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I. INTRODUCTION

This thesis attempts to fulfill three main tasks:

(a) analysis of the fundamental problems of fiscal policy

in underdeveloped countries; (b) delineation of the basic

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 and 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 treated 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 finance 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 treatment. 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 Asia, 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 vlth taxation, are selected for

Intensive treatment.

The fiscal 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 situation In coun

tries that are now making desperate attempts at development.

Conceivably, the presently underdeveloped countries will,

sooner or later, reach a higher stage In their economic evo

lution. It may then be no longer considered vitally Import

ant to accelerate the rate of economic gro%rth. In such an

altered situation, all economic policies. Including fiscal

policy, will need to be re-orlented. 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 economic

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, as In most other fields, all the



recent innovations and developments have been with reference

to advanced economies. No systematic and integrated theory

of fiscal policy appropriate for an underdeveloped but devel

oping economy has yet been formulated. This is not to say

that the problems of fiscal policy in underdeveloped economies

have not been receiving any attention. Indeed in very recent

years many individuals and agencies have been studying these

problems both at the theoretical and at the administrative

levels. In particular, the United Nations has been very

active in this field. The Fiscal Division of the Department

of Economic Affairs has undertaken 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.^ 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.

^For a list of reports of technical assistance mis
sions to underdeveloped countries in the field of public
finance see United Nations. Technical Assistance Administra
tion, Taxes and Fiscal Poli^ in Under-Developed Countries.
New York, 195^7 PP' 111-118.



Nevertheless, It cannot be said that much advance 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 evaluate existing

tax systems or to suggest modifications thereof. It seems

opportune to bring together some important thinking done on

the subject and make an attempt to evolve a theory of fiscal

policy appropriate for underdeveloped economies.

Of course, even In advanced economies the concept of

fiscal policy and the theory of the relation of fiscal policy

to the working of the national economy are of fairly recent

origin. Only thirty years ago, fiscal policy—"a policy

under which the government uses Its expenditure and revenue

programs to produce desirable effects and avoid undesirable

effects on the national income, production, and employment"^--

was practically unknown. Under the Impact of depression and

war, however, the theory of fiscal policy has made great

strides In the last three decades. In this development Keynes's

The General Theory of Employment Interest and Money has

played an Important rart. The older objectives of minimum

Interference and avoidance of deficits have given place to

the objective of promoting stability. In the Immediate post-

Keyneslan period the emphasis was on short-run stability.

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

shift In faror of long-rim stability. This shift is In accord

with recent theoretical developments Initiated by Harrod and

^Arthur Smithies, "Federal Budgeting and Fiscal Policy,"
In A Survey of Contemporary Economies, The Blaklston Co..
PhlTadelphla7~l9i+9, p. 17*+.



Domar.^ Broadly speaking, It can be said that today the pri

mary objective of fiscal policy in advanced economies is

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 192^

onwards to give protection to certain manufactures, there

was no conscious attempt to influence the economy through

fiscal action, India, until recently, fiscal policy

meant tariff policy. This explains why to. B. P. Adarkar,

a noted Indian economist^gave the title Indian Fiscal Policy

to his book dealing solely with Indian 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. Nationalist 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 economists in underde

veloped countries, including India, began to recommend the

^See below. Part II» Section C, p. ̂ 5.



application of Keyneslan techniques and prescriptions to

their own countries. That such recommendations are unrealistic,

and are even fraught with danger, is now clearly realized by

most writers in the field. The policies recommended by

Keynes 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 a sense, the objectives

of fiscal policy are more or less the same in developed and

underdeveloped countries. One writer,^ for Instance, has

expressed the opinion that the economic objectives of tax and

budgetary policy in underdeveloped countries are to promote

investment, to maintain stability, and to reduce extreme in

equalities in wealth and income. These objectives, according

to him, "are not basically different from the economic goals

of allocative efficiency, economic growth, stability, and

optimum income distribution which guide fiscal policy in

^Walter Heller, "Fiscal Policies for Under-Developed
Economies," in Taxes and Fiscal Policy in Under-Developed
Countries^ p. 1.



advanced countries on a free enterprise basis. Such state

ments are quite misleading and serve no useful purpose since

the tasks to be performed in developed and underdeveloped

countries are essentially different. ̂ 'As Mr. Heller himself

points out,2 the apparent similarity in goals should not lead

us to overlook the vast differences Jn economic conditions,

in the legal and political environment within which fiscal

policy has to be formulated, and in administrative capabili

ties. Such 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 said that vdaereas the maintenance of stability will

be assigned first priority in an advanced economy like the

United States, capital accumulation would have to be assigned

first priority in an underdeveloped economy like India. This

statement has to be amplified and qualified to some extent,

and this is done in later sections. Meanwhile, we proceed

under the assumption that fiscal policy has a vital 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 Fi-nance in Underdeveloped Countries

The great importance of fiscal policy 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

JlMd.
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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 order 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. A

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."^ /Further, apart from the undesir-

abillty of direct physical controls by the state, it must b#

noted that as long as the government is working under the

existing constitution, there are very definite limitations

to what it can do by way of direct controls. It cannot com

mandeer resources; it cannot force people to work. Presumably,

in the more authoritarian countries, such as China, the govern

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

^Government of India, Planning Commission. Second
Hve Plan, New Delhi, 1956, p. 38.



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 piobl.em which 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 and 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 vdiich have chosen the democratic way. The temper of

the times simply will not tolerate 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 are 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, If 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. Indeed,

In many countries autonomous savings are so low that irtiether

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.

, III a country like India with a quasi-planned economy,

there Is yet another factor which makes fiscal policy import

ant. India Is now In the third year of her Second Flve-Year

Plan, 1956-1961. The first plan was scarcely more than a

program of governmental expenditure and a siunmary of the

country's needs and resources. By contrast, the second plan

Is more of a "plan" and an attempt was made to formulate it

In real terms, at least as far as the broad economic magni

tudes and the strategic factors In the economy were concerned.

Such a physical plan must be matched by a financial plan.

As the Planning Commission of India puts it:

There has to be. In other words, certain balances
In the plan In terms of real resources. A plan
unfolds Itself In first upsetting an existing
balance and then establishing a new one at a

^Ragnar Nurkse, Problems of Capital Formation in
unaerdevpinpQ^ Countries. Oxford University Press. New York.

p.TTo: ' '
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higher level. ...It must be emphasized that
the balance to be achieved in the plan has
to be both in real and financial terms.
Money incomes are generated in the process of
production, and supplies are utilised in response
to money demands. It is important, therefore,
to operate upon and modify money income flows
so as to maintain a balance between the supply
of consumer goods and the purchasing power
available for being spent on them, between
savings and investment and between receipts
and payments abroad.

The implementation of the financial plan and the achieve

ment of balances in money terms obviously will have to rely

largely on fiscal and monetary measures. Indeed if certain

fiscal measures required by a physical plan are politically

impossible or economically unattainable, then the physical

plan itself will have to be modified. Thus, as an adjunct

to a physical 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 Characteristics of tJnderdevelopment

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

istics. Nevertheless, the so-called underdeveloped countries

differ in some significant respects from the economically

advanced countries and these differences are of importance

^Second 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."^ 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 irtiich
productive efficiency 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

term "underdeveloped" is also the implication that the country

concerned has certain potentialities for development.

^United Nations, Methods of Financing Development in
Underdeveloped Countries. New York, 19^9» p. 90,

2e, 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, p. 267. > F ,
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As pointed out earlier, there are great differences

among the underdeveloped countries themselves. Some are

richly endowed with natural resources, others are deficient

in many respects; some are almost wholly agricultural, others

have an industrial structure of some sort; some possess very

advanced civilizations, others are stUI" in the tribal state;

and so on. From the economic point of view, however, under

developed countries can be divided broadly into two groups.

To the first category belong those countries vdiichare over-

populated and consequently have a considerable amount of sur

plus labor subsisting on land; to the second belong those

which are not over-populated and therefore do not experience

an acute pressure of population on land. The problems of the

two groups of countries are, in some respects, different.

In this thesis we are concerned mainly with the first cate

gory of countries, to which India herself belongs,

b. Income and Investment Levels. As is well known,

most of the underdeveloped countries have deplorably low in

comes. A United Nations study of national income per capita

in United States dollars for seventy countries, for I9V9,

clearly brings this out.^ 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

^United Nations, Nation^, ̂  Capita Incomes nf
Seventy Countries. 19^9. New York, 1950, pTlJ7~
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of the Massachusetts Institute of Technology,! These esti

mates give slightly 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 many 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

pecially non-monetary output, gets excluded. The conversions

into dollars inevitably introduces a further dovmward bias

because the internal value of the local currencies is higher

than is indicated by their dollar values. Nonetheless, the

general 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.

?or 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.^ This figure is to be compared with

the per capita income of over $l800 for the United States.

^  _ ^Reproduced in Charles P. Kindleberger, Economic£|^|i2Eme^, The McGraw-Hill Book Company, Inc., New York,
^Quoted in Charles P. Kindleberger, 0£. c^t., 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 overage figure for the underdeveloped countries of

Asia. In the ECAFEI 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 ratio 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 marginal capital/output ratio of V ; 1,3

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 8 per cent

Economic Commission for Asia and Far East.
^Economic Bulletin for Asia and Far East. Vol. V, No. 3,

November 195^+, p. 1.
3lt is, of course, almost impossible to calculate ex-

ectly 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. Ill,
No. 2, November 1952, p. 1). The first Indian Plve-Year Plan
assumed a ratio of 3 ! 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 capita real

consumption in the post war years was estimated to have been

somewhat lower than in 1938»^ 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 lead one to suppose that all these countries are

in a hopeless state of underdevelopment equilibrium. Con

siderable progress has been ach'le:vea, 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 is 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.

^E. M. Bernstein, 0£. cit., pp. 267-268.
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c. Tlie Vicious Circle of Poverty. It is suggested

usually that underdeveloped countries suffer from the vicious

circle of poverty. The vicious 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 is completed. This is the vicious circle on the

supply side. Second, the low rate of investment keeps pro

ductivity and incomes low. Therefore, the purchasing power

of the people in real terms is low. This leads to a rela

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,

given 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

low 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

derdeveloped countries of Asia and Africa are predominantly
agricultural. The great majority of the population, some
70 to 80 per cent, are engaged in agriculture and allied
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occupations. It is to be expected that in lov-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

available 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 \rtiich will

not permit the use of modern mechanical methods of cultiva

tion. Though land is scarce and is intensively cultivated,

the yield per acre generally is low in comparisbn with that

in the advanced countries of western Europe.^

Another major characteristic of agriculture in the

underdeveloped countries of Asia—a corollary of the pressura

of population on land--is that a considerable part of tha

population now subsisting on land really is surplus to tha

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 is one clear evidence of over population

.  ̂Harvey Leibenstein, Economic Backwardness and; Eco-
—lie Growt^, John Wiley & Sons, Inc., New York, 195^ p7%8.
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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 can 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 India. Only a sufficiently

rapid growth of non-agricultural occupations can absorb this

surplus labor which is presently running to waste. As Profes

sor Lelbenstein 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,

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 industrial raw

materials. Raw material exports, however, still form a large

part of total exports. Foreign trade plays an important part

in the economies of underdeveloped countries; some of the

p. 51
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countries like Burma and Thailand can be called export econo

mies in so far as 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 (mentioned above) is organized and modern while

the rest is unorganized and primitive. To the latter 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

ward, and a considerable part of it is outside the monetary

system. It must be remembered that subsistence agriculture

and self-consumption still are very much the rule in the

rural^^ector.

2. /The 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 a high level of per capita incomes and a

relatively high ratio of savings to national income. In

most of the f^vanced economies the rate of net investment

ranges from 12 to 15 per cent of the national income. If

population increases by about 1.5 per cent, annual net in-
vestment of about 15 per cent would permit an increase in per
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capita Income of about 1^ to 2 per cent per annum,^ v^ich is

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 automatic, un

less the economy moves off the equilibrium path and the for

ces of depression bring about a temporary setback. The prob

lem then is 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 and 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 national 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 income,

in the absence of positive measures by the government.

^Assuming the same marginal capital/output ratio as
before.
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Most of the advanced economies are industrial econo

mies. The secondary and tertiary sectors clearly outweigh

the primary sector in importance in terms of contribution to

national output and to employment. Only a small proportion

of the total labor force is engaged in agriculture. 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 relative 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 engaged in relatively unproductive occupations,

the most significant type of unemployment takes the form of

"visible," involuntary unemployment as distinguished from the

disguised unemplojnnent encountered in underdeveloped coun

tries. The latter is due to a lack of complementary factors

of production, v4iereas 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 1,269,6^ 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 Europe excluding

Russia, and is the seventh largest country in the world. It

is bounded on three sides by sea. Its land frontier extends

from the northwest to the northeast; it is bounded by West

Pakistan in the northwest, by the Himalayas in the north, and
by East Pakistan and Burma in the northeast. On the other
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side of the Himalayas lie the boundaries of the Soviet Union,

Tibet, and China. India thus occupies a strategic position

in South Asia.

Physically, India can be divided into three main

regions. The first is the , 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

is 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 vast and

Joins 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 is a great plateau \ihich rises from the river plains of

the north and the coastal plains in the east and vest of pen

insular India, It is a table-land raised above sea level

from 1500 to WOOO 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. Natural Resources, The total geographical area

of India is 810,26 million acres. Leaving aside I96 million
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acres, for which no statistics are available, the remaining

615 million acres are distributed as shown in Table I.

Table I

LAOT) AREA OF INDIA AND ITS CLASSIFICATION

Million Percentage
Acres of Total

1. Forests 93 15

2. Net area sown 266 V3

3. Current Fallows 58 9

't. Cultivable waste 98 16

5. Not available for cultivation 96 16

Total! 615 100

Source; First Five Year Plan, p. 77.

The cultivated area comes to 32V million acres. The

gross cropped area is about 317 million acres, of which food

grains occupy about 78 per cent. Little new area came under

cultivation during the ̂  years prior to the First Plan. In

the 30 year period since 1921, the area cultivated per capita

dropped steadilyj from 1.11 acres in 1921 it came down to .8^

acre in 1951. To some extent this was counterbalanced by

the extension of double cropping. It is clear that there

has been a moiinting pressure of population on land, especially

since 192I.

^Includes about V million acres of unclassified areas.
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 coal and iron, the resources are ample; indeed India's

deposits of high-grade iron ore are 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 position in regard to coking and semi-coking

coal is not altogether satisfactory. Recent resurveys of

some of the coal fields, however, have indicated substantially

larger reserves of coal and the possibility 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.

Of the other minerals that India possesses, manganese

is 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 vdiich India has large reserves are titanium, thorium,

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

^These estimates of mineral resources in India are
taken from First Five Year Plan, People's Edition, Government
of India. New Delhi, 1953) PP* 16^-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. Farther

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.^ The birth and death rates are, respectively,

ko 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 19'+l-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 Increasing

rate during the last 3 or ̂  decades. Thus the average annual

rate of growth was 1.0^ per cent in 1921-30, 1,27 per cent

in 1931-Md, and 1,32 per cent in 19^1-50. At the current

rate the annual increase in population in absolute numbers

is ^.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 is quite revealing and indicates the agrarian and the

relatively undeveloped nature of the economy. Of the total

^The figures relating to population are taken from
The Report of the Census Commissioner. Census of India—1951.
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population of 36O million in 1951, l'+3.2 million made up the

working force. Of this 72.W per cent was engaged in agricul

ture including animal husbandry, forestry, and fishing; 10.6

per cent in mining, manufacturing, and handicrafts; 7.7 per

cent in commerce, banking, transport, and communications;

't.W per cent in professions and liberal arts; 2.7 per cent

in government services; and 2.0 per cent in domestic service,^

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 19^8-^9. The first authori

tative and official estimate of national income was made for

19^8-'+9 and figures are available for subsequent years. For

19'+8-V9, national income was estimated to be Rs 86.5 billion,

with per capita income standing at Rs 2^.9.^ The growth in

national and per capita incomes in subsequent years up to

195^-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 19'<-8-'f9 prices was Rs

IOV.8O 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 28'+.0, respectively, at 19^8-1+9 prices.^ Thus national

^India—1956. Government of India, New Delhi. 1956,
p. 92. At the current rate of exchange, a rupee is the equiva
lent of So.21.

^Quoted in International Monetary Fund, International
Financial News Survey, Vol. X, No. k2, May 2, 1958, p. 338.
The estimates for 195o-57 are preliminary and are subject to
revision.
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income grew from Rs 86,5 billion in 19^8-^9 to Rs 110.10

billion in 1956-57; and per capita income from Rs 2^6.9 to

28lt.O.

The distribution of national income by origin in ab

solute figures and in percentages, for 1953-5^» 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. Of 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.^ per cent of the working popula

tion is engaged in agriculture and allied occupations. Factory

enterprises employ only about 2.^ million persons.



On
CM

7. At current
prices

8. At 19^8-»f9
prices

Table II

NET NATIONAL PRODUCT OF INDIA TO 195^-55

195^-55® 1953-5V 1952-53 1951-52 1950-51 19^9-50 19^8-M

Net National Product at Factor Cost In Billions of Rupees

1. At current
prices

99.1 10»f.9 98.2 99.7 95.3 90.1 86.5

2. At 19^8-lf9
prices

101.7 100.U- 9^.6 91.0 88.5 88.2 86.5

Per Capita Net Product In Rupees

3. At current
prices

262.1 281.0 266.1+ 27'+.0 265.2 253.9 2^+6.9

w. At 19^8-^9
prices

269.0 269.0 256.6 250.1 2^+6.3 2^8.6 2^^6.9

Index Number of Net National Product with 19^8-1+9 as Base

5. At current
prices

lllf.6 121.3 113.5 115.3 110.2 10^.2 100.0

6. At 19^8-^■9
price s

117.6 116.1 109. 105.2 102.3 102.0 100.0

Index Nvimber of Per Capita Income with 19^-8-W'9 as Base
106.2 113.3 107.9 111.0 107A 102.8

100.0

109,0 109.0 103.9 101.3 99.8 ioo.7 100.0
Source I Estimates of National Income l qU-P ko 4-^ inei. I ~ ————_Government of India, 1^56, p. iZ ^ ~ Statistical Organization,

"Preliminary. '



Table III

DISTRIBUTION OF NATIONAL INCOME BY INDUSTRIAL

ORIGIN—INDIA, 1953-5ife

30

Billion Rs Per Cent

1. Agriculture and Allied Activities

a) agriculture and animal
husbandry

b) forestry

c) fishery

Total

2. Mining, Manufacturing, and Small
Enterprises

a) mining

b) factory enterprises

c) small enterprises

Total

3. Commerce, Transport, and
Communication

52.0

0.7

53.2

1.0

6.9

17.7

18.0

't. Other Services (professional, govern- 16.0
ment, domestic, and house property)

National Income lOlf.9

»f9.6

.6

50.7

1.0

6.6

16.9

17.2

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 notvrithstanding,

foreign trade exercises an Important Influence on the economy.

That part of the economy vrtilch is engaged in foreign trade

is 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 tJiat it is highly organized,

while a greater part of the rest of the economy Is unorganized.

In India, as in many other underdeveloped countries,

one observes the dichotomy between the organized and unorgan

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

ized; the other part 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

^Estimates 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,

oil 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

an increase in the export of manufactures. In the inter-war

period, 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 India

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. Never

theless, raw 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, metallic ore and scrap iron,

coal, chemicals, and some light engineering goods. Of these,

as much as 56 per cent of the total value of exports is ac

counted for by 3 commodities, namely. Jute manufactures,

cotton manufactures, and tea,^ Indian imports consist largely

of the following items: machinery and vehicles, iron and

steel, other metals, foodstuffs, sugar, mineral oils, raw

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,^

^First 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 1953-5^) factory establishments accounted for only about

6.6 per cent of the total national Income,^ While the total

Indian Industrial output Is considerable, the per capita out

put Is 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, etc. The second World

War and the scarcity and Inflationary conditions which fol

lowed In Its wake gave considerable stimulus to Indian indus

try, Old industries expanded and a 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 basic 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

^Supra. 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. BOLE OF FISCAL POLICY IN UNDERDEVELOPED ECONOMIES

A, Keyneslan Analysis and Underdeveloped Countries

As indicated earlier, for the most part the theory

of fiscal policy has been^developed 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 raise the level of employment in

India. This argument, needless to say, arose from a complete

misunderstanding of the nature of unemployment in India as

veil as of the way in vdiich 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 is to see what happens if the

government tries to reduce the volume of unemployment and

under-employment that exists in India even under normal con

ditions, that is, even in the absence of what may be called

a recession. Let us, therefore, assume that there is 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 lAich 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 consumed by the producers themselves. Lastly, the

supply of agricultural products as a whole is relatively

inelastic.^

Under these circumstances, an increase in investment

leads first to an increase 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

^The meaning of "def^t spending," in the sense in
vdiich the term is used in"TnaTa7~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 outlay 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, llie 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 fact. 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-agricultural 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 is so because we have assvuned

that there is 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

agriculttirists), there is 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."^ 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.^

It might be argued that some excess capacity of capi

tal equipment and even of land may normally exist in many

underdeveloped covuitries. Even if such excess capacity exists,

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

2lf deficit spending occurs at a moment when real
income is rising as a result of past investment, inflation
aiay 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,^ The dif

ference between industrial coiintries and underdeveloped coun

tries is 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.^

1. Deficit Spending and Under-Employment

The above conclusion is corroborated by the experience

of many underdeveloped countries during the war and post-war

years. These countries indulged in considerable amounts of

^Keynes, General Theory, p. 300.
2john H. Adler, "Deficit Spending and Supply Elasti

cities," Indian Journal of Economics. Vol. XXXVII, No. iMt-,
July, 195b, 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 inflation 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 it moves from "full

employment" at a given level of economic development to "full

employment" at the next (higher) level of economic develop

ment.1 It is 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 a solution of the long-run problem of under

employment, while the former is important in tackling a fall

^V. K, R. V. Rao, 0£. c^^., pp. 66-6?.
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in employment due to a fall In effective demand. That aspect

of investment which is 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 analysis may not be of much use as a theo

retical background. 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 Keynesian analysis

is 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 a few primary products. In this situation.
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the state of foreign 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

is a fall in exports.

In the underdeveloped countries investment forms

only a small proportion of the gross national product.^

Fluctuations in private investment cannot therefore affect

the level of economic activity to a large extent. Nor is

there likely 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 India, 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 movements

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

^Also, in some countries, foreign investment plays
an important part. For instance, in Ceylon, tea accounted
for h2 per cent and r'ubBer 31 per cent of the total value of
exports in 1951; in Thailand rice accounted for 63 per cent
of the total in 1^9; in the Federation of Malaya, rubber

for nearly 20 per cent of the net national product
in 19M-0. Taxes and Fiscal Policy in Under-Develoned
Coimtrle^, og. iTt:7 "1^!
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the source of the turns in the general economic situation

has always been external. We find that "the decline in agri

cultural prices in the middle and later 'twenties, from the

peak touched in 192V-25; the break in prices that occurred

at the end of 1929 and the severe depression during the

early '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 some international development."^ The external '

factors are superimposed on certain internal factors. The

most important internal factor is the supply of agricultural

products, especially foodstuffs. A shortage of foodstuffs

will tend to raise immediately the general price level.

When depression strikes an underdeveloped country,

there is 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, \^ere they become what Mrs, Robinson

has called 'members of the disguised unemployment group,'"2

Speaking of declines in industrial employment in India,

Jathar and Beri say3|

^Report of the Taxation Enquiry Commission. Govern
ment of India, Hew Delhi, 1955) p. 159. This report is here
inafter referred to as T]fe Report,

2Seymour E. Harris, "Some Major Issues" in Economic
Problems of Latin America, ed.. S, E. Harris, McGraw-Hill
Book Co,, New York. 19^, pp. o-9.

'Jathar and Beri, Indian Economics. 9th edition, Ox
ford University Press, Bombay, 19^2, p. ̂ 31.



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 agricultural 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 villages.

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

is high, an increase in incomes, in all probability, will

lead 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 problems. Unless,

therefore, a country has considerable reserves of foreign

exchange, it is not fe8s?ble to pursue this type of compen

satory fiscal policy.

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



greater rise In prices than a rise in output and employment,

for in predominantly agricultural economies, supply is rela

tively inelastic. These economies are characterized by

institutional rigidities, and the mobility of resources is

not great. Moreover, it simply is 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

readily 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 effec

tive solution to the problem of instability, to %dilch an un

derdeveloped economy is subjected owing to fluctuations in

international market conditions, lies in the diversification

and modernization of the economy. Meanwhile, if an underde

veloped coxintry wishes to follow a policy of compensatory

deficit spending, it must take steps to build up in good

times sufficient foreign exchange reserves,1

b. Compensatory Policv 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

^The U. N. Economic Mission to Chile, 19^■9-50, recom
mended the creation of such a reserve of foreign exchange.
See The Report of the United Nations Economic Mission to
Chile; 19^9-50, New York, 1951, p. 20.
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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.^

When inflationary conditions are initiated specific

ally by a sudden spurt in exports, manipulation of export

duties will be more effective than raising the level of

taxes in general. Experience has revealed 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 gains of the export sector and to impound a large

amount of foreign exchange. In India export duties hare

been used in recent years as a stabilizing device. To give

one instance, following the devaluation of the rupee in

September 19^9, 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.^ Other export

duties also were raised, and new ones were imposed. Later

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

^TEC Report, Vol. I, p. 16l.
R. N. Ehargava, The Theorv and Working of Union

Finance in India, George Allen and Un^n, London^l^f^T^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

price 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 demand; the revenue

from export duties falls more than proportionately. The

fluctuations in governmental revenues are rendered still

greater because of the effect of the fluctuations in exports

on the volume of imports. When the demand for exports is

il^igh, 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-

exchange market, import restrictions are tightened, and there

is a corresponding fall in the revenue from import duties,

This is true of most of the countries of the ECAFE region,

^Economic Bulletin for Asia and ̂  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 trade; 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

sis 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

capital formation serves at the same time to reduce instab

ility. 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 it is accepted that fiscal policy in underdeveloped

countries must be geared primarily to the requirements of

rapid economic growth, \rtiat of the details of such a 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, Lewis puts It,^ 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 Is true that all the above-mentioned three

requirements must be met If economic growth Is to take place.

It seems unquestionable that capital accumulation Is the most

Important limiting factor In the underdeveloped countries of

the present day. In the view of many economists, capital

occupies the central and strategic position In the process

of Economic development. 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

avail. Indeed 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

W, A, Lewis, llie Theory of Economic Growth. Richard
5. Irwln, Inc., Homewood, 111,, 1^5« p. 11.

See, for example, Walter Heller, "Fiscal Policies
for Under-Developed Economies," 0£, clt., p, 2; M, Abramovitz,
"Economics of Growth," In A Survey of Contemporary Economics.
Vol. II, ed,, G, Haley, Richard D, Irwln, Inc.. Homewood, III,,
1952, p, 11+6; and N. S, Buchanan and H, S, Ellis, Approaches
^ Econoy^ Development. The Twentieth Centurv Fund. Inc..
New lork, 19$j, p. 6?. '
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shows that widespread changes in attitudes, values, and in-

stitutioni) 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 is rather the existence of some

group or groups of people vrtio are interested in economic

development, >rtio 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

itiate 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 i

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 i

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 imports 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 \diich per capita income is increasing

only very slowly invest only 5 to 6 per cent of their national

incomes, vdiile 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 5 per

cent to 12 per cent 5aver--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 its national income if it wanted to; poverty has

never prevented nations from launching upon wars, or from

wasting their substance in other ways,"^

Some estimates that have 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 calculations 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

in productivity.^

^W. A. Lewis, ojD. clt., p. 236,
^Fortune, 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 degree of industrialization.^ More specifically, this

sum would be required to move 1 per cent of the farm popula

tion into non-farm occupations.^ This would mean that India,

with a population of 370 million, would need an annual invest

ment of the order of $3^^+ million to carry through the lim

ited program of economic development suggested above. In

point of fact, however, net investment amounted only to Bs

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 is 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

^Mentioned in Economic Bulletin for Asia and Far East.
Vol. I, No. 1, August 1950, p. 21.

^This estimate is based on the assumptions that Vo
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
annum; and that capital investment of $1000 is required per
person.

3This 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, if any

economic development is to take place in terms of industriali

zation and of raising 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 has 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, it

is 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 promote 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

economic 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 industry.^ This

is particularly applicable to a country like India which

is overpopulated, and which is 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 rapid growth

in non-farm occupations becomes an obvious necessity, if

India is 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 growing industrial sector needs

more and more raw materials, and the increasing number of

industrial workers have to be fed. Failure to improve

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

^Not all countries, of course, need to be, or could
become, predominantly Industrial economies.
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dustrlal sector,^

Here lies one of the trickiest problems in economic

development. It is no easy matter to created an increasing

"surplus" in 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 fvirnish 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 vicious circle on the demand side is

to take 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. Tlese 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

^One alternative is to import food in exchange for
exports of manufactures.
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particular firms and industries but to the economy as a vhole.

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

\rtiich 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 social over

heads consist of schools, hospitals, libraries, and public

health measures. It is clear that in underdeveloped countries

these categories of investment can widen the market, 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.^

^J. 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 why 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 something to do with the differential
rate of the evolution of external economies.
These countries depended for their organiza
tional social overhead, particularly in market
ing and transportation, on their respective
mother countries,^

Mr. Adler's view corroborates 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 creation 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 g-^od deal of public investment in the ini

tial stages of development has to take the form of overhead

capital.

"•Ibid., 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 cl6im too large a share of

total capital 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. While it is

true that in some underdeveloped countries like India, enter

prising capitalists are showing an increasing interest in

manufacturing, the fact remains 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, fiscal 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

investment, 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 ralson d 'etre of investing in social overhead

capital is to raise 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 is 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.^ The need is much more 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. This 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-

Ipart 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

is, 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

tries 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 financial

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 among several other units in the econo

my, each of vdiich received income and incurred expendit'ore.

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 public 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 financf, and rendered some of the old 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 demand. This is

the genesis of the modern concept of fiscal policy in advanced

economies, its underlying notion is that the revenue and

expendit^e 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 is 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. Actually, however, it is 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 may be

incurred not mainly for the sake of its direct benefit, but
for the sake of the indirect effect it produces in the form

of a rise in employment; and revenue may be raised not to

®€:et a proposed expenditure, but to curtail effective demand.

It follows thi t taxation no longer can be looked upon merely

as a means of finding the money for the state; it becomes

one of the primary weapons in the hands of the government j
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, can be made available—

in other words to ensure that the total of public and private

spending is adequate, and no more than adequate to secure

the full utilization of economic resources, To put it in

a different way, the primary role of taxation in an advanced

economy is not to avoid deficits but to avoid inflation.

In the early Keynesian era, the preoccupation was

with the problem of short-run economic stability and with

counteracting cyclical fluctuations. Attention was given

mainly to the perfecting of a counter-cyclical policy. Pres

sing 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.

More recently, however, conditions for long-run equilibrium

in a dynamic economy have been analyzed, and the possibility

of the emergence of long-run disequilibria has been pointed

out, calling for a shift in emphasis in the goal of fiscal

policy. The goal postulated now is that of insuring conditions

of stable growth. Jks fiscal policy in underdeveloped econo
mies has to be tailored to the needs of rapid economic growth,

it is 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.

,  ̂ Expenditure Tax, George Allen UnwinLtd., London, 1955, p. 171+.
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2, The Requirements of Steady Growth

Mr, Karrod and Professor Domar have been in the fore

front of the economists who have tried to study the require

ments of steady growth In an economy.1 They are both Inter

ested In discovering what rate of income growth will keep 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 shall

touch upon their theories only to the extent necessary to

derive the parameters for a realistic fiscal policy.

Rarrod and Domar assign to investment a crucial part

in the process of growth. 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 Eeynesian analysis as

sumed that the stock of capital was given^ 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

^R. F. Harrod, "An Essay in Dynamic Theory," Economic
Journal, Vol. XLIX, No. 193) March 1939» pp. 1^-33; Towards a
Dynamic Economics. MacMillan and Co. Lta., London, 19^6; "Supple-
ment on Dynamic Theory," Economic Essays, MacMillan and Co, Ltd.
London, 1952. Evsey Domar, "Expansion and Employment," American
Economic Review. Vol. XXXVII, No. 1, March 19^7* "Capital Expan
sion, Rate of Growth and Employment," Econometrlca. Vol. XIV,
No. 2, April 19^+6; and other essays by the same author which,
along with the above-mentioned two, have been reproduced in his
Assays in the Theory of Economic Growth, Oxford University
New York. 1^7. *

^J. M. Keynes, General Theory, p. 2'»-5»
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the productive capacity 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 path of steady growth.

Thus, in a long-run sense, employment is a function of the

rate of growth of investment and income.

If lo-g-run disequilibri\im 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 "required" 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 ^ere is the "warranted rate of
Cr

growth," s is the proportion of income that is saved (S/Y),

and Cj. is the value of capital required to produce a unit

increment of output.^ G^,, the warranted rate of growth, cor

responds to -rfhat has been called 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 s .

Cr

.  _ ^R. F. Harrod. Towards a Dynamic Economics, MacMillanand Co. Ltd., New York, 1956, pT BlT^
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The requirement for a continued full-capacity income

may be written also as follows:

Yt ♦ 1 - Yt - osYt^
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 osY^, where o is the reciprocal of the

accelerator coefficient,^ and ̂  is equal to the average «

the marginal propensity to save. The term os corresponds to

s  in Harrod's equation.^
Cp

On the assumption that the average propensity to

save is constant (and hence s to the marginal propensity to

save), it can be shown that the rate of growth of investment

must equal the rate of growth of income. Thus, given the

productivity ratio and the propensity to save, income and

investment must grow at a constant geometric, or exponential,

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 G^, or the full-capacity rate of growth. The

^D. 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 capital coefficient or the accelerator
coefficient. Professor Hamberg feels that "in an enquiry
into the rate of income growth 'required" to absorb 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. ̂ 2.)
Hence o is taken to stand for the reciprocal of the acceler
ator coefficient.

3The corresDonding term in the Domar Model is(X<r
from his equation j|-L=c^<5" ("Expansion and Employment" in
Essays in 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 is because income grows at a rate faster

than what is allowed by the growth in capacity, leading to

a deficiency of capital goods and increasing pressure on capa

city, Under 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 Gy, then there arises 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. If G is made equal to Gy, full utilization of capa

city will be insured. However, though G = Gy is 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

is the full-employment rate of growth, which is designated

by Gjj, This is the rate of growth of output which will in

sure full employment to a growing labor force in the context

of rising productivity of labor. If n is the (annual) rate

of growth of the labor force, and h is the rate of growth of
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lab'jr productivity, then = n h.^ if = Gy = G, we

r.ay say that there is equilitriuT. full-employment growth.^

But the moving equilibrium with full employmLnt will be rudely

disturbed if Gy diverges from G^,

Gn Gy, conditions of secular inflation would

tend to be generated, though, paradoxically, unemployment

would grow side by side. Inflation would be caused by the

fact that G, unless regulated by the government, would tend

to reach Gn, end therefore would lie between Gj^ and Gy. Un

employment is the obvious result of the fact that the rate

of growth of capacity is insufficient to afford full employ

ment to the growing labor force.

The opposite result would follo'w, if ^ Gy. Condi

tions of secular stagnation would be generated. This is be

cause G cannot rise above G^ for an extended period of time,

and therefore would lie be"!-w Gy. Thus, though labor short

age might arise at first, excess capacity would emerge in

course of time," and would bring about 'unemployment and depres

sion.

V. Implicaticns for Long-Run Fiscal Policy

a. Beve'' oned Bconomies. In the light of the discussion

contained in the foregoing pages, the requirements of fiscal

TTenneth "^urihara, "Thie Tiscal Role of Government
In Bconrmic Devel^r^TT^ent," Indian SconoiLic Journal. Vol. X^CCl^II,
July 1916, p. ̂ -C. This formula is valid -nly for the short-
run. For a linger period the rates would have to be compounded.

^i-.rthur Smithies, "Tlie C-^ntroi of Inflation," The
heview of Be onomics and Statistics. Vol. X:C\IX, No. 3, August
i9'y/, p. 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. Public 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 Is conceivable that Gw

might exceed Gn or be less than Gj^. In either case, the aim

would be to bring them and G together, and maintain conditions

of stable growth. Since the per capita Income already is

fairly high and since, under conditions of stability, the

rate of growth of output Is 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 consumption. For In a

developed economy G^, can exceed Gq and G. This spells secu

lar depression. The remedy would be to lower G* which, as

we have seen. Is equal to os. The condition of too high a

G^ arises In a developed economy because s (S/Y) Is high.

The requirement of stability thus would call for measures

designed to reduce the ratio of savings to national Income.^

The contrary policy of curtailing consumption would be called

for In the event that Gn G^. Thus In a developed economy,

^Arthur Smithies discusses a similar case in which
^ - '^w ̂  Gjj- His recommendation in this instance is that in
vestment must be deterred, and private consumption or govern
ment expenditure encouraged. ("The Control of Inflation," on.
cii,., p. 278.) '
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^ has to be moved up or down according to circumstances.

t). 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 The vast majority of people in these areas

are living on the margin of subsistence, so that the marginal

propensity to consume is 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 raise so that the backlog of un-

der-employment may be liquidated.

In xmderdeveloped economies chronically falls

short of Gq. In fact this condition has persisted for such a

long while that 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 alone the annual additions made to it through

increases in population. As G^ ̂  G^, there is not only dis

guised unemployment, but also conditions of chronic 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 designed to solve these twin

problems of under-employment and inflation. In this context

the goal of fiscal policy in an underdeveloped country may
be said to be the promotion of the highest possible rate of



72

capital formation without inflation. Stability is necessary

for progress, but the maintenance of stability does not re

quire a fall in ̂  as may happen in a developed economy, but

a rise in it. Since the basic malady is that exceeds G^,

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 raise 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 Gv might

rise above G and/or Gj^- This condition clearly cannot emerge

in an underdeveloped economy so long as there is disguised

unemployment and the standard of living is 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, <
I

instead of having to be switched backwards and forwards as '

may happen in a developed economy.

The contention put forward 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, Is the implications of this approach in the several

fields of public finance, \"Jhen one postulates an objective

for fiscal operations other than the securing of the "collec

tive" consumption of certain goods and services, one, hy

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 is true especially in the field of taxation, to which

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

let us summarize 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 consumption;

(b) encouraging the flow of investment into channels

judged to be most desirable from the point of view

of society;

(c) in a quasi-planned economy, regulating the flow

of purchasing power in accordance with the overall

pattern laid 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 relates to increasing the over

all flow of resources into investment. Over a period of

time this is achieved by raising the incremental saving ratio.

The second relates to the socially optimum pattern of invest

ment. The third objective is relevant where the quantum as

well as the pattern of investment is centrally planned to

some extent. In 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 is needless to canvass the importance of distributional

considerations. A mere increase in per capita income does

not necessarily lead to an increase in the welfare of all

sections of the people, un]ess an equitable distribution of

the rising national product is assured, 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 is easy to agree with Nurkes that "Not a change

in the inter-personal income distribution but an increase in

the proportion of national income devoted to capital form

ation is the primary aim of public finance in the context of

economic development,"^ it is not so easy to agree that

"  ... 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. Neither of the two objectives can be neg

lected. This is not merely because of political 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,^

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

^Ragnar Nurkse, Problems of Capital Formation in
Underdeveloped Countries, p. I't?. ,

flbidT
3lt 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 is 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 is 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.



III. STRUCTURE OF TAXATION MOST APPROPRIATE FOR INDIA

A. P\inctional 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 yield may be expected of

the tax systems in many countries, the improvement of revenue

systems throughout the underdeveloped world offers one of

the greatest unexploited instruments of economic progress."^
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

^Norman S. Buchanan and Howard S. Ellis, Approaches
to Economic Developments 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 powerfvil 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 compvilsory saving through tax

ation. Mr. Heller says: "To break out of thisCviciou^

circle, apart from foreign aid, calls for vigorous taxation

and government development programs; on this point, expert

opinion is nearing a consensus."^ 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.

^Taxes and Fiscal Policy in Under-Developed Countries.
P • 3 • o

See, for example, "Taxation and Economic Develop
ment in Asian Countries," Economic Bulletin for Asia and the
Far East. Vol. IV, No. 3, November 19^7
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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 predominate and 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,

transport, and industry. They are used for speculative pur

poses and for investments in commerce and real estate. The

inference is drawn that public investment has to be stepped

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

the Economic Bulletin for Asia and the Far East makes this

statement: "Taxation, therefore, remains as the only effec

tive financial instrument for reducing private consumption

and investment and transferring resources to the government

for economic development."^

Another powerful argument is adduced in favor of

public investment and 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

llMd., p. 3.
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reduced, but 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 political offence. The only

feasible alternative is to build up capital on public ac

count."^ In this view, taxation could be used to reduce

inequalities as well as to promote public investment. What

is needed then is a higjier level of taxation on all sections

of the population and a tax system vtiich is moTt 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 is the Taxation Enquiry Commission's

recommendation that it was important to strive by stages

for the implementation of a "celling" on personal incomes.2

^"Some Financial Aspects of Development Programmes
in Asian Countries," £c )nomic Bulletin for Asia and the Fai
East, Vol. Ill, Nos. 1-2, November 1952, p. 3.

^TEC Rpport. Vol. I, p. 15^.
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The Taxation Enquiry Commission,^ it is true, did

not recommend the im'aediate implementation of its recommend

ation. Nor 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 ideas 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 raised 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 government 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 raising more revenue in India may be readily-

conceded. But the more important and more fundamental prob

lem is to raise the rate of savings in the economy as a whole.

This must be treated as the paramoiint q^uestion. 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.

^Referred 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 accept the

apparently satisfactory solution of compulsory collective

savings. Net capital 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 tax revenue to

national income ranges around 7 per cent of national income.^'

Of this the government is able to spend very little on fixed

capital formation. In 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 national income and all of this increase

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

^This is true also of Thailand, Malaya, and the
Philippines, ^



83

ture is not to increase at all, we find that tax revenues

would have to be raised by 71 per cent from their present

level. It is doubtful if this increase can be achieved in

the near future. Further, it is unrealistic to assume that

current expenditure would or should not increase during the

course of development. Building up 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 welfare governments need for

current purposes and another 20 per cent or so for gross

capital formation."^ 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 tax-financed public

investment. V/hen it is remembered that the present level of

taxation is around 7 per cent of the national income in India,

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.

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



8W

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.

All three methods should be given importance, if rapid eco

nomic development is the foremost aim of economic policy.

Even where public investment is given priority, as

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 undertakings, and steel mills,

borrowing from the public is a legitimate method of financing.

A word may be said about private investment. There

is no need to canvass the case for increasing private invest

ment in a mixed economy. If the needed scale of private in

vestment in the right directions is not forthcoming, the

right approach would be to encourage wise entrepreneurial

effort. It is not as though, in India, all private invest

ment is in the wrong directions and no business man is in

terested in productive investments in manufacturing industries,

Data are now available which give an indication of the part

which some entrepreneurs are willing to play in the country's

economic development.



85

The TEC made an analysis of the balance sheets and

profit-and-loss accounts of some public companies for the

years 19^6-51.^ This analysis revealed that corporate sav

ings provided a larger source than new subscriptions, on the

whole, in financing industrial expansion during the post-war

period. This is true of old as well as new companies, though

in the former corporate savings played a more important part

than in the latter.^ It also appeared that a significant,

part of fresh capital went into new companies.8

The Reserve Bank of India more recently has studied

the growth of 750 joint-stock companies in India during 1950-

55A Since the total paid-up capital 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 significance in indi

cating the trends in the private sector. The study revealed

that gross and net fixed assets recorded a rise of almost 50

per cent each during the 5-year period.^ Profits rose

steadily from the year 1952.^ That the rise in profits was

^TEC Report, Vol. I, Chapter 7. The analysis was
based mainly on balance sheets and profit-and-loss accounts
for common companies in 19^6 (^07) and in 1951 (^8), and on
a questionnaire in respect of ̂ 92 companies.

2lbid.. p. 115.
3lbid.
^"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 a paid-up capital
of Rs 500,000 or more. Banking, insurance, and investment
companies have been excluded.

5lbld., p. 839.
6IbiI.. p. 8ltO.
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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.^ 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 formation in industry in ab

solute figures also is not inconsiderable. Gross capital

formation during 19^6-51 in the manufacturing sector for all

public limited companies was estimated at Rs 6.71 billion;

of this, fixed asset formation (gross) amounted to Rs 3.17

billion, giving en annual average of Rs 630 million.3 In

the period of the First Plan, private investment was stepped

up considerably. The rate of investment in factory enter

prises in industry is estimated to have risen from an average

of Rs 260 million per annum in the first two years of the

First Plan to Rs MK) million in the third year, Rs 500

million in the fourth year, and Rs 850 million in the final

year.^ These latter figures are exclusive of the expenditure
on modernization and replacement of machinery.

^Ibld.
^IHH.
3TEC Report. Vol. I, p. llW.
^Government of India, Planning Commission. Review of

the First Five■ Year Plan, p. h.
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These deta suggest that the oft-repeated statement

that 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 India 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.^ 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 fundamental 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 private 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 beconcemed• merely with

^The amount of loans disbursed to various concerns
by the Industrial Finance Corporation of India has continu
ously moved up from Rs 1^+5.3 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. Nr>.

November 16, 1957, p. 897.)
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avoiding curtailment of the incentives to saving and enter

prise, it should go further and strengthen incentives to

saving and investment. The rule of compulsory saving can be

applied wherever voluntary saving out of large incomes is

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 canons somewhat different from some of the

traditional rules of taxation developed for western econo

mies. As Mrs. Hicks says: '^Naturally 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."! Yet, by and

large, traditional concepts and principles hold the field.

This is 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 as in the West, to support any kind of

proposal for highly progressive taxation of income and

wealth. To give 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

^Ursula K. Hicks, "Direct Taxation and Economic Growth "
Oxford Economic Papers. Vol. VIII, No. 3, October I956, p. 303.'
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is recognized that income as defined by existing Income Tax

lavs and practice Is not a sufficient measure of tax paying

capacity and that the system of taxation on Income has to be

supplemented by taxation based on wealth."^ 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, a 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 common bene

fits flowing from governmental operations. This contribution,

It Is argued, should be In accordance with a person's ability

to pay, or taxable capacity. 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 validity of this last inference often has been

questioned and denied. In fact It has been shown that the

principle of ability to pay does not lead unambiguously to

any particular scale of taxation. Each person, In accordance

with his own political predilections, can make a convenient

assumption as regards the rate of diminution of marginal

utility, and then come up with a proportional or progressive

^Government of India,_^Mlnlstry of Finance, Finance
Minister's Speech. May 15, 1957, pp. 11-12. " ~
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scale of taxation. "PXirthermore we c:.nnot determine the

meaning of 'equal sacrifice' unambiguously. It is open to

several possible interpretations, each of which is as good

or as bad as any other. Thus the theoretical structure

built on the basis of the principle of ability to pay to

justify progressive 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 arguments adduced in support of such taxation, one

is inclined to agree with Kaldor that it is the desire to

reduce economic inequalities which is the most important

motive as well as Justification for adopting a highly pro-

gressive tax system in terms of its burden on incomes."^ The

increasing need -for governmental 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 it is that teachers of public

finance in underdeveloped countries also refer to the prin

ciple of ability to pay as the fundamental principle of

^Gunnar Myrdal, The Political Element in the Develop«
ment of Economic Theory< tr., Paul Streeten, Harvard Univer
sity Press, Cambridge, Mass., 19?^> 17^. See "The Theory
of Public Finance," chapter 7 of this book, for a thorough
discussion of this question.

^Nicholas Kaldor, 0£. cit.« pp. 26-27.
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public finance and seek to build a tax structure on that

basis.^ It may be that in doing so these economists are

impressed with the explicit theoretical Justification given

for progressive taxation of income, vAile they lose sight of

the real motive behind it, ̂ rfiich is the reduction of in

equalities .

If the reduction of inequalities is the real Justi

fication for adopting highly progressive taxation of income

in developed economies, it is not clear v4iy the same system

should be copied in underdeveloped countries, unless it can

be shown that this is the best method of reducing inequali

ties in these latter countries also. In other words, the

question of reducing inequalities must be taken up and con

sidered separately, keeping in view the peculiar conditions

obtaining in underdeveloped countries and the specific re

quirements of a developing economy. An attempt 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 insist. Even so,

this principle can be anplied rigorously only if we assume

A 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. 2171
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that taxation is solely a contribution to defray the costs

of certain comnon 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 governmental services

that have to be financed somehow, but the volvune of govern

mental services that could be undertaken in the future itself

will be dependent on the rate of investment and economic pro

gress. It is the rate of investment then that must be

assigned the first priority. It follows that the principle

of ability 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. In 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 vrtien

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 mainly through 

progressive direct taxation, economic incentives would be 

affected seriously. So whenever taxation is raised to some 

extent, the burden of indirect taxation increases more, the 

tax structure remains regressive, and nothing is done to en­

courage private saving--at least nothing significant. The 

dile~~a referred to above can be resolved only if we abandon 

the traditional interpretation of the so-called principle ot 

ability to pay. 

4. Taxation and Economic Surplus 

Writers on underdeveloped areas point generally to 

the low level of savings in these areas. This level must be 

raised; but, according to many economists, such cannot be 

done to any significant extent because ot the low level ot 

per capita income which is said to be the cause of the lov 

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 ot the 

national income going to the upper income groups and the 

share of property income in total income are probably more 

tmportant determinants 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.^ From this he has drawn the following conclusionsj

(a) more than half of the national income is 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 little more than 23 per cent

of the total.^ The last conclusion is significant for our

purposes. In broad terms, the income' from property in the

United Kingdom and the United States has varied between 20

4i3 25 per cent of the total 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 India fail to do so. As 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

^S. J. Patel. "The Distribution of the National In
come of India, 1950-51," The Indian Economic Review, Vol.
Ill, No. 1, February 1956, p,"JI

fibid., p. 9.
■^Economic Bulletin for Asia and F^ East, Vol. Ill,Nos, 1_2, November 1952, p, 23.
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income, and that in the Philippines 10 per cent received

33«3 per cent of the income.^ In the light of these data,

it is difficult to accept the argument that these countries

cannot afford to save and invest a higher proportion 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. Pateli

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 is approxi
mately the same. The low rate of produc
tive investment in India may, therefore,
be explained, not by a reference to the
low average income, but the preponderance
of "feudal" income (in property income),
which in the main is sterile at present for
furthering economic development.^

In all pre-industrial societies, 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.

plbid., p. 22.
^S. J. Patel, 0£. cii., p. 11. Italics in the original.
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Accordingly, the starting point for any realistic

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 somevrtiat

tricky, it is a valid and useful one for our purposes.

Civilization is made possible for any society or nation when

its economic system begins to generate a surplus over essen

tial consumption,^ Following Professor Baran, we may dis

tinguish between actual economic surplus and potential economic

surplus.2 Actual economic surplus is the difference between

actual current output and 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 night be regarded as essential 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

pend on the purposes for which and the manner in \rtiich this

^It 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
3 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.

2paui A. Baran, Political Economy of Growth,
Monthly Review 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), r- for

productive investment. Economic progress req-uiref- . . t, in

the initial stages at any rate, a high proportion of this

surplus be channelled into productive investment. In an

agrarian country like India, a great part of the surplus

originates in the agricultural' sector and 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.^ 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 socialization 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 economic

development, accordingly, is to mobilize this surplus, direct

it into productive channels, and continually to enlarge its

size.

Canons of Taxation for India -

Granted 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 a great part of the surplus which at

^Mentioned in ibid., p, 225»
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present is 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 canon 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 ratio. 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, conmiodity taxation

can be used effectively for this purpose.

The fourth important canon of taxation for India is

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 aroiind 7 per cent of the national income. Even
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if it is not possible immediately to raise the share of the

government, it is 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 have a high income-elasticity of

demand and also adopt a progressive scale of income taxation.

Since the marginal rate will be higher than the average rate,

the share 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

among the different sections of the population. This is ex

actly what is done when a great part of the surplus in the

economy is 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

prevented from using their surplus for excess consumption.

Sacrifices in consumption are shared alike by all members of

the society. A corollary from this general rule, one that

often is forgotten, is the rule of horizontal equity. That

is 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 is an unam

biguous rule of equity and yet it is one that the Indian tax
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B. Taxation of Income and Wealth

1, Tiie Case for a Partial 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 manner of taxation must be

such as to encourage individuals to save. In other words,

there is a case for exempting from income taxation savings

which are invested in directions which are considered socially

necessary.

Such total expemption is Justifiable only if we con

sider taxation solely as a tool for promoting economic growth;

in fact, however, taxation is also 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 partial but suffi

cient exemption. If one realizes the over-riding necessity

to raise the rate of savings in the economy, one would agree

that such an exemption is absolutely necessary.

'"See 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 surplus 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.^

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. According to this resolution, only industries of basic

and strategic importance, those in the nature of public

utility services, and those which require investment on a

scale which only the state can provide, are to be in the

public sector.^ The development of all other industries is

left to private enterprise. In this institutional setting,

to inhibit private enterprise would be to inhibit economic

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 yield 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

^See above. Part II, B, 2.
"^Second Five Year Plan, pp. V5 and 50.
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incentives to saving and enterprise; if rapid econoniic develop

ment is desired, it is necessary to go further and strengthen

incentives. This is no less a compelling duty of the state

than the provision of overhead capital.

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 principle 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 pay does not lead definitively to any particular

scale of taxation. It cannot therefore be maintained that

taxation that is slightly regressive with reference to in

come necessarily is inequitable. The more important point

is that economic development requires 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 is only through economic progress that the

standard of living of the masses can be raised appreciably.

A 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 that 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 it would have
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been with a higher rate of growth.^ This means that It is

not in the interests of any group to accept a re-distribution

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
p

of encouraging the baking of more pies."'^ 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 grovth.

As has been pointed out already, an equitable distribu

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 are 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; agricultxxral incomes are treated leniently; and

lastly, incomes in the form of capital gains completely

escape taxation*

Under our scheme, capital gains would qualify for

taxation on the basis that they are beneficial receipts %rtiich

^Kenneth E. Boulding, "Fruits of Progress and the
Dynamics of Distribution," American Economic Review. Vni
XLIII, No. 2, May 1953, pp. Wl-lf82. '

2lbid., p. >+83.
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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.

Taxation of capitc.-". ; :-lns not only will mete out more even

Justice betve'^n dl: . - c-nt individuals but also will close

one of the well-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 that 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 is not being invested produc

tively. This scheme serves a double purpose: if 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.

Either way the surplus is mobilized for economic development.

In this manner, the scheme helps us get out of a basic di

lemma in tax policy, vdiich is that more should be raised in

taxation but that this cannot be done for fear of destroying

incentives. Under the scheme now being discussed, even if

the government loses somewhat in tax revenue, it would have

succeeded in stimulating saving of which it can tak" a share.

What is needed is a practical and workable scheme

t>y 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 individual as

well as at the business level, the scheme would involve modi

fications in the taxation of both personal and business in

come. It may be pointed out, incidentally, 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 granted, 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 than charity,

especially in an underdeveloped country. And clear social

benefits arise when a person uses his income 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 centuryi

Thus this remarkable system depended for its
growth on a double bluff or deception. On
the one hand the labouring classes accepted
from ignorance or powerlessness, or were
compelled, persuaded, or cajoled by custom,
convention, authority, and the well-established
order of Society into accepting, a situation in
which they could call their own very little
of the c'ke, that they and Natvire and 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.^

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 "persuade" 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, inequalities 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, reliance should be placed on

a much heavier Inheritance taxation than exists at present.

If a 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 in 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

^J. M. Keynes, 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 capital gains would be

treated as income for tax purposes. Such a system without

other features would, if enforced, eat up private savings,

discourage people from saving, and might seriously affect all

economic incentives.

Therefore we have to build-in a scheme for the en

couragement of savings and for the enlargement of the surplus.

Accordingly, partial exemption from income tax should be

granted to certain investments. The exemption would apply

if out of the income of the year assessed, or out of capital

gains, 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 gains 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-



108

lent amount, he would not qualify for the exemption. If he

bought old or existing securities, then too, according to

this scheme, he would not qualify for this exemption (however,

see alternative scheme suggested below).

There would be three r a tc 6 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 prefer the latter

course on the ground that capital gains constitute irregular

income. In the United States long-term capital gains are

treated leniently. Under the scheme proposed capital gains

qualify for lenient treatment if 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

a new government bond issue, he need pay tax only on $85.

If he buys a new equity issue, then he need pay tax only on
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$80. If 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.

Kow will this affect the market for old securities

and for securities in general? It may be objected that the

market for old 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. trfill 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 certain secxiri-

ties, it is a matter of indifference vdiether 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 corporations. 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 consider is irtiether 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 if there is some such



110

i'ear, it may still be clearly profitable to buy the "nev"

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 $^2,50 as tax

instead of $50, He 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, etc.

Thus there is no reason to expect the "old" stock to sell

always at a discount or at substrntial discount.^

However, an alternative scheme may be suggested vdiich

will not give rise to this problem. Instead of the exemp

tion being limited to the purchase of "new" issues, it could

be extended to the purchase of any 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

a person enjoys an exemption vrtien he buys stock, he must for-

Teit the benefit thus derived when he sells it without re

placing it by stock of equivalent worth. This provision is

necessary to prevent many people from benefiting by purchasing

the same stock in succession. In this scheme then, the total

cost of securities already possessed by a person has to be

f=v However, this scheme might open up a loop-hole fortax avoidance. If the old securities should sell at a dis-
tax-payers might "engineer" capital losses to beoffset against capital gains.
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taken into account. Let us say that a person buys stock

worth J500 after the exemption scheme goes into operation,

Ke enjoys the appropriate exemptions. If at a future date

he sells part of this stock which cost him $200, he would

pay an extra tax on $30 (15 per cent of $200 which originally

was tax exempt), unless he buys stock worth $200 to replace

what he has sold.

The Taxation Enquiry Commission suggested another

scheme,^ It advocated the levy of a surcharge on income tax.

This surcharge was to be loaned back to the tax payer at

nominal rates of interest provided the money was used to buy

approved securities. The securities bought thus were to be

pledged with the Internal Revenue authorities to prevent

their sale. This scheme is less comprehensive than the one

suggested above. Further, it seems undesirable to require

the deposit of securities. Presumably the securities will

not be returned unless the loan is paid back. But a person

should not be prevented from selling his stock if he has

some need for money. All that can be required reasonably

is 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 is designed to

benefit all tax nayers. The taxation Enquiry Commission's

scheme will benerit mostly the upper income groups because

^TSC Report, Vol. II, pp. l^S-lMf.



..., -

only they may be in a position to pay back the loans. In 

1 fact the TEe confined its scheme to upper income groups. 
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The scheme of exem j: tions outlined above may appear 

unorthodox and quite novel. And at first sight it might 

look unacce p t~ble to many economists and financiers. Yet 

Some such sche~e is urgently called for in view of the over~ 

~helming need to raise the rate of savings. The TEe itself 

carefully considered the problem of providing for incentives 

in the tax slstem. It recom~ended a number of measures cal­

culated t o pro~ote investment in the private sector. Most 

of its recommendations in this regard, however, are related 

to business taxation. In the matter of personal income tax­

ation, in order to promote investment in special directions, 

it put forward the scheme of surcharge on income tax and 

loans for investment referred to above. It might be added 

that even before the TEe submitted its report, a number of 

concessions 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 TEe saids 

It must be recognized that restriction of 
relief to these two forms of savings, viz., 
ins~ance and r rovident funds, gives a certain 
degree of sti~ulus to investment in govern­
ment securities snd other compsratively less 
risky forms of investment and correspondingly 
restricts the scope for risk-bearing equity 
invest~ents. Theoretically, there is a case 
for includine 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 ~ould become a pure spending tax. 
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The problem would be to find forms of savings
or to work out administrative procedures which
prevent liability to abuse of any wider exten
sion of the relief.1

Mrs. Ursula Hicks, discussing taxation and economic

growth, suggests a few modifications to the existing system

of income taxation in the United Kingdom and then concludes:

"Nevertheless, we should clearly also look at more adventur

ous alternatives, such as Mr. Kaldor's expenditure tax."^

Thus the need for some device to promote investment

is felt keenly by eminent authorities in the field of public

finance. The scheme that has been put forward in this thesis

Is designed to fulfill this keenly-felt need. The TEC could

not think in terms of such a comprehensive scheme because it

^1(3 not envisage the taxation of capital gains. The main

argument it advanced against the taxation of capital gains

vas that it would discourage investment in equities. We

have already indicated a way by which this danger could be

avoided to a considerable extent. According to Mrs. Hicks,

a capital gains tax would definitely discourage risk-bearing,

tiecause whenever a switch of holdings took place, the capital

appreciation would be taxed, whether or not the funds were

rg-invp<;foH 1 But according to the proposed scheme, the

<^apital gains concerned would be taxed lightly if they were

re-invpQfoH once we introduce the taxation of capital

gains, the whole scheme becomes administratively workable.

^TEC Report. Vol. II. p. 1^3•
-  ̂Ursula K. Hicks, "Direct Taxation and Economic
Growth," o£. cit., p. 309.

^Ibid., p.



b. Business Income, We now turn to taxation of

business income. The TEC made certain recommendations re

garding taxation of business incomes. First, it recoamended

the granting of a development rebate of 25 per cent in a few

selected industries of national importance,^ This rebate

would reduce taxable business income by 25 per 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 depreciation allowances on

new investments, and (c) granting exemption from taxation to

profits of new concerns up to a specified period of time.

Of these, the rebate on undistributed profits has been abol

ished since then.

If we take the TEC's proposals as a vdiole, 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

is not based on any well-defined principle of taxation, ex

cept the general desirability of promoting investment. At

^TEC Report, Vol II, p. 99.
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any given time, the profits of a n'omber of businesses are

removed completely from the sphere of governmental control

and cannot be manipulated to co'onteract inflationary pressures.

We are interested in stimulating investment out of income

and re-investment out of the profits of past investment. Ex

empting the profits of new companies from taxation would have

the effect of allowing the recipients of s uch 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 made, l^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 rates 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

ing 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. In

a growing economy corporations are the source from whlcu h

significant 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 e psrt of it for public investment# The best schems

probably would be to levy a flat-rate tax on corporate profits

and grant the development rebate 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 m^ke use of accelerated deprecia

tion allowances 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. In respect of investments of a specified nature

made after that date the development rebate could be granted.

Additional depreciation allowances amount merely to interest-

free loansj the development rebate on the other hand is a

more costly device because it 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 granting 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

visions only in the case of closely held companies. The

tax lews of most of the advanced countries contain 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.^

The scheme of exemrtions for savings is made applic

able to investment in all securities bec<'."i<='' that makes the

scheme relatively simple and adrainis^ratively workable, and

also because it is desirable to afford a general stimulus

to investment. Undesirable or low-priority investment could

be prevented by direct control of capital issues. On the

other hand, discriminatory commodity taxation and the re

striction of the development rebate to specified industries

would encourage investment in particular directions.

c. Tax Rates and Exemrtion for Saving. One great

advantage of the proposed scheme is that the rates of taxa

tion can be raised without .fleleterlous effects on savings.

Generally speaking, the rates of income tax are much lower

in the underdeveloped countries than 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 Lewis made a comparative study of the tax systems of 16

different countries (developed and underdeveloped) and came

to the same conclusion,^ They point out that the general

practice in the underdeveloped countries is to have-a high

exemption limit for personal incomes so that a man earning

D. T. Lakdawala, Taxation and the Plan. Popular
Book Depot, Bombay, 1956) p. 200.

^Alison M. Martin and W. A. Lewis, "Patterns of
Public hevenue and Expenditure," T^ Manchester School of
Economic and Social Studies. Vol. XXIV, Ko. 3) September
1956, p~T 223. India is one of the countries covered by this
study.
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an Income comparable to i"200 a year usually escapes alto

gether from Income taxation.^ These conclusions are true in

general of the Indian tax system. In the upper income

ranges, the tax rates are 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 advanced 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

10,000 it is only 5.9 per cent.^ 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, and 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 inauguration 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

2See Table XII.
■^Ibid. These rates are applicable to an unmarried

person when the income is wholly "unearned."
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not done, there is no reason to suppose that the long-term

yield of taxation will be any 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

escapes taxation. Capital gains, agricultural incomes, in

comes of moneylenders and shop-keepers--all these are not

being taxed adequately now. They should and could be taxed

effectively. V/e have suggested also that tax holidays to

industries should be terminated. The net effect of these

measures may be that 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 assessed income at given

tax rates, it might at the same time increase the volume of

savings obtainable through government bonds. Borrowing from

the public is quite a suitable method of raising resources

for some types of investment (for example, investment in

power projects and re-lending to private businesses). Several

of the underdeveloped countries, including India, have such

small debt burdens that they could afford to finance much

development by borrowing.^ After all, in India much the

greater part of public capital formation (in fixed assets)

has been financed so far by borrowing from the public and

^Alison K. Martin and W. A. Lewis, o£. 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

estimated to be Rs 3.95 billion, while net savings by govern

ment was estimated to be only Rs 150 million.^ Further, the

combined budget estimates of the States for the same year

showed a deficit on revenue account of Rs 866 million, which

more than counterbalanced the surplus at the central level.^

This means that, on the balance, public capital was financed

by means other than current revenues. The proposed financing

of the Second Five-Year Plan also shows that public invest

ment in the five-year period, 1956-61, will be financed

through borrowing and credit creation.^ Out of a total of

Rs W8 billion of public expenditiire under the plan, Rs 10

billion are of current nature (on education,social services,

etc.). Such expenditure does not create productive assets

and has to be reckoned as non-investment expenditure. The

investment component of the plan then amounts to Rs 38 billion.

As against this composition of plan expenditure, the surplus

available from current revenues in the five-year period is

estimated to amount to Rs 9.5 billion only. Thus no surplus

is available for investment expenditure proper. It is not

intended to argue on the basis of these figures that public

investment should not be financed by government surpluses.

Our argument is that since the achievement of a sizeable

Reserve Bank of India Bulletin. April 1957, p. 3^0,
2a. G. Chindavarkar, "Finances of State Governments,"

Reserve Bank of India Bulletin. August 1957, p. 736.
■iSecond Five Year Plan, pp. 77-78,
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surplus seeES 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

likely to be that the tax system, rather than reducing eco

nomic inequalities, actually will increase them. Since

larger incomes \rtjen saved are less heavily taxed under the

scheme, inequalities of wealth will increase in course of

time. There is considerable truth in this contention. And

unless we Introduce countervailing measures to check the

growth of inequalities, the scheme might prove unacceptable

to the great majority of people in India as well as in other

Asian 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 standards of consumption are narrowed down to that extent,

A scheme of progressive income taxation "Which favors savings

together with a suitable pattern of commodity taxation can

go 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 is obvious, of course,

that the production of wage-goods would and should increase

continually as development plans get under way. This 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 is greater tih-an the rate of increase in

population, the level of living of the masses will gradually

rise. V.liether the poor become poorer depends very much on

the pattern of investment.

The TEC discussed the proposal for placing a ceiling

on incomes.'' For any such proposal to be meaningful, "income"

must be defined in a comprehensive way to include all "bene

ficial receipts." If this were done, however, and an effective

celling were placed on "incomes," the consequences certainly

would be disastrous. .-iS Kaldor points out, even a country like
2

the United States cannot afford to do such a thing. Highly

progressive income taxation really is not the most suitable

method of dealing with the problem of inequalities. Pro

gressive taxation with nominally high rates have not succeeded

TEC Report. Vol. I, p. 15^. As mentioned earlier,
the TEC was disposed favorably towards this proposal.

^Nicholas Kaldor, Indian Tax Reform—Report of a
Survey. Department of Economic Affairs, Government of India,
New Delhi, 1956, p. 11. This report is referred to here
after as Kaldor 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 \sdth inequalities should be examined

afresh, especially in underdeveloped countries.

There are three aspects to the problem of inequali

ties: inequalities 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 disparities in the standards of current con

sumption and, in course of time, accentuate 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 social product. Thus, a country with pro

nounced egalitarian ideals may object to three undesirable

consequences of inequalities: disparities in the standards

of consumption, concentration of economic power, and the

creation of a class of rentiers. The problem then really is

to prevent or mitigate these consequences without inhibiting

growth.
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It is necessary here to emphasize two considerations

that should not be lost sight of in dealing with this prob

lem. first is that there are definite limitations to

what can re 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 capital 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. It

could be argued that the adverse effects of heavy taxation

are vastly exaggerated; but it cannot be argued that we

should not allow individuals to hold large amoxmts 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 is, 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 is that the three consequences

of inequalities referred to above, though inter-related, may
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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. In doing so it does not discriminate between the

surplus that is used for productive investment and that which

is used for extravagant consumption. The main social signi

ficance of inequalities of incomes in the short-run is that

they lead 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 applicable only to estates that

are above the socially desired minimum mentioned above. Fur

ther, if the tax is based on the size of the inheritances

rather than on the size of the estates, the incentive to

dis-save may not be great. In any case, under the scheme

of exemptions proposed earlier, decuraulation of stock and

bond holdings will be penalized. It is far better to en

courage accumulation and then try to prevent the growth of

rentier class than prevent all accumulation. The danger
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of the very rich dls-saving is undoubtedly present, but in

so far as this concerns a relatively small 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 cvir-

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

heritance 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

a 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

and mildly progressive, after some point above the exemption

level, further accumulation would be virtually prevented.

Ihns such a tax would in effect place a "ceiling" on wealth.

Considerable danger is involved, of course, in any

hasty introduction of a ceiling on wealth. And it is clear

that the exemption level must be fixed only after the most
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careful consideration. 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 handsj and a reasonably-conceived

celling on wealth may not result In highly deleterious effects,

it might be added, however, that, of the two schemes put for

ward, the first one with heavier Inheritance 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 Is 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 and 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 encouraged;
(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 there will be a virtual

upper limit to the holding of wealth.

It must be pointed out that 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
society. It is envisaged that such a 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 limits. 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 Taxation

It is common knowledge that indirect taxes play a

very important role in the finances of xinderdeveloped coun

tries. The structiire of indirect taxation in these coxmtries

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 again ve must ask not simply

how to raise 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 is necessary to consider

also the effects on the incremental savings ratio.

One Justification for the taxation of articles that

are widely consumed is that it is necessary to raise enough

revenue to finance at least the essential governmental ser

vices. In imderdeveloped countries It becomes necessary to

raise 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 "equitable" a way as possible. High rates on

luxuries and low rates on articles of common consumption are

widely accepted rules. Such differentiation in rates intro

duces a broad element of progression.

^//hen we look upon commodity taxation as a weapon.for

promoting economic growth, its Justification lies in the

fact that it has a tendency to restrain consumption. How

ever, it should be used more for checking potential increase

of consumption than for curtailing the actual consumption of

the masses. It is easy to Justify taxation that is intended

to curtail the consumption of luxuries and other commodities

not essential for health and efficiency. But the taxation

of goods consumed by the general population in a poor \inder-

developed country may seem to go contrary to our principle

of laying the axe only on the element of surplus. The ques

tion may therefore be raised whether taxation of mass con

sumption has any role at all to play in developmental financ

ing. Since there is scarcely an element of surplus in the

incomes of the masses of the people, it would be clearly

undesirable as well as unjustifiable to force them to con

tribute to economic development out of their meager Incomes.

To argue that such taxation is necessary for the maintenance

of essential governmental services is one thing; but to say

that we must augment 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 commodity taxation Is

not to raise the rate of investment at any 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 mass commodity taxation becomes essential in underdevel

oped countries even from the point of view of economic devel

opment.

Raising the incremental savings ratio is one of the

most difficult problems in underdeveloped countries. It

must be remembered that it is not enough to persuade or

cajole the richer classes alone to save and invest. In 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

pensity 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

commodity 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 agriculture. When

agricultural productivity increases, the peasants have a

tendency to increase their consumption of farm products, es

pecially of food. Again, when part of the under-employed

labor force is drawn into industrial employment ̂ rom 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 part of the growing sur-
%

plus from the rural to the urban sector.

It is not suggested, of course, that there should be

no increase in the output of consumption goods; only that

increases in productivity should not be fully absorbed in

the consum'^tion-goods sector. Indeed a rapid increase in

the supply of some types of consumer goods is highly desir

able in the context of disguised unemployment—even apart

from humanitarian 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 all but the only goods available to those who are on the

margin 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

(c) luxuries: these are consumed mainly by the well-to-do./

Suppose that the population remains constant and

that there is no disguised unemployment. Ret Investment

will increase the real income of the population. This means

that people will have higher money incomes at about the same

level of prices, or about the same money incomes at a lover

level of prices. Vftien an individual's real income rises, he
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attenjpts to move in the scale of consumption frcm necessaries

to luxuries. If this movement is restricted, we can have in

creased production of investment goods, instead of an in

creased production of non-necessaries and lioxuries. The

level of living 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 that 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." That is

to say, though these people were consuming a certain amount

of goods in their previous state of vmder-employment, the

total demand for wage-goods in the economy rises when they

are given industrial employment. This happens for two reasons;

(a) they have to be paid a 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 circumstances, the volume of

^Jisguised unemployment cannot be reduced unless there is

some increase in the output of wage-goods. In other words,

the output of necessaries and some non-necessaries typically

consumed by workers must increase, if we are to reduce the

volume of disguised unemployment.

Suppose now that population is increasing, as it

actually is in xinderdeveloped countries. Vflien it is remem

bered that large sections of the population in these coun

tries live 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

the incremental saving ratio. For this purpose, it has to

be used in two different ways. First, it has to be used to

restrain a rapid expansijn in the output, .or even curtail

the output , of many non-necessaries and luxuries. Second,

it has to be used to transfer part .-f the increased output

of wage-goods to the investment and/or Industrjal sector.

This ultimately, is the rationale of the taxation of mass

consumption from the point of view of economic development.

It must be remembered that the curtailment or restraint

of consumption applies only to luxuries and non-necessaries.

In the case of necessaries, what is required is only that a

part of the increase in their 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 of food. Taxation of the basic articles con

sumed by the masses will in no way help in inducing or for

cing thf farmers to part with a greater volume of farm out

put. More of farm output can be got in exchange for a given

volume of non-farm output by turning the terms of exchange

against the farmers, that is, by raising through taxation

the prices of non-necessaries which farmers would wish to

consume in increasing quantities with a rise in their incomes.

Nor is it necessary, by tax measures, to restrain the con

sumption of necessaries by other sections of the population,

in favor of those who are given employment in the investment
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sector; for the vages paid to the latter will automatically

enable them to claim a part of the available supply of wage-

goods In the economy.

Writers on the subject of fiscal policy In underdevel

oped countries generally deplore the need to require the

masses to contribute to economic development through higher

taxation; but they often conclude that such taxation is in

evitable. ?Iow 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

vage-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 of 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

mental plans get under way, the output of many different

ty^es of consumer goods will Increase. Eow 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 Is 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 rather slow rise in the level of living, and not

reduce their consumption of necessaries,

F'Ton the above analysis it is clear that the main

role of mass commodity 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 raised 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 authority, taxation merely serves to bring the pattern

of future consumption in line with the pattern of investment.

To tax necessaries, and at the same time increase their out

put through government investment and subsidy, is a clearly

contradictory policy/'
The TEC put forward a recommendation that goes con

trary to our conclusion above. Discussing the most suitable

structure of commodity taxation for India, it makes the

statement: "Additional taxation of a wide range of luxury

or semi-luxury products, at fairly substantial rates, accom

panied by broad-based taxation of articles of mass consump

tion at comparatively low rates, is, therefore, indicated."^

^TEC Report. Vol. I, p. IV9.
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This is a statement to v/hich no exception can be taken. But

it goes on to sayz "For any substantial receipts from com

modity taxation and appreciable restraint on consumption in

the economy as a vhole, it will be necessary to extend excise

and sales taxation to the consumption of lower-income groups

and of goods commonly 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 necessaries appears unavoidable, if signi

ficant results by way of diversion of resources for financing

public investment, are to be secured."^ Some of the goods

included in the Essential 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 recommendation is not acceptable at all.

It is based on a purely "revenue approach" to the question

of developmental financing and 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 is not clear how

any oolicy 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 and the need to reduce

disguised unemployment call for a rapid increase in the out

put of at least the basic necessities. The First and the

Second Five-Year Plans have provided for substantial increases

^Ibld.
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in the output of these necessities. Therefore, the statement

of the Coininission that "an extension of the taxation of

necessaries appears unavoidable. 1_f siRnificant results by

way of diversion of resources f?r fInancing public investment

be

are to/secured," goes directly contrary to the intentions of

the planners themselves as well as to conclusions from eco

nomic analysis. (Emphasis added.)

2. Analysis 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 achieve 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 public

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 is achieved through

differential taxation. Taxation of luxuries and exemption

of capital goods, for instance, would cause some diversion

of this nature. V/e have already 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. Guch taxation is effective only in so far

as the domestic production of luxxiries is simultaneously cur

tailed. Finally, import duties may be levied in times of

inflation and of balance 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 retaliatory import duties by other countries

would render ineffective this particular 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

is 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

means of transferring resources to the government under con-
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dltions of full employment of factors 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 v;ould depend on the goods taxed and

bought, respectively, by the government. Under certain cir

cumstances, Increased Indirect taxation on a wide scale

^ight- lead to considerable rise in prices, which might lead

to a rise in wages. This result would tend to nullify the

effects of Indirect taxation in so far as the reduction of

the purchasing power of the people is concerned.

The ultimate economic effects of taxes depend not

only on the nature of the taxes themselves but also on

whether the tax revenue is spent and if so, in what directions.

In what follows it is assumed that the revenue collected is

all spent without significant lag. It is also assumed that

all factors other than labor and natural resources are more

or less fully utilized. The analysis is carried on in a

setting of pure competition except when specified otherwise.

The effects of indirect taxation can be analyzed

conveniently under the following heads; (a) revenue effect5

(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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important taxes which would bring substantial revenue to the

government. These are taxes on goods that have a low price-

elasticity of demand. The price-elasticity of demand for the

same commodity on the part of different groups is often very

different, 'j^en the income of a person increases, it is

likely that his demand for certain goods will become less

elastic. This is another justification for taxes on goods

with a high income-elasticity of demand since, as Income in

creases, such taxes tend to increase revenue more than pro

portionately.

b. Diversion Effect. Taxes on particular commodi

ties have a tendency to cause a diversion of resources from

the industries concerned. The extent of the diversion, it

is generally argued, would depend on the relative elastici

ties of supply and demand. The more inelastic the demand or

supply is, the less is likely to be the diversion caused by

the change of tax. But the expenditure effects may modify

the tax effects. The proceeds of a tax may be spent in such

a way as to lead an additional 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-rates are raised, and the additional proceeds are spent

primarily in employing labor that is presently under-employed,

then there may be no net reduction in the demand for wage-

goods. In other words, the total quantity 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 vdiat ex

actly we mean by elasticity of supply. iVhen a tax is imposed

on a product, the marginal cost of production is increased.

Under competitive conditions the price cannot be raised di

rectly. Therefore the producers tend to reduce output and

hence reduce their demand for factors. This causes a fall

in factor earnings. Supply can be considered elastic if the

owners of resources would reduce their offering of resources

when their rate of remvmeration is thus reduced. They may do

this (a) if they decide that it is not worthwhile offering

their services or resources in the former quantity 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 majority of cases we can safely assume that only the

second cause 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 same field and accept a cut in their earnings.

It is then that we may say that the supply of the product

taxed is inelastic. In the following discussion the term

"inelasticity of supply" is used in this sense. In the short

run, supply can be inelastic. In the long run, however.
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enough resources to replace the exhaustion or removal of ex

isting ones will not enter the taxed industry, and the total

supply of resources in the industry will shrink; for owners

of non-specialized resources can earn higher rewards for in

crements of investment in industries other than the taxed in

dustries. Tlius in the long run the supply of factors will

become fairly elastic to the taxed industry.

Let us consider the diversionary effects of taxes on

particular commodities with different degrees of elasticity

of supply and demand (absolute elasticity and inelasticity

being ruled out).

(i) relatively elastic supply and relatively elastic

demand. Since the supply is elastic, there is restriction of

output and some resources leave the taxed field. The objec

tive of diversion of resoiirces is achieved to the greatest

extent in this case. Since the demand is elastic, the con

sumers spend a smaller amount on this comn.odity at the higher

price. This enables them to spend more on other commodities

and/or save (more). Increased expenditure on other commodi

ties diverts some resources to other private sectors.

(ii) 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 spend more on this commodity at the higher

price than before and would therefore have to cut down saving

or spending elsewhere. Hence the greater part of the diver

sion takes place in other sectors of the economy.
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(ill) relatively inelastic supply and relatively

elastic demand; Under these circumstances, reversing the

comparative elasticities, the diversion from the taxed indus

try is likely to be about the same as in the previous case.

There will be some rise in price and consumers will spend

less on this commodity and more on others. In this case,

the tax comes more out of the cut In earnings of the factors

than through a rise in price. This fact causes a corres

ponding diversion of resources. Since we have assumed that

supply is not absolutely inelastic, the degree of elasticity

of demand would make some difference. With an elastic de

mand consumers would have more to spend on other commodities;

with an inelastic demand less to spend on other commodities.

(iv) relatiVeLy inelastic supply and relatively in

elastic demand: In this case the reduction in output is

likely to be the least of all four cases. Though the demand

Is inelastic, the nrice rise will not be considerable since

the supply is inelastic and resource owners will have to

accept 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 above analysis it follows that, in the short

run, output in a particular industry is reduced least by a

given increase of tax when both supply and demand are inelastic.

Hence this is the case of the greatest revenue to the govern

ment but of minimum of diversion from the taxed industry,

ktien both supply and demand are elastic the diversion caused

is the grectest, 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 phenomenon. In the long

run, therefore, cases (i) and (ii) are of greater relevance.

In these cases we find that when demand is elastic, the greater

part of the diversion is caused from the taxed industry; and

that when demand is inelastic, the greater part of the diver

sion is caused from other industries. Further, in the latter

case the revenue produced by the commodity tax is greater

than in the former.

c. Price Effect. The government, it must be remem

bered, is ultimately interested in transferring certain re

sources to the public sector or to the private investment

sector. Typically, these resources consist of different

■types of intermediate goods and labor—both skilled and un

skilled. V/e have to examine how the process of transfer

affects the price level under different assumptions.

"«/hen a commodity is subjected to increased tax not

matched on all commodities, there is a tendency for its out
put to be reduced (except as change of expenditure may coun-

■ter this effect). To what extent the reduction in output
would raise its price or reduce the incomes of factors en

gaged in producing the commodity would depend on the relative

elasticities of supply and demand for the commodity. Let us
assume that the demand is o^ unit elasticity and concentrate

our attention on the supply side. If the factors of pro
duction are mobile, 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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eoods and their supply will increase. Their 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 incustries in ',o/hich thA factors con be used, 

the smaller will be the fall in their inc)mes, and the greater 

the rise in the price of the taxed co~~odity. On the other 

hand, the l arger the n'lJJlber of cOlnmodi ties taxed, the gre"ter 

is likely to be the fall in factor inco~es, and the smaller 

the rise in the prices of the taxed goods. 

These are the results if we assume that the tax 

revenue is not spent. However, our general assumption is 

that the tax revenue is all spent. If public expenditure 

creates some demand for f 3ctors used in the taxed industry, 

or for goods that can be produced with these factors, then 

the fall in factor incoJJes and in the prices of the alterna­

tive pr oducts that they CEn produce will be arrested some­

what. Therefore the rise in the price of the taxed commodity 

will be correspondinely greater. Only if the factors concerned 

are completely specific and gover~ent expenditure creates 

no demand for them, will the adjustment be solely in the 

form of fall in factor inco~es. This is the case of perfect 

inelasticity of supply which we have ruled out for practical 

purposes. In all cases of ~es 2 than perfect inelasticity of 

supply, there is some rise in the price of the taxed commodity. 

On this baSiS, the assumption that demand is of unit elasti_ 

city can be relaxed. 

Suppose that the elastiCity oi demand is 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 satisfied 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 is of less than unit

elasticity. The price rise is greater in this case. The

consumers spend more on the taxed commodity than before, and

the demand for certain other goods falls. This may lead to

a fall in their prices. But much depends on the action of

the government. If the government uses the revenue to buy

resources used in the taxed industry, the last-mentioned re

sult follows. If the government buys mainly resources used

in entirely different industries, then the price rise will

take place in these industries. If there is 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.

Aside from monopolistic effects, the point to note is that

the effect on different prices depends not merely on the tax

change, but also on change in the way in which government

revenue is spent, and that there can be a combination of

price rises and falls. For instance, a tax on tobacco may

have the effect of reducing the demand for movies and popu

lar magazines; and the proceeds of the tax may be used to

pxirchase steel, cement, and labor for construction. Since

these resources do not play a very significant part in the
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secondary Industries 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 consolation to the ordinary

consumer to argue that after all the prices of movie admissions

and magazines have fallen.

The discussion above brings out another point of

importance, namely, that taxes on particular commodities can

be shown to cause disturbances in different sectors of the

economy. If the price rise and the disturbance are to be

kept to a minimum, there is a presumption in favor of imposing

additional taxation, when necessary, on industries competing

for scarce factors needed in the public sector, wten it is

desired to increase public expenditure, financing it thro\igh

increased commodity taxation, the criterion for selecting a

new tax should not be primarily the degree of inelasticity

of demand, but rather the degree of competition vith the

public sector for factors of production. Commodities with

inelastic demand are favorite objects of taxation because

taxes on these commodities bring in relatively greater monetary

revenue to the government. It is true that, ceteris paribus.

a tax levied at a given rate on a good vith inelastic demand

^ill reduce private incomes more than one on a good vith a

relatively elastic demand. Hence, if the aim is anti-inflation

ary action, it may be preferable to tax goods vith an in

elastic demand. But if the primary aim is the transfer of

resources 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 is relatively elastic, the

government should be able to acquire the factors at lower

prices than would have obtained had there been no tax-induced

shift of resources. Therefore, the degree of elasticity of

demand need not be the deciding factor in the selection of

commodities for additional taxation.

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 in recent years. The earlier attempts

to generalize the conclusions about particular excises were

not quite satisfactory because these conclusions were based

on a type of partial equilibrium analysis. The general sales

tax affects all industries and goods simultaneously and its

effects must be analyzed in a general equilibrium setting.^

In 1939, Professor Harry Gunnison Brown analyzed at some

length the effects of a general sales tax and advanced the

conclusion that its burden rests upon the factor owners in

proportion to their incomes rather than on the consumers, as

usually believed.^ Professor Earl Rolph more recently has

restated the Brown case and accepted his conclusions.^

A general sales tax, by raising the cost of capital
goods, will affect the pattern of investment. We do not con
sider this effect of a general tax here.

^larry G. Brown, "The Incidence of a General Output or
a General Sales Tax," Journal of Political Economv. Vol.
XLIIl, April 1939, p. 25^-62.

3Earl R. Rolph, "A Proposed Revision of Excise-Tax Theory,"
jg'^rnal of Political Economy. Vol. LX, Eo. 2, April 1952, pp.
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Professor Rolph assumes that there is perfect com

petition in the markets for all products, factors, assets,

and claims, and that all prices are completely flexible. On

the basis of these assumptions, he argues as follows; Under

a completely general tax, there will be no untaxed fields to

which factors can migrate in an attempt to escape a cut in

their Incomes. When the tax is levied, the firms are not in

a position to raise the prices directly. They have, there

fore, an incentive to reduce output. This means a reduction

in the demand for hired factors as well as owned factors,

which tends to reduce their incomes. Since there are no un

taxed fields, the migration of factors is 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. As regards the product mix, the uniform tax would

he neutral. Rolph 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."^

Rolph does not take into account in his analysis the

effects of the expenditure of the additional tax revenue.

Since we have assumed that the tax revenue is spent, we must

consider the effects of the tax-expenditure program as a

whole. The final result of the program will depend on the

^Earl Rolph, 0£. cii., p. 116.
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assumptions we make about the effect on the level of aggre- 1

gate money demand. We shall, therefore, discuss the price

effects of a general sales tax under different assumptions

about the level of money demand. • <

The exact effect on aggregate demand depends on (a) the

extent to which private consumption and investment are cur

tailed as a result of the tax, (b) the expansionary effect of

the use of the tax revenue, and (cf) current monetary policies.^

Assuming that there exists neither an inflationary nor a de

flationary situation, we may inquire when, or under viiat

circumstances, aggregate money demand will remain constant

and when it will change.

The initial effect of a general tax, or of an increase

thereof, vinder pure competition, is to reduce all factor in

comes. Let us assume that the total private demand for goods

Is reduced to the same extent as the reduction in factor in

comes. Now if the tax revenue is sterilized, there will be

a tendency for the prices of goods to fall.^ Thus a deflation
ary situation is created. In this case, the aggregate money

demand has fallen.

On the other hand, if by chance the government should

directly, and without delay, buy the same goods in the same

amounts as factor owners would cease to buy because of the

fall in their incomes, the price level would remain unchanged.

^Cf. John F. Due, "Toward a General Theory of Sales
Tax Incidence." Quarterlv Journal of Economics. Vol. LXVTT.

No- 2, p 258. *
2Rolph fails to follow through the effects of the

fall in factor incomes.
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In this case, the aggregate money demand would remain as it

was and there would be no change in the product mix or out

put. The money flow going into the firms would remain con

stant, but a part of it would be appropriated by the govern

ment. Consequently, factor incomes could not go up to their

pre-tax level. Only in this very special case, dependent on

all the assumptions made above, could the aggregate money

demand and the price level remain constant.

Most probably the government will not purchase with

the increased tax revenue the consumer goods for which pri

vate demand is reduced by the tax change. For developmental

purposes, it would wish to increase mostly 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 economy. 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-

nients demand for factors as such tends to prevent a fall,

which the tax increase otherwise would cause, in their prices

in the economy as a whole. The result will be that the

prices of products will rise. In this 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

city 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 demand. As

prices rise, consumers will spend more money than before on

the former and less on the latter. It is reasonable 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 than the rise in the general price level.

The Increase in the price level and in aggregate

money demand necessarily will require an increase in money

supply (MV). If we assume an elastic money supply, an in

crease in M can easily come about, when necessary. And the

government's action in taking the tax from consumers' ex

penditure and spending it a second time, before it is paid

out to factors, may tend to increase the velocity of circu

lation. Unless, therefore, restrictive monetary policies

are being followed, an increase in money supply necessary to

make possible a rise in prices will occur in the economy.

Some of 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 a reduction in savings without a

corresponding fall in investment. In this case the tax will

have a greater expansionary effect. Another assumption was

that all factor prices were flexible. In fact, of course,

many of them are sticky. To the extent that prices of some

factors are 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 com-
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petition. As Professor Due has pointed out,l under conditions

of oligopoly, the firms can and will directly raise prices as

soon as the tax is levied. This will result in some unemploy

ment of the factors of production. But the factors that are

thus thrown out of private industries may be absorbed in the

public sector vdien 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

case of constant aggregate money demand Is a very special

one. The more usual and realistic one Is that of increased

aggregate money demand with aggregate real factor demand re

maining constant or also being higher. Therefore, the tradi

tional conclusion that the imposition of a general sales tax

results In rise in prices seems to be substantially correct.

Sy contrast, an income tax-financed Increase in public ex

penditure, under similar circumstances, is not likely to

lead to a similar rise in the general price level. There

vlll of course be some expansionary effect in so far as

private factor demand does not fall as much as government

demand increases. But in the case of the income tax, a part

of the factor Incomes is appropriated directly, and not by

driving a wedge between the prices paid by the consumers and

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

^John F. Due, O]!. clt., 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.^

The above conclusion regarding the effect of a general

sales tax is only a first approximation. It might be profit

able to inquire into some further repercussions on the price

level. In the earlier argument, the expenditure of tax re

venue was held to restore the original level of factor demand

and factor prices. The aggregate real demand for factors

would be the same as before the tax, with private demand be

ing less and government demand being greater. But would the

additional government demand be for the same factors as are

.released by the reduction in private demand? 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 it is decided to step up public investment

through additional sales taxation and that the additional

revenue is used to finance a developmental project in which

the proportion of labor to other factors employed is very

high. Then, unless in the industries, for vtiose 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 demand for wage-goods in the economy, because

additional labor employed by the government will exceed that

displaced from private industries.^ In this case the price

^For a similar conclusion, see Richard Goode, "Anti-
Inflationary Implications of Alternative Forms of Taxation,"
Papers and Proceedings of the American Sconomic Association.

May, 19Jf p. 157.
^It is assumed that some labor will be drawn from the

pool of disguised unemployment.
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of wage-goods will rise to a greater extent than the general

price level. In underdeveloped, over-populated countries, where

developmental projects are often employment-oriented, this is

a point of major relevance.

We may consider the reactions of different groups of

consumers to the increase in the general price level. In a

poor country the great mass of goods consumed is in the natiare

of goods necessary for subsistence and work efficiency. For

our present purposes, the consumers in an underdeveloped

country can be divided into three groups: (a) those who

consume more than the minimum necessary for subsistence and

efficiency and also have a margin of saving; (b) those vrtio

consume more than 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

ignore those in disguised unemployment who may be consuming

less than what is required 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" is likely to be the largest.

This is obviously not the case in a highly developed economy

like that of the United States, where only about 10 per cent

of families have an income of $1000 and under.

"When there is an increase in the price of consimer

goods, group "a" can maintain its previous standard of con-

siimption, if it wanted to, by cutting down saving. In prac

tice, it 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. Group "c," however cannot

maintain even the minimum of consumption necessary for sub

sistence and 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. But those members of group "c" who are engaged

in wage-labor or in any kind of industrial employment must

have an increase in money wages, if they are to maintain Just

the minimum consumption necessary for subsistence and work

efficiency. Money wage levels are then likely to rise, lead

ing to a further increase in prices which might well-nigh

restore private demand to its original level before taxation.

That increased taxation of mass consumption would

lead to a rise in the cost of living and that this might

lead to demands for wage increases, is readily granted by

economists.^ But it is sometimes held that this possibility

is strong only in advanced economies viiere labor is organized

into strong unions. In an underdeveloped economy, where only

a small proportion of labor is organized and has bargaining

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

See, for instance. Agricultural Taxation and Economic
Develonment, ed., Haskill P. Wald, Harvard Law School, Cambridge,
Massachusetts, 195^) P»
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posed more easily on large sections of the laboring classes.

In the light of the above analysis, this kind of reasoning

seems fallacious. Those who are living on the margin of

subsistence .have a different kind of bargaining strength!

It is common knowledge that a large part of the labor force

in a country like India lives on the margin of subsistence.

It includes the landless workers on the farms, semi-skilled

and manual workers of all kinds, and self-employed persons

like the handicraftsmen. Most of the nonagricultural workers

are employed in urban and semi-urban areas. However, many

of them live in the villages and go to work in the towns.

Under these circumstances, the supply of labor to the towns,

at a subsistence wage, is likely to be extremely elastic.

If a less than subsistence wage is paid, the laborer with

draws himself and returns to the village. Very often there

is a family farm to which he can return.^ In India, during
and after World War II, this type of labor succeeded in ob

taining a gradually increasing money wage, though of course

wages lagged behind prices. Yet such labor was not organ

ized into unions. VJhile these workers are not in a position

to raise their wages appreciably above subsistence, nature

herself protects them by making impossible continued wage

below subsistence. In conclusion, therefore, it seems

inescapable that any considerable attempt to increase revenue

^For a detailed description of the conditions of the
Indian working class, see Radhakamal Mukerjee, The Indian

Class. 3rd edition. Hind Kitabs Ltd., Bombay, 19^1
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through mass conunodity taxation will lead to increases in

money wage-rates and to a consequent 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 resvilts noted above. This may

be true. But we are arguing only against substantial In

creases in mass commodity taxation to finance an ambitious

program of development. Visiting 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, increases

in the price level. Since the extension of direct taxation

is beset with many difficulties, the government of an under

developed country is strongly tempted to extend taxation of

mass consumption. Discussion of possible inflationary effects

is almost solely confined to the case of deficit financing.

It is implicitly or explicitly assumed that, so long as in

creased expenditures are covered by increased taxation, no

inflationary effects will be generated. This is obviously

not true under all circumstances.

In recent years the general sales tax has attained

popularity in advanced economies as an anti-inflationary

measure. If money wages could be prevented from rising,

increased sales taxation would certainly reduce purchasing

power and cut down spending. And ^»iiere the level of living

of the vast majority of the population is above bare subsis

tence, it is 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 lives on the margin of subsistence, the general sales

tax is not likely to be equally effective as an anti-infla

tionary measure.

d. Distribution ICffect. We come lastly to the dis

tribution effect of commodity taxation. Economists have

been long interested in the distributive effects of taxation,

as indeed is even the man in the street. These effects have

been traditionally held to depend on the incidence of particu

lar tax measures, the incidence being taken to mean the

"burden" (real or money) of the taxes falling on different

individuals or income groups. Hence the preoccupation with

incidence analysis. But since this analysis is usually in

the nature of partial equilibrium theory, holding all other

things as equal, the incidence and effects of public expendi

ture are not taken into account. The burden then means only

the reduction in real income suffered by different people

as a result of the tax measure alone, v/ithout counting the

"benefits" of public expenditure. Some writers like llrs.

Hicks have objected to the ignoring of the effects of public

expenditure in measuring the "burden" of taxation; 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 real income in the commxanity, since the

benefits of public expenditure have to be included in con

sumption. Nevertheless, it has not been possible to integrate,

in theoretical formulations, the redistributive effects of

the tax and expenditure sides of governmental operations.
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Thus In a recent study on incidence, Richard A, Musgrave

observes: "The distributional Impact of consumer services

provided by the government free of direct charges Is a differ

ent matter, requiring separate analysis,"^

If the benefits of public expenditures are Ignored,

It can be argued reasonably that the Incidence of a general

sales tax Is regressive. Under realistic assumptions, the

Imposition of a general sales tax would result In a rise In

prices. If the rise In prices Is uniform and If there Is no

fall In factor Incomes, the Incidence of the tax Is on the

consumers. In proportion to their consumption expendltrures.

In practice, the rise In prices will not be uniform, some

factor Incomes will fall, and pert 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 at 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 any rate. In respect of total Incomes, the burden of the

sales tax will be regressive because, as Income Increases, a

larger proportion of It will ordinarily be saved.

'"In "General Equilibrium Aspect of Incidence Theory,"
American Economic Review, Vol. XLIII, No. 2, May 1953) p. 506.
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Against the regressivlty of the sales tax must be

set the benefits of public expenditure. V.Tien taxation is

used as a tool for promoting economic development, the in

cidence of benefits can be expected to be progressive. The

incidence of benefits will depend on the pattern of invest

ment. If priority is assigned to increasing the supply of

wage-goods, the poorer sections can improve their economic

position over time and the volume of employment can expand

steadily. In fact, if over-all control over the pattern of

investment is exercised by the government, which, in addition,

also undertakes a large volume of investment, the economic

positions of different classes, in the long run, will be

dependent more upon Investment policies than upon tax poli

cies. The extreme case of this sort, of course, is that of

the Soviet Union. There it is not the turnover tax that has

kept down the level of living of the masses, but the basic

allocation of real resources according to the investment

pattern laid down by the Gosplan. The turnover tax is merely

a device to raise the monetary value of the available supply

of consumption goods to the level of the expected monetary

demand for them.

The other extreme would be a purely laissez faire

economy in which the government refrained from all inter

ference with the pattern of investment and undertook the

provision merely of the minimum of public services. Let us

assume that the benefits of these services accrue more or

less equally to all the members of society. In 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 accordance v/ith consumer preferences as revealed by money

demand expressed in the market. The relative economic posi

tions of individuals in so far as their consumption is con

cerned will then depend primarily upon the money incomes

left to them after taxation, for it is these money incomes

that determine the allocation of resources among different

kinds and classes of goods. In such an economy, therefore,

the incidence of taxation as such is of paramount importance,

^t when the government begins to control and modify the

pattern of Investment in the social interest, regardless of

market forces. the pattern of money income distribution after

taxes is no longer the sole determinant of the future relative

real income positions of different classes. Although relative

economic positions at any given time will depend upon money

incomes, such positions over a_ neriod of time will depend

upon the pattern of investment laid down by the government.

It follows that a suitable investment policy can counter

balance to some extent at any rate the regressivity of com

modity taxation. Therefore a careful scrutiny of investment

policies is as important as the study of incidence.



IV. AN EXAIJINATION OF SOME OF THE BASIC FEATURES

OF THE INDIAN FISCAL SYSTEM

In this part, an attempt is made to examine some of

the basic features of tax policy in India and to evaluate

them in the light of the principles developed in the earlier

sections of the thesis. This is to be understood more as an

essay in the application of "theory" to certain sele,?.ted

fields of taxation than as a comprehensive study of the Indian

tax system. Only the basic direct and indirect taxes are

covered.1 In the discussion of the tax structure special

attention is paid to recent developments 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.

A. Structure of Taxation

1« Constitutional Provisions

The Constitution of the Republic of India is quasi-

federal in character. There are three layers of government
p

in India; the central, the state and the local. The local

governments are fully creatures of the respective State govern

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

Discussion of the tariff is omitted because tariff
policy raises so many issues not related directly to the
main theme of this study.

2The Central Government 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 Union Government and the State governments is laid

down in the Constitution.^ Fairly 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 than agricultural income;

corporation tax; customs duties; excise, except on alcoholic

liquors and narcotics; estate and succession duties other

than on agricultural land; taxes on the capital value of

assets (exclusive of agricultural lend) of individuals and

companies; stamp duties in respect of certain financial-

documents; and taxes on transactions in stock exchanges and

futures markets.

Important taxes within the jurisdiction of the States

are the following: land revenue; taxes on agricultural income;

taxes on the sale and purchase of goods, except newspapers;

taxes on lands and buildings; succession and estate duties

in respect of agricultural land; excise on alcoholic liquors

and narcotics; taxes on the consumption or sale of electricity;

stamp duties except those specified in the Union List; and

taxes on luxuries including entertainments, betting, and

gambling.

^Taxes within the Union jurisdiction and those with
in the jurisdiction of the States are enumerated, respectively,

in List I and List II of the Seventh Schedule of the Consti
tution.
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Article 286 of the Constitution forbids taxation by

States of (a) imports into and exports from the territory of

India; (b) inter-state trade; and (c) sales of goods declared

by Parliament by law to be essential for the life of the

comijiunity.

The Constitution contains also provisions for the

distribution of certain revenues between the Union and the

States. These provisions are intended to give flexibility

to the tax system and 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 and the States in a prescribed manner.^ 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 duties in respect of property

other than agricultural land and taxes on the sale and pur

chase of newspapers. Third, Union excise duties, though

levied and collected by the Union government, may be dis

tributed between the Union and the States. Excises on to

bacco, matches, and vegetable products are shared at present,

in the proportion of 60;^ between the Union and the States.^

'■The "divisible pool" of income tax does not include
the tax on the employees of the Union Government nor the
corporation tax. At present 60 per cent of the divisible
pool is assigned to the States.

^The Second Finance Commission has reconLmended re
cently that the duties on sugar, tea, coffee, paper, and
vegetable non-essential oils also be shared; but the share
of the States is to be brought down to 25 per cent from Wo
per cent.
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Finally, there are certain duties which are to be levied by

the Union but are to be collected and appropriated by the States.

These include stamp duties and duties of excise on medicinal

and toilet preparations which are mentioned in the Union List.

There are no taxes which are constitutionally reserved

for local bodies. The States may assign to them any of the

taxes on the State List, either in whole or in part. The

main taxes that are usually assigned to local bodies are

property taxes, octroi^ and terminal taxes, taxes on professions,

and taxes on vehicles and animals.

2. Revenues of the Union and State Governments

In 1953-5^, 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 V.16 billion, re

spectively, or per cent and VB per cent of the total.

The total tax revenue in that year amounted to Rs 7.12 billion

or 8l per cent of the total revenue. I'on-tax revenue thus

formed around 18 per cent of the total revenue.

The ordinary revenues of the Central government in

creased by more than four and a half times from 1938-39 to 1953-

5^, and those of the nine Part A States^ increased to a

little over four times their pre-war level. Per capita tax

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

^An Octroi is a tax on the entry of goods into a
local area.

2For some time after Independence, the States were
divided into 3 categories: Part A, Part B, and Part C. "part
A States were the former Provinces of British India; Part B
States were the former Princely States;and Part 0 States
were areas under the overall control of the Union Government,
inese distinctions have been abolished now.
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crease, the same time there was a four-fold rise in per-

capita national income in money terms over the war and post

war years. This rise is attributable solely to the rise in

prices. The conclusion seems inevitable that, broadly speak

ing and in real terms, there was very little addition to the

national tax effort in the average from 1938 to the begin

ning of the Second Plan. The proportion of tax revenue to

natjonal income stood at 6.17 per cent in 1953-5^.^ This is,

of course, very low when compared to over 20 per cent of

national income taken in taxation in advanced countries.^

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 taxation, and the introduction

of new taxes shows that the Indian tax system has lacked

income-elEstlcity--a serious defect.

according to the budget estimates for 1957-58, the

total revenues of the Union and State Governments amoxmted

to Rs 12.36 billion of which the Union Government received

Rs 6.05 billion, and the States Rs 6.3I billion. Part of

the increase since 1953 reflects the rise in prices and part

of it increased taxation in recent years.

A breakdown of the total public revenues into im

portant constituent items as of 1953-5^ is given in Table V

^See Table 17. p. 168.
2ln 1952-53j ihe percentage of national income taken

in taxation is estimated to have been: Australia 28.7> Denmark
23.5, France 31-0, Japan 21.W, the United Kingdom 35«5> and
the United States 2?.^. (S. Alexander Katz, "On National
Tax Realities and International Tax Comparisons." Public
Finance, Vol. XI, No. W, 1956, Table 2, pp. 318-31975
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below. This breakdown reveals that taxes on Income bring

about 20 per cent of total revenues, while taxes on commodi

ties form W5 per cent of the total. Thus the important role

of Indirect taxation is clearly seen. Land revenue does not

occupy now so prominent a place in the structure as it did

before World War II. It accounts for only 8 per cent of

total revenue, as against iV per cent in 1938-39.^

It is 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 came to the conclusion that the share of

direct taxation in total tax revenue was 2V per cent, pre

sumably by excluding land revenue from direct taxes. The

figures given by the Central Statistical Organization suggest

that the percentage was around 33 Tor 1953-5^« Whatever the

exact figure may be, it is obvious that direct taxes on in

come and wealth play a much less important part in India

than in a developed country such as the United States.^ The

fundamental reason for the relatively low yield of direct

taxation is the fact that there are formidable difficulties

in using income tax as an instrument of mass taxation in

an underdeveloped country. But there are also other reasons

such as inadequate tax methods and large-scale evasion of

income tax.

^TEC Report. Vol. I, p. I8.
^ii^stimates of National Income. op. cit., p. M-, Table 3.
3The corresponding figure for the United States is

around 75 per cent. This is on the assumption that the cor
porate income tax is not shifted.
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Table IV

SHARE OF GOVERHllENT IN DOMESTIC PRODUCT

AND EXPENDITURE—PERCENTAGE DISTRIBUTION

(India 1953-5^)

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 V.70
Administration

3. Net Output of the Private 92.30
Sector

Government's Share in National

Expenditure

V. 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 Taxes 2.30

8. Indirect Taxes W.Wo

9. Miscellaneous Fees,etc. 1.00

Source: Estimates of National Income, op. £it., p. 5,
Table 3.1.
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Table 7 !

COMBINED CURTiENT RE7ENTJES OF CENTRAL STATE

AND LOCAL G07ERN1-!ENTS

(1953-5V)

Union Taxes on Income Other Than
Corporation Tax

Other Taxes on Income

Corporation Tax

Customs

Central

State (inter-state transit duties)

Excise Duties

Central

State

General Sales Tax

Sales Tax on Motor Spirit and Lubricants

Other Taxes Chiefly on Consumption (a)

Land Revenue

Property Taxes

State

Local

Other Taxes and Duties (b)

Total Tax Revenue

(continued on page 171)

Millions of Rupees

1266.0

Mt.O

I69it.0

1600.0

6V.6

935.5

M+if.o

572.5

75.7

_216^

3908.9

697.2

18.3

229.3

56?,;

7116.8
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Table V

COKBIUED CURRENT REVENUES OF CENTRAL STATE

AND LOCAL GOVERNl-IENTS

(1953-5^)

(continued from page 170)

Millions of Rupees

Total Tax Revenue (figure carried forward 7116.8
from page 170)

Public Utilities and State Undertakings 375.8

Other Revenues (c) 1206.5

Total Cui'rent Revenues 8699.1

Source: TEC Report. Vol. I, pp. 16-17, Table 3.

Notes: The fig'ores given above are revised budget estimates.

(a) Include tobacco duties, electricity duties, en
tertainment duties, tax on passengers and goods,
octroi, and terminal taxes.

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

(c) Receipts under civil administration, debt services,
civil works, and other miscellaneous and extra
ordinary items. Civil administration receipts
account for major share.

The current revenues of the government of India in

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

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

^.95 billion. The tax revenues of the Union Government are

derived mainly from three tax heads: Union excise duties,

customs, and taxes on income. Until recently, customs were
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the largest single source of revenue for the Central govern

ment. Significantly, now this position has been taken up by

excise duties. Customs, once the mainstay of Central revenues,

have been steadily losing their relative importance over the

years and especially since the 'thirties. The policy of

protection adopted by the government, import control during

and after V.'orld War II, and the growth of indigenous indus

tries have combined to reduce the volume of imports of con

sumer goods, while imports of capital goods are taxed only

lightly. Hence the decline in customs revenue. The policy

has been to replace this loss in revenue by increased excise

taxation.

As of 1956-57, excise duties (including States' share)

brought 38 per cent, customs 35 per cent, and taxes on income

26 per cent, of the total tax collections of the Union Govern

ment. In absolute figures, the contributions of the respec

tive sources of income were Bs I.9 billion, Rs 1.7 billion,

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

out clearly the important role of commodity taxes in the

finances of the States. Of the total tax revenue of Rs 3667

million, taxes on commodities and services accoxinted for Rs

1305 million or nearly 50 per cent. The States rely mainly

on three sources of revenue; taxes on commodities and ser

vices, share of Central income tax and excise, and land

revenue. Grants-in-aid from the Union Government also con

tribute a substantial share of revenue.
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As we have seen earlier, an excise on alcoholic liquor

is within the jurisdiction of the States. All the States re

ceived substantial amounts of revenue from this soiarce until

1937. From that date, as a result of the policy of Prohibi

tion adopted by an increasing number of States, the revenue

from this source has been declining steadily. Its place has

been taken up by the sales tax, which is now being levied by

all the States. This is an outstanding development in the

sphere of States' finances. In 1956-57 the total yield from

sales taxation for all States was Es 706.6 million, constitut

ing about one-fifth of their total tax revenue.^ The sales

tax is the main elastic source of revenue possessed by the

States and is expected to increase its yield as it comes to

be developed in some of the States that have taken to it

lately.

Land revenue has 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 per

cent of their total tax revenue; earlier, in 1921-22, it

made up as much as 50 per cent of provincial revenues.^ By

contrast, in 1956-57 land revenue brought only about 25 per

cent of the total tax revenue of all States.

^See Table VII.
^TSC Report. Vol. I, p. 26.
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Table VI

R2VEIJUE AND EXPENDITURE OF THE GOVERNMENT

OF INDIA IN 1956-57

(Revised Budget Estimates)

Revenue

1. Taxes on Income

(a) Taxes on Income Other
Than Corporation Tax

Millions of Rupees

I30S.5

(IV13.6)

Less States' Share (587.5)

Net Receipts 826.1

(b) Corporation Tax ^82.^+

2. Taxes on Commodities and Services 3612.6

(a) Customs

Imports 1385.0

Exports 277.0

Other Revenue 68.0

Less Refunds 20.0

Net Receipts 1710.0

(b) Union Excise Duties 1887.3

(c) Other Taxes and Duties 15.5

3. Taxes on Property and Capital 26.3
Transactions

(a) Estate Duty 25.2

Less States' Share 2^,1

Net Receipts 1.1

(b) Stamps and Registration 20.1

(continued on page 175)



175

Table VI

HEVEI^TTE AND EXPENDITURE OF THE GOVERK-IENT

OF INDIA IN 1956-57

(Revised Budget Estimates)

(continued from page 17^)

(c) Land Revenue

V. Total Tax Revenues

5. Administrative Receipts

6. Net Contribution of Public
Undertakings

7. Other Revenue

8. Total Revenue

Expenditure (on revenue accoiint)

1. Direct Demand on Revenue
(of which States' share of excise)

iMillions of Rupees

5.1

^9^7.6

181.7

301.7

187.i<-

5618.1+

2.

3.

W.

5.

6.

7.

8.

■ 9.

10.

Surplus

Civil Administration

Defense Services

Debt Services

Pension and Superannuation

Miscellaneous

Development Services

Contributions and Miscellaneous Ad
justments Between Union and State
Governments

Other Expenditure

Total Expenditure

332.9
(182.2)

393.1

2029.5

382.1

89.8

1+82.8

1200.9

296.0

31.9

5239.0

379.W

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

The breakdown of total current expenditures of all

governments for 1973-5^ is given In Table VIII. It will be

seen that a substantial part of the expenditure, about 60 per

cent, Is Incurred on Defense, Administrative Items, Debt

Services and collection charges. In Indian usage, these

Items are called non-developmental Items, Social services

absorb around 20 per cent of total current expenditure,

while econorlc development and analogous functions take up

about 21 per cent. National Defense alone Is responsible

for a little over one fifth of the total, and general ad

ministrative expenses come to 19.5 per cent. Education (8.8

per cent) Is the major Item in social services, as regards

the outlay on economic development, a substantial part is on

Civil Aorks (roads, bridges and buildings).

Current expenditure of the Union Government for the

year 1956-57 is given in Table IV, and the combined current

expenditure of ell State governments, for the same year Is

given In Table IX. a larger proportion of the States' current

expenditure Is on development 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 governments,^

Cf. Tables IV and IX. The figure for the develop-

^ ^^tlay of the Government of India is arrived at byadding items 6, 7, and 8 on the expenditure side of Table IV,
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Table VII
1

TAX Aro NOU-TAX REVEI«JES OF STATES

(1956-57)

Tax Revenue

Share of Income Tax

Agricultural Income Tax

Profession Tax

Total Taxes on Income

Estate Duty

Land Revenue

Stamps and Registration

Urban Immovable Property Tax

Total Taxes on Property and
Capital Transactions

Union Excise

State Excise

General Sales Tax

Sales Tax on Motor Spirit

Entertainment Tax

Electricity Duties

Motor Vehicles Tax

Other Taxes and Duties

Total Taxes on Commodities and
Services

Total Tax Revenue

(continued on page 178)

Millions of Rupees

535.1

57.3

-0^2

593.3

23.8

926.6

299.0

1?,^

1268.8

170.^

^27.6

706.6

87.3

65.3

58.1

lit9.8

_14M

1805.2

3667.3
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Table VII

TAX Arro NON-TAX REVENUES OF STATES

(1956-57)

(continued from pap.e 177)

Millions of Rupees

Non-Tax Revenue

Administrative Receipts 667.0

Net Contributions of Public Enterprises 3^8,8

Other Revenue ^35.7

Grants-in-Aid and Other Contributions 691.0

Total Non-Tax Revenue 2102.5

Total Revenue 5769.8

Source: Reserve Bank of India Bulletin, August 1957; adapted.

Note: The figures in the table are budget estimates.

Table VIII

TOTAL CURRENT EXPENDITURE OF ALL GOVEPJfMENTS

(1953-5V)

I. Non-Development

Direct Demands on Revenue

Interest on Debt and Other
Obligations

Debt Retirement

National Defense (net)

(continued on page 179)

Millions Percent

of of

Rupees Total

^32.7

V85.it

1V6.V

1996.9

V.67

5.2V

1.50

21.5V
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Table VIII

TOTAL CURRENT EXPENDITURE OF iiLL GOVERNMENTS

(1953-5^)

(continued from page 178)
Millions

of

Rupees

Percent

of

Total

General Government

External Affairs W5.1 0.1+9

General Administration 578.7 6.2I+

Administration of Justice 113 > 1.22

Jail and Convict Settlements ■  77.7 0.8V

Police 572.3 6.17

Others 1+20.2 V.53

Miscellaneous 6^9.3 7.01

Sub-Total of Group I 5518.1 59.53

II. Social Services

Education 513.3 8.77

Public Health 166.5 1.79

Medical 292.9 3.16

Others 5^5,5 5,88

Sub-Total of Group II 1818.2 19.60

III. Economic Development

Agriculture 276.7 2.99

Veterinary 1+8.6 0.52

Co-operation 59.0 0.6V

Community Development'Prdjects 103.7 1.12

Irrigation and Forests 256.7 2.77

(continued on page l80)
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Table VIII

TIT^L CURRENT EXPErrOirJIiE OF ALL GOVEBLl-LENTS

(1953-5V)

Millions Percent

of of

Rupees Total

Electricity .Schemes II+.9 0.16

Industry and Supplies 263.3 2.8h

Civil Works 799.1 8.50

Others 110.9 1.20

Sub.-Total of Group III 1932.9 20.85

Grand Total 9269.2 100.0

Source: TEC Reuort. Vol. I. nn. 2M+-U5; adapted•

Table IX

DEVELOPMENT AND NON-DEVELOPMENT EXPENDITURES

OF STATES—1956-57

(Revenue Account)

Development Expenditure

Education

Medical and Public Health

Agriculture Veterinary and Co-operation

Irrigation

Electricity Schemes

Rural and Community Development Projects

(continued on page 181)

Millions of Rupees

1199.3

5^2.7

lf66.6

229.3

91.^

329.7
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Table IX

DEVELOPMENT AND NON-DEVELOPMENT EXPENDITURE

OF STATES~1956-57

(Revenue Account)

(continued from -page iBO)

Millions of Rupees

Civil Works 599.2

Industries and Supplies 197.7

Other Expenditure (a) 215.6

Total Development Expenditure 3871.5

Non-Development Expenditure

Direct Demands on Revenue 558.1

Debt Services 230.8

Civil Administration 1280.^

Miscellaneous (b) 261.8

Famine 3^.9

Other Expenditure (c)

Total Non-Development Expenditure 2672.U

Total Expenditiire 65^3.9

Source; Reserve Bank of India Bulletin. August 1957,
p"^ 7^6, Table~5j adapted.

Notes: The figures are budget estimates.

(a) Includes expenditure on scientific depart
ments, aviation, and ports and pilotage;

(b) Includes expenditure on displaced persons,
grants and other contributions to local
bodies and private parties, irrescover-
able loans and advances, advanced techni
cal training, scholarships, etc.

(c) Includes pensions, stationery and printing,
extraordinary charges, and transfers to
fund s.
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The greater part of capital outlay by the Union and

the States naturally is for developmental purposes. In 1956-

57, the total capital outlay by the Union Government was Rs

3.1^ billion, of which developmental outlay accounted for

Hs 2.^9 billion.^ In the same year, the total capital out

lay of the States was ?.s 3«lS billion, of which developmental
^  p

outlay accounted for Hs 3«lo billion.

C. Taxation of Income and Wealth

The more important taxes 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 agricultural land. These taxes,

however, are not important from the revenue point of view.

Further, not many States 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 capital taxes: personal income tax, coarporation tax,

the estate duty, expenditure tax, annual tax on wealth, and

gift tax. The gift tax is Intended, as in the United States,

to supplement the estate duty. The expenditure tax and the

annual tax on wealth, on the other hand, are intended to

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

^Reserve Bank of India Bulletin. April 1957, p. 33^.
^Reserve Bank of India Bulletin. August 195/, p. 7^8.

There is some duplicating involved because a part of States'
outlay is financed by grants from the Union.
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and corporate taxes have been In existence for a fairly long

time. The estate duty was introduced in 1953. The other

taxes have been introduced only within the last two years,

largely on the recommendation of Mr. Kaldor, 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 considered by their advocates as adequate measures

of taxation for a developing economy. In uiaat follows, we

will first consider these taxes individually, in turn, and

then discuss them as an inter-related system of taxation in

the light of the principles evolved in the earlier sections

of this thesis.

1. Personal Income Tax and the Corporation Tax

a. Taxes on Personal Income. The income tax is a

fairly old tax In India. It was first imposed in i860 but

was abolished after a short time. It was reimposed in 1886

and has been in existence ever since. In the last 70 years

or so the structure of 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 is compar

able to income taxes in economically more developed countries

of the world.

The personal income tax is levied on the net income

of all individuals, joint Hindu families,'" unregistered firms.

'"A joint Hindu family is one in which the "family
property" is held in common.
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and "other associations of persons."^ Agricultural income

and capital gains are not included in taxable income. In

comes of certain institutions like co-operative societies

and religious and charitable trusts are exempted from taxa

tion. ̂

The Indian Income Tax Act lays down the rules for

arriving at net income from gross income. As regards deduc

tions in respect of business incomes, the Act provides that

all expenses that are "wholly and exclusively laid out or

expended for the purposes of business" and that are not of

a capital nature can be deducted.3 Depreciation is granted

according to the written-down value method.

Tne basic exemption limit is Rs 3000 for individuals

and Rs 6000 for joint Hindu families. All incomes above the

exemption level are subject to the income tax. A super tax

is levied in addition on all incomes above Es 20,000. The

rates of the super tax are much higher than those of the in

come tax. Under the Indian system, the individual is the

unit of assessment. A wife is taxed separately on her work-

income, but her investment income is treated as part of the

income of her husband unless Jt can be proved that it is

related to savings from her income or from her dowry. Some

slight concession, however, is shown to married persons from

Not including limited companies or corporations.
20nly the business profits of cooperatives are ex

empted; as regards charitable and religious trusts, only in
come derived from property held under trust and from contribu
tions is exempted.

3The Indian Income Tax Act, Section 10 (2).
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1955-56. '.'.liereas the tax-free slab is Bs IQOO for an un

married individual, it is Rs 30OO for a married individual.

But this marriage allowance of Rs 2000 is not applicable to

incomes above Rs 20,000. In 1957-58, a child allowance of

Rs 300 per child, subject to a maximum of Rs 6OO, was intro

duced. Tills again is applicable only to incomes up to Rs

20,000.

Other abatements and allowances also are granted

under the Indian income tax system. First, there is provis

ion for earned income relief. This used to be granted in

the form of an allowance of 20 per cent, subject to a maxi-
I

num of Rs WOOO, for earned incomes not exceeding Rs 25,000.

For incomes in excess of this amount, the allowance of Rs

VOOO was progressively reduced, so that for an earned income

of Rs 1+5,000 the allowance was reduced to nil.^ From 1957-58,
the relief is given in the form of a lower surcharge on earned

incomes than on unearned incomes. Second, a rebate on income

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 a maximum of Rs 8OOO.

Third, an abatement is granted at the average rate of tax

applicable to an assesses in respect of donations to approved

religious and charitable institutions, which cannot exceed

Rs 100,000 a year nor 5 per cent of the assesses's income.

Finally, the interest on the National Plan Savings Certifi

cates and Treasury Savings Deposits Certificates is exempted

^This allowance did not apply to super tax.



186

from taxation.

Both the income tax and super tax are levied at 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 Nil

Next Rs 2000 of Total Income 3

Next Rs 2500 of Total Income 6

Next Rs 2500 of Total Income 9

Next Rs 2500 of Total Income 11

Next Rs 2500 of Total Income 1^

Next Rs 5000 of Total Income 18

On Balance of Total Income 2?

Source; Reserve Bank of India Bulletin. June 1957}
p. 539; adapted.

Note: The above rates are applicable to married
individuals and joint Hindu families. In the case of un
married individuals and unregistered firms, the first Rs
1000 is tax free. The next Rs *+000 bears a tax of 3 per
cent. After this level, the rates are the same as for
married persons.

It will be seen from the Tables that the maximum

rate of income tax (25 per cent) is made applicable above

the level of Rs 20,000 and that the maximum rate of super

tax (^5 per cent) is made applicable above the level Rs

70,000. At present a surcharge on these basic rates also
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is being levied. The surcharge on earned Incomes is 5 per

cent up to Rs 100,000 and 10 per cent on incomes above that

level; while the surcharge on unearned incomes is 20 per

cent. There is no siircharge when the total income is less

then Rs 7,500. The income tax, super tax, and surcharge to

gether result in a marginal rate of 8^ per cent on the highest

slab of unearned incomes, and of 77 per cent on the highest

slab of earned incomes. The effective rates of taxation

paid at selected income levels are given in Table XII.

Table XI

RATES' OF SUPER TAX

Slabs of Income Rates (per cent)

First Rs 20,000 of Total Income Nil

Next Rs 5,000 of Total Income 5

Next Rs 5,000 of Total Income 15

Next Rs 10,000 of Total Income 20

Next Rs 10,000 of Total Income 30

Next Rs 10,000 of Total Income 35

Next Rs 10,000 of Total Income Vo

Next Rs 10,000 of Total Income W5

Next Rs 10,000 of Total Income ^5

Next Rs 10,000 of Total Income ^5

Next Rs 20,000 of Total Income ^5

Next Rs 30,000 of Total Income ^5

On Balance of Total Income ^5

Source: Reserve Bank of India Bulletin. June 1957,
P« 539; adapted.

Note: The rates are applicable to all individuals,
joint Hindu families, and unregistered firms.
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Table XII

TAX PAYABLE IN SELECTED CASES aS PERCENTiiGS OF INCOME

Income

Rs

Tax Paid As Percentage

V.holly Earned 'irtiolly Unearned

3,000

3,600 2.2 2.2

5,000 2.1+ 2.k

10,000 5.2 5.9

12,000 6.3 7.1

15,000 7.8 8.9

20,000 10.6 12.1

30,000 19.3 22.0

Vo,ooo 26.3 30.1

50,000 35.3 i+o.^

100,000 51.5 58.8

500,000 71.9 78.9

1,000,000 7^.^ 81.5

Source: Reserve Bank of India Bulletin, June 1957y
p. 5^0; adapted. These rates are applicable to unmarried
persons. The rates applicable to married persons are only
slightly different, income tax, super tax, and surcharges
have been Included.

b. Comcany Taxation. Incomes -of companies (1. e.,

corporations) also are subject to Income and super taxes.

The super tax on companies is levied on the net profits of

a corporation at a flat rate of 20 per cent. This is in

reality a corporation tax, since the stockholders are not
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given credit for super tax paid by the corporation. In addi

tion, the corporation pays an ^ncoTie tax on its profits at

a flat rate of 30 per cent (plus 5 per cent surcharge); how

ever, the incoce tax paid is deducted from dividends and is

credited against the tax liabilities of the respective stock

holders .

An additional super tax in the nature of an excess

dividends tax has been levied on companies from April 1956.

The additional tax is payable if dividends distributed are

in excess of 6 per cent of paid-up capital. The tax is

based on the excess amount distributed and the rates range

from 10 to 30 per cent. This excess dividends tax is supposed

to encourage corporate savings. As part of this measure, the

Government has found it necessary to levy a tax on the issue

of bonus shares. This is calculated to prevent companies

from issuing bonus shares Just to increase their paid-up

capital with a view to evading the excess dividends tax.

Strangely enough, this policy is the very opposite

of the one being pursued in respect of closely held corpor

ations.^ The owners of such corporations tend to keep a

large part of the profits undistributed in order to avoid

high personal taxation. Also, incorporation becomes a means

of tax avoidance. "Everybody from a peer downwards converts

himself into a private company." To plug these loopholes.

For tax purposes, a closely held corporation is de
fined to be one in which 60 per cent or more of the shares
are held by 6 or less than 6 persons (Income Tax Act, Section
23-A).
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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 companies 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 v.hich they should distribute so as to avoid the

penal tax is VO; in the case of non-industrial companies, it

is 6O; and in the case of investment companies, it is 100.

It will be clear from the above account that, for an

underdeveloped country, the taxation of company profits is

pretty stiff in India. It must be pointed out, however, that

important concessions and allowances are granted to businesses

to promote corporate and business investment. From 19^9,

new industrial undertakings are exempt from income and super

tax, for the first five years after the commencement of opera

tions, on that part of their profits which is not in excess

of 6 per cent of the capital employed. From 1955, a develop

ment rebate of 25 per cent is granted for all investments in

plant and machinery installed for business purposes. Further,

additional depreciation allowances equal to normal ones are

allowed in respect of all investments in plant, machinery,

and buildings for the first five years after the investment

concerned.

c. Evaluation of Taxes on Income. The basic struc

ture of Indian income tax was built on the British model



191

during the days of British administration. There has been

no fundamental change in the income tax system after the

transfer of power to Indian hands. It is true that other

direct taxes have been added to the income tax in recent

years, but the basic structure of income taxation itself has

remained unaltered. V.Tien the tax was developed in India,

economic development was not the dominant aim of public

policy. Nor is the British pattern of income taxation suited

to the very different conditions prevailing in India. One

would have expected, therefore, that steps would have been

taken after Independence to reform the system of income taxa

tion. a. Taxation Enquiry Commission indeed was appointed in

1953, snd in 1955 Mr. Kaldor was called in as a consultant

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

Resort nor the Kaldor Report has led to any far-reaching

changes in "the taxation of income. For his part, Mr. Kaldor

set out to introduce fundamental changes in the structure

of direct taxation. In acting on his recommendations, how

ever, the Government of India merely added new measures of

direct taxation, while leaving almost intact the structure

of income taxation.

The Indian income tax is a highly progressive tax on

the total net incomes of individuals. It does not contain

any comprehensive scheme for the promotion of personal sav

ings. We have argued in an earlier section that partial

exemption 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 is concerned, the only provision for the encouragement

of savings is the rebate on income tax given for investment

in provident funds and for payment of life insurance premiums.

The exem- tion from tax is granted up to one-fourth of the

income subject to a maximum of Es 8OOO. Only a minority of

income earners contribute to provident funds in India. Fur

ther, as contributions to provident funds are compulsory

(and fixed in amount) in many cases, they will be made even

without tax concessions, Kence the concession regarding

provident fund contributions does little more than give some

relief to low-income groups. The allowance in respect of

insurance premiums provides some encouragement to one form

of savings. The effectiveness of this allowance, however,

is limited by the fact that if new policies are taken up in

a year to take advantage of the tax exemption, payments must

be kept up in the succeeding years. Many taxpayers may be

either \inwilling or unable to do so. If the income of the

taxpayer is exceptionally high in one or two years, he cannot

take up new policies unless he can be certain that the higher

level of income will continue for a number of years. Also,

insurance policies lock up funds for a fairly long period,

whereas funds invested in securities can be recovered by the

disposal of securities in the market. Above all, there is

need to encourage investment in equities and long-term govern

ment bonds. The present provision does nothing to this effect.

For these reasons, it must be said that the existing

provision for the encouragement of personal savings is in

adequate, It is suggested that partial exemption must be
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granted to investments in equities and government bonds on

the lines explained earlier.

In the case of business taxation, the Indian system

contains some effective provisions to encourage private in

vestment. First of all, there is the development rebate.

This is a convenient way of encouraging the ploughing back

of profits and lessening the difficulties of replacement in

times of rising prices. It is also a useful counter-cyclical

weapon in so far as capital expenditure by businesses can be

Influenced by changes in the rate of development rebate.

However, since it is a costly device, it must be used sparingly.

At present the rebate is applicable to all types of businesses.

There is a strong case for restricting its applicability to

certain industries of national importance.^

Secondly, the profits of new industrial undertakings,

up to 6 per cent of capital employed, are exempted from taxa

tion for a period of 5 years. It has already been argued in

Part III, Section B that this is not a desirable device to

encourage investment. It is much better to grant exemptions

as and when investments are made. The development rebate as

well as the scheme of exemptions proposed in this thesis

provide for this type of encouragement. One further argument

against the exemption of the profits of new concerns is that

it is not of any appreciable benefit-to the concerns when

accelerated depreciation also is granted. Additional depre

ciation allowances, equal to the normal ones, are granted at

present for a period of five years. Double depreciation by

^The Ti5C was of this opinion; see TEC Report. Vol. II.
p. 99. ^ '
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it,, in the earlier years when profits are likely to be low.

Th^ere does not seem to be any case for an additional measure

to help new industrial undertakings.

The rates of progression of the Indian income tax

are comparable to those obtaining in more developed countries

of the world. The TEC compared the rates in India with those

in a number of advanced countries.^ It found that the initial

marginal rates comparatively were low in India but that the

marginal rates after the level of Rs 25,000 rose rather

steeply and were among the highest in the world. The highest

marginal rate (inclusive of surcharge) was 32 per cent at

the time of the Commission's study. Subsequently the rates

were raised above the level of Rs 70,000 as also in the middle-
2

income ranges. Row the highest marginal rate is 5U- per cent.

Therefore the Commission's findings still hold good. In

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

are high, there is not much scope for raising them. On the

other hand, it will be seen from Table XII that the effec

tive Ti tes of taxation are below 25 per cent up to the level

of Rs 30,000. These rates might bear some increase. How

ever, two conditions must be fulfilled before the rates justi-

ably can be raised. One is that a partial exemption for

TEC Report, Vol. II, p. 133»
^In 195u, the highest marginal rate was raised to

91.9 per cent on incomes above Rs 150,000. It was lowered
in 1957 to 8V per cent in view of the levy of the expenditure
tax.
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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 made available to the middle-

income groups and non-business groups before they are asked

to pay higher rates of taxation. The second condition is

that steps must be taken first to bring under charge consider

able income that escapes taxation either because of the defects

in the tax laws or through illegal evasion. Only after these

steps have been taken will there be justification for asking

people >,tio are already paying taxes to pay more.

There is evidence to think that evasion of the income

tax is practiced on a large scale in India. The TEC admitted

that the statistics made available to it by the Central Board

of Revenue led to the conclusion that evasion was prevalent

on a considerable scale.^ Statistics concerning cases of
disclosed evasion showed that the difference between the

income originally returned and that disclosed later to the

income tax department was, on the average, as much as 600
2

per cent. Commenting on this fact, the TEC said; "When it

is remembered that these statistics are of attempted evasion,

which has been detected by the Income Tax Department, and

allowance is made for the fact the Income Tax Department is

ill-equipped in the natter of trained staff to cope adequately

with the problem of evasion, the quantum of evasion which

actually takes place and goes undetected could rightly be

^TEC Report. Vol. II, p. I89.
^Ibid.
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estimated at a very high figure indeed."^ Kaldor estimated

that annually Hs 5.76 billion of income evaded tax and that

the magnitude of tax lost through evasion was in the neighbor

hood of Rs 2 to 3 billion.^ The Central Board of Revenue

has questioned Kaldor's figures; its own estimate is that

the amount of income that evades tax is aroiind Rs 2.2k- billion.^

Even if one accepts the lower estimate, the extent of evasion

must be deemed enormous because the total income assessed to

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

in 1956-57.

The TEC felt that the problem of evasion could be

tackled effectively only by improving and strengthening the

enforcement machinery. It recommended several measures
k

towards this end. The most injportant suggestion made by

Kaldor is that the taxpayers in the higher-income groups

should be asked to submit a comprehensive return showing the

assessee's income, expenditure, capital transactions, and

net worth.^ The reforms suggested by the TEC and Kaldor

certainly are worthy of serious consideration. However, it

must be pointed out that both of them completely neglected one

aspect of the problem of evasion that is peculiar to India.

A large number of people In the lower and middle brackets

completely escape tacation because they keep no regular

Ibid. Italics in the original.
^Kaldor Report, p. 103.
3Mentioned in D. T. Lakdawala, op. cit., p. 201.
^TEC Report. Vol. 11,^ pp. 353-3^5.
^Kaldor Report, pp. :?3-ol.
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accounts and present no concrete evidence of being liable to

taxation In terirs of the existing provisions of the Income

Tax Act. Prlr.a facle evidence of this statement Is provided

by the following figures. The total number of assessments

to Income tax Is only around 600,CC0.^ Even granted that

agricultural Incomes are excluded from income tax, the figure

of less than a million assessees Is ridiculously low. Of the

^99>621 Individuals assessed In 1956-57, non-salary earners

and salary earners with Incomes from other sources amounted

to 317,^65.^ It Is Impossible to believe that the total

number of merchants and moneylenders liable to Income tax in

the whole of India, that Is, with a net income not less than

Rs 250 per month, is less than 320,000. There can be no

doubt that a considerable number of these categories of

earners, especially those living In semi-urban and rural

areas, are completely escaping Income taxation.^

In order to check this evasion, the income tax law

would have to be amended. In the case of traders and money

lenders who do not keep regular accounts, the law could

provide assessment by the old method of presumption. An

alternative method also has been suggested. "For self-

employed shop-keepers a scheduler system might be devised

whereby taxes may be assessed as a fixed percentage of turn-

The total number of assessments completed during
1956-57 was 923,265; but In the case of 272,982 assessments,
there was no tax demcnd. (See Reserve Bank of India Bulletin,
April 1958, p. 397.)

^Ibld.. p. 398.
SFurther evidence of this is shown at 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 incoae,"^ A suitable device,

embodying either one of the principles suggested above, to

deal with the cases of self-employed small traders and money

lenders is one of the most urgently needed reforms in India.

Unchecked evasion, of course, violates the principle

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 India the exclusion of capital gains from the

definition of "income" and of agricultural income from central

income taxation are two important examples of failure to

mete out even justice among individuals who enjoy equal accre

tions of economic power or beneficial receipts of income.

We have argued earlier at some length that capital gains

should be included in taxable 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

Central taxation is only partially offset by the levy of

agricultural taxes by a number of States. The rates in most

cases are lower than the Central rates. Even if the rates

are raised by the States, the splitting of the total Income

of an individual into agricultural and non-agricultural in

come inevitably has the effect of lowering the average rate

^Econ^mic Bulletin for Asia and Far East. Vol. IV,
No. 3} November 1953j P« 9»
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of tax. Besides, the present system opens up possibilities

of evasion by taxpayers in States where no agricultural in

come tax is levied. V^hien presented with evidence of higher

income than declared, they could claim that part of it was

derived from agriculture. The really effective solution

would be for the States to delegate to the Union their power

to tax agricultural incomes and then share the proceeds.

(This already is done by a few States in respect of estate

duty on agricultiiral land.) The increase in revenue resulting

from such an arrangement is not likely to be considerable;

for the abolition of the Zamindari^ and other land reform meas

ures are reducing substantially the number of high agricultural

incomes. The reform suggested is more in the interest of

equity than of revenue.

The present structure of company taxation in India

is 'innecessarily complicated, illogical, and devoid of any

sound basic principle. No wonder Haldor was led to remark:

"The company taxation provisions of India (perhaps even

more than that of other countries) are apt to strike a detached

observer as a perfect maze of unnecessary complications, the

accretion of years of futile endeavour to reconcile funda

mentally contradictory objectives analysis of the

existing measures of company taxation will bear out the just

ness of Kaldor's remark.

^Feudal proprietorships of land.
^Kaldor Report, p. 85.
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The companies are subject to income and super taxes.

The latter is levied at the rate of 20 per cent and is non-

refundable. Hence it is a corporation tax analogous to the

ones existing in other countries such as the United States.

The income tax is payable by the companies at 30 per cent

(plus 5 per cent surcharge) and is credited against the

liabilities of stockholders. However, in paying the income

tax, the companies do not act merely as collecting agents

for the exchequer. The tax is payable whether or not any

dividends are paid in a year. Oven when dividends are de

clared, the income tax amounts to "deduction at the source"

only as far as the distributed profits are concerned. The

company as such has to bear the income tax on that part of

the profits which is undistributed. Companies as separate

entities then are required to pay two taxes; one on total

profits and the other on undistributed profits. There seems

to be no need for this additional tax on undistributed profits.

Besides, under the present 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 than the tax actually levied

on the companies."^

This system of company taxation penalizes the retain

ing of profits, because the company is forced to bear both

the income and super taxes on retained profits. Having intro

duced such heavier taxation of undistributed profits, how-

^D. T. Lakdawala, 0£. cit.. p. IW7.
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ever, the Government granted for sometime a rebate of 6-]- per

cent on tax paid on undistributed profits I The rebate was

abolished in 1956 and was "replaced" by the excess dividends

tax described in an earlier section.

As the position stands now, companies pay a 20 per

cent tax on distributed profits and a 50.5 per cent tax on

undistributed profits. In adition, if the dividends are in

excess of 6 per cent of paid-up capital, companies are sub

ject to a tax on the excess amount of dividends the rates of

which 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, de are able to draw only

one definite conclusion, namely, that the Government is more

interested in raising revenue than in any other objective.

Nor is this all. As already pointed out, closely

held corporations (the so-called Section 23A companies) are

subject to a penal tax if they fail to distribute a certain

minimum percentage of available profits. Whatever justifi

cation there may be in forcing Section 23A companies to dis

tribute a substantial portion of their profits, it obviously

is a contradiction to subject them to the penal tax and the

excess dividends tax at the same time. Some companies might

find that if they sought tp avoid the penal tax on non-

distribution, they would become liable to the penal tax on

excess distribution. Presumably, administrative orders

could be issued to correct this situation in particular cases.

However, the contradictorlness of these tax measures brings

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

It is suggested that the existing necsures of conipany

taxation must be reformed drastically. Company taxation must

fulfill, as far as possible, the three objectives of raising

revenue, preventing avoidance of tax through incorporation,

and encouraging corporate saving. With these objectives in

viev(, the following measures are recommended. Corporations

per se should be required to pay only one tax, namely, the

corporation tax to be levied at a flat rate. In addition,

they could deduct at source the income tax on dividends as

and when dividends are paid and thus assume merely the respon

sibility of collection. The stockholders would be given

credit for the income tax deducted, but not for corporation

tax paid. Companies should not be required to pay an excess

dividends tax. However, in view of the great concentration

of control observed in the case of Section 23A companies,

the present penal tax on non-distribution will have to be

retained.^

It may be argued that if the present income tax on

companies is removed, we shall be failing to tax adequately

the retained profits of corporations end hence to reach the

appreciations of capital enjoyed by stockholders. This

argument is true only in the absence of a tax on capital

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

A survey by TEC disclosed that 86 per cent of Section
23A companies were controled by four or less than four persons
each, and 30 per cent by one person only. (TK Report.
Vol. II, p. 177.)
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in taxable income. Taxation of capital gains would take

care of the appreciation of capital accruing to the stock

holders, while the abolition of the extra tax on undistributed

profits might encourage expansion through re-inv.stment.

2. Taxes On Capital

Two important taxes on capital that we must discuss

are the estate duty and the annual tax on wealth or net worth

levied by the Union Government. it will be recalled that

the Constitution reserves to the States the estate duty in

respect of agricultural lands and the property tax. The

latter is levied by local governments; as for the former,

attempts are being made to integrate it within the structure

of the Central duty.

a. Estate Duty. The estate duty was introduced in

1953- It Is levied on rroperty passing or deemed to pass on

the death of a person. All property passing on the death of

a person is aggregated to form one estate. Agricultxiral

land situated in those States which have agreed to Central

legislation will form part of the estate sub;Ject to duty.

Agricultural land situated in other States is not subject

to duty, but its value is to be taken into account for de

termining the rate of duty leviable on other property.

The exemption level is Rs 50,000. Estates above the

exemption level, after the deduction of permissible allowances,

are taxed at progressive rates. The rate schedule as of

^pril 1953 is given in Table XIII. The highest marginal

rate is ̂  per cent on the slab above the level of Es 5

million. The Estate Duty Act, 1953jContains provisions to
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counteract attempts at legal avoidance. Gifts made "in con

templation of death" are treated as passing on death. Gifts

inter vivos for public charitable purposes made within a

period of six month before death and such gifts for other

purposes r.iade within five years before death also are treated

as passing on death. Cn the other hand, gifts made in con

sideration of marriage and money earmarked for the marriage

of dependent females are exempted from the tax up to a maxi

mum of Rs 10,COO. Almost the whole yield of the tax (which

was around Rs 25.2 million in 1957-53)^ is distributed among

the States in accordance with constitutional provisions.

b. Annual Tax on V/ealt'n. The tax on wealth was intro-

duced May 1957, largely on the recommendations of Kaldor. It

is imposed on the excess of net wealth over exemptions of

individuals, joint Hindu families, end companies. Het wealth

is arrived at by calculating the market value of the proper

ties of an assessee and deducting all obligations. Certain

types of properties are exempted completely from the tax.

Notable among them are agricultural properties, properties

belonging to charitable or religious trusts, works of art,

personal effects (up to a maximum of Rs 25,000), and balances

in provident funds and life insxirance policies.

The exemption level is Rs 200,000 for individuals,

Rs ^00,030 for joint Hindu families, and Rs 500,000 for cor

porations. The corporations are taxed at a flat rate of

^Reserve Pank of India Bulletin. March 1953, p. 239,
Table 2.
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Table XIII

RATES OF ESTATE DUTY

(As of April 1, 1958)

Value of the Estate Hate (per cent)

First Rs 50,000 Hil

Next Rs 50,000 6

Next Rs 50,000 8

Next Rs 50,000 10

Next Rs 100,000 12

Next Rs 200,000 15

Next Rs 500,000 20

Next Rs 1,000,000 25

Next Rs 1,000,000 30

Next Rs 2,000,000 35

On Balance Wo

Source: Reserve Bank of India Bulletin. March 1958,
p. 253j Appendix I; adapted.

per cent; for others, the rate is A per cent on the first

taxable slab of Rs one million, 1 per cent on the next Rs

one million, and Ij per cent on the balance, khen the tax

was introduced in 1957, it was estimated that there would be

about 36,000 assessees, 60.00 of whom would be companies.

The yield of the tax in 1957-53 is estimated to be Rs 90

million.^

^Ibld.
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c. Gift Tax. A tax on gifts was introduced in April

1958 as a complemsnt to the estate duty and the wealth tax.

The tax is payable by ell donors except charitable institu

tions, government companies, and public companies. Certain

kinds of gifts are excluded from the tax. Examples ere gifts

of savings certificates declared gift-tax free, gifts to

charitable institutions, gifts to female dependents on the

occasion of marriage (up to Hs 10,000), gifts to wife (up to

Rs 100,000), and gifts under a will.

Subject to the exemptions provided, the tax will be

charged if the total gifts made by a donor in a year exceed

Rs 10,000. It will be assessed on the value of all gifts

made by the donor during a year, but for the purpose of de

termining the rate applicable, the gifts made during the

five previous years immediately preceding the financial year

will be aggregated. The rates of tax are based on a slab

system and vary from V per cent on the first slab of Rs

50,000 to '+0 per cent on gifts over Rs 5 million. The sched

ule of rates is the same as for the estate duty except that

the first slab of Rs 50,000 bears a tax of if per cent, instead

of being exempt as under the estate duty.

The gift tax came into force on April 1, 1958. An

other tax that came into operation on the same day is the

expenditure tax. These two taxes together with the annual

tax on wealth were all recommended by Kaldor as an integrated

system of direct taxation. Hence it would be best to discuss

and evaluate them together. Meanwhile, it is necessary to

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

The personal expenditure tax is a direct personal

tax payable by individuals and Joint Hindu families. It is

based on the expenditure incurred in the "previous year."^

The tax is payable only if the spendable income of an individ-

ual or joint Hindu, family, after the deduction of other

direct taxes payable, is more than Rs 36,000 in the assess

ment year. This means that the income before payment of

income tax should be more than Rs 60,COO. The taxes deduc

tible for arriving at spendable income include income tax,

super tax, and wealth tax, but not expenditure tax, although

for finding cut the taxable expenditure the expenditure tax

paid is deductible.

?Iany items of expenditure are tax-exempt and are de

ducted from total expenditure in order to arrive at taxable

expenditure. These include business expenses, expenses on

property, investments, repayment of loans, gifts, and insur

ance ^remiums. From the total non-exempt expenditure certain

deductions are allowed, the most important of which are the

standard or basic allowance of Rs 30,000 and an additional

allowance of Rs 3OOO for each additional coparcener^ of the

joint Hindu family. Other deductions include allowances for

marriage expenses up to a maximum of Rs 5000 for each depend-

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

•^A coparcener is a member of a joint Hindu family
who has a share in the joint property.
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ent's marriage, allowance for parents' maintenance up to a

maximum of Rs VOOO, allov/ance for medical expenses subject

to a maximum of Rs JGOO, and expenditure on foreign education

subject to a maximum of Rs 8000.

On the tax base arrived at after deducting all the

applicable allowances, the expenditure tax is levied at rates

that range from 10 per cent on the first Rs 10,000 of taxable

expenditure to 100 per cent on taxable expenditure over Rs

50,000.

Taxable expenditure includes not only amounts actually

spent by the assessee, but also any expenditure for v^ich

liability has been incurred by him. It includes also expendi

ture incurred by some other person on behalf of, and for the

benefit of, the assessee, or his wife, or his children.^

Another provision is that four-fifths of expenditure on certain

consumer durables such as motor cars and furniture is exempt

when it is incurred, but one-fifth of it is deemed to be in

curred in each of the succeeding four years. This provision

enables the spreading over of heavy expenditure on consumer

durables.

Since the Expenditure Tax Act came into force only

on April 1, 1953, the first year in respect of which the tax

will be payable is 1957-58. In the budget estimates for

195&-59- credit is taken for a revenue of Rs 30 million tmder

%owever, such expenditure will be taken into account
3nly to the extent that it exceeds Rs 5000 in a year.
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the expenditure tax.^ From the point of revenue, therefore,

the tax does not seem to be of any great significance. It

must be pointed out that only persons with a pre-tax income

of hs 50,000 are affected by the tax. It has been estimated

that about 6000 assessees would be liable to pay the tax.

'+. ^Evaluation of the './ealth. Expenditure, and Gift Taxes

HS mentioned earlier, these additional direct taxes

have been imposed largely on the recommendations of Kaldor.

It is, therefore, necessary for us to consider the arguments

adduced by Kaldor in favor of his proposals as well as the

reasons given by the Govern:nent of India in imposing the

new tax measures.

a. Kaldor's Arguments. Kaldor's ideas on direct

taxation have be.n expounded at length in his book An

Expenditure Tax. For the most part his Report to the Indian

Government seeks to apply these ideas to the Indian case.

It must be remembered that lir. Kaldor spent only about 3

months studying the Indian tax system. The most he could

do at the limited time at his disposal was to adapt the ideas

he had already formed on the subject to suit the needs of

the Indian economy as he conceived them to be. The chief

merit of Kaldor Report lies in the fact that its 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 and institu-

ti onal facts of the country with which he was dealing.

^Reserve Bank of India Bulletin. March 1958, p. 239,
Table 2.
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i
Kaldor supports his tax proposals on the grounds of

equity, economic effects, and administrative efficiency.^

According to him, fr the point of view of equity, the most

important corsideretion is that the tax system should not

contain a bias in favor of particular groups of taxpayers;

from the point of view of economic effects, the major con

sideration is that the tax system must be prevented from

weakening unduly the incentive to work, save, and take risks;

and from the point of view of administrative efficiency, the

main requirements are simplicity and comprehensiveness, which

make for ease of administration and at the same time prevent

large-scale evasion. These are, of course, desirable prin

ciples of taxation and are akin to the ones we have put for

ward in this thesis.

Kaldor thinks that the usual type of income tax is

very defective on all the three counts mentioned above: it

is not levied in accordance with the real ability to pay of

different taxpayers; it weakens the incentive to work, save,

and bear risks; and, since it does not call for a comprehen

sive tax ret'drn, it opens up several ways of evasion. Kaldor

is not, of course, the first economist to hold this opinion.

Many other economists, from J. S. Hill to Irving Fisher,

have criticised the income tax as being unfair and harmful.

Kaldor's arguments closely follows theirs, and may be sum

marized as follows.

^Kaldor Report, pp. lOff.
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If the tax is to be equitable, that is, to be fair

as between different individuals in similar circumstances,

it must be levied on a base that is 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.^ It is 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 a person's spending power ..."^ To take the first,

the possession of wealth per se endows an individual with

taxable capacity which is not touched by the income tax.

The second element consists of receipts which are ordinarily

included in the concept of taxable income. The third element

is represented by receipts like capital gains and gifts which

are usually excluded from income taxation. Kaldor concludes

that the net result of the exemption of many kinds of receipts

from the definition of taxable income and of the neglect of

the taxable capacity arising from the possession of wealth

"is to introduce a systematic bias in taxation in favour of

property owners, since the liability of occurrence of such

ilMd., p. 1.
2An Expenditure Tax, pp. 30-31.
3lbid.. p. 31.
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casual or windfall gains Is closely associated with the own

ership of property

Drastic changes in the tax 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 annual tax on capital and if the concept of taxable income

were extended to embrace all forms of wealth-accrual, we

would get a much more equitable system of taxation than the

usual type of income tax.

Having said so much, however, Haldor puts forward

the view that actually the accruals of spending power from

various sources cannot be reduced to a common denominator

2
except on some highly arbitrary basis. Therefore, "no

definition of Income, \v1iich is a plausible one for purposes

of tax assessment, can measure taxable capacity,"3 This

means, on his showing, that we cannot at all have a satis

factory system of taxation based on "income" as such.

The income tax is not merely unsatisfactory from the

point of view of equity, but is also harmful from the economic
14-

point of view, Kaldor employs the familiar argument about

the "double taxation" of savings and says that the income

tax discriminates against, and discourages, savings. Moreover,

^Ibid,, p, 36.
2For instance, $100 of capital gain does not constitute

the same amount of spending power as $100 of regularly re
current receipt.

3lbid,. p. ky.
^For Kaldor's discussion of the economic effects of

income taxation see Ibid,. Chapters II, III, and IV.
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a highly progressive inco.me tax has a tendency to reduce the

incentive to v/ork 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

income is not comprehensive enough and that there are many

loopholes for tax avoidance and evasion. Thus we avoid the

worst economic consequences of a highly progressive income

tax at the expense of equity.

Would it not be better, therefore, asks Kaldor, to

levy a tax on a person's (consumption) expenditure, instead

of on his income, however that may be defined? The tax

authority would find it difficult to reduce accruals of

spending power from various sources to a common denominator.

"But each individual performs this operation for himself,

when,in the light of all his present circmstances and future

prospects, he decides on the scale of his personal living

expenses."! Thus, when expenditure is made the basis of

taxation, the problems created by the non-comparability of

various types of accruals of wealth resolve themselves.

This then is Kaldor's first argument in favor of an expendi

ture tax.

Kaldor argues that the expenditure tax has other

merits. It does not discriminate against risk-bearing as

does the income tax. It encourages savings end discourages

dis-sevings by the wealthy. Any economy based predominantly

on private enterprise cannot afford to reduce the flow of

^Ibid.. p. 1+7.
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private saving, which is precisely what would be done by a

comprehensive type of income tax. Eence the expenditure tax

is preferable on economic grounds too.

A progressive tax on personal expenditure raises

many adr„inistrative difficulties. Xaldor realizes that be

cause of its administrative complexities the expenditure tax

could never become a suitable instrument of mass taxation.

Eence he has suggested that in the case of Iritain the present

s-ortax may be replaced by the expenditure tax, while the

basic income tax will have to be retained. Similarly, in the

case of India Ealdor' s recom.-.endation was that only the super

tax be replaced by the expenditure tax. The income tax would

continue to be levied. Ealdor suggested that the maximum

rate of income tax should be around per cent and that

realized capital gains should be included in taxable income.'-

In point of fact, however, the Government of India, while

accepting in a modified form his proposal of an expenditure

tax, retained the super tax as well as the basic income tax

and brought down the maximum rate of income taxation only to

8U- per cent from the 1956 le-vel of 91-9 per cent. Capital

gains continue to be exempt from income taxation.

b. Arguments Against the Expendit'ore Tax. jle agree

with Kaldor on the urgent need to stimulate savings in the

Indian economy. We agree also that the replacement of the

present super tax by an expenditure tax would tend to en

courage savings. But we are not all certain that the

'■Ealdor Report, p. 15.
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expenditure tax is the best method to promote savings under

conditions obtaining in India. Nor is it possible to accept

all of Kaldor's arguments in favor of this tax.

First of all, the very complexity of administering

the expenditure tax—admitted by Kaldor himself—seems to

disqualify the touk xor adoption by India at the present junc

ture when there is a grave shortage of trained revenue staff.

Currently, income tax collections are in great arrears. The

income tax department is ill-equipped even to administer the

income tax efficiently enough to prevent large-scale evasion.

It does not, therefore, seem opportune to introduce an en

tirely new tax, as yet untried in any other part of the world

and with many complicated problems of its own, into an under

developed country such as India.

Secondly, the expenditure tax grants a favorable

treatment to all savings irrespective of the form in which

the savings are held. It might be true that in an advanced

country like Britain a large part of savings would flow auto

matically into productive investment. But, as we have seen

earlier, in a country such as India relatively unproductive

investment claims a substantial share of total savings,

khat is needed under these conditions is a scheme that would

reward investment in particular directions.

Thirdly, the tax both as recommended by Kaldor and

as introduced by the Government will affect only a relatively

few individuals. Under the present provisions, only persons

with a pre-tax income of Rs 60,000 will be liable to pay the

expenditure tax. As indicated earlier, the number of assessees
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for 1958-59 is esti-Tiated to be 6000. Kaldor's recomT.endation

was that the tax should be levied on personal expenditure in

excess of lis 10,000 per adult (an infant counting as adult).

If we assume four adults per family, a person would become

liable to the expenditure tax under the Kaldor scheme only if

his family expenditure was above Hs V0,000. This would mean

that under Kaldor's proposals only persons with pre-income-

tax incomes considerably above Ks ho,000 could have been ex

pected to become liable to the expenditure tax. Therefore,

Kaldor's tax would have affected about the same number of

individuals as the tax now introduced. If it is our aim to

encourage savings in the economy, is It sufficient to intro

duce a tax that cannot affect the economic behavior of any

but a small number of individuals?

The income tax revenue statistics for 1956-57 throw

some light on the distribution by income-groups of income

tax payers and of assessed income.^ Out of a total of ̂ 99,621
individual assessees, those with incomes not above Rs 55)000

were ^92,393 or 98.55 per cent of the total; those with incomes

not above Rs 25,000 were ^66,7^1 or 93.i^2 per cent of the

total. The total assessed income of individuals was Rs 5.52

billion. Of thjs, individuals with incomes not above Rs 55,000

accounted for Rs U.69 billion or 8V.90 per cent of the total;

those with incomes not above Rs 25,000 accounted for Rs 379.22

billion or 68.72 of the total.

See Reserve Bank of India Bulletin. April 1958,
p. >402, Statement VIII- original source. Income Tax Revenue
Statistics--All India Statements. No. 6.
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The expenditure tax affects Individuals with income

above Bs 60,COO. This means that it fails to influence the

behavior of more than 98.55 per cent of the taxpayers, who

account for more than 8W.90 per cent of the assessed income.

For this reason we consider it a relatively ineffective

weapon from the point of view of curbing unnecessary con-

siimption in the economy as a whole. For this purpose the .

Government still relies on the usual type of income tax,

which,however, discourages savings as much as consumption,

probably more. As mentioned earlier, Kaldor had recommended

that along with the levy of the expenditure tax the maximum

rate of income tax be brought down to ^5 per cent, capital

gains be included in taxable income, and an annual tax on

wealth be levied. Ee could claim that the lowering of the

maximum rate of income tax would have a beneficial effect

on saving and risk-bearing. The Government of India, how

ever, decided not to include capital gains in taxable income

nor to lower substantially the maximum marginal rate of super

tax. The Government, therefore, cannot claim that it has

done much to encourage savings except in regard to those

few who are affected by the expenditure tax.

It was pointed out earlier that one of Kaldor's ob

jections to the usual type of income tax is that it is not

based on a true me-^sijire of the spending power of the individ

ual. It is obvious that the same sort of criticism can be

laid against the expenditure tax. It is based not on spending

power possessed, but on spending power actually exercised.

Kaldor anticipates this criticism and argues that if the tax
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is progressive, the relationship between spending and spending

power can itself be taken into account in determining the

rate of progression of the tax.^ Even if this were done,

however, as between two individuals with the same incomes

who did not spend the same proportion of their incomes the

tax levied would not be in proportion to their respective

spending powers. Moreover, in order to take this relation

ship into account it would be necessary to get an idea of

total income in each case. Tliis would raise all the problems

of measuring true spending power to avoid which the expendi

ture tax was advocated in the first place. Tiierefore, Kaldor

is forced to shift his ground. Ee asks; "But is it so evi

dent that it is preferable on moral grounds to tax people on

the basis of their ability to spend rather than on their

actual soending.?"2 And he is inclined to argue that it is
ty

not, on the ground that "it is only/spending, not by earning

or saving, that an individual imposes a burden on the rest

of the community in attaining his ora ends."3 This argument

is tantamount to abcndoning the principle of taxing according

to "means" or "ability," for the violation of which he has

elsewhere criticised the present system of income taxation.

It is to be noted also that so long as ve do not

completely replace the income tax by the expenditure tax,

all the problems of converting accruals from various sources

into common units of spending power or taxable capacity will

Expenditure Tax, p. ̂ 9.
^id., p. 53.
3lbid.
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re-aln with us. The only merit that a partial replacement

of the income tax by the expenditure tax can claim is that

it is more conducive to saving than a comprehensive income

tax.

Xaldor ruts forward one further arg'ument in favor of

the expenditure tax. He argues that if income and property

are taxed too severely, while expenditure out of accu.mulated

wealth is not taxed or restricted, the effect will merely

be to encourage the capitalists to dissii-ate their wealth

rather than to reduce their living standards.^ He holds

that the wealthy clashes in Britain have ceased to save and

that they dis-save on a considerable scale—at least in

relation to their taxed incomes. ^s Lakdawala points out,

this is an exaggerated view of the behavior of the rich.^

It is not clear that a progressive income tax of the usual

type actually Induces the average capitalist to dis-save to

any significant extent. It is heavy inheritance taxation

that is often held to cause the so.uandering of wealth in

expectation of the tax. Kaldor, however, maintains that the

incidence of the Inheritance and gift taxes is entirely on

the inheritors end donees. It is not open to him then to

argue that heavy inheritance taxation would Induce the dis

sipation of wealth. .-hy should the expectation of a tax

whose incidence is on the inheritors affect the behavior of ,

Kaldor Renort. p. Vo.
^An Txrenditure Tax, p. 93.
3d. T. Lakdawala, op cit. p. 160. Lakdawala refers

to two surveys carried out recently in England which tend to
throw -^oubt on Kaldor's contention "hat the rich dis-save on
a c-nsiderable scale.

^Ksldor Report, p. 1+9.
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the testators?

It is on all these grounds that we reject the idea

of a separate expenditure tax to be super-imposed on the

basic income tax. It is submitted that, especially under

conditions prevalent in India, it would be much better to

build a scheme of partial exemption for savings within the

structure of the income tax, v.-hich should include in its

scope all realized capital gains.

c. Evaluation of the Annual Tax on V.'ealth. The

annual tax on net wealth is not an innovation like the ex

penditure tax. Analogous taxes are being levied in some

European countries like Sweden, Denmark, and Switzerland.

Kaldor Justifies the imposition of this tax on the three

grounds of equity, economic effects, and administrative

convenience. The Government of India has given the need to

reduce inequalities as an addition Justification.^

Let us take the equity argument first. To quote

Kaldor: "The main argument in equity for the tax is that

income taken by itself is an inadequate yardstick of taxable

capacity as between incomes from work and incomes from prop

erty, and also as between different property owners. The

basic reason for this is that the ownership of property in

the form of disposable assets endows the property owner with

a taxable capacity as such, quite apart from the money in-

come which that property yields." It will be recalled that

^Reserve Bank of India Bulletin. June i9?7, p.
^Kaldor Report, p. 20,
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this is one of the argxinents rfaldor uses in his criticism of

the income tax. Most economists are agreed that income by

itself is not a full measure of taxable capacity. This is

one of the arguments that is usually adduced in support of

death duties. Since the estate duty is one form of wealth

taxation, if it is levied at fairly high rates, it tends to

redress the balance between property owners and others and

makes for a more equitable system of direct taxation. It

may be true that the main justification for inheritance tax

ation is the need to prevent the perpetuation and enhance

ment of inequalities. But that does not prevent a 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 is any case for introducing an additional tax

on wealth on the above-mentioned grovind alone.

From the economic point of viev/, the annual tax on

wealth has been justified on the ground that a tax on capital

value does not discriminate against the risky employment of

capital in the same way as an income tax. There is truth in

this argument. In order to reap this advantage, however, it

would be necessary to lower the rates of income tax concur

rently with the imposition of the wealth tax. Kaldor did

recommend to the Government that the maximum rate of income

tax be reduced to V5 per cent (plus surcharge). Presumably

on revenue grounds, the Government found itself unable to

make such a drastic reduction. However, it did reduce the

rates of income tax somewhat and brought down the highest
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marginal rate from 91.9 per cent to dk per cent (inclusive

of surcharge). This slight lowering of the rates is not

likely to alter significantly the presumed 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

Jn direct taxation than before the imposition of the wealth

tax.^ More than this, those with unearned incomes between

Rs ^0,000 and Rs 150,000 pay more in income tax alone now

than in 1956-57. Of course, they are in addition subject to

the wealth tax. In the light of these facts, it would be

too much for the Government to claim that recent changes in

taxation have reduced in any way the deleterious effects of

direct taxation.

The annual wealth tax is made applicable to companies

also. Kone of the arguments given in support of the tax

warrant the extension of the tax to corporations. It is

true that some of the European countries levy this tax on

companies also. Of the six countries which do, Sweden and

Denmark exempt all domestic companies.^ An underdeveloped

country like India cannot blindly follow the example of de-

^For example, a married man with an unearned income
of Rs 200,000 would have paid Rs l^^,6ol+ in income tax under
1956-57 rates; now he pays Rs 1^2,752; there is a difference
of Rs 1352. If we assume a net return of 5 per cent on capital
owned, his wealth will amount to Rs ^,000,000 and he will
have to pay Rs ^2,000 in wealth tax; if we assume a net return
of 10 oer cent, his wealth will amount to Rs 2,000,000 and
he will have to pay Rs 13,000 in wealth tax.

^The Eastern Economist. Budget Number, March 7, 1958.
p. 533. '
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veloped countries. The taxation of the "wealth" of the com

panies raises Indian company taxation to levels reached in

economically advanced countries. Indeed above the income

level of Rs 500,000, Indian taxatic-i is higher than in the

United States and the United Kingdom.^

It is not intended to argue here that the wealth tax

should be abolished. The enactment of this measure of taxa

tion is now consideied in India as a great victory for the

common people in their progress tov/ard equality. Politically,

it will be all but impossible to withdraw this measure. Nor

do we think that it is absolutely essential that the wealth

tax should be abolished. As has been argued earlier, the

wealth tax can be used to check the unlimited growth of in-

equalitias. In our view, the wealth tax is a suitable meas

ure for preventing the accumulation of individual wealth be

yond a socially defined level. This is the only objective

that should be expected of the wealth tax. On this basis

the following modifications are suggested; (a) the exemp

tion level should be raised to a higher figure, say, Rs 500,000;

(b) companies should be made exempt from the wealth tax; (c) if

it is desired to differentiate further between property in

comes and work incomes, a higher earned income relief may be

granted; and (d) the gift tax and the estate duty may be re

tained in their present form for the time being.

d. Concluding Rem- rks on Reforms Initiated by Kaldor.

One of the important erg'uments put forward by Kaldor in support

^Ibid.. p. 527.



of his proposals is that this system is much ~~re evasion­

proof than the sytem he f~und in India and elsewhere. lie 

argues that since pr~perty income and pr~perty value are 

relbted, if taxes are assessed on both inc ome and property, 

the administrative efficiency of the system is bound to be 

improved. If taxes zre levied on wealth, inco~e , and expendi­

ture, the assessees have to file comr,rehensive tax returns. 

Tnis requirement provides f o r self-checking in two ways: 

(a) an assessee hag to be consistent in his returns; (b) the 

attem~ts ~f one t~xpa y er to mini~ize his liability will im­

mediately increa s e the liability of another. It may be pointed 

out, however, that if income is c oncealed and hoarded, it 

can be kept :Jut of the tax return with the utmost consistency. 

Since regular house to house search is not contemplated by 

the Government, concealed inco~e c~n be hoarded in the form 

of gold and cash. : ~oreover, if there are merits in a com­

prehensive tax return, it can be required of the inc o~e tax 

assessees. The merits of a certai n type of return may be a 

sufficient argument for the introduction of the return it­

self, not for all the taxes that can be levied on the basis 

o f the return. ~e must reme~ber also that the complexities 

of ad=inisterlng the tax system are c ons iderat~y increased 

by the introduction of the wealth and expenditure taxes. 

There are the problecns of determining the -;Je rs onal expendi­

tures o f the taxpayers, of keeping track of all ?ro~erty 

trans acti ons, end, above all, of determining the value of 

all taxable prop E. rty. It is an open question i,hether, on 

balance, the efficiency ~f the system as a whole will be 
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improved.

r'aldor's proposals provide for the taxation of capital

gains, wealth, expenditure, and gifts. It is so.uewhat sur

prising to find Kaldor advocating a wealth tax in addition

to taxation of capital gains, after all his inveighing

sgainst "the double taxation" of savings. Under his system

an individual is taxed whether he spends or saves, iui ex

penditure tax taken by itself tends to encourage savings; a

tax on wealth tends to discourage accumulation and encourage

spending. Kaldor argues: "A combination of the two types

of taxes, therefore, far from cancelling the good effects of

either, make it possible to restrict effectively the living

standards of the rich without sacrificing the long-run egali

tarian objective of a more even distribution of property."^

The net effect of such a combination of taxes cannot be stated

so categorically without reference to the relative heaviness

of the two types of taxes. If the rates of wealth taxation

were high enough to reduce Inequalities, a wealth tax would

certainly counteract the effects of the expenditure tax. If

the rates are not high enough, there is no case for introdu

cing so complicated a device.

Kaldor had -estimcted that his proposals, if accepted,

would have raised tax revenues by more than Rs 600 million

per year. The changes effected in the tax system since the

submission of Kaldor Report are expected to bring in extra

revenue to the extent of Rs 200 million per annum. It must

^Kaldor Report, p. VO.
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be pointed out that this extra taxation is levied on the same

minority of less than one million persons who bear the brunt

of direct taxation. It is not suggested that the rich in

India should not be asked to pay more taxes. But it is im

portant to bring under charge the "feudal" incomes that now

almost certainly escape taxation before we ask this minority

of business and professional classes, who are already paying

taxes, to pay more. Rapid economic development is impossible

unless the surplus from agriculture is channelled into invest

ment. During the initial stages of her economic development

Japan followed the exactly opposite policy of heavy taxation

of agriculture and light taxation of industry. In India,

according to Mr. S. J. Patel's calculations, out of Rs 21.7

billion received as gross property income in 1950-51, over

Re 1^.0 billion, or a little less than two-thirds, is obtained

as rent of land and interest on cultivator's borrowing; only

one-third of the income from property is derived from modern

industrial and commercial enterprises.^ It is the latter

that bears the brunt of direct taxation. This is seen from

Table XIV. We find that "gross profits" of Rs 7.5 billion

bore a tax burden of Hs 1.72 billion, whereas "feudal" in

comes amounting to Rs lV.2 billion bore a burden of Rs 260

million only. Mr. Patel seems to have omitted to include

agricultural income tax paid, which is now around Rs 57

million. Even when this is added, the total direct tax paid

by the recipients of "agricultural" incomes comes only to

^S. J. Patel, 0£,. cit.. p. 10.
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Rs 317 million. As indicated in the section on Income Tax,

the niost important reform to be carried out in the Indian

tax system is to devise means by which "feudal" incomes could

be brought under charge. Recent tax reforms have not touched

this vital problem except in so far as the wealth tax may

lead to the disclosure of some evaders.

Table XIV

DISTRIBUTION OF DISPOSABLE INCOME iiFTER TAXATION

(1950-51)

Rs Millions

Total Direct Disposable
Income Taxes Income

1. Wages and Salaries

2. 'Income of the Self-
Employed

3. Income from Property

Of 'Which:

Rent from Land

Interest on Culti

vator's Debt

21,800

^,730

70

260

21,700 1,980

7,700

6,500

260

Gross Profits
a 7,500 1,720

Source: S. J. Patel, or. £it., p. 12.

21,730

1+9,MfO

19,720

7,1+1+0

6,500

5,780

®Total of gross profits in mining, manufacturing,
private commerce and transport, rent from urban housing, and
miscellaneous.

Note; The figures given by Mr. Fatel are only
approxj.mations.
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D. Indirect Taxation

The. important indirect taxes levied in India are

customs, excise and sales taxes. It will be recalled that

the Constitution reserves to the Union Government the power

to levy customs duties and excises on all comnodities except

alcoholic liquor; and that it reserves to the States the

power to levy excise on alcoholic liquor and s-ales taxes on

all goods except newspapers and advertisements therein.

Customs, Union excise duties, and State sales taxes together

constitute the basic structure of indirect taxation in India.

Only the Union excises and State sales taxes will be considered

here,

1. Union Excise Duties

Until recently, customs constituted the largest single

source of revenue to the Union Government. Now its place

has been taken up by excise duties. In the budget estimates

for 1957-58, about Vo par cent of the tax revenue of the

Union Government was derived from excise.^ In the budget

estimates for 1958-59} excise duties are estimated to bring

about Rs 3^05 billion, while customs are estimated to bring

only Rs 1.7 billion.^ Customs have steadily lost their

relative importance, though in absolute terms still an im-

pDrtant source of revenue, because of a policy of protection,

the growth of consumer goods industries, import and exchange

control, and fairly light taxation of capital goods which

^Reserve Bank of India Bulletin. April 1957} p. 330.
^Reserve Bank of India Bulletin. March 1958, p. 239.
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are being imported in increasing quantities. The Central

Government has been resorting to excises to recoup the revenue

lost through the relative fall in custons revenue.

Central excises were not very important until the

'thirties. The first excise duty was levied on cotton yarn

in 139^-. This was later changed into an excise'on mill-made

clith and was abolished in 1926. Of the present excises, the

earliest was the levy on motor spirit (gasoline) in 1917t

The duty on kerosene was introduced in 1922 and that on

silver in 1930" year 193^ ^ landmark in the develop

ment of Central excises, since it was in that year that

duties were imposed on sugar, matches,.and steel ingots.

The industries producing these goods had grown up under

protection and they were taxed to replace the revenue lost

from customs.

The years of V/orld //ar II witnessed the furtner ex

tension of excise duties. The government explored various

ways of increasing revenue and began to increase steadily

the coverage of excise taxation. During these years duties

were imposed on tires, vegetable products, tobacco, coffee,

tea, and betel nuts.

It was realized that excises were a rich source of

revenue and the Goverament of India did not hesitate to ex

ploit this source after the end of the war. In 19^ the

excise duty on mill-made cloth was re-introducedj in 195^

duties were imposed on art silk, cement, soap, vnd footwear.

Reporting in early 1955, the TEC recommended the levy of

excises on a number of com odities untaxed until then. It
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reconir.ended also substantial rate increases in the duties on

kerosene, sugar, and matches, and moderate increases in the

rates of duty on cloth and tea.^ The Governnent of India was

quick to act on the recomaendations of the TSC. In 1955-^^

and 195'o-57} some existing duties were raised, notably that

on cloth, end new duties were imposed on electric bulbs and

fens, paints, varnishes, paper, woollen cloth, electric dry

and storage batteries, vegetable non-essential oils, and all

kinds of diesel, vaporizing and furnace oils. The government

expected to increase revenue by about hs 338 million as a

result of these measures.

Increased excise taxation was not to be halted at

this point. In the 1957-58 "budget, the bulk of the additional

taxation proposed was by way of indirect taxes. The then

Finance Minister proposed to raise the level of duties on a

host of items, including sugar, tea, coffee, tobacco, matches,

oils, kerosene, motor spirit, and cement. The net result of

his proposals was a substantial increase in revenue of the

order of Rs 573-5 million.^

Thus excise taxation has grown by leaps and bounds

in the last 25 or 3C years. In the middle 'thirties, excise

duties covered only five commodities, but now the list of

articles covered is fairly long. The bulk of the revenue,

however, is derived from the following "ommodities; cotton

cloth, tobacco, sugar, matches, and tea. Of these, cotton

^TEC Report. Vol. II, pp. 385-367.
Reserve 3rnk of India Bulletin, June 1957j p. 53^.
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cloth is the largest single source of revenue.

During these years of development of excise taxation

at the Center, the States were independently developing and

exploiting another prolific source of revenue, namely sales

taxation. Until recently there has been no co-ordination be

tween excise taxation and sales taxation. In 1957, however,

the States agreed to exempt from sales taxation textiles,

sugar, and tobacco, and the Union Government levied additional

excise duties on these commodities, the proceeds of which

were to be distributed to the States.

Gne particular feature of Central commodity taxation

is that both customs and excise duties are mostly specific.

However, generally speaking, higher rates of duty are imposed

on luxuries and superior varieties of products than on widely

consumed goods and Inferior varieties, another feature is

that the Union excise covers many goods which may be classed

as necessaries,such as cloth, kerosene, and sugar. Since

the sales taxes of the States are in the nature of "general"

taxes, the same necessaries are liable to be taxed at the

Union as well as the States level, unless necessaries are

exempted from sales taxes.

2. State Sales Taxes

Before 1933 there was no sales tax in India. Now

all the States Impose a sales tax of one kind or another.

Sales taxation has become a very important source of revenue

for the States. In 1956-57, it brought Rs 706.6 million out

of a total tax revenue of Rs 3-67 billion. iiS noted earlier,

it is coming to occupy the first place in State finances.
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aport from the contri butions of the Uni-Jn Governr.;ent and 

shores of Central revenues. 

Ther ·.; ar e :;:any kinds of "sales taxes" in operation 

in t he several States of India. First of all, we ~cy dis­

tinguish betwe en a sales tax pr op ~ r and a purchase tax. 

imen the tax is asses sed on the turnover of the sales of a 

" , re gi s tered dealer and col l ected fr Jffi that dealer, it is ca~~eQ 

a Sc les tax. If, :.10 the Qt her hand, it is asse : sed on the 

turnover of his purchases, irrespective uf whether he has 

sold what he has purcha sed, i t is called a purchase tax. 

Th e sa le s tax is levi ed )nly )n dealers, including in that 

term ~anufact~rers, processors, tr~der s , etc. The purchase 

tc:.x con be levied :)0 t he consumers also, especially ',;here 

the article bought is cons picuous and ~Jre or less readily 

traceable. 0sually th e sales tax is preferred to the pur­

chasa tax, the latter being resorted t o in special cases for 

specific ad ~inistrative reasons. 1 

rtnother broad distinction made in India is between 

the "general sale s tax" and the "selective sales tax." If 

the tax is collected on the generality of goods passing 

t hrough the hands of a dealer, God hence on what illay be 

call ed his turnover, it is called a general sales tax. If, 

on the other hand, only certain selected goods are brought 

under the purview of the tax, it is called a selective sales 

tax. The general sales t ax, wh erever_ 1 t 1s levied, 1s not 

IFor exa::;ple, it ha s been found to be :,'jore convenient to 
tax the ;' urchQ:;es 'J f a dealer in peanuts wr,o buys fnm numerous 
farmers inside his State and sells to manufacturers outside 
hsState. 

---------------------------
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a truly general tax; services are excluded from taxation in

all States and at least a few coranoditles are exempt in each

State. Most of the State sales taxes are in the nature of

general sales taxes.

Tliere are two main varieties of the general sales tax:

the multi-point system and 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 producer to the final consumer. Under the single-

point system, the tax is levied at only one stage. Thus a

retail sales tax would be a single-point general sales tax.

"An important distinction, in conception and design, between

the multi-point system and the single-point system is that

the latter seeks to ensure as far as possible that not more

than a specific amount of tax gets added to the price at

which the article is sold to the consumer; in other words,

thct the total tax charged in the passage of the article

from the first dealer to the last in what may be a whole

chain of dealers is not left to be decided by the indetermin

ate number of links which may exist in the chain, but is collec

ted at only one of the number of sales which may be involved."^

Under the multi-point system the rate is relatively low and

the exemptions are few; under the single-point system, on the

contrary, the rate is relatively high and the exemptions are

larger in number. Under the former system the accounts which

the dealer has to keen are less comclex than under the latter

^TEC Report. Vol. Ill, pp. 5-6.
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system. This follov/s from the fact that under the single-

point system we have to make sure at every stage that the

tax was not paid at a previous stage and is not going to be

paid at a later stage.

Bombay has a double-point system under which the tax

is levied at two stages in the series of transactions. This

is a sort of compromise between the single-point and the

multi-point systems.

Kot all dealers in a State are liable to pay the

sales tax. The law in each State lays down the minimum value

of turnover which will make a dealer liable to payment of

the tax. Different limits of turnover are laid down in differ

ent States to fix this liability. Usually there are two

distinct exemption levels, one for importers and manufacturers

and the other for all other dealers. A relatively low limit

or exemption level has been fo'und necessary in the case of

importers and manufacturers.^ All dealers liable to pay the

tax are required to be registered with the State government

concerned. The exemption level for importers and manufacturers

is nowhere more than Rs 10,000. It is as low as Rs 5,000 in

Madhya Pradesh. The exemption level for other categories of

dealers varies considerably from State to State. In 195^,

it was Rs 7500 in Assam; Rs 10,000 in Madras, Mysore, Orissa,

and Kerala; Hs. 15,000 in Uttar Pradesh and Bihar; Rs 25,000

in Bombay and Madhya Pradesh; and Rs 50,000 in Bengal and

Punjab.^

^For reasons see TEC Report. Vol. Ill, p. 11.
2lMd.
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In addition to sales by dealers with s turnover less

than the exemrtion level, certain other sales such as sales

not in the course of trade or business, sales of immovable

property, sales of stocks and securities, and sales of agri

cultural produce grown by the cultivator himself or on land

owned by him also are exempt from taxation.

Besides the above-mentioned, there are certain speci

fic exemptions. These may be divided into four categories:

(a) goods which are treated as "essential" or as necessaries;

(b) goods which are taxed under separate enactments; (c) prod

ucts of certain cottage end village industries; and (d) certain

other articles like text-books, fertilizers, and cattle food.

The list of exemptions varies from State to State, ^s already

pointed out, it is larger under the single-point systems

then under the multi-point systems. Madras has the shortest

list, the only articles exempted being salt, handloom yarn,

and khaddar Article 256 of the Constitution prohibits the

States from levying taxes on goods declared by Farliament to

be "essential" for the life of the community, except with

the previous assent of the President. This provision, how

ever, is made applicable only to State laws which did not

exist before the coming into force of the Constitution,

The sales tax law of each State specifies a standard

rate generally applicable to taxable sales. However, on

some articles lower or concessional duties are charged, where-

^Khaddar is cloth woven on handlooms with hendspun
yarn.
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as on others, which are in the n?.ture of luxuries, higher

rates are charged. For extniple, the Madras general sales tax

is levied at the general rate of about 1.5 per cent. But,

by way of exception to this :nulti-point levy, cotton yarn i. >

taxed £t only one stage of sale at one-half per cent; bullion

and specie at one stage at one-quarter : er cent; and hides,

skjns, and cotton at one stage at the ordinary rate. On the

other hand, certain luxury articles like automobiles, radio

sets, electrical goods, and cameras ere subject to an addi

tional tax of 1.5 or 3 psr cent at one stage. The pattern

of rates is more or less the same in all the States.

The foregoing description of sales taxation in India

points up the fact tiict the sales tax has developed into a

distinct and useful form of taxation. Theoretically, and

from the point of view of incidence, there is not much differ

ence between a sales tax and an excise to the extent that

they fall on the same com;-.oditifcS. But there are other charac-

teristics which distinguish them. In the words of the TEC,

Excise duties are collected from the manufacturer
on his production even if there are no sales,
whereas the sales tax is collected only when the
manufactured goods are sold. Further, excise
duties usually have proximity to the points of
production. Moreover, for very good reasons,
excise duties are necessarily selective, end
therefore the rates of duty are normally high,
whereas the sales tax operates at different
points jf the trade channel, over a larger
poomber of com-^odities and in varying degrees
of proximity to the final cons'um- tion and can
therefore be levied at comparatively low rates.
It follows that the sales tax can be varied in
relation to the different grades of consumers
in a manner which is not generally open to
excise. In other words, the sales tax can
take cognizance of the varying degrees of
specialization and differentiation which occur
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in goods as they leave the stages of production
and prinary processing with which excise is con
cerned .1

In view of these distinguishing features of the general sales

tax, it can be riade to play a role socewhat different from

that assigned to excise duties.

3. An Examination of Excise and Sales Taxation in India

In our discussion of indirect taxation contained in

Part III, it was suggested that the structure of indirect

taxation must be so fashioned as to achieve certain important

objectives. These are: to raise revenue, especially from

those who cannot be reached through direct taxes; to curtail

the consumption of luxuries; and to restrain a rapid increase

in mass consumption of non-necessaries. In order to achieve

these objectives. It would be helpful to have in the tax

system both excises and sales taxes. As mentioned above,

"the sales tax can take cognizance of the varying degrees of

specializatjon end differentiation which occur in goods as

they leave the stages of production and primary processing."

Further, under a federal structure, the introduction of sales

taxation becomes necessary as a substantial source of revenue

for the State governments. The production and manufacture

of commodities considered suitable for excise taxation may

be concentrated in a few States. It will then be best to

leave slse taxation to the Central government. Central

excise taxation will insure uniformity of taxation on the

production of manufacture of a particular commodity through-

^TEC Report. Vol. Ill, PP. ̂ 3-^.
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out the Union, It is then left to the States concerned to

deteroiine the burden of taxation to be borne by the consumers

living within their respective borders.'

The general sales tax is a suitable device for re

straining increases in general consumption. ,It can help the

government to increase the incremental saving ratio, because

it makes the tax system more income-elastic. The tax system

of an underdeveloped country, therefore, should contain the

general sales tax. The type of tax needed is a multi-point

system which would cover all consumer goods except necessaries.

The tax should be levied at a flat rate applicable to all

taxable sales, but luxury items should be subject to an addi

tional tax at one stage in the series of transactions. Capital

goods must be exempt from the purview of sales taxation.

The general sales taxes in India satisfy the requirement of

generality and of differential rates. But not all the States

exempt necessaries like food grains end cheap cloth. Indeed,

in Madras the items which yield the largest revenue are paddy

and rice, articles sold in provision stores, and mill cloth.^

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 cultivator consumes for the most

part what he grows in his own field. If the rural consumers

"escape" the tax on many necessaries, there is no reason why

the poorer sections in urban areas alone should be subject to

the tax. As we have argued earlier, there is no case for

^Ibid.. p. 36.
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taxing necessaries in a poor country like India, The TEC

was of the opinion that the smell dealers in semi-urban and

rural areas would be unable to maintain complicated and

separate accounts. Therefore it suggested that there should

be few exemptions or none at all from the multi-point levy.^

But in another connection the TEC itself recommended that

for dealers who could not maintain elementary accounts,

"there should be a scheme of composition under which the

liability to tax is assessed on the basis of the purchases

made."2 Even now some States have this scheme. Since the

inability of the small dealers to keep accounts can be got

around in this manner, this reason for not providing for ex-

emutlons is not of much importance. Besides, under a recent

agreement (December 1957) between the Union and State govern

ments, the Union government is levying additional excise

duties on sugar, textiles and tobacco in lieu of the sales

taxes. This means that these items have to be exempted from

the general sales tax of all the States. If exemptions are

going to be introduced at all, separate accounts must be kept

of exempt and non-exempt items and the addition of. a few

more exemptions will not make much difference.

The TEC suggested that the single-point levy on "lux

ury" items must be at the retail stage and the exemption

level of turnover must be much higher than for the multi

point levy. This would insure that only dealers with a

^Ibid. p. 63
^Ibid.. p. 6V.
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fairly lar^e turnover capable of ir.aintaining fairly compli

cated accounts would be subject to the tax. \'!e agree with

this suggestion.

b. Union Excise Duties. The levy of excise duties,

in addition to the sales taxes, is necessary, first of all,

to insure sufficient revenue for the Union government. Under

the Indian Constitution, the yield from taxes on personal

income is divided between the Union and the State governments

and the entire net proceeds from the estate duty are assigned

to the States. It is therefore necessary that taxes on

commodities also be shared between the Union and the States.

Besides, whereas the general sales tax is a useful device

for checking increases in general consumption, particular

excises are more suitable for causing inter-industry diver

sions of resources. It is considered, therefore, that the

existing arrangement, under which the Union levies excises

and the States levy sales taxes, is essentially satisfactory.

It is inevitable that with the decline of customs .

the relative importance of excises in the scheme of Union

finances should increase. Uliile it is legitimate for the

government to increase its revenue from excises, it is im

portant that the com.-.odities to be taxed be selected in

accordance with some definite principles. It is preferable,

in general, to confine excises to commodities that satisfy

one or more of the following characteristics: (a) low price-

elasticity of demand; (b) high income-elasticity of demand;

(c) absorbing scarce factors needed in the public sector;

and (d) in the nature of luxuries consumed only by the well-



2kl

to-do. The bulk of the excise revenue 'j.ust be derived from

a few widely-consurr.ed "mass luxuries," which are likely to

satisfy the first two characteristics. Good examples are

tea, coiiee, tobacco, and superior varieties of cloth. Tax

ation of these goods insures that sufficient revenue can be

expected to be raised,because of low price-elasticity and

high incor;,e-elasticity. Outside of the types of goods men

tioned above, certain select;d commodities can be taxed with

the diversionary effect in view. Luxuries and scarce "bottle

neck" factors needed in the rublic sector are examples of

this type of com-;-.odities.

As we have indicated earlier, there is no case for

taxing necessaries. Xor is there a case for indefinitely

extending the scope of excises. wTiile it is true that the

bulk of the excise revenue is derived from the taxation of

certain non-necessaries like tea, tobacco, and superior

varieties of cloth, the Union Government taxes also certain

necessaries like cheap cloth and sugar. Even if it is main

tained that refined sugar is in the nature of a "luxury" be

cause the poor use mostly unrefined sugar or and that

therefore refined sugar can be justifiably taxed, .there is

no case for the taxation of cheap cl.th. Nor is it justi

fiable to tax kerosene at the high rates prevailing now.

Equally questionable is the policy of steadily ex

tending excises to cover all industries that have grown up

under protection. The TEC, unfortunately we think, lent

its sanction to this policy. It noted; " The principles

underlying the extension of excises 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 imiorts and that, the country's tax

structure can be made stable only by broadbasing the excises."^

iUid when it looked around for new industries to be taxed, it

mentioned the paper industry, among others, and said; "The

industry has developed as a result of tariff protection, and

this provides justification for the levy of an excise duty

on paper. The same argument was used in the case of some

other goods selected for new taxation.^

V.liile it is true that excises as a whole have to re

place to some extent the loss in customs revenue, why should

the grant of protection be considered a sufficient justifi

cation for taxation? frotection is (or should be) granted

in the national interest. It is intended that the protected

industries should grow. It could hardly be maintained, more

over, that the consumers of protected products have benefited

directly from the nolicy of protection. 3n the contrary,

they have been forced to pay higher prices because of pro

tection. iuid they continue to pay the higher prices as long

as the domestic price is higher than the price of the imported

product exclusive of the import duty. It is far from

reasonable then to ask these same consumers to bear the extra

burden of the excise duty except perhaps in those cases where

the domestic cost of production has been brought down so low

^TSC Report. 7ol. II, pp. 257-258.
Ibid.. p. 315.

3lbid.. pp. 315-317.
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as to have made possible the removal of the protective tariff.

Indeed it could be argued with greater validity that while

the consumers of the protected industries are bearing the

br'unt of protection, the consumers f the non-protected in

dustries should be required to bear the burden of excises.

Actually, however, protection and non-protection cannot be

important considerations in selecting commodities for excise

taxation. It is submitted that the principles we have put

forward earlier must be applied in every case before taxation

is decided upon.

One reason v;hy the Union Government has been forced

to extend the coverage of excise taxation is that the revenue

from excises has been very inelastic with respect to price

2nd money income changes. This is due to the fact that ex

cise duties are mostly specific. ^Aliile prices have been

rising almost steadily since 1938, the revenue from excises

existing at any given time has lagged behind, so that the

Government has been forced to increase the rates of existing

taxes and add continually to the list of goods taxed. For

example, in the case of articles subject to duty between

-932-39 and 1953-5^, it was found that, in spite of rate in

creases, the rates of duty as percentages of the prices of

the articles taxed declined substantially during these years,

with a consequent reduction in the average tax burden on

these articles. The extension of coverage was more signifi

cant than the rate increases in bringing more revenue. "Thus,

in 1953-5V, only 29 per cent of the revenue from excise duties

was raised from articles which were subject to duty also in



I93S-39 and 70 per cent from articles which were taxed in

19^8-^9."!

It is suggested that it might be a better policy to

convert as many of the duties as possible into ad valorem

duties than to extend the excise to such goods as dry and

storage batteries, tires,- and varnishes. Apart from other

reasons, the continual extension of coverage makes the whole

excise administration complex and unwieldly.

In closing, we may mention two other cases in which

excise duties can be used. The first is the case of petrol,

v.'hich is taxed in all countries on the basis of "benefit

principle." The second is the case of goods whose exports

can be promoted to earn more foreign exchange by discouraging

domestic consumption. This policy is fruitful, however,

only when the elasticity of the foreign demand for the

product concerned is greater than unity, for if it were less

than unity, the fell in the price due to increased exports

would lead to a shrinkage in the foreign exchange earned.

In India it may be possible to promote the export of superior

varieties of cloth by such a policy.

E. Deficit Financing in the Second Five-Year Plan

One of the important features of the Second Five-Year

Flan of India is the important place accorded in it to deficit

financing. In an attempt to raise the rate of investment in

^TSC Report, Vol.11, p. 259.
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the ecenciny, the rienninc Com-^ission has thought fit to pro

vide fjp a large dose of deficit fincncing in the five-year

period covered by the ilan (195^-61). Before we proceed to

c-.n'-ider the care for a policy of deficit financing in planned

economic development, it is necessary to define the term

"deficit financing" as it is used in India.

1. The definition of Deficit Financing

In the United States, the term "deficit spending" or

"deficit financing" is generally used to mean any expenditure

by the government that is in excess of its current revenues,

hence exrenditure that is financed by borrov.lng from the

-public is includrd in the measure of deficit in the budget.

In India, however, expenditure financed by borrowing j.rom

the rublic is excluded from the measurement of deficit. ■

Thus only ex"enditure in excess of current revenues and non-

bank borrowings is termed deficit spending. This concept of

deficit may be called the economic concept of deficit, .accord

ing to this concept, the term deficit is applied to expendi

ture financed only by those ;oeans v.'hich have a te.ioency to

increase thie total outlay in the comm.unity.

If a deficit is defined this way, expenditure financed

b borrc'lnr from the "^ublic can be excluded fr-'in ohc deficit

oniv on the as^um-tion that such expenditure, because it is

financed out of genuine savings, has no tendency to increase

total outlay. This assumption is implicit in the Indian

usage of the term deficit financing. Strictly speaking,

this assumption is not completely v;lid. Moreover, it is

extremely difficult to record government borrowing according
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t: tiic type of lender. In the words .f the I fanning Coroiissinn,

"Al.ile the :s;r.etcry iT.yact f gsvern-.cr.t's horrowing will

difftr according to type .1 suhscriber, it would clcorly be

iniT&cticable to record government's borrowing orerations on

tl.is basis, lor does ti.e ownership of public debt remain

with tii6 same perron or iiostituti n that bought it to begin

with."^ Therefore, this definition cf deficit is only "a

convenient convention which 'under preo'aillng practices gives

as near an arproxiciati ;n to tlie purpose in hand as ; ossicle.

^ deficit so defined can be financed in one or more

of the following ways: (a) borrcwing from the Central bank;

(b) withdrawal of cash balances; (c) borrowing from the com

mercial banks; and (d) issue of new currency by the govern

ment. In India, however, the last means is not usually

employed. F'urtr.er, in governmental accounting practice,

borrowing from the public and from the banks are lumped to

gether as "market borrowings." Hence the figures for annual

deficits given by the Government or the Reserve Bank of

India include only withdrawals of cash balances and net

borrowing from the Reserve Bank,

2. Deficit Financing and Zconomic Development

The use of deficit financing as a method of acceler

ating the pace of economic deve'iopment and the dangers inherent

in such a policy have been discussed by many economists in

^Second Five-Year flan, p. 8V.
^Ibid.
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recent years.^ The consensus among them Is that a moderate^

amount of deficit financing can be indulged in during the

process of economic development and with appropriate safe

guards, 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

generate inflation, it defeats its ovm objectives.

It may be argued that inflation has a tendency to

promote investment by increasing the profitability of invest

ment and the incomes of profit receivers who are likely to

Invest their additional incomes. This is true to some extent,

especially in the earlier stages of inflation. It must be re

membered, however, that profit earners will save only a part of the

'■See, among others, E. M. Bernstein and I, G. Patel,
"Inflation in Relation to Economic Development," i. M. F. Staff
Papers. Vol. II, No. November 1952; V. K. R, V, Rao,
Deficit Financing Capital Formation and Price Behaviour ^
Under-Developed Economy. Eastern Economist Pamphlet, New Delhi,
1953; "Deficit Financing for Economic Development," Economic
Bulletin for Asia and Far East, Vol. V, No. 3» November 19?+;
Gustav F. Papanek, "Development Problems Relevant to Agricul
tural Tax Policy," in Agricultural Taxation and Economic Develop
ment; and Martin Bronbenbrenner, "The High Cost of Economic
Development," Land Economics, Vol. XXIX, No. 3) August 1953*

2'i,;oderate relatively to national income and total
government expenditure.
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adoltions to their inco^ies. On the oth-:r h:-nd, ilxed-income

earners vill find their real incones reduced and may decrease

their savinss or actually dis-save. Therefare, a heavy shift

in income to profit receivers will be necessary to effect a

net increase in the total savinrs of the economy, .luch large

snifts cf income to entrepreneurs at the expense of mostly

were nd salary earners will accentuate th= disparities of

income and wealth in an uncontrolled anc glaring fashion and

may, therefore, lead to serious social 'unrest.

Furthai^ inflati:-n has been found to distort the pattern

of production and investxrnt. businessmen are concerned

with ownership benefits and not with use benefits. Inflation

broadens the scone for rrofitable investment where use benefits

ere low and ownership benefits are high.^ Three such fields

of investment are inventory holding, luxury urban construction,

and foreign assets. The tendency to speculation also is

strengthened. Hence the type of investment promoted by in

flation may be Teclsely those not needed in underdeveloped

countries.

Eventually, inflation is self-defeating. After a

stage, in the race between costs and prices, the economy

gets into the grips of spiral inflation. If, on the contrary,

prices are' prevented from rising after costs have risen, the

increased profitability of investment is eliminc-ted and in-

v-stment may fall to, or below, the pre-inflation level.

^E. M. Bernstein and I. G. Fatel, op. cit..p. 383.
The authors' observations are based on the experience of

.tin iiineriCc-H countries.
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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 inflationary method. This means that the ori

ginal price rise must be moderate enough not to induce a

concomitant rise in costs. In other words, the-price rise

due to deficit 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 vrtiat in fact
is likely to be only a moderate increase in
investment (which could have been achieved,
in large part if not entirely, by less
aggressive means) ultimately converts contin
uous inflation into a destructive policy.
A large part of any increase in investment
will take forms that are of negligible impor
tance in increasing agricultural 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 inflation on the distribution of income
and wealth are unhealthy and may be danger
ous in countries with low incomes,

We may state categorically that inflationary deficit

financing must be ruled out. However, while all deficit

financing taken by itself is expansionary in its effects, it

need not always result in inflation. The expansionary effects

of deficit financing may be counter-balanced by the deflation

ary pressures operating in the economy in a given period.

Or, concurrently with a moderate dose of deficit financing,

appropriate policy measures may be taken to counteract, op

hold in check, the expansionary results of the deficit so

that though there may be a rise in prices, there may not

^Bernstein and Patel, on. cit.. p. 379.
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rei-.ult any inflation. In the firot case there need be no

ri"e in nricesj in the sec.nd case there r.ay be a rise in

rrices but n~ inflation.

..e nay consider first the possible forces that-nay

counteract the expansionary effects of deficit financing

in a dcVcloning economy. In a continuous process of economic

development, investment is be^ng continually unoertauen. In

every successive rerioo, therefore, we may expect the total

physic, 1 product to be higher th<-n in the preceding period.

The i:ocreases in vhysical rroduct necesoit. te correspjonding

increases in the money su ply for transaction p'urposes.

-r '^o""Curre^t"^ ' v,ith devei or'm^nt, the monetx.jcd sector

of the economy tends to expand, giving rise to a f'urther in

crease In the demand for money. Tairdly, aa incomes rise,

there is a tendency for the money/income ratio (the T.arshallian

to rise. "Tiis incre sing demand for cash b-lances on the

part :>f the rublic will tend to "absorb*^ some part of the

-^-ney surnly. Finally, if foreign aid is being extended to

the co'untr',' concerned, there may result an import surplus

which also will exert a defl.tionary pressure. For all these

reasons in an economy that is steadily growing, there will

be an increase in the demand for money. If at this time

the su-^ply of money does not grow correspondingly, a de-

flctionsry situation will be created. An appropriate amount

of deficit financing by the government can provide the in

creased money demanded and prevent a fall in prices. It

follows that deficit financing can be safely employed only

to this extent.
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In tills connectiDn it nust te renenbered- that part

jf the increased dcr.and for r.oney ray be ret by the creation

of riv. te bank credjt that takes place independently of the

g^vernrent. The score f or n .n-inflati .nary govern:ncnt deficit

financing is correspondingly lin.ited.

If the anonnt of deficit financing, public and private,

is in e/.cess of vhat is warranted by the increase in the re

quirement for s.j.ney in the economy, there will be a rise in

prices. If such excess is not large, the governisent could

try to prevent the rise in ; rices from becoming inflationary.

Tr. 1'. ll. n. 7. hao has trgur-d that if part of the increased

incomes is returned t.-^ the government in the form of taxes,

the price rise need not be indefinite.^ The greater the

proportion of the increased national outlay that is returned

t: the government, the smaller is likely to be the final

rise in -rlce.^ Tut Dr. Rao assumes that the rate of money

wages Con be :;.ade to re.main "unaltered. he himself admits,

thi'^ is the most important of all his assumptions.3 Tnis

assum-tion is valid only if there is "a small initial rise

in _ I ices as a whole and a smaller rise in the prices of

basic necessities."'^ .'.e have argued earlier, in the section

on indirect taxation, that in a country where a large section

of the pcpulc'ti-:-n is living on the margin of subsistence, it

^7. T'. n. 7. p,ao, Def.icit Flnoncinr Capital Formation
and I rice Tehavio.ir n an dnd-r-Devel oned Rc .nomy.

p.. 2o.
•^Because of the "multiplier" effect of taxation working

in the revenue.

3lbid., p. 29.
^Ibid.
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is difficult t. pruvent a rise in uonsy .•.■ager. when prices

are rising. If infl. ti^nary tendencies are to be avoided,

then the initial rise in rrices nust be very snail indeed.

If the trice rise is to be -.oderate, argues Dr. itao, there

will be "need t.-th for action to control the prices and

allocation of essential raw niterials and capital goods,

and for action to control the o.oney rate of wages, either

'oeering it stable or permitting only small changes in an

utward direction."^ It is questionable whether, in order to
have a slight rise in the rate of investment, it is worth

while introducing such cornrehensive physical controls in

the economy. Furth/r, if inflation is to be ruled out as a

measure of policy, this tyre of deficit financing cannot be

practiced on an increasing scale.

The general conclusion th:t emerges from this dis

cussion of deficit financing is that there is a place for it

in an economy thct is growing, but that it is not likely to

be quantitatively significant as a means of raising the rate

of investment. The TEC pointed out that "from a longer term

point of view, the place which deficit finance can occupy in

a programme of clanned development cannot be of a quantitatively

significant magnitude in a country like India. We are in

essential agreement with this observation.

^Ibld. r. 31.
^TEC Renort. Vol. I, pp. 96-97.
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3. C^mnents on the Proposed Financing of the Second ^Ian

The Second Five-Year Plan, oriPinoTly drav;n up,

has vrovided for a total develo'^nsntsl outlay in the public

sector of the order of Rs V3 bil" "en during the neriod 1956-

61. This expenditure, according to the original-intentions

of the Flanninr Coranlsoion,. is proposed to be financed as

showTi in Table XV.

Table TV

FINAKCS FSR THS PYRLIC SECTOR

PilPijn

1. Surplus frooi Current Revenues 8.0

(a) fit 1955-56 Rates of Taxation 3-5

(b) additional Taxation ^.5

2. Borrowing fr ~in the Public 12.G

(a) ::arket Loans 7.0

(b) Sn:all Savings 5.0

3. other Budgetary Sources ^.0

(a) nailvays' Contribution 1.5

(b) Frovidrnt Funds and other Deposits 2.5

V. Resources to Be Raised Externally- 6.C

5. Deficit Financing 12-.0

6. Gap--To Be Covered by additional heasures W.O

Total ^8.0

Source: Second Five Year Plan, pp. 77-78.



25^

It will be neticed that current revenues provide

only hs 9.5 bir.ion. Snail savings and Provident Pund de-

oosits contr:"o- .n th-.r as 7.5 billion, l.'arket loans,

which nsy be subs :r: bed to by banks or by individuals, are ■

expected to bring hs 7 billion, while deficit financing is

to provide as much as iis 12 billion. Even if we assune that

the uncovered gap of Rs ^ billion is net by additional taxa

tion, the nrooortion of deficit financing to total outlay is

unduly high, being as nuch as 25 cent. If we add to

this the figure for nark-t borrowings, the deficit in this

wider sense would work out to nearly >+0 per cent of total

expenditure. Even if we assune that at least hali the nar-

ket loans will be derived fron genuine savings, clearly ex-

ransionary financing will amount to as I5t5 billion or 32.3

per cent of total outlay.

The Planning Conmission envisaged that sterling bal

ances of the Governn.ent of India could be drawn down to the

extent of Rs 2 billion. To this extent there will be a

litigation of the expansionary effect of deficit financing.

«-lso if foreign as.istance is used for expenditure abroad,

there will be an uncompensated inflow of goods which can

reduce inflationary pressures. However, if experience to

date is any indication, it xs extrene-y doubtiul that foreign

assistance will be forthcoming on tne expected ^ale during

the period of the Second xlan.^ we are xorced to conclude,

^Grants fioiTi the United States often are accompanied
by the condition that "counterpart" funds be set up in rupees to
be srent on development. In such cases, foreign aid exerts
no net deflationary effect. This is true also of aid that
has to be returned in the same period, 1955-61.
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t ts r e~ J r e , that the ~ r o;os ed 0rder ) f def icit fina ncing is 

1~l lCh 1 1 ~Lh.::r t h:.n t he Indi an econ y::y ccn stand. 

f Jr l rices b ~<.l~l, en Cip~l r J priate amount :)f deficit can safely 

be incurred. If dfvel op~Ental )utl ~ y in the earljer years of 

the l lan r. rings atJ~t a s u~s tantial increase in output, then 

so~e C O !1 S ijErc~l s : e:icit c ) u~d be incurred in the l ater 

years Jf the Flan. It ~s true th ~ t th ~ First ?lan ~ad resulted 

in 2n increa se in n5t L':!e l Jut':'Jt. I:JI,eVer, hr.en t!1 e 3ec:md 

~~cn went ~!1 t J o~e rati J n, there ~ere ~J deflati onary tendencies 

in evidenCE. :uring thE ?ir~t FiVE-Year ~ lan, the total 

deficit s ~en~ing ~as 
, 

~f the order Jf ~S 4.2 tillion.- A great 

part ~ f the :- xpendi ture 'Io'as 8J...'1ched in tl:e las t t wo years of 

the First Fl an,the de:icit ct the Center b~ing lis 1.6 billion 

jn 19)~':-So/ . ~ric l' \- )., d ·11 j ' 0,-'4 r:: .... beg "' n to _ _ I _ SS, \'::l ClJ ,, 2 l2 ._':: :1 .n ,-,,) -/'), '" 

ri se by ~ ij-19 ~5 cn~ ty ~pril 1956 (when the Se6o~j ~12n be­

gan) prices tad ::: lready :eocl:edtte 1?53-54 level. 2 iL"ld yet 

a tudgetary de ficit J! about SS 2.5 billion was incurred by 

the Uni8n bnd the ~tates together in 1?56-57.3 In 1957-58, 

ttere wos a def~cit of ~s 2.3 billion st the Center alone. 

In ths b~jget est~~jtes ~ ) r 1958-59, the deficit ?t the 

Centsr is placed at as 1.99 bi1liJn. 

;'.ugLlS t 
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Such continuous deficit financing by the Government

has been accompanied by a growth in private bank credit.

For instance, Scheduled bank credit to the private sector ex

panded by Rs billion between June 1955 end July 1956,

and by Rs 1.6h billion between June 1956 and July 1957.^

The expansion of public and private credit has resulted

naturally in an increase in the money supply with the puolic.

The growth in money supply is revealed by the following fig

ures:

i'oney Suoply with the Public as of Rs Billion

July 1953

I-.'arch 26, 1955 19^20

Farch 31, 1956 21.8k-

March 29, 1957 23-02

March 20, 1958 23.87

The increase in .money supply was 10.7 psn cent in 1955-56,

7.0 per cent in 1956-57, and 3-5 pan cent in 1957-53. It

must be rrmembered that this increase in money supply has

taken place in spite of the heavy deficits in the balance of

payments that have materialized since the beginning of the

Second Flan. It is these deficits that have neutralized to

some extent the expansionary effects of deficit financing

undertaken on a scale not warranted by the growth in output

and the exnansion of the monetary sector.

u'e referred earlier to the rise in prices since the

middle of 1955. Irices continued to rise in the years 1956

^Ibid.. p. 752.
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and 1957. The general index of whole-ale prices (base:
locp.rr^ - ̂ QQ^ -ose by 13.8 per cent between June 1955 and

June 1956, and by 8.3 p.er cent in 1956-57.^ The rise in

prices levelled off tov.-ards the end of 1957. In the early

rnonths of 1953, there hrs been a slight fall in prices.

However, as the Government of India's Hcononlc Survey for

-952-53 points out: "Despite the slight fall in prices in

recent months and de-pite the relative irnrrovement In monetary

trends ... the economic situr.tlcn is basically one in which

there Is s continuous pull, on balance, In the direction of

inflation. "2 Jt is almost certain that but for the heavy

deficit in the balance of payments the price rise would have

"tinued. The Board of Directors of the Reserve Bank of

India noted in their Annual Report for 1956-57; "In recent

months there hrve been rather widespread wage claims and

there are signs of industr''3l unrest. It is of the utmost

Importance that the cost of living and with it the cost of

production should be held and a spiralling movement in prices

avoided." This statement Indicates that monetary stability

is being threatened. Speaking of measures for increasing

the rate of savings In the economy, the Planning Commission

has stated, "It must be emphasized in this context that con

trol of inflationary pressures and the maintenance of public

confidence in the stability of the currency are prime requi-

^Ibid. . p. 751. The corresponding figure for 1957-
58 is not available. The All-India Consumer Price Index
rose fr->m 97 in February, 1956 to llV In December, 1957,

2Reserve Bank of Indla Bulletin. March 1958, p.' 237
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sites of succesful oolicy for ;?.oblllslng savings." If these

are to be fulfilled, it is necessary to adjust the timing

and scale of deficits to the monetary conditions prevailing

in the economy. Recent Indian expedience se-.ms to confirm

the theoretical conclusion that deficit financing is a danger

ous weapon, to be used only cautiously and sparingly in the

course of economic development.
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V. SlIt-r-!^RY AND CONCLUSIONS

A. Introduction

Our aini In this study has been to delineate the role

of fiscal policy in underdeveloped countries and to outline

a fiscal policy, especially a structure of taxation, that Is

most appropriate for a country like India. An analysis of
the economic problems of underdeveloped countries reveals

that a low rate of net investment is the most important fac

tor responsible for the very low rate of growth of income in

these countries. Therefore, if economic development is to

be accelerated, the rate of investment must be raised con

siderably. It is assumed in this study that this is the

most important objective of public policy. At the same time,

since the ultimate goal of all public policy is increased

welfare for the great mass of the people, steps must be tamen

to insure an equitable distribution of the growing national

product. Tliis is almost as important an objective of policy

raising the rate of investment.a s

B. The Role of Fiscal Policy in Underdeveloped Countries

Fiscal policy can play an important role in achieving

these objectives. Vvliere economic development is planned to

some extent, but to a large extent dependent on private

allocation, an appropriate fiscal policy is necessary as an

adjunct to investment policy. And if fiscal means are to be

used consciously to raise the ratio of savings to national

income, public finances must necessarily be conducted on a
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functioncl basis. The functi:)nal finance approach thus far

put forward by economists such as Lerner, Smithies, and

Kurihara has had primary reference to the economically ad

vanced countries. According to this approach, the objective

of fiscal policy is to insure conditions of stable growth.

Avoidance of inflation then becomes an important objective

of taxation; tax policy becomes closely related to credit

policy.

.in attemrt has been made in this thesis to show that

a functional finance approach is needed in underdeveloped

countries too. We have pointed out, however, that the most

important function to be performed is to raise the ratio of

savings to national income, and not the mere avoidance of in

flation. In a developed economy, it is conceivable that the

full-capacity rate of growth may be in excess of the full-
employment rate of growth or is less than that rate. In

either case, the aim will be to bring them and the actual
rate of growth together and maintain conditions of stable
growth. Since the per capita income already is fairly high
and since, under conditions of stability, the rate of growth
of output is fairly satisfactory, the emphasis on stability
is warranted in a developed economy. By contrast, in an

underdeveloped economy the full-capacity rate of growth

chronically falls short of the full-employment rate of growth,
giving rise to the twin problems of disguised unemployment
and inflation. In these circumstances, a mere avoidance of

inflation may merely perpetuate the state of underdevelop

ment. If raising the ratio of savings to income is adopted
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as one of the foremost goals of policy in underdeveloped

countries, it is possible, by stages, to bring the full-

employment and full-capacity rates together and reduce the

volume of disguised unemployment.

C. The Structure of Taxation

Taxation is the most important and powerful weapon

at the disposal of the government. If fiscal policy is to

fulfill the important objectives that we have postulated,

the structure of taxation must be based on principles that

are conducive to the attainment of these objectives, A few

Important canons of taxation are suggested;

(A) The tax system must be capable of mobilizing a

great part of the potentially investible surplus in the

economy.

(B) Taxation must be such as to lead to a growth in

the surplus and to gather for the state a part of the incre

ments in the surplus.

(C) Each person should be asked to pay taxation in

accordance with his or her unused capacity to contribute to

economic development.

(D) The burdens involved in economic development

must be distributed equitably among all classes of the popu

lation. This means that the tax system must curtail the

consumption of luxuries and check the rapid rise in the con

sumption of non-necessaries.

(E) The tax system must reduce extreme inequalities

of wealth and income and prevent the accumulation of Individ-
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ual wealth beyJnd a certain socially defined level. 

(?) Two i mportant corollari es can be drawn from the 

above-mentiJne3 pri nc i ples: (a) persons in similar economic 

circQ~s t ances anc behc ving in like manner must be treated 

equally; and (b) inc orr:e that is saved and invested in approved 

directions u.ust be tr e at ~ d ~ore favorably then income that 

is spent ::m non-essential c')nsllmption. 

In Fart III of the the sis, an attempt has been made 

to Jut line a structure of direct and of indirect taxation on 

the basis of the principles enumerated above. 

1. Direct Taxation 

The ~ain recom~end5 ti )ns in reg : rd to direct taxation 

are as follows: 

(A) Taxabl e i~c ~~e s should be so defined QS to include 

all realized CaPital gains. 

(a) A partial exemptl Jn fr om inco~e tax should be 

gr -nted tJ investments in a;proved directions. ~ model 

sch ~ ~e of exc~pt i Jns has been worked out to demonstrate that 

it i s practicable to provide for such exemptions. 

(C) The problem of econorn lc inequalities should be 

tackled thrcugh the t~xatiJn of capital. Two methods may be 

eI:l ~, loyed: (a) to prevent the accu.';:ulctio!1 of wealth beyond 

a certajn limit, an annual tax on we~lth with a fairly high 

exe~ptjon level way be ~evied; and (b) to prevent the growth 

of a class Jf rentlers, an estate duty ~ay be levied at 

appropriate rates. 



2. Indirect Taxation

Indirect taxes occupy an important place in the tax

systems of underdeveloped countries. The main role of in

direct taxation, apart from raising revenue for the govern

ment, is to help raise the incremental saving ratio and to

curtail the consumption of luxuries. An analysis of the

various effects of indirect taxation suggests the following

recommendations:

(A) Since it is necessary to apply a general con

straint on cons-xmrtion as well as to cause diversions of

productive resources from specific industries to other in

dustries or to putlic use, a combination of "general" sales

taxation and selective excises .■,111 be needed,

(B) Necessaries should be exempted from taxation so

long as large sections of the population live on the margin

of subsistence.

(C) Capital goods must be exempted from sales taxa

tion as a general rule. However, excises may be levied on

a few scarce inputs needed in the public sector.

(D) The bulh of excise revenue must be derived from

a relatively few widely consumed "mass luxuries" that are

likely to have a high income-elasticity of demand and lov

price-elasticity of demand.

(E) It is not desirable to multiply the number of

comr.odities subject to excises. Excises additional to those

suggested above can be levied with some specific objective

in view, such as curtailing the consumption of luxuries.
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D. The Indian Tax System

An examination of the Indian tax system shows that

some important modifications are called for, if it is to be

conducive to rapid economic development within the structure

of a mixed economy. The important modifications that have

been suggested may be summarized as follows:

(A) Realized capital gains should be included in the

definition of taxable Income. Companies should be asked to

pay only one tax, namely, the corporation tax, in addition

to 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 escapes taxation. It is suggested that in the case

of small shopkeepers and moneylenders gross income could be

made the basis of levy, the assesses being given the option

to produce satisfactory records to determine net income.

(C) Instead of levying a separate expenditure tax,

it would be better to build in a scheme for partial exemp

tion of savings within the structure of the income tax.

(D) In the matter of concessions to. businesses, it is

recommended that the development rebate should be confined

to industries of national importance. It is not desirable

to grant tax holidays to new businesses.

(E) The exemption level for the annual tax on wealth

should be raised to Rs 500,000 from the present level of

Rs 200,000.

(F) As regards commodity taxes, the first suggestion

is that necessaries must be exempted from sales and excise
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taxation. 1

(G) The principle of taxing industries on the sole

ground of benefiting from protection should be abandoned.

(H) Finally, since specific taxes do not respond .

appropriately to changing incomes and prices, excises taxes

should be converted to an ̂  velorem basis as far as possible.
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