccndly, the profits of new industrial undertakings,
up to 6 per cent of capitel employed, zre exempted from taxa-
tion for a period of 5 years. It has zlready been crgued in
Part III, Zectlion B thet this 1s not a desirable device to
encourage investment. It 1s much better to grant exemptions
as znd when lnvestments are made. The development rebate as
well as the scheme of exemntions propssed in this thesis
provide for thls type of encouragement. 2ne fufther argument
against the exemption of the profits of new concerns is that
it 1is not of any arpreclable benefit 'toc the concerns when
esccelerated depreciation also 1s granted. additional depre-
clation zllowance~, egual to the normal ones, are granted at

present for a reriod of five years., Double depreciation by

i 1The TsC was ¢f this oplnlonj see TEC Report, Vol. II,
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1tself reduces tax lizbility cconsiderably, often eliminsting
it, in the eaflier yezrs when profits are likely to be low.
Tr.ere does not seem to be any case for en addltlonsl measure
to helr new industrial undertaxings.

The rates of progressisn of the Indlan income tax
are ccmparable to those cbteining in more develored countries
of the world. The TEC compared the rates in Indla with those

1 1t round tkat the initial

in a number of sdvanced countries,
marginal rates comparatively were low in Indla but that the
marginal rates after the level of ks 25,000 rose rather

steerly and were smong the highest in the world. The highest
merginal rzte (inclusive of surcharge) was 32 per eent'at

the time of the Commlssion's study. Subsequéntly the rates
were raised above the level of Rs 70,000 as also In the ziddle-
income renges. llow the highest masrginzl rate iz 4 per cent.2
Therefore the Commnissicn's findings still hLold good. In

view of the fact that the rates in the top brackets already

are high, there 1s not much score for reising them. On the
otkher hand, 1t will be seen from Table XII thet the effec-
tive r:tes of texation sre below 25 per cent ur to the level

of Hs 30,000. These retes might besar some increasse. Fow-
ever, two conditions must be fulfilled before the rates justi-

ably can be raicsed. One 1s that a partial exemption for

h
mig ﬁegﬁrt Vol, II, P 133-
2In 1950, tﬁe highest marginal rate was raised to
91.9 per cent on incomes above Rs 150,000. It was lowered

in 1657 to 84 per cent in view of the levy of the expenditure
ax, ]
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savings must be introduced. The existing concessions are

such as to benefit mostly the high-income business groups.
Similar concessions must be msde avallable to the middle-
income groupns and non-business grours tefore they are asked

to pay higher rates of taxation. The second condition 1s

that stzps must be taken first to bring under charge consider-
able income that escapes taxation either because of the defects
in the taox laws or through 1llegzl evasion. Only after these
steps have been taken will there be justification for asking
people who are already paying taxes to pay more.

There is evidence to think that evssion of the income
tax is practiced on a large scele in India. The TEC admitted
that the statistics mezde avallable to it by the Centrsl Board
of HRevenue led to the conclusion that evasion was prevalent
on & consldereble scale.l Statistics concerning cases of
disclosed evasion showed that the difference between the
income originally returned and that disclosed later to the
income tex department was, on the average, as much as 600
per cent.? Commenting on this fact, the TEC said: "When 1t
is remembered that these statistics are of zttemnted evasion,
which hzs been detected by the Income Tax Department, and
allowance is made for the faet the Income Tax Department is
111-equipped in the matter of trained staff to cope adequsately
with the problem of evasion, the quantum of evasion which

actually takes place &nd goes undetected could rightly be

lrec Report, Vol. II, p. 189.
2Tbid.




196

estimated at a very high figure indeed."l Kaldor estimated

that annually §is 5.76 billion of income evaded tax and that

the magnitude of tax lest through evasion was in the neighbor-
hood of Rs 2 to 3 billion.2 The Central Board of Revenue

hes questioned ¥sldor's figures; its own estimate is that

the amount of income that evades tax is around Rs 2.2% billion.3
Even i1f one accepts the lower estimate, the extent of evasion
must be deemed enormous because the totzl lncome assessed to

tax was only Rs 7.85 billion in 1955-56 snd Rs 9.36 billion

in 1956-57.

The TCC felt that the problem of evasion could be
tackled effectively cnly by imrroving and strengthening the
enforcement machinery. It recomnended several measures
towerds this end.1+ The most ‘mportant suggestion made by
Xaldor 1s that the taxpayers In the higher-income groups
should be asked to submlt a comprehensive return showing the
assessee's Ilncome, expenditure, carital transasctions, and
net worth.s The reforms suggested by the TEC and Kaldor
certalnly zre worthy of cerious conslderation. However, it
must be painted out that bnth of tlem completely neglected one
aspect of the problem of evsslon thet 1s peculicr to Indis.

A large number of people in the lower and middle brackets

completely escape tacation because they keep no regular

=

Ibid. Italics in the originsal.

27aldor Report, p. 103.
“entioned in D. T. Lakdawala, - cit., p. 201.

_TEC Report, Vol. II o 353-3
SEaldor mewort, pp. 53-61.
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accounts and present no ccncrete evidence of being liable to

taxation 1n terrs 5f the existing nrovisions of the Income

Tax Act, Prima fzcle evidence of this statement is rrovided

by the following figures. The total number of assessments
to income tex 1s only around 600,000.1 Zven grented that
agricultural incomes are excluded from income tax, the figure
of less than s million assessees is ridiculously low. Of the
496,621 individuels assessed in 1956-57, non-salary earners
end salary earners with incomes from other socurces amounted
to 317,455.2 It is impossible to believe that the total
number of merchants and moneylenders liabvle to income tzx in
the whole of Indis, that is, with a net income not less than
Ks 250 per month, 1s less thsan 320,000. There csn be no
doubt that a considerable number of these categories of
earners, especially those living in semi-urban asnd rural
areas, are completely escaping income taxation.3

In order to check this evasion, the income tax law
would hcve to be zmended. In the case of traders snd money-
lenders who do not keep regular accounts, the law could
prrovide assessment by the old method of presumption. 4n
alternstive method slso has been suggested. "For self-
emnployed shor-keepers a schedular system might bes devised

whereby tzxes may be ascessed as a fixed percentage of turn-

lmhe totsl number of assessments completed during
1956-57 was 923,265; but in the case of 272,982 assessments,
there was no tax dem.nd. (See Heserve Bank of India Bulletin,

April 1938, p. 397.) _
Ibid" po 398.

3Farther evidence of this is shown st a later stage.
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over, unless the person produces books to show that the tax
would be lower if based on net incoze." i suitable device,
enbodying either one of the principles suggested above, to
deal with the cases of self-exployed small traders and money-
lenders is one of the most urgently needed reforms in India.
Unchecked evasion, of course, violates the vrineciple
of horizontal equity. Besides this, the law itself may be
so framed as to violate this principle. The law may--and
often does--fail to treat equally people in similar circum-
stances. In Indis the exclusion of cepitel gains from the
definition of "income" und of zgricultural income from central
income taxatisn are two important examples of fallure to
mete out even Jjustice among individuals who énjoy egual accre-
tions of economic power or beneflicial receipts of income,
We have srgued earlier at some length thst capitel gains
should be included in tzxable income but that they should
receive favorable treatment if re-invested. This is another
important reform that must be effected as soon as possible,
As for agricultural incomes, their exclusion from
Centrsl taxation is only pertially offset by ths levy of
agricultural texes by a number of States. The rates in most
czses are lower than the Central rates. Zven i1f the rates
are raised ty the Stetes, the splitting of the total income
of en individusl into agricultural and non-agricultural in.

come inevitaebly has the effect of lowering the aversge rate

13ggnnmic Bulletin for isis snd Far East, Vol. IV,
No. 3, November 1953, p. 9.
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of tax. Besides, the present system opens up possibilities
of evasion by taxpayers in States where no agriculturzl in-
come tax is levizd. hen precented with evidence of higher
income then declarsd, they could cleim that part of it was
derived froa agriculture. The really effective solution
would be for the Stztes to delegste to the Union their power
to tax sgricultural inccmes and then share the proceeds.
(This slready 1s done by & few States In respect of estate
duty on sgricultural land.) The increzse in revenue resulting
from such an arrangement is nat likely to be conslderable;
for the abolitlon of the Zarindaril and other lanﬁ reform meas-
ures are reducing substzntially the numter of high sgricultural
incomes. The reform suggested 1s more in the interest of
equlty then of revenue.

The prresent structure of company taxation in Indis
iz unnecessarily complicated, 1llogical, znd devoid of any
sound basic principle. No wonder ¥sldor was led to remark:
"The cawpgny taxation provisions of Indie (perhaps even
more then that of ather countries) are ept tosﬁriks a detached
observer &s & perfect maze of unnecessary complications, the
accretiosn of yeers of futille endeavour to reconcile funda-
mentzlly contradictory objective:.“2 An anzlysis of the
exlsting measures of ccmzmany taxatlon will bear out the just-

ness of Faldor's remark,

1?eudal proprietorships of land,
2¥gldor Report, p. 85.
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The companles are subject to income and super taxes,
The latter is levied at the rate of 20 per cent and is non-
refundeble., Hence it 1s sz corporstion tax analogous to the
ones existing in other countries suck ss the United States.
The income tax is payéble by the cozmpanies at 30 per cent
{plus 5 per cent surcharge) and is credited against the
liabilities of stockholders. However, in paying the income
tax, the comranies do not act merely as collecting agents
foar the exchequer. The tax is paysabtle whether or not any
dividends are psid in a year. Lven when dividends are de-
clzred, the income tax esmounts to "deduction at the source"
only as far z¢ the distribated proflts are concerned. The
company &£ such bas to bear the incoxze tax on that part of
the rroafite which is undistrituted. Companies as separate
entities then are required to pay two taxes: one on total
rrofits and the other on undistribtuted -rofits. There secems
ts be no need for this additional tax on undéistributed profits.
Pesides, unfer the rresent system, the amount of tax paid on
distributed profits bears no close relation to the amount
credited to the stockholders., "Often the shareholders were
credited with much larger amount then the tax actually levied
on the companies."l

This system of company taxation penalizes the retsin-
ing of profits, because the commany i1s forced to bear both
the income and super taxes on retalned profits. EHaving intro-

duced such heavier taxatlon of undistributed profits, how-

ip, 7. lakdawala, op. cit., p. 147.
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ever, the Government granted for sometime a rebate of 6} per
cent on tax paid on undistributed profits! The rebate was
abolished in 1956 and was "repleced" by the excess dividends
tax described 1n an earlier section,

As the positioun stands now, companies pay a 20 per
cent tax on distributed profits and a 0.5 per cent tax on
undistributed profits. 1In adlition, if the dividends are in
excess of 6 per cent of pald-up capital, companies are sub-
jeet to & tax on the excess amount of dividends the rates of
wnich range from 10 to 30 per cent. It is not clear what
the Government wishes to encourage--the retaining of profits
or the distribution of dividends. .Je are able to draw only
one definite conclusisn, namely, thet the Government is more
Interested in raising revenue than in eny other objective,

Nor is this all. as already polnted out, closely
held corporations (the so-called Section 23A companies) are
subject to a penal tax if they fail to distribute & certain
minimum percentage of avellable profits. Whatever justifi-
catlon there may be in forcing Section 234 companies to dis-
tribute & substantial portlon of their profits, it obvicusly
1s a contradiction to subject them to the penal tax znd the
excess dividends tex at the same time. Some companies might
find thet if they sought tp avoid the pensl tax on non-
distribution, they would become 1liable to the penal tax on
excess distribution, Presumably, administrative orders
could be issued to correct this situstion in particular cases,
However, the contradictorineés of these tax measures brings

out clearly. the lack of clear objectives in the framing of
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tax policies,

It 1s suggested that the existing mecsures of company
taxation must be reformed drastically. Company texation must
fulfill, as far as possible, the three objectives of raising
revenue, preventing avoldance of tax through incorporation,
and encouraging corporate saving. With these objectlives in
view, the following measures are recommended. Corporations
per se should be required to pay only one tax, namely, the
corporatisn tax to be levied at a flat rate. In addition,
they could deduct at source the income tex on dividends as
and when dividends are peid and thus assume merely the respon-
sibility of collection. The stockholders would be given
credit for the income tax deducted, but not lor corporation
tax paid. Companies should not be required to pay an excess
dividends tax., Fowever, in view of the greast concentration
of CDntfol observed in the case of Section 234 eompanies,
the present penal tax on non-distribution will have to be
retained.l

It may be argued that i the present income tax on
companies 1s removed, we shall be falllng to tax esdequately
the retained rrofits of corporatinns and hence to reach the
appreciations of capltal enjoyed by stockholders, This
argument 1s true only in the absence of a tax on capital

gains., Under our scheme, capital galns are to be included

lg survey by TEC disclosed that 86 per cent of Section
234 companies were controled by four or less then four persons
each, znd 30 per cent by one person only. (TEC Report,
VOI- II, P 177.)
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in taxable income. Taxation of capital gains would take

care of the aprreciation of capital accruing to the stoeck-
holders, while the abolition of the extra tax on undistributed
profits migrt encourage expansion through re-inv.stzent.

2. Taxes On Capital

Two important taxes on caplital that we must discuss
are the estate duty and the annual tax on wealth or net worth
levied by the Union Government. 1t will be recalled that
the Constitution reserves to the States the estate duty in
res~ect of sgricultural lands snd the property tax. The
latter 1s levied by locazl governments; as for the former,
attempts are being made to integrate it within the struecture
of the Central duty.

a. Estszte Duty. The estate duty was introduced in
1953. It is levied on rroperty vassing or deemed to pass on
the death of a person. all property passing on the death of
a person is aggregated to form cne estzte. Agricultural
land situazted in those Stetes which have agreed to Central
legislation will form pert of the estate subject to duty.
agricultural lsnd situated in other States is not subject
to duty, but 1ts value is to be taken into sccount for de-
termining the rate of duty leviable on other property.

The exemption level is Rs 50,000. Estztes above the
exemption level, after the deduction of permissible allowances,
sre taxed at progresslve rates. The rate schedule as of
april 1953 is given in Table XIII. The highest mzrginsl
rate is 40 per cent on the slab asbove the level of Rs §

million. The Estate Duty Act, 1953 ,contains provisions to
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counteract attempts at legsl avoldance. Gifts made "in con-
templation of death" are treated as rassing on death. Gifts
inter wivos for public charitable purposes made within a
period of six month before desth znd such gifts for other
purposes made within five years before desth slso are treated
as passing on desth. Cn the other hand, gifts made 1n con-
sideration of marriage end money earmarXed for the marriage
of dependent females are exempted from the tax up to z maxi-
mum of ns 10,C00. almsst the whole yleld of the tax (which
was arcund Rs 25.2 million in 195?-53)1 1s distriduted among
the States 1in sccordance with constltutionsl provisions.

b. Annusl Tax on wWegltii. The tsx on wealth was intro-

duced May 1957, largely on the recomrmendstions of Kaldor. It
is imrosed on the excess of net wealth over exemptions of
individuals, joint Hindu families, znd companies. let wealth
1s arrived &t by calculating the market vzlue of the ITODET=
ties of 2n sssessee snd deducting =211 obligations. Certain
types of rroperties are execopted completely from the tax.
Notable among them are egricultural properties, prorperties
belonging to charitadle or religious trusts, works of art,
rersonal effects (up to a aaximum of Rs 25,0C0), and balances
in provident funds &nd life insurance policies,

The exemptlon level 1s Rs 200,000 for individuals,
s 40C,C20 for joint Hindu families, and Rs 500,0C0 for cor-

porations, The corporations are taied at a flat rate of &

lieserve Denk of India Bulletin, March 1958, p. 239,
Table 2. -
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Table XIII
RATES JF EZ5TATE DUTY

(As of April 1, 1958)

Velue of the Estate Hate (per cent)
First Ks 50,000 w1
Next Hs 50,000 5]
Next Es 50,000 8
lext #s 50,000 ' 10
Tlext s 100,000 12
lext Rs 200,000 15
Next Rs 500,000 20
Yext Rs 1,000,000 25
Fext Rs 1,000,000 30
Next Es 2,000,000 35
On Balance 40

Source: BHeserve Bank of Indis Bulletin, March 1958,

p. 253, Appendix 1; adapted,

per cent; for others, the rate 1s & rer cent on the first
taxable slzb of Hs one millicn, 1 per cent on the next Rs
one million, and 1i per cent on the balance. .hen the tax
was introduced in 1957, 1t was estimated that there would be
about 36,000 assessees, 6000 of whom would be companies.

The yield of the tax in 1957-53 1s estinated to be Rs 90
million.l

11pi4,
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c., Cift Tex. A tex on glifts was introduced in April
1958 as & comnlement to the estate duty snd the wealth tax,
The tax is rayable by ell donors excert charitable institu-
tions, government companies, &nd rublic companies. Certain
kinds of gifts are excluded from the tax. Examples zre gifts
of savings certificates declared gift-tax free, gifts to
charitable institutions, gifts to femsle dependents on the
nccasion of marrisge (up to &s 10,C00), gifts to wife (up to
Rs 100,C0C)}, &snd gifts under a will.

Suhject to the exemptions provided, the tax willl be
charged if the total gifts =made by a donor in a year exceed
Rs 16,600. It will be assessed on the value of all gifts
made by the donor during a year, btut for the purpose of de-
termining the rate applicable, the gifts made during the -
five previous yesrs imnedlately preceding the finzneisl year
will be zggregated. The rates of tax zre based on a slsb
system and vary from 4 per cent on the first slab of Rs
50,000 to 40 per cent on gifts over Rs 5 million. The sched-
ule of rates i1s the same as for the estate duty except that
the first slabt of Bs 50,000 besrs a tax of 4 per cent, instead
of belng exempt &s under the estate duty.

The gift tax ceme into forece on April 1, 1958. ine
other tax that came Iinto oﬁeration on the same day 1s the
expenditure tax. These two taxes together with the annual
tax on wealth were 21l recommended by Kaldor as an integrated
system of direct taxation. Hence it would be best to discuss
and evaluate them together. Meznwhlle, 1t i1s necessary to

glve a brief description of the personal expenditure tax.
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3. Expenditure Tax

The personsl exrenditure tax 1s a direct personal
tax payable by individuals =nd Jolnt Hindu families. It is
based on the expendlture lncurred in the "previous year."l
The tax 1s payable only if the spendable income of an individ-
ual or Joint Eindu. family, zfter tke deduction of other
direct taxes payable, 1s more than Rs 36,000 in the assess-
ment year. This mezns that the income before payment of
income tax should be more than Rs 60,C00. The taxes deduc-
tible for arriving at spendable income include income tax,
super tax, and wealth tax, btut not expenditure tax, although
for finding cut the taxable expenditure the exrenditure tax
paid is deﬁuctible.

Yeny items of expenditure are tax-exempt znd are de-
ducted from total expenditure in order to arrive at taxable
expenditure. These include business expenses, expenses on
rroperty, investments, repesyment of loans, gifts, znd insur-
ance -remiums, From the total non-exempt expenditure certain
deductiocns are allowed, the most ilmportant of which are the
standard or basic allowance of Es 30,C00 end an additional
allowznce of HAs 3000 for esch zdditional coparcener? ~f the
Joint Hindu family. Other deductlons include allowances for

marriage expenses up to & maximum of hs 5000 for each depend-

1For example, the tax to be psid in 1958 will be
based on,.the expenditure incurred in 1957.

€4 coparcener i1s a member of a joint Kindu family
who has a share 1n the jolnt prroperty.
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ent's marriage, allowsnce for parents' maintensnce up to a
maximum of Rs 4000, allowance for medical expenses subject

to 2 maximum of Bs 500C, and expenditure on foreign education
subject to a maximum of Rs 2000.

2n the tax hase arrived at after deducting all the
anpliceble allowances, thc expenditure tax is levlied at rates
thet range frcm 10 rer cent on the first hs 1C,0C0 of taxable
expenditure to 100 rer cent on taxable expenditure over KHs
50,000,

Taxable expenditure includes not only amounts actuslly
spent by the assessee, but slso any sxpenditure for which
liabi74ity has been incurred by him. It includes also expsndi-
ture incurred by some other person on behalf of, end for the
benefit of, the assessee, or his wife, or his children.l
Another provision is thet four-fifths of expenditure on certain
conswisr durables such as motor cers eané furniture is exempt
when it is incurred, but one-fifth of it 1s ceemed to be in-
curred in each ol the -ucceeding four years. This rrovision
enzbles the spreading over of heavy expendliture on consuzer
durables.

Zince the Zxpenditure Tzx 4Act came into forece only
on April 1, 1953, the first yeer in respect of which the tax
will be prayable is 1997-58. In the budget estimates for

1256-57, credit 1s taken for a revenue of Rs 30 million under

lﬁowever, csuch exrendlture will be tzxen into account
only to the extent that it excceds Rs 5000 in a year,
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the expenditure tax.l From the point of revenue, therefore,
the tax doe:z not seem to be of asny greet significance. It

must be rointed out thet only persons with a pre-tax income

8]

f s 60,000 are affected by the tex. It his been estimated

het about 3000 assessees would be liable to pay the tax.

ot

4, ~Evaluation of the \ealth, Expenditure, and Gift Taxes

as meationcd earlier, these additionzl direct taxes
have been imposed largely on the recommendations of Xaldor.
It is, therefore, necessary for us to consider the arguments
adduced by ¥eldor in favor of his propcsals as well as the
rezscns given by the Government of Indla in 1mposing the
new tax measures.

a. %aldor's Argunents. FKzldor's ideas on direct

taxatlon heve be n expounded a2t length 1n his book &n

Txpenditure Tax. For the most psrt his HDeport to the Indian

Governoment seeks to apply these ideas to the Indian case.

It must be remembered that Hr. ¥aldor srent only about 3
months studylng the Indian tax system. The most he could

do at the llmited time 2t hls disposal wzs to adapt the ideas
he hazd already formed on the subject to sult the needs of

the Indian economy as he conceived them to be. The chief
merit of Xazldor Heport lies in the fact thst 1ts author
brought a fresh and vigorous mind to bear upon the tax prob-
lems of a developing economy; and its chief weakness is that
he had an insufficient knowledge of the economic asnd institu-

tionel facts of the country with which he was dealing.

lReserve Eank of India Bulletin, March 1958, p. 239,
Table 2.
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Kaldor supports his tax proposals on the grounds of
equity, economic affects, and administrative efficiency.l
According to him, fr = the point of view of equity, the most
important corsiderstion is that the tax system should not
contain a tles In favor of partleulsr groups of taxpayers;
from the point of view of economic effects, the major con-
sideration is that the tax system must be prevented from
wea'tening unduly the Incentive to work, save, end take risks;
and from the polnt of view of administrative efficlency, the
2ein requirements are simplicity and comprehensiveness, which
make for ease of administration end at the same tize prevent
large-scsle evasion. These are, of course, desirable prin-
cirles of taxation and are akin to the onss we have put for-
ward in this thesis. .

Faldor thinks thst the usual type of incore tax 1is
very defective on all the three counts zentioned ab;ve: it |
is not levied In accordance with the real ability to pay of
different taxpayers; 1t weakens the incentive to work, save,
and bear risks; end, since it does not czll for & comprehen-
sive tax return, it opens up several ways of evasion. Xaldor
is not, of course, the first economis£ to hold this opinion,
Many other econa-ists, from J. 5, ¥ill to Irving Fisher,
haeve criticised the income tex as being unfair and harmful,

Taldor's arguzents closely follows theirs, and may he sum-

marized as follows.

Iraidor Report, pp. 10ff,
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If the tsx 1s to be equitable, that is, to be fair
as between different individuals in similar circumstances,
i1t must be levied on a base that 1s a satisfactory index of
the taxable capacity of the individuals. According to Kaldor,
the present base of taxation, namely, "income" as statutorily
defined in most countries, including India and Britain, is
defective and biased.l It 1s not a true measure of "means"
or "spending power®” of different individuals. It is spending
power, however, which is the true index of taxable capacity.
The spending power of an individual in any given period of
time depends on the wealth that he possesses, his "regularly
recurrent receipts,” and his casual receipts.2 "Each of
these three elements makes a distinct and separate contribu-
tion to & person's spending power ..."3 To take the first,
the possession of wealth per se endows asn individusl with
taxeble capacity which is not touched by the income tax.
The second element consists of receipts which are ordinerily
included in the concept of taxable income. The third element
1= represented by recelpts like capital gaims snd gifts which
are usually excluded from income taxation. EKaldor concludes
that the net result of the exemption of many kinds of receipts
from the definition of taxasble income and of the neglect of
the taxable capacity arising from the possession of wealth
"{s to 1ntroduce a systematic bias in taxation in favour of

property owners, since the 1liability of occurrence of such

1Iﬁid., p. lt

2fn Expenditure Tax, pp. 30-31,
3Ibid-’ P 31-



212

casual or windfsll gains is closely essociated with the own-
ership of property -

Drastic changes In the tex system are needed if we
are to render justice to all types of "income" earners, If
the existing system of income taxation were supplemented by
an ennuel tax on capital and i1f the concept of taxable income
were extended to embrace ell forms of wealth-accruel, we
would get a much more equitable system of taxation than the
usual type of income tax.

Having said so much, however, Zaldor puts forward
the view that actually the sccruals of spending power from
various sources cannot be reduced to a common denominator
excert on some highly arbitrary basiS.2 Therefore, "no
definition of Income, which is a plausible one for purposes
of tax assessment, czn messure taxable capacity_"3 This
means, on his showing, that we cannot zt 2ll have a satis-
factory system of taxaticn based on "income" as such,

The income tax 1s not merely unszatisfactory from the
point of view of equity, but is also harmful from the ecomomic
point of vic—:w.1+ Kaldor employs the familizr argumsnt about
the "double taxation" of sevings and says that the income

tax discriminzates agalnst, and discourages, savings, Horeover,

Ibid., p. 36.
for instence, £100 of capitzl gain does not constitute
the same smount of spending power as $100 of regularly re-
current receipt.
Ibid., p. 47.
YFor Xaldor's discucsion of the econozic effects of
income taxation see Ibld., Chapters II, III, and IV,

ro
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a highly progressive income tax has a tendency to reduce the
incentive to work and bear risks. In all possible ways,
therefore, the income tax would inhibit the growth of private
enterprise but for the fact that the definition of taxable
incoms 1s not comprehensive en:ugh'anﬁ that there are many
loopholes for tax aveidance &nd evasion. Thus we avold the
worst economiec consequences of a highly progressive income
tax at the expense of egulty.

Would it not be better, therefore, asks Kaldor, to
levy a tex on a person's (consumption) expenditure, insteed
of on hils income, however that may ke defined? The tax
autbority would find 1t difficult ts reduce sccruals of
spending vower from various sources to a common denominator.
"But each individusl performs this operation for himself.
wheny,in the iignt of all his present circumstences and future
prospects, he decldes on the scale of his personal living
sxrenses."t Thus, when expenditure is made the basis of
taxation, the problems created by thz non-comparability of
verious tyres of accruals of wezlth resolve themselves.

Thls then is Taldor's first argument in favor of an expendi-
ture tax.

Taldor argues that the expenditure tax has other
merits., It does not discriminzte zgainst risk-bearing as
does the income tax. It encourages savings znd discourages
dis-sevings by the weelthy. Any economy based predominantly

on privste enterprise cannot afford to reduce the flow of

l1bid., p. 47.
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private savinz, which 1s precisely what would be done by a
conprehencive tyre of incame tax. Hence the expenditure tax
is preferahie -n econosic grounds too.

4 progressive tax on personel expenditure, ralses
many adrinistretive difficulties. Haldor resllzes thet be-
cause of its zdministrative comrlexities the exipenditure tax
could naver become a sultzble instrument of mess taxation.
Yence he hss surgested that in the case of Tritain the present
surtax may be reglaced by the expenditure tax, while the

zsic income tax will Leve to te retaincd,., Similarly, in the
case of India Zaldor's recom-endation was thnat only the super
tax be rerlsced bty the expenditure tax. The income tax would
continue to be levied. Zaldor suggested that the zaximum
rate of income tax should be sround 45 rer cent znd thet
realized ceplital gainrs should be included in tasxable inc:me.l
In point of fact, however, the Governwent of India, while
accepting in & modilied form hils rrorosal of an expenditure
tax, retzined the surer tax a5 well as the bzsic income tax
end brought down the mszlmum rate of income taxation cnly to
84 per cent from the 1956 level of 91.9 per cent. Capital
gains continue to te exemnt from income taxation.

t. Arpumenis Jpsinst the Expenditure Tax. e agree

wlth ¥sldor on the urgent need to stimulste savings in the
Indian economy. we agree als> that the replacement of the
present super tex by an expenditure tax would tend to en-

courage savings. Zut we are not all certzlin that the

lra1dor Report, p. 15.
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expenditure tax 1s the best method to promote savings under
corditions obtaining in India. Nor i1s it possible to accept
all of Xaldor's arguments in favor of this tax.

First of all, the very complexity of admirnistering
the expenditure tax--admitted by Zaldor himself--seews to
disqualify the tea aor adoption by Indis at the present junce
ture when there is a grave shortage of trained revenue staff.
Currently, income tax collections ere in great arresrs. The
income tax depsrtment is ill-equipped even to administer the
Income tzx efficiently enough to prevent large-scale evasion.
It does not, therefore, seem opportune to introduce en en-
tirely new tax, as yet untried in any other part of the world
¢nd with meny compliceted problems of its own, into an under-
developed country such as India.

Secondly, the expenditure tax grents a favorable
treatment to &ll savings irrespective of the form in which
the savings are held, It might be true thet in an advanced ‘
country l1ike Britain a large rart of savings would flow auto-
matically into productive investment. BPut, zs we have seen
eerlier, in a country such as India relatively unproductive
investrent claims & substantlal share of total savings.
what ic needed under these conditions i1s a scheme that would
rewzrd investment in perticular directlons,

Trirdly, the tax both as recommended by Kaldor and
as introduced by the Government will affect only & relatively
few individuels. Under the present provisions, only persons
with a pre-tax income of Rs 60,000 will be 1liable to pay the

expenditure tax. As indicated earlier, the number of assessees
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for 1958-59 1is estimated to be 6000. ¥aldor's recommendation
was that the tax should be levied on personzl expenditure in
excess of 3s 10,000 per adult (an infant counting as ¥+ adult).
If we assume four adults per fanmily, a person would become
liable to the expendlture tsx under the Xaldor scheme only 1if
his family expenditure was above #s W(0,000. This would mean
that under Kaldor's proposals only persons wilth pre-income-
tax incomes ccnsiderably abuve Rs 40,C00 could have been ¢x=-
pected to become liable to the expenditure tax. Therefore,
Xaldor's tax would heve affected about the seme number of
individusls as the tax now introduced, If 1t is our zim to
encourage savings in the =conomy, 1s 1t suffieclent to intro-
duce a tax that cannot affect the econoxle behavior of any
but & small number of Individuals?

The income tasx revenue statlstles for 1956-57 throw
scme light on the dlstribution by income-groups of income
tax payers and of assessed income.l Cut of & total of 499,821
indivldual &ssessees, those with incomes not above &s 55,000
were 492,393 or 98.55 per cent of the total; those with incomes
not above Rs 25,000 were 456,741 or 93.42 per cent of the
total. The total assessed income of individuals was Rs 5.52
billion. £ this, Individusls with incomes not above Gs 55,000
accounted for Rs 4.69 billion or 84.90 per cent of the total;
those with incomes not above Rs 25,C00 accounted for Rs 379,22
billion or 68.72 of the total.

Lsee Reserve Rank of india Bulletin, April 1958,
p. 4C2, Statement VIII; original source, Inccme Tax Revenue
Stutistics--All India Statements, No. 6 R
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The expenditure tax affects individuals with income
ebove Hs 60,L00. This means that 1t falls to Influence the
behavior of more than 98.55 per cent of the taxpayers, who
account for more than 84,90 per cent of the assessed incoze.
For this reason we conslder 1t a relstively ineflfective
weapon from the point of view of curblng unrecessary con-
sumption in the economy as & whole. For this purpose the
Gover?ment still relies on the usuzl type of income tax,
whichyhowever, discourages savings as much as consumption,
probably more. as mentioned esrlier, Ksldor had recommended
that zlong with the levy 2f the exrenditure tax the meximum
rate of income tax be brought down to 45 per cent, capital
gains be included 1in tasxable income, &2nd an annual tax on
weglth be levied, Ee c¢ould c¢laim that the lowering of the
maximum rate of income tax would nave a beneficlel effect
on saving and risk-bearing. The Government of India, how-
ever, decided not to include capltal galns in taxable inccme
nor to lower substantially the maximum marginal rate of super
tax; The Governuent, therefore, cennot clalm that it has
done much to encourace savings except in regard to those
few who sre affected by the expenditure tax.

It was pointed out earlier that one of Xaldor's ob-
Jections to the usual type of income tax is that it is not
based on a true re-sure of the spending power of the individ-
ual. It is obvicus thet the same sort of criticism can be
laid against the expenditure tax, It is based not on spending
pcwer pocssessed, but cn spending power actually exercised.

Kaldor anticipates this criticlsm and argues that if the tax
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1s progressive, the relationship between spending and spending
power can itself be tsken into sccount in determining the
rate of rrogression of the tax.l Even if this were done,
however, as between two indlviduels with the same incomes
who did not spend the same proportion of their incomes the
tax levied would not be in nroportion to thelr respective
sparding powers, MNoreover, in order to take this relation-
ship into account it would be necessary to get an 1dea of
totsl inecme in each case. This would ralse all the problems
of measuring true spending power to avoid which the expendi.
ture tax was advocated in the first plzce., Therefore, Xaldor
18 foreed to shift his ground., Ee asks: "But is it so evi.
dent that 1t is preferable on moral grounds to tax pecple on
the bzsis of their ability to spend rather then on their
actual spending.?"@ And he 1s inclined to ergue that it is
not, on the ground that "it is onl?ﬁspending, not by earning
or saving, that en Individual impcses a burden on the rest
of the community in attaining his own ends."3  This argument
is tantamount to ab.ndoning the principle of taxing according
to "means" or "ability," for the vioslation of which he has
elsewhere criticised the present cystem of income texation,
It is to be noted also that so long &s we do not
ccmpletely replace the income tax by the expenditure tax,
gll the rroblems of converting asccruals from various sources

ints e.mmon units of srending power or tuxable capacity will

L.n Dipenditure Tax, p. 49.

21rid., p. 23-
3Tbid.
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rezaln with us. The only merit that a2 partial replacement
of the income tax by the expenditure tax can claim is that
i1t is more eonducive to saving than & comrrehensive income
tax.

Xasldor ruts forwald one further argument in favor of
th: expenditure tax. e argues that if incume and rroperty
are taxed too ceverely, while expenditure out of accunulated
wezlth 1s not texed or restricted, the effect will merely
be to encourage the capitelicsts to dissirate thelr wealth
rather than to reduce thelr Iiving standards.l He h2olds
that the wealthy claes-es in Britain heve ceased to save zand
thet they dis-save on a c¢onsiderable scele--at least in
relztion to thsir taxed tneozes.?  us Takdawala points out,
this 1s zn exzggerated view of the behavior of the rich.3
It is not clear that & progressive income tax of the usual
type zectually induces the sverage capltallst to dis-save to
any significant extent. It is heavy inheritance taxation
that 1s often held to cause the squzndering of wezlth in
exrectation of the tax. Kaldor, however, maintains that the
incidence »f the inhz=ritance and gift texes is entirely on
the inheritsrs and dc-nees.L+ It 1is not open to him then t»
argue thst heavy *nheritence taxetiocn would induce the dis-
sipztion of wealth. .hy should the sxpectation of a tax

whose 1incidence is on the inheritors sffect the hehavior of

lrz1d4or Report, p. 40.
In “xpenditure Tax, p. 93.
3D. T. Lakdewale, op cit, r. 160, Lekdawala refers
to two surveys carried ontTTefently iIn Englend which tend to
throw Asubt on ¥zldor's contcntion -hat the rich dis-save on
& C“nsidErahlo seale,
¥aldor Report, p. 49,
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thie testators?

It is on a1l thece grounds that we reject the ides
of a separzte expenditure tax to be super-imposed on the
basic inecome tax, It is submitted that, especially under
conditions prevalent in India, 1t would be much better to
build a3 scheme of rartial exemption for ssvings within the
structure of the income tax, vwhieh should include in its
scone all realized cspital galns,

e, Zvalnatinn of the Annual Tax on Wealth. The

annual tax on net wealth is not an innovation like the ex-
penditure tax. analogous taxes zre being levied in some
European countries like Sweden, Denmark, and Switzerland,
Kaldor Justifies the imnssiticon of this tax on the three
grounds of equity, economic effects, znd administrative
convenience. The Government of India hes given the need to
reduee inequalities as an sddition justification.l

Let us take the eguity argument first. To quote
Kaldor: "The main argument in equity for the tax is thet
income taken by 1tself is zn inadequate yardstick of taxsble
capaclity as tetween incomes from work end incomes from prop-
erty, snd also 2s between different property owners. The
basic reason for this iI= that the ownership of rroperty in
the form of disposable cssets endows the property ownsr with
2 taxable capacity &s such, quite apart from the money in-

come which that rroperty yields." It will be recalled that

1Reserve Bznk of India Pulletin, June 1957, p. 536.
2Xz1dor heport, p. 20.
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this is one of the arguments Yaldor uses 1n hls criticism of
the income tax. Most economists sre sgreed that income by
itself is not a full measure of taxable capstlity. This is
one of the erguments thst 1s usually adduced in support of
death duties., &Since the estate duty is one form of wealth
taxation, 1f it 1s levied at fsirly high rates, it tends to
redress ihe balance between property owners and others and
makes for a more eguitable system of direct taxaticon. It
may be true that the main justification for inheritance tax-
aticn i1s the need to prevent the perpetuation and enhance-
ment of inequallties. But thet does not rrevent z death duty,
once it is levied, from fulfilling other functions as well.
The effects of a measure are the same, whatever our motives
in introducing it. Therefore, it is extremely doubtful
whether there 1s any case for 1ntroducing an additional tax
on wealth on the above-mentioned ground alone.

From the économic point of wisw, the annual tax on
wealth has been jJustified on the ground that a tax on capital
value does not discriminate ageinst the risky employment of
capital in the same way as an income tax. There is truth in
this argument. 1In order to reap this advantage, however, it
would be necessary to lower the rates of income tax concur-
rently with the imrositisn of the wealth tezx. Xaldor did
recommend to the Government that the maximum rate of income
tax be reduced to 45 per cent (plus surcharge). Fresumably
on revenue grounds, the Government found itself unable to
make such a drastic reduction. However, it d1d reduce the

rates of income tax somewhat and brought down the highest
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merginel rate from 91.9 per cent to 8% per cent (inclusive
of curcharge). This slight lowerling of the rates is not
1ikely to alter significantly the rresumed adverse effect of
the income tax on the incentive to work and bear risks,
actually, the higher income groups are now asked to pay more
in direct taxstion than before the imposition of the wealth
tax,l ore than this, those with unezrned incomes between
Rs 40,000 end Ls 150,000 pay more in income tax alone now
than in 1958-57. Jf course, they are in addition subject to
the wealth tax. In the light of these factes, it would be
too much for the Government to cleim thet recent changes in
taxztion heve reduced in any way the deleterious effects of
direct taxstion,

The annual wealth tax is rade applicable to companies
also. None of the arguments given in support of the tex
warrant the extension of the tax to corporations. It is
true that some of the European countries levy this tex on
companies also. Of the six countries which do, Sweden and
Denmark exempt all domestic companies.® in underdeveloped

country like Indls cannot blindly follow the example of de-

IFor example, a merried man with an unearned income
of Hs 200,C00 would have paid Rs I14k,50% in income tax under
1955-57 rates; now he pays Rs 142,752; there is s difference
of Rs 1352, If we assume a net return of 5 per cent on capital
owned, his wealth will amount to Rs 4,000,000 and he will
hsve to pey Rs 42,000 in wealth tax; if we assume & net return
of 10 ver cent, his wealth will amount to Rs 2,00¢,000 and
he will heve to pay ns 13,000 in wealth tax,

- The Eastern Economist, Budget Number, March 7, 1958,

p. .
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veloped countries. The texatlion of the "wealth" of the com-
panies raises Indizn company taxation to levels reachsd in
ecconomically zdvanced countries, Indeed zbove the income
level of As 500,000, Indian taxeticn 1is higter than in the
United States and the Unite Kingdom.l
It 1s not intended to argue here that the wealth tax
should be abolished. The enactment of this measure of texa-
tion is now consideied in India as a great victory for the
common people in their progress toward equality. [Ioliticelly,
it will be all but impossible to withdrsw thiils measure, XNor
d> we think thet 1t 1is absolutely eszential that the wealth
tax should be abolished., 4s has been srgued earlier, the
wealth tax can be used to check the unlimited growth of in-
equaliriasz. In our vlie., the wealth tax 1s a suitable meas-
ure for preventing the accumulatlion of individual wealtn be-
yond a soclally defined level, This is the only objective
thzt should bs expected of the wealth tax. 2n this basis
the followlng modifications zre suggested: (a) the exemp-
tion level should be raised to a higher figure, szy, Ks 500,0C0;
(b) companles should be mzde exempt from the wealth tax; (c) if
1t 1s desired to differentizte further between property in-
comes znd work incomes, a hlgher earned income rellef may be
granted; and (d) the gift tax znd the estzte duty may be re-
tzined in their rresent form for the time being.

d. Concluding Hem rks on Reforms Initlated by ¥sldor.

Jne of the fmportant crguments put forward by K:zldor in support

11p4d., p. 527.
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of his proposals 1s that this system is much more evasion-
proof than the sytem he found in India znd elsewhere. Le
argues thst since proverty income znd property value are
related, i1f taxes are assessed on both income and property,

the administrative efficlency of the system is bound to be

lmproved. If taxes are levied on wealth, incomze, and expendi-

ture, the assessees have to file comrrehensive tax returns.

Tnis requirement provides for self-checking in two ways:

(a) an assessee has to be consistent in his returns; (b) the
attem~ts of one texpayer to minimize his liabllity will im-

medlstely increase the 1liablllity of another, It may be pointed
out, however, that if Iincome is concezled and hoarded, it

can be kept out of the tax return with the utmost consistency.

Since regular house to house search is not contemplated by

the Government; concealed income c¢an be hoerded in the form

of gold and cash. !‘oreover, if there are merits in & com-

prehensive tax return, it can be required of the income tax

assessees, The merits of @ certzin tycve of return may be a

sufficient argument for the intreduction of the return it-
self, not for all the taxes that can be levied on the basis
of the return. We must remembsr &lso that the complexities
of adzinistering the tex system azre consideratly increased
by the introduction of the wealth &nd expendliture taxes.
There are the problems of determining the personal expendi-
tures of the taxpayers, of keeping track of all proverty
transactions, &nd, above &ll, of determining the velue of
all taxable property. It 1s an open question vhethesr, on

balance, the efficlency of the system as a whole will be
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lmproved,

T7aldor's proposals provide for the taxatlion of cepital
gelins, wealth, expenditure, cnd gifts. It is somewhat sur-
prising to find ¥aldor advocating & weelth tax in addition
t> taxation of cepital geins, after &1l his ‘inveighing
Ggainst "the double taxztion" of sevings. Under his system
&n individual 15 taxed whether he :rends or saves. an ex-
renditure tax taken by itsell tends to encoursge savings; &
tax on wealth tends to discoursge eccumulction and encourage
Srending, Yaldor argues: "A combination of the two types
of texes, therefore, far from cancelling the good effects of
either, meke it pussitle to restrict effectively the living
standards of the rich without sacrificing the long-run egali-
tarien objective of a more even distribution of ;roperty."l
The net effect of such a combination o2 taies cannot be stated
S0 categorically without reference to the relative heaviness
of the two types of taxes. If the rates of wealth taxation
were hizh enough to reduce inequslities, a wealth tax would
certainly eounterset the effects of the expenditure tax. 1If
the retes are not high enough, there is no case for introdu-
eing so complicated a device.

Kaldor hed -estimsted that his rropossls, if accepted,
would rave raised tex revenues by more than Rs 600 millien
per year. The changes effected in the tax system since the
submissign of Kaldor Report are expected to bring in extra

revenue to the extent of Rs 200 million per annmum, It must

lﬁaldor Report, p. 40,
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be pointed out that thls extra taxatlon 1s levied on the same
minority of less thon one million persons who bear the brunt
of direet taxation. It 1= not suggested that the rich in
India should not be aﬁked to pay more taxes. But it is im-
vortent to bring under charge the "feudal" incomes that now
ag1lmost certsinly escspe taxation before we ask thls minority
of business and professinnal classes, who are slready paying
taxes, to pay more. FRapid economnic development 1s impossible
unless the surplus from zgriculture is channelled into 1nvest-
ment. During the initiszl stages of her ecconomic development
&pan followed the exactly oprposite policy of heavy taxatian
of zgriculture snd light taxation of industry. In Indis,
according to Mr, 5. J. Patel's ceslculetions, out of s 21.7
billion reccived as gross prorerty income in 1$50-51, over
Es 14,0 billion, or a little less than two-thirds, 1s obtained
as rent of land @nd interest on cultivetor's borrowing; only
one-thiird of the income from rroperty is derived from modern

industriasl znd commercizl enterprises.l

It is the latter
that beers the brunt of direct taxation. This 1s seen from
Table XIV. we find that "gross profits" of Rs 7.5 billicn
bore a tax burden of Hs 1,72 billion, whereas "feudal" in-
comes amounting to Rs 14.2 billion bore & burden of as 260
million only. Ir. ratel seems to hsve omitted to include
ggriculturasl income tex paid, which is new around Rs 57

million. Zwven when thilc 1s added, the total direct tax paid

by the recipients of "agricultural" incomes coues only to

15, J. ratel, op. cit., p. 10.
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Rs 317 million. 4s indlcated in the section on Income Tax,
the most important reform to be cerried out in the Indian

tax system 1s to devise means by which "feudal" incomes could
be braﬁght under cherge. Recent tax reforms hzve not touched
this vital problem except in =o far as the wealth tax may

lead to the disclosure of some evaders.

Table XIV
DISTRIBUTION OF DISPOSABLE INCOMZ oFTER TAXATION
(1950-51)

nas ¥illions
Total Direct Disposable

Income  Taxes Income
1. Wages and Salaries 21,800 70 21,730
2, 'Income of the Self- 49,730 2560 L9, kk0
Employed
3. Income frem Property 21,700 1,98@ 19,720
0f wWhich:
nent from Land 7,700 250 7,440
Interest on Culti.- 8,500  ----- 6,500
vator's Debt
Gross rrofits® 7,500 1,720 5,780

Source: S, J. Patel, oun, cit., p. 12,

8Total of gross profits in mining, menufacturing,
private commerce end transport, rent from urbsn housing, and
miscellzneous.

Note: The figures given by lMr. Fatel are only
approximations.
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D, Indirect Taxation

The importsnt indirect taxes levied in Indias are
customs, excise snd sales taxes. It will be recallcd that
the Constitution recerves to the Union Government the power
to levy customs duties and excises on zll comiodities except
aleoholic liquor; and that it reserves to the States the
rower to levy excise on s2lcoholic liquor and sales taxes on
all goods except newsp:pers end zdvertisements therein.
Customs, Union excize duties, end State sales taxes together
constitute the bisic structure of indirect texeztion in India.
Inly the Unlon excises and State szles taxes will be cinsidered
here.
1. Union Zxcise Duties

Until recently, customs constituted the largest single
source of revenue to the Union Government. Now its place
has been taken up by exclse duties. In the bddget estimates
for 1957-58, ebout 40 pzr cent of the tax revenue of the
Union Government was derived from Excise.l In the budget
estimetes for 1958-59, excise duties are estimeted to bring
about Rs 3,05 billion, while customs sre estimsted to bring
only ks 1.7 billion.2 Customs have steadily lost their
relative importcnce, though 1n absolute terms still an ime
portent source of revenue, because of & pollcy of protection,
the growth of consumer gonds industries, import cnd exchange

control, end frirly 1light taxation of cepltal goods which

Liecerve Runk of Inite Bulletin, ipril 1957, p. 330.
cheserve Bank of India Sulletin, March 1958, p. 239.
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are being ioported in increesing quantitles., The Central
Governnent hes been resorting to excises to recoup the revenue
lost through the relstive fell in cusioms revenue.

Central excises were not very important until the
"thirties, The firs@ excise duty wes levied on cotton yarn
in 1394, This was later changed into an excice on mill-made
el>th end was abolished in 1926. 9f the ;resenf excises, the
eerliest was the levy on wotor spirit (gasoline) in 15617,
The duty on kerosene was introduced in 1922 and that on
silver in 1930. The yeer 193% 1is & landmerk in the develop-
ment 5¢ Centrsl excises, since it was In that yesr that
dutles were imposed on suger, matches, and steel ingots.

The industries producing these goods had grown up under
protection and they were texed to replece the revenue lost
from customs,

The years of World War II witnessed the furtner ex-
tension of excise duties. The government explored various
weys of increasing revenue and began to increase steadily
the coverzge of excise taxatlon. During these years dutles
were imposed on tires, vegetable products, tobacco, coffee,
tca, =nd betel nuts.

It was realized that excises were a rich source of
revenue and the Government of India did not hesitate to ex-
sloit this source after the end of the war, In 1942 the
excise duty on mill-mede cloth was re-introduceds in 1954
dutiss were impoced on art sillt, cement, soap, ¢nd footwear.
Reporting in early 1997, the TEC recommended the levy of

exeises on a numher of com oditles untaxed until then., It
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recomrended also substantisl rate increzses in the dutles on
kerosene, sugar, snd matches, and moderzte increases in the
rates o7 “uty on cloth und tea.l The Government of India was
guick t: .2t on the recomsendations of the T2C. In 1955-30
and 1959-57, some existing duties were raised, notably thet
on cloth, and new dutles were imposed on electric bulbs and
fens, paints, varnishes, puper, woollen clcth,‘electric dry
end storage batteries, vegetctle non-essential oils, znd all
xinds of diesel, voporizing end furncce oils. The government
expected to increcse revenue by acout is 338 wmillion as &
result of these measures.

Incressed excise taxation was not to be helted at
tiis point, In the 1957-53 budget, the bulk of the gdditional
tzxztion proposed was by way of indirect taxes, The then
Finance Mirister 'roposed to raise the level of duties on a
host of items, including sugar, tea, coff:e, tobacco, mstches,
0ils, kerorene, motor spirit, end cement. The net result of
Lis proposals was a substentizl increase in revenue of the
order 3f Rs 573.5 million.2

Thus excise taxation hes grown by leaps and bounds
in the l¢st 25 or 30 yeers. In the middle 'thirties, excise
duties covered only five commodities, but now the 1ist of
articles covered is fairly long. The bulk of the revenue,

however, is derived from the followins ~:smmodities: cotton

cloth, tobeacco, sugar, matches, znd tea, Of these, cotton

178C Report, Vol. II, pp. 365-367.
2Reserve o nk of India Bulletin, June 1957, p. 53k4.
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¢loth is the largest single source of revenue.

Durlng these years of development of excise taxation
at the Center, the Stztes were Independently developing and
exnlolting snother nralifiz source Zf revenue, nexely sales
taxation. Until recently there Lhas been no co-ordinaticn be-
tween excise taxatlon snd seles tasxation., In 1957, however,
the S*tates agreed to exemct Ifrom sales taxatlon textiles,
sugar, and tobacco, and the Union Covernment levied additional
exclse cuties on these comnodities, the proceeds of winich
were to bte distributed to the States.

“ne partlcular festure of Centrsl commodlity taxation
1s thst both customs znd exclse duties are mostly srecitic.
fowever, generally speaking, higher retes of duty sre Imposed
on luxurlss and csuperior varleties of products than on wildely
consumed gocds end inferiosr varleties, another feature is
that the Union zxcise covers many goods which may be classed
as necessaries, such &s cloth, kerossene, aznd sugar. Since
the sales taxes »f the States are in the nazture of "general®
toxes, the same necesssries are liable to be tzxed at the
Unilon &s well =s the States level, unl:ss necessaries are
exenrted from ssles taxes.

2. State fales Taxes
Before 1933 there was no ssles tax in Indis. Now

€1l the States impose a sales tax of one kind or another.

&)

Sales taxation hss become & very lmportant saurce of revenue
for the States., In 1956-57, it brought Rs 706.6 =million out
nf & total tax revenue of Ks 3.67 blllion. as noted earlier,

i1t 1s coming to occupy the first place in State finances,
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apart Srom the contributions of the Unisn Government and
shares of Central revenues.
Therz are many kinds of "seles taxes" in operation
in the several States of India. First of 211, we mey dis-
tinguish between a sales tax oropsr and a purchase tax.
When the tax is assessed on the turnover of the sales of a
reglistered dealer and collected from that dezler, it 1s called
a scles tax. If, un the other hand, it is assecsed on the
turnover of kis purchases, irrespective of whether he has
sold what he has purchesed, it is called a purchase tax.
The sales tax is levied only >n dealers, including in that
term manufacturers, processors, treoders, ete. The purchase
tex czn be levied on the consumers also, especislly vhere
the article bought is conspicuous and more or less readily
traceable. Usually the sales tax is preferred to the pur-
chas2 tax, tne latter being resorted to in special cases for
specific administrative reasons.1
another brcad distinctisn made in India is between
the "general sales tzx" and the "selective sales tax." If
the tax 1s collected on the generelity of goods passing
through the hands of a dealer, &nd hence on what may be
called his turnover, 1t is called a generzl sales tax. If,
on the other hand, only certain selected goods are brought

under the purview of the tax, it 1s cslled a selective sales

tax., The general sales tax, wherever it is levied, is not

loor exawple, 1t has been found to be :ore convenient to
tax the rurchases of & dealer in peanuts who buys from numerous
fermers inside his State and sells to menufacturers outside
HsState.
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a truly generzl tax: scrvices are excluded from taxatlon in
all Strtes and st least a few comodities are exempt in each
State. 1ost of the State sales taxes are in the nature of
general sales taxes.

There are two maln varietiss of the general sales lax:
the multi-point system end the single-point system. Under
the multi-point system the tax is levied on the series of
successive transactions that take place when the good passes
from the vroducer to the final consumer, Under the single-
point system, the tax is levied at only one stage. Thus a
retail ssles tax would be a sinrle-point generzl sales taXx.
"An important distinetion, in conception &nd deslgn, between
the multi-point system and the single-point system 1s that
the latter seeks to ensure as fzr as possible that not more
then & specific amount of tex gets added to the price at
which the article is sold to the consumer; in other words,
thzt the total tax charged in the psssage of the article
from the first dealer to the last in whet mey be a whole
chain of dealers is not left to be decided by the indetermin-
ate number of links which may exist in the cheln, but is collec-
ted 2zt only one of the number of sales which may be involved."}
Under the nmulti-point systen the rate is relatively low and
the exemptions ere few; under the slngle-point system, on the
contrary, the rate is relstively high end the exemptions are
lerger in number. Under the former system the accounts which

the desler has to keer are less comclex than under the latter

—

lozc Report, Vol. III, pp. 5-6.
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system, This follows from the fact that under the single-
roint systzm we have to malke sure st every stage that the
tax was not paid at 2 previous stage and is not golng to be
rald at a later stage.

Bombay has & double-point system under which the tax
is levied st two stages in the series of transactions. This
is & sort of compromise Letween the single-point and the
multi-point systems.

Ilot all dealers in a State are liable to pay the
seles tax. The law in ezch State lays down the minimum value
of turnover which will mzke a dealer liable to peyzent of
the tax. Different limits of turncver sre lzld down 1n differ-
ent States to fix this 1iability. Usually there zre two
distinct exemption levels, one for importers end manufzcturers
eand the other for &)1 other dealers. 4 relatively low 1limit
or exemrtion lzvel has bzen found necessary in the case of
importers =nd menufacturers.l a1l dezlers liable to pey the
tax are required to be registered with the Stute gov;rnment
concerned, The exemption level for importers and menufacturers
i1s nowhere more than Hs 10,000. It is as low as Rs 5,000 in
Madhya Fredesh. The exem~tion lezvel for other categories of
dealers vasries considerably from State to State. In 1954,
i1t was s 7580 in issam; Rs 10,000 in Madrass, Mysore, Orissa,
and Keralaj; Hs. 15,0C0 in Jttar Fradesh and 3iharj; Rs 25,000
in Bombay and Madhya Pradeshj and Rs 50,000 in Bengal and

Punjab.2

Lror reesons see TEC Report, Vol. III, p. 11.

21bid,
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In addition to sales by dealers with & turnover less
then the exemrtion level, certain other sales such as sales
not in the course of trade or business, sales of immovable
property, sales of stocks znd securities, ¢nd saies of agri-
cultural produce grown by ths cultivutor himself or on lend
ownzd by him also are exemrt from taxation.

Zesides the above-mentioned, there are certalin specl-
fic exemptions. These mey be divided into four categories:
(a) £oods which are trested as "essentlal" or &s necessaries;
(b) goods which are tsxed under serzrate enactments; (¢) prod-
ucts of certain cottage and village industries; end (d) certasin
other srticles like text-books, fertilizers, snd cattle food.
The list of exea;tiéns varies from State to State. as already
point:d out, it Is lerger uncer the single-point systems
then unier the multi-point systems, Madras has the shortest
list, the only articles exempted being salt, handloom yarn,
end ¥haddar.l Article 236 of the Constitution prohibits the
Stutes from levying taxes on goods declared by Farliament to
be "eszential" for the life of the community, except with
the previous assent of the President, This provision, how-
ever, iz mede epplicable only to Stete laws which did not
exizt before the coming into force of the Constitutlon.

The ssles tax lew of each State specifies a standard
rate generally spplicable to taxzable ssles. However, on

some articles lowsr or concesslonal duties are charged, where-

lﬁhadﬂar is cloth woven on hendlooms with hendspun
yarn,
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as . on others, which are in the n:ture of luxuries, higher
rates are cherged, For ex:mple, the Madras general sales tax
is levied at the generzl rate of avout 1.5 per cent. But,
by wey of exception to this multi-point levy, cotton yern 1.
taxed ¢t only one stege of sele at one-half per cent; bullion
and srecile at one stzge at one-guerter 'er cent; and hides,
skins, end cotton at one stage :t the ordinsry rate. On the
other Lend, certaln luxury srticles like automobiles, radio
sets, electrical goods, end cameras sre subject to en sddl-
tionsl tax of 1,5 or 3 per cent at one stage. The puttern
of rates is more or less the same in all the States.

The foregoing description of sales taxation in Inals
polnts up the fact tict the sales tax hes develored into a
distinct and useful form of taxation. Theoretically, and
from the point of view of incldence, there is not rmuch differ-
ence between & ssles tax und an excise tu the extent that
they fall on the szme com-zdities, 3But there are other charac-
teristics which distinguisk them., In the words of the TEC,

Zxelse dutles ere collected from the menufecturer

on his production even 1f there are no sales,

whereas the sales tax 1s collected only when the

zanufactured goods are sold. Iurther, excise

duties usually have proximity to the vpoints of

production, lloreover, for very good reasons,

eéxcise duties are necessarily selective, ana

tlerefore the rates of duty are normally high,

whereas the salec tux oyerstes at different

roints of the trade chennel, over a larger

nuaber of commodities end In varying degrees

of vroximity to the finsl consum tion and can

therefare be levied &t comparstively low rates,

It follows thet the sales tax cen be varied in

reletion to the different gredes of consumers

In & menner which 1s not generally open to

excise., In other words, the seles tax can

teke cognizance of the varying degrees of
specizlizatisn and differentiztion which occur
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in gocds gs they lesve the stiges .of production

znd prigery proccssing with which excise is con-

cerned.l ’
In view >f these distinguishing fsatures of the general sales
tax, it ccn be made to rlay a rale somewnat different from
that assigned ts excise duties,
3. An Examination of Zxcise and 3ales Taxatlon in Indie

In our discussion of indirect taxstion contained in
rart III, it was suggested tizt the structure of ;ndirect
texation must be =0 fsc=shioned as to achleve certain important
objectives. These sre: to raise revenue, espesclally from
those who cannot be reached through dirsct taxes; to curtail
the consumction of luxuries; and to restraln s rapld increese
in mass consumption of non-n:=cessaries. In order to achieve
these objectives, it would be lelpful to heve in the tax
system both exclses and sales taxes. As mentioned ebove,
"the sales tax can tzke cognizence cof the verying degrees of
specialization znd differentiation which occur in goods &s
they lezve the stages of production znd rrimary rrocessing,"
Further, under & federal structure, the introduction of sazles
taxation becomes necescary as & substantisl source of revenue
Tor the State povernments, The production end manufacture
of commodities considered sultable for exclse taxation may
be concentr:sted in a few States. It will then be best to
leave ~ise %texation t> the Central governzent. Central

exclise taxstion willl insure uniformity of taxation on the

rroduction of menufacture of a particular comtodity through-

Logc Report, Vol. III, pp. 43-Wk,
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out the Union. It 1s then left to the States concerned to
deterzine the burden of texation to be borne by the consumers
living witkin their respective borders.

The generzl sales tex 1s @ suitable device for re-
straining incrcases in general consumption., It can help the
governtent to incresse the incremental saving ratio, beczuse
it makes the tax system more income-elastic. The tax system
of an underdevelored country, therefore, should contain the
general sales tex, The tyre of tax needed is & multi-point
system which would cover all concumer goods except necessaries.
The tax should be levied zt a flct rate appliceble to all
taxable salec, but luxury items should bte subject to an addi-
tionel tex st one stege in the series of transactions. Capital
goods must be exem~t from the purview of sales taxation.

The general sales taxes in Indie satisfy the requirement of
generality and of differentisl rates. BRut not all the States
exemrt necessaries like food grains end cheap cloth. Indeed,
in ¥adras the items which yield the largest revenue are peddy
and rice, articles sold in provision stores, cnd mill cloth.l
In defense of its policy, the Madras government has pointed
out that the rural consumers do not have to pay the tax on
food grains because the cultivetor consumes for the most

rart what he grows in his own field. If the rural consumers
"escape" the tex on meny necessaries, there is no reason why
the poorer sectlons in urban areas alone should be subject to

the tax. As we heve argued ear”ier, there is no case for

11pd., p. 36.
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™

taxing necessaries in a poor country like India, The TEC
was of the opninlon that the smell dealers in senmi-urban end
rural arcas would be unable to maintzin complicated znd
serarate accounts. Tnerefore it sugrested that there should
be few exemrtions or none at 11 from the multi-point 1evy.1
But in another connection the TEC itself recomrended that
for dealers who could not meintain elementary accounts,
"there should be 2 scheme of composition under which the
1iability to tax is assessed on the basis of the purchases
mede."2 Zven now some Stctes have this scheme. Since the
inabllity of the small deazlers to %eep accounts can be got
around in this nanner, this reason for not rroviding for ex=
emvtions is not of much importence, 3Zesides, under @ recent
agreement (December 1957) between the Unifon and State govern-
ments, the Unlon governzent is levying additional excise
dutles on sugar, textiles and tobzcco 1n 1ieu of the ssles
taxes. This mezns thet these items have to be exempted from
the general szles tax of all the States. If exemptions are
golng to be introduced st all, separate accounts must be kept
of exemnt and non-exempt items and the addition of.s few
more exemptions will not mske much difference,
The TiC suggested that the single-point levy on "lux-

ury" items must be et the retail stage znd the exemption
level of turnover must be much higher thsn for the multi-

point levy. This would insure that only dealers with a

1
Ibid, p. 63
2Tpid., p. Ok,
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fairly larre turnover capable of mzintaining fairly compli-
cated accounts would be subject to the tax. We egree with
this suggestion.

b. Union Ixeise Duties. The levy of excise dutles,

in addition to the sales taxes, is necessary, Iirst of all,
to incure sufficient revenue for the Union government. Under
the Indian Constitution, the yleld from texes on personal
income ic divided betwesn the Union and the State governments
and the entire net proceeds from the estate duty are assigned
to the Stites. It is therefore necessary that taxes on
comuodities also be shared between the Union end the States.
Cesides, whereas the generel sales tax is a useful device
for checking increases in general consumption, particular
excises are more suitadble for czusing inter-industry diver-
sions of resources. It is considered, therefore, thet the
existing arrangement, under which the Union levles excises
and the States levy sales taxes, Is essentlally satlsfactory,
It 1s inevitable that with the decline of customs
the relative importance of excises in the scheme of Union
finances should increase. Wwhile it is legitimate for the
governzent to increase its revenue from exclses, it is im-
portent thet the com odities to be taxed be selected in
accordance with some definite principles, It is preferable,
in general, to confine excises to commoditles that satisfy
one or more o!f the followin- characteristics: (a) low price-
elesticity of demand; (b) high income-elasticity of demand;
(¢) absorring scerce factors needed in the public sector;

and (d) in the nature of luxuries consumed only ty the wella
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to-do. The bulk of the exclse revenue must be derived from

a few wldely-consured "mass luxuries,” which are 1lkely to
catisfy the firct two characteristics, Good examnles are
teay cdffee, tobaces, ¢nd surerior verieties of cloth. Tax-
gtion o2 these gaxdc insures that sufficient revenue can be
expécted 1o be raised,becszuse of low price-elasticity and
righ incone-elasticity, Outside of the types of goods men-
tioned zbove, certain seleet:d eommodities can be taxed with
the diversisnery effect in view, ILuxuries znd scarcebottle-
neck" fectors needed in the rudlic sector are examples of
this type of commndities,

ks we heve indicsted esrlier, there is no cese for
taxing necesrcarles. Nor 1c there & case for indefinitely
exterding the scope of excises. Wwhile it is true that the
bulk of the execlse revenue is derived from the taxzticn of
certaln non-n:cessaries ike tee, tobaces, end superior
varietles s cloth, the Unlon Governzent texes also certain
neccssaries like chesp ¢l th end sugar. Zven il it is maine
teined that refined suzer is in the nature of a "luxury" be-
cause the pior uce maystly unrefined cuger or gur and thet
therefore refined sugar can bs justifiably texed, there 1s
no cese for the taxatisn of cheap cl.th, Nor 1s it Justl-
fiable to tux kerosene at the high rates crevailing now.

Oqually queztionatle 1s the pollicy of steadily ex-
tending excises to ccver 211 industrles that have grown up
under protection. The TEC, unfortunately we think, lent
1ts sanction to this policy. It noted: " The principles

underlying the extension of exclses from time to time are
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that indigenous industries which have developed under a pro-
tective tariff wall should be called upon to replace the loss
of customs revenue on imports and that the country's tax
structure can be made stable only by troadbasing the excises."l
and when 1t losked around for new industiles to be taxed, it
mentioned the paper industry, among others, and sald: "The
industry has developed as & result of teriif protectisn, and
this provides justification for the levy of an excise duty
on paper."2 "he same argument wes used in the case of some
other goods selected for new taxatian.3

vhile 1t 1s true that excises as a whole have to re-
place to some extent the loss in customs revenue, why should
the grant of rrotectizn be considered a sulflcient justifi-
cation [or taxztion? rrotection is (or should be) granted
in the national interest. It is intended that the protected
industries should grow., It could herdly be maintained, mcre-
over, thet ths consumers of orotected products have benefited
directly from the pdliecy of protection., C°n the contrery,
they have been forced to pay higher prices beceuse of pro-
tection, und they continue to psy the higher prices as long
as the domestic rrice is higher than the price of the imported
product exclusive of the iaport duty, It is far from
reasonable then to ask these szme consumers to bear the extrs
burden of the excise duty except rerhaps in those cases where

the dsmestic cost of productisn has been brought down so low

—

TEC Report, 7ol. 1I, pp. 257-258.
Ibid., p. 315.
31bid., pp. 315-317.
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as to have mezde poassible the remsvel of the protective tariff.
Indeed it could be argued with grezter validity that while

the consumers >f the protected inductries are bearing the

o

runt of protection, the consumers ! the non-protected in-
dustries should be required to besr the burden of excises.
~cturlly, however, protection end non-protecticn cannot be
importent considerstions in selecting commodities for excise
taxation., It Is submitted that the principles we have put
forward earlier nmust be zpplied in every cese before taxation
1s decided upon.

Jne reas>n vwhy the Union Government has been forced
to extend the coverage of exclse taxstion is that the revenue
from cxeises has been very inelastic with respect to price
&nd money fneome changes., This is due to the fact thet ex-
clse Guties are mastly srecifie, While zrices have been
rising zl=m>st steedily since 1938, the revenue irom excises
existing =t any given times has lzgged behind, so that the
£overnment hLeas been forced to increzse the rates ?f existing
taxes and add continually to the 1ist of goods taxed. Tor
examrle, in the case of srticles subJect to duty between
12932-39 and 1953-54%, it was found that, in spite of rate in-
creases, the rates of duty as percentages of the prices of
the articles taxed declined substentislly during these years,
with ¢ conseguent raduction in the average tax burden on
the=se articies. The extension of coverage was more signifi-
cant than the rate increases in bringing more revenue. "Thus,
In 1353-54, only 2% per cent of the revenue from excise dutiles

was relsed from ertiecles which were subject to duty also in
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1938-39 and 76 per cent from articles which were taxed in
1948-49,"1

It is sugrected that it :ight be a better policy to
convert zs meny >f the duties zs poscible into ad velorem
duties thon to extend the excise to such goods as dry and
storage batteries, tires, and virnishes, apsrt fron other
reasons, the continuel extension of coverage makes the whole
excise administration complex end unwieldly.

In closing, we may mentisn two other ceses in which
excise duties cen be used. The first is the case - petrol,
which 4c taxed in 11 countries on the besis of "benefit
rrincizle." The second is the csse of goods whose exports
ccn be nromoted to earn more forelgn exchenge by discouraging
domestic eonsumption. Tris polley is fruitful, however,
only when the elesticity of the foreign demand for the
product concerned is grecter th:n unity, for if 1t were less
then unity, the f211 in the price due t3 increased exports
wiuld lead to a shrinkege in the forelgn eichange earned.

In India it =ay be poscible to promote the export of surerior

varietles of cloth.by such ¢ policy.

L. Defieclt Finencing in the Second Five-Year Plan
One of the importent fectures of the Second Five-Year
“lan of Indie 1s the lmpartant place zceorded in it to deficit

financing. In &n cttempt to ralse the rate of investment in

1:§§ Rerort, Vol.II, p. 259.



the econcmy, the 7lenning Commission has thought it to opro-

vide Tir o large d:ce of dulielt fintneing iIn the five-yeur

)

rerind c¢overed by the Tlan (1855-01). Zefore we procesd ta
c-n-ider the care for & moliey of defieit finincing In rlanned
econamic develorment, 1t 1s nescessary to define the term
"deficit finencing" &s it is used in Indls.
1., The lefinition of Defleit Financing

In the United Stautes, the ters "deficlt spending” or
"Jeficit financing" is generally uced ts rean any exvenditure
by the government thet is in excess of I1ts current revenues.
ernee exrenditure that is finsnced by borrowing Irom the

)
f

zublic is ineluizd in th deficit in the bucdget.

L]

measur

LRy

=

{4

In Indis, Lowever, expenditure finenced Ly torrowing Iron
tte rubiic 1s excluded from the meesurement of dgeficit.

Thae snly ex-enditure in excess of current revenues £ng non-

eficit srending. This comcert =f

2

benk borrovings 1s termed
it mzy be celled the economic concert of deficit. accord-
ing to this conce;t, the term deflelt is applied to expendl-
ture finunced only by those eant vhich have a te:ﬁenéy ta

inerezse the totel outley in *he comrunity.

s
in

If a deficit ic definzd this way, exrenditure financed
by harrauine from the ruhlic cen te excluded from the deficit
anly on the sssusrtisn thet =uch expenditure, becsuse 1t Is
finznced out »f genuine sevinge, has n> tendency to increese
tatsl outlsy. This ascurnption is implicit in the Indian
uszge »f the term deficit finecnelng. Strictly sreazking,

.

this zssumrtion 1s not coarletely vilid, Mereover, 1t is

extremely diflicult to record governzent borrowlng according
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t: the trve of 2ender. In theswyrds I the rlanndng Commissis ,
"alile the mometory im-est L povernsant's borrowing will
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l=precticalle to record government's Sorrowing orveretions oo

tiils bssis, Dor dses the >wnership of pablic cebt remain
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seme rerron or instituti-om tmat bought 1t to begin
with,"l Therefare, tnis jefinition ol dellcit is only "a

crovenient convention which under prevailing rrectices glves

-

€; e

3 -

&% neer en arpraximction to the rurpss: in hand es | assit
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a deficit so defined cen te Zinenced in one or rnore
i tha £002owing weyss (&) borrawine from the Central bank;
(b) withidrsws?! of cack telrnees: (e} “srrowing from the come
merciel bLenko; end (d) issue of new currency by the govern-
zent. In Indla, however, the last means is not usually
emrloyed. Further, in governmental scccunting rractice,

barrawing from the -ublie cnd from the denks are lumped to-

a3
th

gether &s "merxet borrowings." tence the figures for annual
Geficits given vy the Coverament or the heserve Bang -f
India include snly withdrewals of cach balances and net
b:rrowing from the neserve Bank.
2. Deficit Financing end Zconomic Levelopment

The use of deficit finsncing &s a method of aceeler-
ating the pace »f econozic develonnent end the dengers inherent

in such & policy hove besn discussed Ty meny econdrists in

éﬁeconﬁ Five-Year Ilsn, p. 8.
1ald.
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recent years.l The consensus among them is that a moderate?
emount of deficit financing can be indulged in during the
process of economic development and with appropriate safe-
guerds, but that it should ne er be such as to lead to in-
flation in the economy. Once inflation develops in the
economy, it may be difficult to control it, especially in
underdeveloped countries, What looks like a mild inflation
may develop easily into hyper-inflation. A continuing state
of inflation is neither a healthy way of promoting develop-
ment nor, in the last resort, conducive to development itself,
Hence if deficit financing is employed in such a way as to |
generste Inflation, it defeats its own objectives.

It may be argued that inflation has a tendency to
promote investment by incressing the profitability of invest-
ment and the incomes of profit receivers who are likely to
invest their asdditional incomes. This {s true to some extent,
especially in the earlier stages of inflation, It must be re-

membered, however, that profit esrners will save only & part of the

1See, among others, E. M. Bernstein and I. G. Patel,
"Inflation in Relation to Economic Development," 1. M, F. Staff
Papers, Vol, II, No, 3, November 1952; V. K. R. V. Rao,
Deficit Financing Capitsl Formation and Price Behaviour in en
Under-Developed Economy, Fastern Economist Pamphlet, New Dethi,
1953; "Dericit Financing for Economle Development," Economie
Bnlletin for Asis and Far Fast, Vol. V, No. 3, November 19§E;
Gustav F. Papanek, "Development Problems Relevant to Agricul-
tural Tax Policy," in Agricultursl Taxation and Economic Develop-
ment; and Martin Bronbenbrenner, "The High Cost of Economic
Develonmsnt," Land Economics, Vol. XXIX, No. 3, August 1953.

Moderate relatively to national income snd total

government expenditure,
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adiftisns to their incomes., on the othir hind, fixed-income
egrners will Zind their re=l inconmes reduced and mey decrease
their savingzs or actually dis-save. Therel>re, & heavy chift
in Ineone to prolit 'rec:.;ivers will be nescessary to eflect a
net Incrszce in the totsl savines of the ec.nomy. .uch large
sr.17ts o income to entrerreneurs zt the expense of mostly
wepe tnd s:lary earners 4111 sccentuzte the disparities of
income znd weelth in un uncontrslled ene glerin: faskion and
Teyy therefore, lead to sericus socizl unrest,

Furthzy inflztion bas been fcound to distort the pettern
I ~roduction cnd investzent, Tusineschen are concerned

Wwith swnerckip bensfits end nst «ith use benefits, Inflation

cJ‘

aiens the scome for rraolfitstle investment where use benefits

)

eare low snd ownerskip benelits arc high. ! Tiree such fields
inveztzent ere inventory holding, 'uxury urban construction,

and fareign assets. The tendency to syeculation alss 1s
strengthened. Fence the tyre of investzent rromoted by in-
f1ction msy be rrecisely those not needed in underdeveloped
cuntries,

Iventually, inflztion is self-defeeting., after a
stage, in the race between costs and pricss, the economy
gets ints the grirs of sriral infletiosn. If, on the contrary,
orices are rrevented from rising after costs heve risen, the
incressed profitabllity of investzent is elimincted and ine

v-stnent mey fall ta, or below, the pre-inflition level,

13. M, Bernstein snd I. G. Fatel, op._cit.,p. 383.
The suthors' observetions are based oa *he ezperience Jf
meny Latin imerlccn countries



249

Only when the rise in prices is not followed by a proportion-
ate rise in costs, will there be a permanent gain in invest-
ment from the inflstlionary method, This means that the ori-
ginal price rise must be moderate enough not to induce 5
concomitant rise in costs, In other words, the-price rise
due to defieit financing must not be inflationary. We may
conclude in the words of Bernstein and Patel:

The overpowering strength of the forces let

loose by inflation to achieve what in fact

is likely to be only a moderate incresse in

investment (which could have been achieved,

in lsrge part if not entirely, by less

aggressive mesns) ultimately converts contln-

uous inflastion into a destructive policy.

A large part of any increase in investment

will take forms thet are of negligible impor-

tence in increzsing sgricultursl and in-

dustrial production. The economy is dis-

torted by the inflation so that its use of

productive resources is less effective than

it would otherwise be. And the effects of

the inflaticn on the distribution of income

and wealth ere unhealthy and mey bf denger-

ous in countries with low incomes,

We mey state categoricelly that inflationery deficit
financing must be ruled out. However, while all deficit
financing teken by itself is expansionsry in its effects, it
need not always result in inflation. The expansionary effects
of deficit financing may be counter-baslanced by the deflation-
ary pressures operating in the economy in & given period,
Or, concurrently with & moderate dose of deficit financing,
appropriate policy measures may be taken to counteract, or
hold in check, the expensionsry results of the deficit so

that though there may be e rise in prices, there mey not

lpernstein and Patel, op._cit., p. 379.



recult wny infletion. In the first case there need be no
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rire in wrices: 4n the sec nd cese there may be 2 rise in
1

e + Ay .
riese Fat o~ indlation,
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& moy conslder Tirst the poesible forees that ey

counteract the exransionary eflectr of deficit llnancing

in & dev:loring eccnomy. In a exntinasus procsse of ecomomic
developxent, investment is be'ng eontinually uniertezen. In
every succes. ive rerisd, therelore, we may eirect uie total

physic 1 product to be higher thon in the ;receding reriod.

Th: laereases in rhysieel :fﬁidct.ﬂcﬂésfit te corresyondi
!ncresces in the money su ply Zor trenmsaction rurposes,
SeoomAl e, gomeurpent’. with develsyment, the monetiZed sector
37 the econ-my teads to surundygiving rise tr a Jurths in-

%, t rice, T™his incre sia; densnd Jor cesh b-lences on the
nart <7 the rublic will tsad to Mabsorb” soze zart of the

1y Timzily . 17 Popeign eld is being extended t3

:)'- B .

e zn increcse in the demend for money. If at this tirme
the sumply of money does not grow correspondingly, & de-
fletinnary situation will be created. an appropriate smount

of deficit finsncing by the governzent canprovide the in-

)

money demonded and prevent e fell in prices, It

o
¥}
m
fa M

TE
£51lows thet deficit fineneing cen be safely employed only

to this extent.
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>0 riv:ts boniz credit thet tikes place Independently of the
g-vernment. The seure Tur noneinllazt! ccry government deficit
finepeing e ecorrespondirgly lislited,

If the carunt of deficit finunelng, rudlic and :rivete,

s3 2f what it werranted bty the lncrease in the re-

,_,.
7
b
3
[¢4]
)
o
0

tairement for -u.ey in the econsny, there will be & rise in

Lr, 7o . a. V. Za2 hos ergu-d that i rart of the increesed
incsmzs o returned to the povern-ent in the form of taxas,

the soeller is 1lizely to be tie finel
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L
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1

rize in -rice, ut Dr. Ros ascur:s thet the rate of money

on iniirect taxatizn, that !n z ecuntry wiere a lerge section

of the poruletisn is living on the nergln of subsistence, it

22zeause o° the "multiplier" effect of taxatisn woriing




252

1z difficult t. prevent & rise In monsy «ages when zrices
are rising. 17 indlitionery tendencles are to be evolded,
then the initlel rice in rrices nmust he very small indeed.

1{ the rrice rise iec ts5 e =oderate, arguec Ir. Kag, there

+

will Y& "need t.th for sotion to ewntrsl the wrices and

=1 PR o o F T e i o i . 3 -
allscaticon of es._entlel raw meterlels and ceplital goods,

(¢
i
or
—

and for esetiom Lo 31 the noney rate -0 wages, zither

-

Yeering it sta®le or rpermitting »nly small chenges in an
urward directiznt 1% i3 zuestisnable whether, in srder t
heve & slight rise in the rste of investment, 1t is wocrth
wLiie intriducing such com-rehensive physical contrals in
the econsmy, Furth-r, 1f ialletion is to be ruled sut as &
measare 2f yvolley, this tyre of ceficit {ineneing cannot be
practiced on &n inereasing ccale. )

The general conclasion thet emerges from this dis-
euss?!on 3f deflelt financing is that there 1s a place lor it
in an ceonomy thet is crowing, but that it 1s not likely to
be guentitatively significent &s & neans of relsing the rate
of investment, The TEC pointed out that "from a longer term
roint of vicw, the nlace which deficit Tinance cen occupy in
8 rrogramze of vlanned development cannot be of a quentitatively

ne

siznificant mepnitude in & country llke India. We are in

escential egresment with this observetion.

Lrpiz, o 31, _
27EC memort, Vol. I, pp. 29-97.
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3. Comments on the Froposed Financing of the Second Ilan
m.e Second Five-Year Ilen, z° orieinslly drswn up,
rge vrovided ar ¢ total develormmentel ocutlsy in the rublic

sect~r f the order ~° Bs 48 bil “cn durine the veri:d 1956-

§l. T

(=

g exrenditure, sccording to the sriginzl -intentions

57 the Flznning Commisciony. is rroposed to be finznced as

ct~wm in Table XV,

Table XV

FINAKCS TR THT PUSLIC SRCTCR

=1

48 Rilliom
1. Zurnlus from Current Hevenues £.C
(a) at 1955-55 hates >f TMaxation 35
(b) »dditional Taxation b5
2. Borrowing fr m the Fublie 12.0
(a) !'arket loans 7.0

(b) Smell Savings 540

3. Cther Sudgetery Scurces k.0
(a) nailways' Contribution 1.5
(b) Frovid:nt Funds end Other Deposits 29
L, oLesources ty Be haised Ixternally - 2.0
5. Deficit Financing 12.5
5, Gap--To Be Covered by additional l'easures 4.0

Total 48.0

C -
Letond

s

™~ -~ £
Jource: ive Yeer rlan, np. 77=7C,




It will be noticed that current revenues nrovide
nly s 9,5 billion, S5mell savings cnd Provid-nt “urd de-

pseite eamtrivye . ther 58 7.5 billianm, Carkeb loans,

exvected to dring hs 7 tillion, while deficit financing is

to provide zs much as ds 12 billion, 3ven if we assume that

a1 koo

the uncovered gap of &s 4 billion is met by edditisnal texa-

tion, the rropartin of deficit Tinencing to total outlay 1s

andualy righ, belng as much as 29 per cent, If we add to

tl.is the figure for market borrowings, the deficit In this

¥}

wider sense w-uld work cut ta nserly 40 rer cent of total
expentiture. Zven if we assume thot at lesst helf the mar-

S
-

fet lozn: will be derivzd

=

yt genuine ssvings, cleerly ex-
ranzionary financing will emsunt to as 15.5 Billion or 32.3

per cent »f total outlay,
The ;lsnning Comzission envisaged thet sterling hal-
ances 5 the Government of Indie could be drewn down to the

extent of ns 2 billion, To this extent there will be &

mitig: tisn of the expensionary effect of defielt financing.
ales if foreigr as istance is used for exrenditure abroed,
there witl be &n uncomnensated inflow »f goods which can
reduc. inflstioncry rressures, However, if exrerience 1o
date is any indiceticn, it is extremely doubtlful that foreign
gs-1stance will be fortheoming on tne exzected “ale during

tie period of the Second ilan,t e are forced to conclude,

lapants f1om the United States aften are accompanied
by the coniition that "counterpert” funds be set up in rupees to
he crent on develsrment, In such cases, forelgn 21d exerts
no net deflationury efrect. Thls 1s true also of zid that
has to be returned in the ssme period, 1350-61,
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nerefsre, thst the sroposed order of deficlt linsncing 1s
wich higher thon the Indisn economy cen stand,
The time &t which delicits zre Incurred is ¢s imrortent

e the quantity -7 deficits. If there is notlezatle a tendency

Lt
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m
wn
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1, en ayuropriste amount of deficit can safely
te incurred. If developmental outley in the earlier years of
the fian brings ztout & substentiel incresce in cutput, then
sote considersbls Jeficit cou’d be incurred in the later

Yeers 2f the Flan, 1t is trﬁe thet the First rlen had resulted
in an increase in naticnel sutrut, Iowever, when the Second
:len went int: oreratisn, there were no deflationary tendencies
in evidence., CZuring the Tirst Five-Tear Ilan, the total
deficit svenling was »f the order of Zs 4.2 b1lion.t & great
part »f the :xpenditure was bunched in tie last two years of
the First PMlan,the deficit zt the Center being Es 1.0 billion
in 1955-56. frices, vhickh hed fellen In 1954-55, begen 1o

5 (when the Second Flen be-
gan) prices had :lrezdy recched the 1353-5% 1evel.2 Aind yet

& tudgetary deficit of about Hs 2.5 billion wes Iincurred by
the Union snd the States together in 1396-57.3 1n 1957-58,
tiere wes a deficit of &s 2.3 billicn zt the Center alone.

in the buiget estizutes for 1998-59, the deficit at the

[y
tn

Center eced at &s 1.99 billion,

' Hnl;-iﬂ“la congress Committes, Zconumic Zeview,
sugust 15, 1297y p. 03,
_‘Ikidl, ~.e tt:uvcr 1 ~35?i L] i
Jagserve Yen: of I"ig u'letin, august 1957, p. 753.
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Such continunus deficit financing by the Government
has been accompenied by & growth in private bank credit,
For instence, Scheduled benk credit to the privete sector ex-
randed by ks 1.%2 b11lion between June 1955 and July 1958,
and by Rs 1.6% billion between June 1350 and July 1957.1

The exrension ol rublic and orivate credit hes resulted
neturally in an increase in the money supply with the public.

The growth in money supply is revesled by the following fig-

ures:
money Susply with the fublie &s of as_3illion
July 1953 18.16
xarch 26, 1955 19.20
Mareh 31, 1956 21.84
March 29, 1957 23.02
'‘arch 28, 1958 23.87

The increase in =onzy surply wes 10.7 per cent in 1955-36,
7.0 per cent in 1956-57, end 3.5 per ceat in 1957-33. It
must be romembered that this incrcase 1n money supply hes
teken plece in spite of the heevy deficits in the balance of
peynents thaet haeve meterislized since the beginning of the
Second Tlsn. It 1c thnese deficits thet have neutralized to
som: extent the expansi-nary effects of deficit finzncing
uniertzken on & scale not werranted bty the growth in output
and the expansion of the monetery sector.

Je reerred esrlier to the rise in prices since the

niddle of 1955. irices continued teo rise in the years 1956

l1bid., p. 752.
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end 1957. The genersl index of wholesale prices (base:
1957=-"3 = 165" ros

e
June 1956, =znd by 8.2 rer cent in 105657, ™he rice in

rrices levelled 2ff towerds the end of 1957. In the early

4

H
W

nths »f 1058, there hrs een ¢ slight fall in rrices.

“owever, as the Government of Indiz's Teono—ic Survey for

1987-53 points sut: "Desrite the £light fs11 in prices in
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recent months ané ferci improvement in monetery

trends ... the economic =iturticn is bzeiecelly one in which

there ¥: 2 continu-us rull, on bzlence, in the direction of
inflation,"2 Tt 1: zlmost certrin tk=t but for the heavy
deficit 4n the b-lance »f reyments the rrice rise would heve
continued. The Board of Direct-rs of the Reserve Bank of
Iniia noted 4n their Annusl Report for 1956-57: "In recent
months there hrve Yeen rather wildespread wage claims end

there are =igns of 1infustrfzl unrest. It is of the utmost

B it

importance thet the cost of livinz =nd with it the cost of

571ingz movement 1n prices

=

s
H

production should be held znd s sy
gvolded." This statement indicates that monetary stability

1= being threatened. Speaking cf messures for increasing

the rete of ssvings in the economy, the Flanning Commission
hzs stated, "It must be emrhasized in this contoxt that con-
trol of Infl:tlonzry pressures and the mzintenance of public

confidence In the stabklility of the currency are prime requi-

1Ibid., p. 751. The corresponding figure for 1057~
58 4s not svailable. The All-Tndiz Consumer Price Index
rose from 97 1n Fetruary, 1956 to 114 in Decemter, 1957,

2ieserve Bank of India Bulletin, March 1958 p. 237
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sites of succesful policy for aobilising savings." If these
are to be fulfilled, 1t ic necessary to adjust the timing
and sczle of deficits to the monetary conditisns preveiling
in the economy. Zecent Indian expe~ience cse.nc to confirm
the theoretical conclusion that deficit [inercing is a danger-
ous weapon, to be used only czutiously and sparingly in the

course of econaulec development.
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V. SE‘.RY AND CONCLUSIONS
A. Introductlon

cur aim in this study hes been to delineate the role
5f fisezl policy in underdevelsped countries end to outline
a fisecal policy, especlally a structure of taxztion, that is
most aprropriate for s country like India. a4an analysis of
the economic prablems of underdeveloped ccuntries reveals
thzt a low rate of net investment is the most importasnt fac-
tor rssponsible for the very low rate of growth of income in
these countries. Therefore, Iif economic development is to
be accelerated, the rate of Investzent must be reised con-
siderably. It is assumed in this study that this is the
most important objective of publiec rollcy. Lt the same time,
since the ultimate goal of all public policy is increased
welfare for the great mass of the people, sters must be taken
t5> insure zn equitable distribution of the growing national
product. Thils is slmost cs important an objective of policy

8s Tzislng the rate of investment.

B. The Role of Fiscal Folicy in Underdeveloped Countries
Fiseczl policy can rlay zan imrortant role in achleving
these »bjectives. Where economic development is plsnned to
some extent, but to & large extent derendent on private
allocation, an approprlate fisezl policy 1s necessary ss an
adjunct to investment roliey. &nd iIf fiscal means are to be
used conseiously to raise the ratio of savings to national

income, public finances must necessarily be conducted on a
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functioncl basis. The functisnsl finance approach thus fer
put forward by economists such as Lerner, Smithies, and
7urihara has had primery reference to the economically ad-
vineced countries, acenrding to this sprroach, the objective
of fiscal poliey is to insure condlitisns of stable growth.
ivoldance of inflztisn then becomes en important objective
of taxetion; tax poiley becomes closely related to credit
poliey.

in attemrt has been made in thls thesis to show thet
a functional finsnce apyroach is needed in underdeveloped
countries too. ve heve pointed out, however, thet the most
important function to be rerformed is to raise the ratio of
savings to natisnal incore, and not the mere avoldance of in-
flation, In 2 developed economy, it is conceivable that the
full-cepacity rete of growth mey be in excess of the full-
employment rate of growth or is less than that rate. In
either case, the 2im will be t bring them 2nd the actual
rate of growth together and meintain conditions of stable
growth. Since the rer caplta income already 18 feirly high
and since, under conditions of stabillty, the rate of growth
of outyut is fairly satisfactory, the emphasis on stebility
is warranted in a developed economy. By contrast, in an
underdeveloped economy the full-capaclty rate of growth
chronically falls short of the full-employment rate of growth,
giving rise to the tuvin problems of disguised unemployzent
and inflstion. In these circumstances, & mere svoidance of
inflation may merely perpetuate the state of underdevelop-

ment. If raising the retio of cavings to income is adopted
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as one >f the foremaost goals of policy in underdeveloped
eountries, it 1s possidble, by stages, to bring the full-
employment end full-capacity rates together snd reduce the

volume »f disgulsed unemployment.

C. The Structure of Taxation

Taxation is the -ost important and powerful wezpon
at the disposal of the povernment., If fisc:l policy is to
fulfi1l the important objectives that we have paétulated,
the ctructure of taxation must be based on principles that
are conducive to the stteinment »f these objectives, A4 few
important cenons of taxation zre suggested:

(A) The tax system zust be czpable of mobilizing &
grect mart of the potentizlly investible surplus in the
economy.

(B) Taxatlon must-be such zs to lead to & growth in
the surplus 2nd to gether for the stete & pert of the incre-
ments in the surplus,

\C) Each person should be essked to pay texation in
aceordance with his or her unused capacity to contridute to
econoxic development,

(D) The burdens involved in economic development
must be distributed equitably smong all classes of the popu-
lation, Thic mesns that the tax system must curteil the
consumrtion of luxuries and check the rapld rise in the con-
sumpt!sn of non-necessaries.

(E) The tax system must reduce extreme inequalities

of wealth and income and prevent the accumul:tion of 1ndivid-
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ual wealth beyond a certaln socially defined level,

(F) Two important corollaries can be Arawn from the
above-mentioned rrinciples: (a) persons in similar economic
circumetances and beheving in like manner must be trested
equally; and (b) income that is saved and invested in approved
directions rust be treat:d more favsrably then income that
1s spent on non-essential consumption,

In Fart III of the thesis, an attempt has becn made
to sutline & structure of direct end of indirect taﬁation on
the basis of the principles enumerated above.

1. Direct Taxation

The mein recomrmendatisns in reg:rd to direct taxetion

a8re as ollows:

(4) Taxebls incomes should be so defined as to include
811 realized czpital gains.

(2) & pertiel exemption from income tax should be
8r-nted to investrents in arproved directions. 4 model
Scheme of exerptions has been worked out to demonstrate that
1t 1s practicable to provide for such exemptions.

(C) The problem of economlc inequalities should be
tackled through the texation of cepital, Two methods may be
enrloyed: (a) to prevent the accurulztion of wealth beyond
@ certain 1imit, &n annual tax on wezlth with a fairly high
exemption level msy be leviedj and (b) to prevent the growth
3f & class of rentiers, an estate duty -ay be levied gt

appropriste rates,



2., Indlrect Taxation

Indirect taxes occury an importent rlace in the tax
systems of underdeveloped ccuntries. The main role of in-
direct taxati-n, epert from ralsing revenue for the govern-
ment, 1c to help reise the incremental saving ratio and to
curtall the consumptisn of luxuries. An anslysis of the
verious effects of indirect taxction suggests the following
recomm:z=ndations:

(4) Since it is necessery to apply a general con-

streint

(=]

n consunrtion as well as to ceuse diversions of
vroductive res:urces from srecific inductries to other in-
dustries or t5 zutlic use, a combinaticn of "general" seles

axation znd cselective excises «1ll be needed,

r‘.

(B) Necesscries should be exempted from taxation so

Leh)

long a5 large sectlons of the population live on the margin
of subsistence.

(C) Cepital go.ds must be exempted from sales taxe-
tion 2s a gener:1 rule, Houever, exclses may be levied on
a few scerce inputs needed¢ in the public sector.

(D) The bul% of excise revenue must be derived from
a relatively few widely conzumed "mass luxuries" that are
11kely to hasve a high income-elasticity of demand and low
price-elasticity of demand.

(E) It 1s not desiralle to multiply the number of
commdodities subject to excires, Excises additional to those

sugzest=d azbove can be levied with some specific objective

in view, such &s curtailing the consumption of luxuries.



D, The Indian Tax System

An exuminition »f the Indian tax system shows that
some imrortant modifications are called for, if it is to be
conducive t» rapid eccnonic development within the structure
>f & mixed economy. The imrortant modificatlons that have
been suggested mey be summarized as follows:

(4) Realized capitsl galns should be included in the
definition of texable incore. Corpenies should be asked to
ray only one tax, nemely, the corporation tax, in addition
t> withholding the income tax on dividends.

(B) Special provisions should be incorporated in the
Income Tax Act to bring under charge considerable income
that now escepes tixation, It is suggested tiat in the case
of small shopkeepers and moneylenders gross 1ncome could be
made the basis of levy, the &assessee belng given the option
t3 produce satisfactory records to determine net income.

(C) Instead of levying & sepsrate ex;enditufe tex,
1t would te better to bulld in & scheme ‘or partial exemp-
tion of sevings within the structure of the incoze tax.

(D) In the zatter of concessions to businesses, it 1s
recommenied that the development rebete should be confined
to industries of na*lonzl importence. It is not cesirable
t> grant tax holidays to new businesses.

(E) The exemption level for the ennual tex on wezlth
chould be raised to Rs 500,000 from the present level of
Rs 200,000,

(F) As regards commodity texes, the first suggestion

15 that necessaries must be exempted from sales and excise
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taxation.
(G) The principle of taxing industries on the sole
ground o henefliting from protection should be gbandoned.
(#) Finally, since specific taxes do not respond
aprropristely to changing incozes end prices, exclses taxes

zhauld e oonverted to en gd velorem bssis as far as possible.
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