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PREFACE

This thesis is concerned w&%h'éxaminimg a proposed
self-enforeing tax ggﬁﬁem‘ﬁﬁﬁ ﬁﬁ&@?ﬂ&ﬂ%lég@ﬁ countriss.
The structure of the proposed systen is studied and com~
- pared to a similar structure which has been in operation
in India since 1957. The proposed system appears to of-
fer adventages of: (1} a large degres of self-enforcement
in the tax structure through interlocking taxes, and (2}
attractive ingentives to private undertakings.

Research facilities of the Libravy of Congress and
the District mﬁtﬁalam@ia.mibrary ware especially valuabla
in preparing this study. I wish to thank Mr. ¥. Ratwnai,

Beonomies and FPinanee htkache of the Bmbassy of India in

washington, U. €., for his asssistance in obtaining wuch
neaded data.

I would like to take this opporbtunity to express
my appreciation for the assistance and guidance given me
by Dr. Julian H. Bradsher, my principal asdviser, and Dr.

Mohamad W. Khouija.
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CHEPTER I
INTRODUCPION

‘Econ@mi& development asz a national goal has placed
a staggering burden on the tax systems of many countries.
The task of financing programs of economic development has
made it necessary to try to make the tax systems in these
countries pore effactive.

As recently as 1965 Ursula Bicks cbsexved that the
pgomplete €inancing of a program of economic development
had not been treated ip the public finance 1it&ratur%.l
Hicks' short work on the subject ﬁ@alévwiﬁh.th@»ﬁomﬁleﬁe
program of planning, finanaa and éxpenditurs but omits the
concrete details of the taxes to be lewised. A'S§@¢ifi@
comprehensive tax system geared to the needs of developing
countries has been offered by Professor Benjamin Higgiﬂﬁ»z

Higgins calls his proposal an "incentive, self-
enforging tax 3yﬁtem.§ IE is based primarily on the work

of Micholas Kaldor. The Kaldor plan, presented in a report

1 ) . , . N L .
‘ Ursula K. Hicks, Development Finance (Mew York:
oxford University Press, 1965), pp. iii-viii,

Q&andmiﬂ Higgins, Heonomic Development (Hew York:
W. W. Nerton and Company, “Ine., 105%§, po.e 474-79.

1



to the federal government of India, was for a closed system
built around a tax on all szpenditure. The systen draws
upon ideas discussed by Jobhn Stuart Mill, Alfred Marshall
and Ixving Fiﬁh@r,g

The Higgins proposal usss a set of imt@rlaakiag,'ecmw
plementary taxes which are self-enfereing o the emtent that
underreporting of one tax results in a higher liability for
another tax. %he systewm gravi@ea‘iagemtivé@_t@ save by a
provision that investment in ceriain aspproved projects is
exRempt from taxes or a reduced tax rate is applied to assets
held in spevified form.

| It is the purpose of this study to exanine the Higgins

proposal within the framework of publie finance theory and
cmm@ to some mesningful conclusions sbeut its adecuacy.

The theasis is divided into five parts: |
Ome: Chapter I details the hackground of the proposal

with 2 hxi&ﬁir&vi@w of the ﬂaaﬂg for and g@ﬁrﬂﬁs

of capital fﬂﬁmaﬁimn. This includes the mobiliza-

tion of domestic resourges. |
Two: In Chapter IX the Pronosad taﬁls?st@m, its conponents

ﬁﬁmiﬁisﬁraﬁiva &&ﬁail, ﬁh@@f@ﬁiﬁal bases, goals,

advantages, and disadvantages are outlined an@_iﬁ

iz subjected to some evalustion.

, 5Irving Fisher, Constructive Iﬁg@@@_?&gaki@n {Now
York: Harper & Brothers, 16423, pp. 39, AUL.




Three: The Higgins proposal is compared to the tax
system of a speeific country. India was selected
because it has @ﬁa@ﬁ@@_int@ igs tax laws some of
the features recommended by Higgins. Possible
centributions to capital formation are'exgibxa&.

Four: Eg@ﬁgmiéﬂ of welfare in the Niggins System axe
studied. o

Five: Summary and Conclusions.
BACRGROUNI

Bxperience shows Lhat in relation %o the needs of a
Fx@gxam.@f‘aaﬁﬂ@mig development, the resources available
in underdeveloped Q@ﬁmtxi@g are mesger. The ﬁ@ﬂﬂitian5 gﬁ
bow pex gapita cutput or product and low per aa@it&'iﬁé@&as
'iﬂﬁiéﬁﬁ&'ﬁﬁ&ﬁA&hﬁ resourdes faaail?vﬁvaila@Lerig suich a
@uuﬁtry‘wiliﬁﬁﬁ,amali, The gaak_ﬁﬁ.mugtaxing shese scant
resources is forbidding and establishing priorities to
allocate available resources compounds the difficulties.

The national output in underdeveloped countries is
almost entirely consumed. Little is left for investment
and a low level of investwent means low per ecapita incomes.
¥xisting per capita incomes are very low, approaching sub-
sistence levels, and this reveals a low capacity to save.
Reducing consumptior is a slow and difficult approach to
raising investment and per capita incomes. 2 more hopeful
.5@luﬁi@n is to raise output, hold conswmption falrly con-

stant, and invest a lavge portion of the inereased output.



Since no individual is able to raise the naticnal
level of 1nvestmbnt, government must accept respensibility
for the burden. The simplicity of this solution is an
illusion. The implementation of such a policy reguires
the planning of projects as well as getting priority be-

tween them. The sticky business of finance must also be

faced. ﬁgw ig the finasnes to ﬁe arranged by which a country

can pay for a program of econouic development? A& number of
alternatives ave poessible. The principal ones are:

(1) ﬁorr@w from foreign govermments (foreimn aid),

(2) borrow f:am,for&iqn yrmvata $nur¢es,

‘v§3) Pinance by iﬂﬁlaﬁi@n, |

(4) Flnaﬁce by incxaas@a taxation,
Our concers will be flnanuiwg by in»r@a 1‘taxaﬁien, Cholces
(1) ané (2) xeqsir@ decisiens that are beyond tha contrel of
the country striving for devélopwent aand when nea&&é'ﬁ@st
theé@ seu&e&s‘may be most reluctant ta_parti@ipaté@ éhbiae
(3) involves gsevere econcmic diﬁlmeaﬁian ﬁ@masﬁiaélly and
possible economic isolation imﬁérnati@nallyﬁ

| What iz the present condition of taxation at the

national level in the upderdeveloped countries? Generally
it is inadeguate to the task of sscuring the naeﬁaa share
of the nation's resources for ecan@mia development. A re~

cent study found the following undesirable conditions:*

4Josaph P. Crockett, ”ﬂomman tbstacles to Effective
Tax Administration in Latin America,” Problems of Taw Admin~
istxatmwn in Latin Anerica (Baltimore: The JOhns Hopkins

University Press, LU635), pp. 1~£m‘




(1) A.multzplici*w of taxes poerly enforesd,
{2) o offieial eampildtéﬁn of taw 1&%9.

f(3§ o ammgzehwnaiva quulatimns,

(4) absencs of tawpaysr's books and records,
(5) %eck of discreticnary powers of adjustment by
the tan autﬁaritles,
{5} High levels of fraud ,nﬂ,ﬁarxu@timﬁ,.,
(?}'ﬁ@mﬁunifiaﬁ Lan. ”gt@ﬁay | .
| () Maltdple aaenviis &@-aﬂminiﬁtar tares,
{&) Multiple agencies to ayﬁnﬁ b=t
(8} Bazﬁieipan&g in tax recelpts,
{9) fale of tax yights. | |
2eide from the problems ﬁf»zai@ingvrmvmnu@, fhe tax

system i3 owpected to contribute io the stability of the

economy which can be a momurental task with the sifuations
 that emlst. Q@V&l@pmwrt retardis q~infiuﬁn¢as are strong.
These take the form of copltsel ﬂutflew, luxury congunption,
imvea tment in traditional high-unit profit ind u@tri@s and

inflatien.

TOLE i}ﬁ’ CW’I A PORMRATION

BOONOMIC ‘ﬁi‘ VELQRHENT

Capltal is a versatile and dynawic fast@x in the
d@veIQQment procass wh ¢h is not watched by any other in-

gxeéienﬁ in the growth @f@ﬁﬂ%%.g Ca@mtai f@xmati@m, the

N o . '
“cCharles P. Kindleberger, aan@mic @@velggment, ind ed.
(Mewr York: McGraw-Bill Brook Company; ing., 1965), pps 83-87.




surplus of output over consumption, leads to increased ca-
pacity and greater increases in output in subsequent stages.
Capital,fermation leads to growth in incomes, permitting
increased saving (investment) which increases capital, and
this leads to further growth in incomes.6

Capital formation in developing countries depends on
(1) increasing the level of saving, {2) inecreasing the level
of investment and (3) channeling investment into the stra-
tegic growth sectors of the economy. The first step in
implementing these goals 1s the control of luxury and non-
essential consumption spending.

The sheer poverty of underdeveloped countries

makes the raising of the propensity to save, as

well as t@erinducg@@nt7to invest a necessary

part of fisecal poliecy.
Restraints on consumption are essential to a program to
inerease saving. These restraints may be voluantary savings
through banks, or collective saving through taxation.

Raising the level of saving refers to the general level
of savings, for a country as a whole, not the level for an
individual ox class. Raising the level of investment means
increasing it in the absoclute sense. This could include
mobilizing domestic savings invested in the stocks and bonds
of advanced countries, as well as new saving. The most

immediate prospect for increasing investment is by attracting

61bid., pp. 457-73.

THiggins, p. 474,



it from abroad in the form ﬁf'fﬁr@ign aid, loans frow foreign
governments and private foreign investment. One view is that
the initlal steps should be taken Letwesn govermwents in the
form of ald and loans; then as opportunities ave created and
private investment atitractad these could be phased out and
most fields left to private iﬁﬁ%&ﬁm&nﬁ.g

Channeling resources to capital formation is a knotty
problem., CGovernment will prebably be the agent for chan-
neling investment in developing countries. PYoreign éntre-
preneurs can be controlled by licemse reguirements. Domestic
entrepreneurs will probably have to seek financing from a |
development bank which operates with goversment funds so
government approval is essential.” Control of the source
of finance providas g@vérnmant‘wiﬁh_tha;m@ams far’amﬁmraing
investment priorities. w&éxa-thaxa ia savings in the hands
of yiivata gntrepreneurs th@xe}ié the problem of preventing
them from investing in residential housing and luxury im-
porte as well as in ﬁwmeﬁﬁi@ industry producing suhstitutas
for such @&ﬁés,la Pwaitive checks against certain types of
spending must be pr@vxéaé as well as positive inducements

to invest in @axhain‘ywnj@a@s.ll

®bid., pp. 457-73.
gxinﬂlehefqar, Pe 96,

10pagnar Surkse, Problens of Capital Formation in Under-
developed Countries (Okford: pasil Blackwell, 1955), 117,

_ il&indl@bmrger, p. 102,




FORMING CAPITAL AND ECONOMIC DEVELOPMENT
Mobilizing Domestic Resources

The process of development is inevitably very
costly, so that it is just as important to have
a good financial plan, wmaking optimal use of
financial resources, as it is to have a good
economic plan, making optimal use of the real
resources available. wWhat the nature of a good
financial plan will be turns very largely on
two factors: first, the character of the
country and jts partieslar cconomic potenti-
alities, and secondly, the degree of development
alr&aﬂy'§ﬁﬁaiﬁed~wh@m the davelopment exerclse
starts., 14 »
Several easy paths to development have been proposed,
These @Qﬁimrﬂﬁa’?&%hﬁpﬁ always include an “up by the boot-
straps” approach which cmphasizes increasing productivity
per maphour and disguised unenployment in agriculture.
These are valid considerations but alone they are too weak
to provide the womentum to push the economy to full blown
development and they fgnore the severe sacrifices required
of the populace, A second approachk is to "finance by in-
flation.” AaAllowing prices to rise results in forced saving
because of consumptien foregome. Such a policy favors
speculative enterprises and results in rising costs in ex-
port industries. A third plan is "pump priming® in which
the government prints weney and pours it into the economy
as a stimulapt. A fourth approach is the ever popular

"gonfiscation of foreign assets.” In most countries this

Vasieks, p. 2.



iz a mirage because the total value of forelon asseds in
the country may h@ Vﬁﬁ¥ 1ittle. Such action also entails
spononic isclationisn because forelgn governments and
foreign investors Eaemﬁm éary, Management personnel of
the @@nfisﬁﬁﬁaa apterprises maﬁ-l@ave'a&ﬁVQMe,asaaﬁs may

4
become almost ﬁgalﬁﬁﬁgl”

INCREASED TAXATION

Hon~inflationary financing of the grostest part of
sconorie development by mobilizing resources within a
country depends on the syatem of taxation. Taxes make
such a positive contribution because:™*

(1) They are the most efficient way of trans-
ferring command over resources to the
government.

(2) Private saving way be ipadequate so it
must be backed up by @uhiig ﬁﬁ?ing;

(3) Paxes narrow the gap botween available

; incomes of the very rich and the ?@gy
poor. |

{4) Taxes can pﬁﬁviﬁa incentives for bachward

people to con

L ﬁﬂt‘ﬁﬁ isolation and develop

a wmodern sconomy, The experiences of Japan

VPuigains, p. 252.
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and Pormosa indicate that payment of taxes
in %kind (staple crops or foodstuffs) may

st advanbageous in the aarly stages
.@f‘é@vﬁlﬂymaﬁﬁw  Ad a mmﬁ@yuﬁﬂﬂmamy
davalops, with rising prices, tazpayors
will dammﬁﬁ that income tax @aymantﬂ be
made in maaﬁw
{5) Tames are the m@@t,imyﬁrﬁam& instrument
avallable for controlling the pressure on
B ﬁmnsmm@rs?‘gﬁmﬁﬂf Tazes drain off suf-
 £&@1@%%;&@@£&§@@&1 incomes to bring the
Ckotal into equilibriws with availabls
supplies of g@@ﬁﬁ,
F@r'thés@ xﬁaﬁena tax ?@liéﬁ should be a strong and wvigorous
factor in any plan for development but cxperience shows that
it is aimagﬁvwith@aﬁ.QXﬁaytian weak and imeffa@tivé in the
underdevaloped aﬁnmﬁxi@ﬁ;' Thm‘si&ma%imn s@eﬁs 80 @ismal
that}ona observer has writken in frustration, *Will the

~ o g orge ST iy b5
underdevelopad countries newer lsarn to colleat taxes?”

INCREASED INVESTMENT

A
It is not sufficient werely to have the resources
available for a progrem of econonic develepment. These

lgmi@héia@ Kaldor, "Will the Underdevelopved Countries
Learn to Tax?," Foreign Bffairs, RKLI (Jan., 1963), p. 414.
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§

resources must be utilized to increase the level of invest~
ment in the economy so that the maximum increase is secured
with the least wastage. |

imv& tment has different @?fﬁutﬂ dayan&in@ on its
form and the source of finance. It is useful to distin-
guiah three oases. These ara*lﬁ |

(1) Private invwatwamt &ramAﬁaving,

(2) publie investment financed by bmxrgwing

ifxam the public, |

(3) rublie inv&?tm&mt financed by tazation.
Private iﬁ#estmaht ﬁinaﬁaa& ﬁi@m @riﬁatﬁ'aavin@i@ragenmg
two prablamﬁ in an ﬁnﬁ@tﬂavelmye& counkry. Fix&t, thisg
kin&-ﬁﬁ investment needs t@ be diverted from the traditional
fmrmsg Gud., Jewelry, &anﬁ, and eattl&, so0 that it can be

17 pight and

usad in. high yximrity daval@pment prajaeta.
medium mpanufacturing industries eaulé}ha a raady outlet
for small investors.  @¢@&@; gﬁe 3&3@ §€ tha gaving streanm
aeeds to be iﬂcr@ase@. The bégﬁ ﬁﬁpﬂ tor ita inerease is
probably the retantiun of an inar&a&&ng sharm of gr@fits in
individual Firms fﬁr ﬁﬁg&ﬂﬁi@n pur@@saq4

Finanminq publzc investment by h@xrmwing ﬁr@m fh& public

¢an be an important aspect mf aapital formation when the

15%1&?3, s 47 N |
17&, He ﬁanﬂmn, Public mrt@rprisa and Economie 3avel@.~
ment {London: Routledge & Kegan Paul Lta., 15391, D B, ]




investment desired is rail linmes, port facilities, and
alactric pover projects. This kind of financing is appro-
priate to developing such strategic capital goods as

gamanté gld;dg and sheal,

PAZATION POR DEVELOPHENT

Salection of the nost apy opr iaé& taxoes f@x & program
of coenemic development should take inte consideration (1)
the inéiﬂﬁna@ of taxation, {2) the iﬂé@mﬁ_ﬁiﬁﬁxi%ﬂtion-wit&in
the particalar country, (3) the effect of the expenditure of

taw revenue, (4) disincentive gffects of the luposition of

»:

tha taﬁ,‘an@ {3} any special Qﬁ@bl@@g of aﬁgimi@ﬁraﬁioa,
Indivect tazesy (1) import duties, (2) excise duties
on demestic manufactures, (3) sales and other related taxes,
and (4) tames on serviges or use of certain capital goods,
are very important in developing countries. Typicelly, the

A

wost important of these frowm the smount of revenue dollacted

iz import duties. 24 serious shortoowing of the indireect
taxes, particularly import duties, is that they tend to be

regressive and thus tend to thwart other programs aimed at

narrowing the income gap. Such taxes ave favorsd in devel-
20

oping countries because of the ease of collection.

- FE ot
l Rﬂga %gv‘n G}llliai‘ip ) &
Cuuntxiaw (How York: The Tachillan

Vuioks, v. 70,

201pid., pp. 7173,
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Sales and turnover taxes are heavily relied wpon in
nost developing countries. A@Qiﬁiﬁtﬁﬁﬁian‘ﬂﬁ these is very
diffienlt where retailers deal by the roadside, often in
barter, and lack asveounting ﬁﬁéﬁfdgi_ Furnover ‘taxes, low
rate 1$@i@$ éa the value of geods as they are passed from
firm to Firm, are businese taxes but €irms usually add the
amount of the tax to their @ri@ﬂﬁ‘ﬁﬁ'%§E¥'@@¢@mﬁ in effect
general sales taxes. Two distinot disadvantages of thie
kind of tax are the terdency for it te be pyramided thus

34 13

raising prices the consuper has to pay and the discrimi-
nation competitively in faver of integrated flcms which
process & product from its raw conditiech to its finished

P

emi-finished state. A refined type of turnover tax

o
@

& the "kax on value added.” Simplicity of administration

o

i

0

achieved by having all ﬁiﬁmﬁ registered file periedie
tax returns attested by vouchers showing purchases from
other firms. ,

Takes on urban land and buildinges present special

22 valu-

problems of valuation, assesement and colisction.
atien in most countries is sadly out of date and experts
ghould generally be ealled in to do the job from the ground
.

Market and export taxes are genevally regressive and

arbitrary. HMarket taxes are charges placed on persons and

epia., p. 78,
“2ypia,, pp. 80-23.
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goods &g they enter a dax Jurisdiction. They hinder the
movemant of perseons and goods and they are disoriminatory
because they are mainly applied to agriculturs. Natioral
export tages are the eguivelent of loeally lmposed market
taves and guffer the same defegts. The competitive position
of the siports a developing country places on the world
market are aﬂvarsﬁlgﬂaﬁf&@ﬁ@ﬁ‘hy market and export taxes.
These ghould be replaced in the long run with regular in-
come and profits taxes.

Income taxation in developing countries is weak,
largely bevause of the preponderanse of agriculiure. The
individual assessment vroequirved in income taxatieon is dif-
ficult to apply to tawpavers who barker thelr produece for
the things they need aa@ are ountaide apn urban unit vhere
net worth would be 2 mosn iﬁgfﬁl hagie of assess manﬁyzg, Ry
- beginning ingome taxation early and abt progressive kﬁt@ﬂ

the goveraoment can get ta rers acgeoustomed o the ides

and as the economy devslops, an increasing share of the

#
w
3
.,

ng incomes can e seoured,

Paxation of mineral companies may be accomplished
with royvalties and profits tazes. These sre imporbent
eloments of income bkaxation in such countvies as Venezuela
and Chile, Tazation of business profits should be done on
an equiteble basie. Hich progressive rates should be xe-

gerved for gx@rgmnml income taxatirm otherwvise the business

5, 24-107.

o
f .
2
»

=
]

L
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enterprises meant to be am@@urageé-will.b@ discouraged,
Risks in manufacturing in a developing country should be
zaa@gaiz&@,

The income distribution within developing countries
has serious implications for income taxsztion. In the
matter of personal exemptions and minimum tax rates the
incoms distribution will giﬁ& an indication of the tax

coverage at given exemption levels and taxn raﬁea.zé

Bxemp-
tions for a family of four persons in Brazil equal ten
times the naticonal per capita income., In Chile and Peru
the same family uniﬁ receives personal exewptions squal

to twenty-five times the annual per capita national in~
@@m®‘25 vffectively large segments of the pepulation have
been excused from making any contribution to the support
of the nation. Exexption levels and minimum tax rates
which ere set without reference to a national income dis-
tribution may incur either of two undesirable conditions.
Levels which are too high may result in coverage so thin
that only the very top of the income pyramid is reguired
te file returns and pay btaxes. Broad coverage from low

levels of exemption may wesn that incomes which are at

2yanson, p. 76.

;;Richaxd A, Musgrave, "Bestimating The Distribution
of The Tax Burden,” Problems of Tax Administration in Latin
%wer&va (Saltimore; She Jobne HOPKLRS UnivVersity Press,
1985}, . 64,
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subsistence levels are reduced to pay taxes. Heonomic and
political unrest could be the lagacy of the latter pelicy.

‘Taxes on capital gains and capital should be supple-~
mentary or complementary to income and profits taxcs. Taxes
on capital gains are the most important. Speculation in
real estate is the most popular cutlet for ssvings in devel-
oping countries and capital gains taxation would plug this
loophole. The absence of stock exchanges in most countries
means there is no problem growing out of securitiss specu-
lation. |

Wealth taxation in developing countries is confined
mainly to land. Rffective valuation is the reguisite to
successful taxation of land. Valuation is very difficult
when market figures are not available sither for land sold
or sales figures for the production from the land, Urhan
land is most susceptible to taxation and the greatest ap-
plication of wealth taxation will probably f£all on it,2°

Hicks coneludes that a number of taxes are appropriate
to a program of ecomomic development. However, collections

27 The greatest reason

are chronically short of espectation.
is that tax administration is inadeguate both in number and
quality. Hicks recommends steps to improve the pleture:s

(1) Increase the number of assessors and cellectors,

#0sicks, pp. 104-05.
27:[}31‘, ‘p' 1070
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{a) Speclal courses in tax technigues,
{b) S8peocial courszes in sconomlcz and finance,
(2) tmify top level management.
She concludes:

There iz no doubt that the 2dditicnal revenne:
needed to finance development is largely lving
dormant, and if it could be fully eollected,

it would go far to ¢l O 41 the gap, sven @t
@hi%txna tax rates.

“aIbld., p. 107.
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Observation of the neads of increased investment for
econonic development against the performance éf:@misting
tax systems in underdeveloped countries caused Professor
Higgins to formulate his integrated self-enforeing tax
system.

,-if investment is to be increased and inflation avoided
there must be a corresponding inerease in rovenue. Since
developing a@mﬁtrigg are rarely able o enforece a tax system
affectively they especially n@@& @na that by iks vary nature
cannot be evaded. There is further noed to pressrve in-
gentives for private undertakings thet contribute to economic
grovth.

The three ganeral objectives of the Yiggins proposal
are: (1)} to increase revemue, (2} to achieve a high degrees
of self-enforcement in the tax svstem, and (3) to pressrve
private incentives. They are to be aa&iav@d by concentating
on leszger but mors specific gmalg. o |

The &?&@lfiﬁ goals of the Higging @ranm@al, (1) %o in-

orease revenue aai&eaha@, {2} o incresse investment, {(3) to

18
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divert investment from low priority to high priority pro-
jects, and (4) o gontrel inflation are to be pursued in

a free warket economy setting., Government will plan the
over-all ipvestment program Imbt discretion is to he allowed
£o privaﬁ@ initiative in private projascts.

How to increase the revenue is a &h@rnia problem with
almogt all g@v@rﬁmaﬁtg, ﬁaaling with the problem requires
consideration of taxable capacity and the structure of tax-
ation. Raising the share of national income taken by tax-
ation by increasing tax rates raises the question how far
iz it possibls ko push these ratas. A gailing of 253 of
national income has been ﬁugg@at@ﬁyl Howesver, tﬁiﬂ'limit
is based on political rather than economic grounds. The
premigse is that as the 25% share iz reashed powerful groups
in the sconomy will fores the government ﬁ@~raﬁr@atv§£mm a
policy of increased taxation. On the other hanﬁg.ﬁ%ar@
powarful gﬁéugs,sup@or%\@mvﬁﬁnmamﬁ policy, as in wartime,
tax capaeity is quite high. If support can bs gensrated
for a program of economic development, comparable to the
support of a war sffort, there is no reason far the limit
of taxable capacity to be set at 25% of national incgme-g
Thare are a nuvber of measures that can be taken &o

raise the revenue producing ability of a tax system. One

lﬁigginsp p. 484,

2thid., pp. 494-97,



measure iz to eliminate low vileld nuisance taxes which are
contly to collsct., This incrcuses net yield by lowering
the over-all cost of collection. The mixture of direct
and indirect tates which make an effective tax structure
may be gquite diffsrent in ap pdvenced country as opposed

countrics tend Lo rely

to an underdeveloped one. Developed
heavily on direct taxes. The &g@li@aﬁi@; of direct tases
in wnderdeveloped countries is limited by the low level of
incomes. Supply curves of labwr and capital way turn back-~
ward at very low income levels. Diszincentive effects may
ocour at extremely low ratios of incomse tax to income. De-
veloping countries generally rely on indirect taxes (sales,
gte.) but have learned to bulld a high degree of progres-
sivity into them. These types of tames are wory difficult
te avold than direct tenes, particularly incomes tazes, and
relisnge on thew sheuld he continuved but in the long run
the switch to direct taxes can be mede,

- Zeeause of the predominance of agrieulturs in most
developing eouniries, land taxes may be useful. Land taxes
based on the output of the land could contribute to squlty
in the tax structurs and improve vislds but would have a
disincentive effect. Wﬂulum@‘émm tax on land would avoid
tha lattesy effect.

In many cases a dounkry must rsly heavily on import
duties and sxport tames because of the poverty of the do-
ﬁﬁsﬁia e@@ﬁﬁﬁy. 2 tax stracturse which leans on thege taxes

is unstable because of the vagaries of the world market.



The last aanaiﬁeraﬁimnrmf‘ﬁax structure has to do with
the levels of government. Central and local government have
éiﬁfer@nt functions in the over-all fiscal pleture. “Cen-
tral fiscal devices . . . are appropriate to levy taxation
mﬁm@“majet components of national income which are generated
in a partiéular geographical ares or sactor of the aewnnmy.%g
Local fiseal precws&as are ﬁeﬂaﬁtralzzad in impact and have
mpecial aﬂvantagas in aarryimg out projects at the local
laval, admxmistaxmng taxes where diaﬂr@ti@ﬂ is necesgary
’(1én&'vaiuatian); anﬂ“aaileﬂéing taxes in kind or forms
difficult to measure (labor serviess) . ?

Iaaroaﬂing the revenue involves securing all revenue

1agally due through efficient collection and vigorous en-
forcement of the laws. ’Vigmﬁéuﬁ enforcement by the tax
autharxtias is to be backed up by the self-enforcing feature

@f tha tax qyst@m in the Aiggins proposal.  Self-enforcement

means tﬁat the system is so constructed that an effort to
‘@Vaﬁ@ one tax aut@matically involves the taypaysr in other
'tax Liabilities.' These other liabilities are so much grester
 than the beginning liability that evasion is not a paying
thing., All tases ln the system are interlocking and all
péiﬁi&a %é'a transaction have adverse interests. Any under-

. xeporting of a tréﬁgaﬁtian~w@nlﬁira5uiﬁ in a higher tax

31bid., p. 512,
41bid., pp. 569-13.
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liability for at least nné of ﬁh@ @axﬁies so there is a real
incentive for honest reporting,

Higging calls the pl&w a Ql@é@ﬁb%y%t@m‘%ﬂeauea of the
fact that all taxes in'it iﬂtarlac%av The system is ﬁﬂriv@ﬁ
from a basic atraetur@ w@rﬁ&& out by mirhmlas Xaldor, By
aﬁdiag a p@nal tax on excess imv&nt@xmeﬁ and a turnover tax
Higgins aehi@ve&va @Lﬁsa& $ystamj‘ gaﬁmfjaxﬁq to prea@rva
in@&nﬁivas for private mnﬁ@rﬁakings are built inte tng syE~

tom. Privata undertakings which a&nﬁxi@at@ to sconomie

grmwfﬁ, qugxns faels, are warthy mf sy@cial aansiderati@n‘
Invantivgs to private amﬁmxta?inqs may be uﬁiliz@ﬂ in
a tax system in 5avexa1 wayss
‘lﬁl)rﬁaﬂumti@n in tax rates. This is a stimalus
o sp@ﬁﬁin@ and if @up@ligq of @Q@é@ are fiXad

}., it would coreate inflatianary prasaur@s.

(2) selsctive tax xaduat&@nﬁ There are two common
ways to do thma, one ié 0 all@W’ﬁh& averaging
of profits over a p@rmaﬂ of yaars. %hé‘sa@amﬂ
.&s to grant exmmption from tax&a_fm&,& 1&@1&@&
period for new investment. However, new invest-
ment which ma&e.m@ @fﬁfit would not be aided by
these devices and profit making buginesses would

not nsed thesge incantives.

Stbid., pp. 525-26.



{3) Increase or raduee tax ratma %ElwﬁﬁlV&ly.

This ﬂxaeti e Lakées ﬁvaxai forms:

(a) Accelerated or postp mna& &a@xaziatimn
iz allowed. |

{b) peductions from taxable income are
ﬁx@&iﬁaﬁ to special reserves fox
future investment (used in Sweden

and Switzerland).

{e) ﬁi%itaﬁ;QWO§nrtamms of Qrﬁilt¢ go -
taxed in periods of eupansien. Un-
taxed profits then must be held in
the form of npon-negotiable no-intersst

besring bonds.

(4) Certain taxes are imposed to force people to

take agtion te avold them. 2 tag on all

assets iz an example of this kind of incen-

tive tazation. Rates of tax vary acecording

to the degree of liguidity of the asset held.

The highest rates would apply to eash. The
taupayer is diverted from cagh balanocss and

savings accounts to productive investment.

{8) Incentive taxes to ¢ompel Increases in output:

{a) A standard kax is baged on dhe “pormal®
output go that inersases in output do
not incresze the tax.

() 2 luwp sum tax is based on “potential”

output. This is a tax in inverse ratie

23
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commonly applied to land held in
Cuncultivated statas.
1. AButhorities estimate the optimom
potential @fﬁ&ﬂﬁki@nvﬁf'a~givan
acrsags. | .
2. Less than @g%imal-@x@ﬁuc@imn is
tasxed the same as mytimal; Greatar
%haﬁ’@pﬁimallgrmﬁuatimn invurs no
aﬁﬁikiéﬁéi Lax. R
(ﬁ) Tares 1inhﬁﬁ o government ﬂxmmﬁditurw pregxamg
with ngvalaz anpy @al Prograng mf road builﬁing
with the %ax}@aiﬁ in personal sexvice in con-
ﬂ%gucﬁiaa,w@rk is an emamplé of ﬁﬁig tynm of
incentive. .Sy@ﬁﬂiﬂgﬁ,ﬁamégg sales taxes and
surmise income taxes ave ugeﬁﬁl where r@tmrds
are absent aﬁ& thars im evidence: @,g,, eXDBn-
sive foreign car, palatial » nﬂiﬂenﬂa, o aubm.
- stantial luwviry spending. vimﬁﬁﬂﬁiV@ﬁ ko save
. and ko inva sgt are immorient #lﬁw in gontrolling
inflation. Controls on a@naumﬁ@imﬂ ag well as
checks on hoarding aid in rhacﬁin@ iwflaﬁianary
DYas ur@éﬁ , ~
Higging designsd his gve i ¢ hﬁ hﬁleﬁmmlﬁﬁﬁiv’ﬁloaaé 80
that élllﬁawﬁiég o a t*ansaa%jmﬁ oan mﬁnimim@ their tax li*
abilities only by aeauraﬁa rem@r*ing. @hia ﬁ@aﬁﬂxa @raaﬁe&

a situation in which all parties to a transaction have



adverse interxests which meane that each taxpayer has a vital

interest in seeing that all those wiﬁh-ﬁh@m he deals report

their transactions with him,awﬁuxétalyﬁ‘

The components of the system are:®

(1)
(2)
{3)

@)

Parsonal income taxm (20% +),

Corporation inceme tax (I0%),

Tax on all éﬁs@ﬁs:,
{a)
{1}
{e)
{a)
“3‘),

{8} Tan on excoes

Cash (éma%);
Ponds (2-5%
Bguities (2-3%),
?r@éﬁaﬁivﬂ &&&étﬁ {1~28%
Hormal Invanteries (2%),
s invertories
(a'@@mm& Lo

(6) Gxpenditure toax (§-20%).

General sales or turnovey tax

% to dlscourage hoardis

(2-7%),

gl ,

HECHAMIGM OF mﬁﬁ BYSTRM

(1) Sellers report sales to aveld

inventory.
{a}
(&)

Prefits = grogs sales
Exooss
than sales btamas plus
aada.

same voelums of g

p. 528,

invantory taxes ars

inoome

tares on aycess

costs.

always higher

fmver on the
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(2) Buployers report all salaries and wagses to
lower their income taxes,

{3) Lower bracket wage and salary earners raeport
sales to them (their expenditures) since the
gupanditures tax iz lower than the assets
tax on vash. The ﬁmm@ﬁt&ti@n:

(a) Income - raported expenditures = in-
‘erease in assets held.

(b) If no purchasescf other assets are
r&?@xﬁaﬁp it iz cszuped that the
differgnce in ingamﬂ anﬁ‘a%pénﬁiﬁ&r@
ig an asset held in cash (imputed
increase in cash balances) .

{e) Accumulation of cash represents an

=

b

inerease in total net worth, thus a
capital gain, Capital gains are a
residual 7 |
G = Ak~ I =Yt~ (C+I)
¢ = Consumption AA = Change in Assets
Held I = Invegtment Yt = @ax%%lﬂ
Iagone v _
 {4) Buyers report purchases of capital goods as costs
to avoid the higher assets tax and a tax on capital
gaing. |
(a} pepreciation allowances are based on

purchases of capital goods.
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(b) Sellers report sales to avoid excess
inventory taxes.

(5) Tampayers in high~income low-gpending brackets
report consumer spending to lower their im-
puted eapital gains thus lowering thelr taxable
income. Consumeyr spending also lowers thedr

assets tax on imputed inersases in cash.
BVASTON

Suceessful avasion of all tazes in the system could
secur in only two instances:
{1} Buying goode or assebs without reporting or
detection an& later selling without reporting
or detection.
{2) Reporting false sales (to aveid inventory
taxes) and later zelling without reporting
or detection.
In the firat case if the goods are imports, they would have
to be smugyled because customs records are easgily peoliced.
Large scale domestic producers usually have complate vecords
and they will generally not risk violating incowe tax laws
by not reporting sales. Small domestic producars and whole-
salers outside the income tax system sre the remaining
possibilities as argas of evasion and thesge gould be poliged

by sample physical checks,.

?Ibiﬁq, p. 527.
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Bince most items are too bulky o be hidden in lavgs
guantities and storsge alwsys invelves a document of some
king, warchousemen could he reguired to report pericdically
all goeds in their care. These reports would be sent %o
the statistical authorities.

Sellers who desire to hove a sale go unrsported would
have to compensate low-income buyers for the difference be-
twaen expenditvre tanes and the taX on cash agsets. High
income buyers weould @@maﬂﬁ.eém@angati@n for the income tax
on imputed capital gains plus the tax on cash asﬁ@tagg
Capital gains are always & residual. Bny income which the
taxpayey cannot show as a oash asset or as having been a
consumption expenditure is tazed as capital gains. Sample
¢hecks on bank statewments would tighten all round enforce-
menty 5

gSpeculation in price rises on goods in inventory is a
common phenomenon. The inventory tax is desigred to gontrol
it. Retallers way be tempted to report fictiticus gales,
pay sales and income baxes on them, then hold the goods
without paying the inventory tax and selling later at a
higher price without reporting the sales. This invelves
all the uwsual problems of tax evesion plus the problem of
phvsically hiding the goods, Payment wounld be ma@@vh@ in~

formers who aided in recovering the taxes evaded,

81vid., p. 527.
glhi{:}.a # i}u 52%.



BHFORCEMENT

2 cantral xmip‘in'th@‘s@%@me ig that of the Statis-
tical @ffice. Maﬂh taxway@r wmulﬁ be given a card ané coda
numbex . hac% tzmw ha in & @arty to a tranﬁactian, a doou-
ment is gﬁn@rat$@ whimh ig gent to the Statistical Qﬁflae
where entries are made &o his File. G@mpﬁt&ti@ns of tax
liability are mads by the Statistical Office. The tax
authorities have the task of collecting the tax after the
taxpayar‘m liahility is es&abligh@ﬁ  ﬁn important by*
pxm&ucﬁ of the systen waul& be th@ impx@v&mant of @B@ﬁ@%lﬁ
statistics. Wati@nal income statistics would hﬁ more ac-
amxate and mere r@ﬁémly availablﬁ.

The code numbers cnul@ be aﬁaiqn@d much tha same as
gocial security numbaxﬁ,ara ﬁgﬂiﬁﬁ@ﬁvlﬁ Lhe ﬁmxt@é gtataﬁa
Evary'@ér$@n corld seoure one on sim@l@ agpli@aﬁi@n‘ all
parties o a pw@partj tranafmr eould ba rwqumrwd to dis-
cloge thair.nmmbaxﬁa Ev imﬁa*lse?mmr taxes on incowme,
aapital, énd &ww%ﬁﬁiﬁﬁr@ it‘bﬁﬁ@M@@ vital to the t&xg&yﬁr’s
@anmmlc intexegt ﬁ@aﬁ all ﬁramsa&ti@nﬁ invmlvin@ him be
reported aeéﬁxatﬂly@ wﬁ@érragarﬁiﬁg of income waﬁiﬁ leave
& taxpayer with unexplained stocks of a&@iﬁalyér axpenditures.
Underreported sxpenditures ﬁwm&&‘mubﬁﬁmt hin to highex taxes
on ié&r&ag&@ aa@ital a@mumﬁlatiwa or force underrveporting
of inrwm@ in whizh case more people would be involved and
it becomes less likely that such irregular transactions

could be kept secret.



Code numbers would make it eapier to chechk cowpany
dividend and share records againgt xam@rtaﬂg of sueh in-
come by in@;viﬂualgg,"Pmrehaﬁgﬂ=aﬁ jewalry wwuiﬁ bacone
known and it would ﬁe@dmayﬁﬁﬁgihle-ﬂa chock on hoards @£
jewelry and gold. Paperwork éeﬁi@ be hald to manageable
proportions hy exemphing small tﬁaﬁﬁ&@@i@ﬂ&. The Swedish
tax system provides & working precedent for the use of

code npumbers and interlocking taxes. 0

ADVANTAGES OF THE SYSTEM

The a&vamtag&s slaimed for the Higglns proposal ave:
_(1} @ax,r@v@maé~man.b@ increased.

{2) Investment can be increased,

{(3) Investwent can be channeled to dosired projecte.

{4) Inflaticn ¢an be controlled,

36

{5) Incentlives are preserved for private undertakings

of a development nature.

(6) The gystem 1s o a large degres seli-enforoing.

The first and second itews are ¢losely related and are

4o be aschieved through income taxation ﬁ@ a large extent.

A

personal income tax ab progreszive yates, hraaﬁly based, is

the first step. 5 flat rate corporation ilncome tax is the

qecmaé step with broadly based sales and turnover tayes

1QW1GE®1&S Kaldor, Iﬁiian 1ax‘Paf@rm {How Delhi:
Hinistry of Pinance, 1958), pp. 536
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bolstering revenusg ¢ollsctions whan incomss prove too low
to he effectively btawed.

Channeling &1v&3tm@nﬁ o niwh priority. ﬂ@V@l@pmgnt
nr@geatq is tme ebjective of the taxes. mn all aq,etg with
vargimg.rat@s iﬁr.&amm type @f~a5$%ﬁ,~&@@@nﬁiﬁ@-ﬁﬁ the de-
gree of risk and liquidity. Cash holdings (low risk) are
tazed at the highest rate while productive assets (higher
rizk) ara»subjﬁeh'tﬁ.ﬁh@rla@ﬁat;rataé, The taxpayer has a
real advantage iugshiﬁﬁiﬁg fgam a cash pogition to a pro~
ﬂu@tiv@-aaa@%-p@ﬁiﬁian,  |

Contrel of inflation operates through the bailt-in
ability of the progress sive income bax te take a larger
share of rising incommq coupled wath taxes on ezcessn in~
ventories and a &axvmﬁaaxpﬁnﬁiﬁmrésf The tax on excess
inventories strilkes at the tendeneies of businesses to
hoard goods in times of rising prices. By forcing these
goods ente the market, the Qrimﬂvri$@s can be checked., &
tax on all bﬂp@ﬂ&iﬁﬁf&g at inerveaging rabes, controls the
urnecessary spending on luxury goods a0 characteristic of
the wealthy in underdeveloped countries. Mecezsary con-
sumption expenditure is exempt from the tax az is invest-
ment in productive asseta.

The preservation nf incentives in the privete scctor
iz provided for by Higgins. The total tag;buxﬁ@n on a
given income is minimized by maxmmixing the share of income

spent on productive eguipment. Eallmwing thie is the use
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of income. in the purchase of equities which helps established
firms finance expansion of plant and equipment.
- Undisclosed stocks of currency are ﬁifflﬁulf to - control

£

but by traatlnu incrsases in cash balances as a- rebluual

1-

taaahle as income clagsified aa cap1ta1:ga1ns,_the ﬁaﬁpayer
is forced to buy securities, This allows him to escape the
double taxation of cash balances. Such a device a&ds:in”
building up a market in government securities and provides

a broader base for céntral bank open market policy,ll‘

DI%ADVANTA”Bﬁ .F ThE SY STEM

“The pllncxnal digadvantage of the system appears to
be the llYellxaod of-lncre&sed-co@t of enforcement both in
money terms and manpowsr ecmmitmant@ The increased coverage
of taxpayers alone will require si@niﬁiaﬁﬁt amounts of
attention by the tax authorities. ‘A larger tax staff will
probably be the result. This m@ané'that'avlarg@r'share of
the revenue produced will be needed to defray the cost of
ite collegtion.

‘Higgins recognized this problem and hopes to offset
it in two directions, first by increasing revenue cellecteﬂ
and second by improving the level of taxpayer camplianae by
increasing taxpayver contact with the ta: 1nq authority. By

incorporating as many self~enforcement feaﬁureS\aﬁ'pQSSihle

llﬂigvlns, op. 535~36,
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in the system he hoped to hold incroased costs of collection
and inoreased size of staff to a winimum,

It has beswn charged that a system which stregses a
strong role im economic &avala‘sanu“ﬁax gubli@-iﬁvmatm@ﬁt

5

and taxation of the dowestie adohomy, rishs the elinina

1z

of all private investment ia faver of publie investment.
Other cases have besn made for streong support of publie in-
vestment because of a lack of private saving and imvestment
at least in the initial g%agéﬁgkz

A serious dilswme in thée systew ig & confliot hetween
the seli-enforcement goal and the incentive viewpoint e
gafﬁin@*x&g@rting of ﬂﬂﬁﬂﬂm@r outlays and savipg. The tax
rate on consumer @@enﬁi@@ should be lower thas the tax rate
on lmputed incresses ipn cash balances so t&dn iz is to the
taﬁmayer # advantage to report his a@ﬁﬁ@myti@m gapenditures.
On th@'@ﬁhar‘h@ﬁ&g'inewntivav will be strengthensd if the
tax rata on congumey outlay iz highey than on any kind of
saving., The taxwang,'by savimy and anaﬁt ing, can reduce

&13 m&rgknal tax rate beluw what he would pay on consumer

outlays.
BRALYSIS OF TRE SYSTEM

&

The Higging proposal, composed of a mix of several

1“ﬁkﬁlliw‘, . 56,

13

Hicks, pp. 4748,
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kinds of tawes, has mized offects on over-all consumption,
SAviNG investuent, and work effort in an GOORORY .

Taxes oh consukption ave repyesebbted in the Hig

plan by the gencral sales ﬁfﬁ and the sxpenditures tax. A
gemeral males tax is similar to a spendings tax but it
appears that Higgins bap ln mind a general sales tex geared

to low rates to regulake mass consumption and a spending

a2

tax at steeply progressive rates o contrel the lavish out-

v

tays of the wealthy mma in this contexnt they are different
&@vaQm.la h
. n general tax on income, whers saving is zers, is the
‘same as a general ﬁax:@m‘ﬂaﬁﬁumgﬁi@npiﬁ

%axaﬁi@ﬁu@f business profits through a flat rate cop-
@@f&ﬁi@m'iﬁcmm@'tax avolds uifarzm sabion ag&i st afficiency

or bigness per se. It ie generally agreed that the place

for progression in the tax strachure is pewseonaz) tavation

ainge businssses are owned by individual tawpayers.

fuse
f
e
o
Ead
HrS
G
i
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&

only unresolved problem in
retained earnings. Profits are taved to the dividend re-

gipients when they ave distribubted bul retained sarnings

may escape both businsss taxation and pevsonal tazation if

dis

&

thay are aever distrvibuted. However, thls leads to the

argument of accretion versus realization.

‘ Lsﬁl@ﬂﬁzﬂ b, Musgrave,
{¥ew York: Hotraw-Hill RBook
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Incentive taxes have the twin functions of sncouraging

gaving and channelin

g

Lo

7 it into the most productive pathe of

ipvestrment. They vestyein consusption in some ways but this

is the negative side of their natures, It hKas b sheerved

that the economle svurplas {(saving) in developing countries

needs specizl attention ko e Gizeovered and wmobilized. The

& discovery and mobili-
zation effort, Specisl incentives to save may he provided by
& spendings tax or & tax on go meral sales if they are geared

to Fall oo luxury consumption. Higogins veliss on both general
sai@s and spendings tares.

The naiture of seme incentive tax wé iz eguch that they
*may'bé imp@éwm not with the purpose of collecting them, but

ite perqnaﬁﬁ-yﬁmglalﬁmftak@ wertvin action to aveid then. ’lﬁ
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sitheyr goods or money may be
in the form of a pepal taw on lnventories or a tax on the
average value of cash 3&1ancmsg"wha raten of tax on assets

diminish with the degves

or 11liguidity vroviding a
Gevice for sontrolling cheodrs of investmant. Por sxawple,
gash balances, ianventorics or unused land would bhe tawved at
a higher rate whils goverswent sceuritles and productive
assets would ba taxsd at lower rates or nok at all,

Ao incentive tax which Zigging dees not use is the

excess capacity tax. Under this tax @rmfitﬂ retainable

“’a_fj”;.n%; Ta 817,
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after taxes vary dirvectly with output and are an incentive
ko expand yr&ﬁa&t&mﬂ‘17 Under such a tax normal production
mapaaiﬁy‘ia establicshed and the aﬁ&lizatimm of capacity in
excess of the normal ineurs no additicnal tax,

| The Higgins system seems to offer a mixture of taxes
which is balanced to avoid excessive influences in any one
~direction. In the next section the &ia@asﬁigm,wiil focus on
& tax system whimhvbﬁaxﬁ,m&my'@imilariti&ﬁ_tg the Higging
proposal. The proposals of Ealﬁ@r, the soures of many of
Biggine' ideas, were used to fashion the tax ﬁﬁgﬁ%m of India
and we now nead €0 look at it as the only existing pm@tam

type of the Higgins model.

lvxb’iﬁ L3 "o glg *



CHAPTER TII

A COMPARISON OF THE HIGGINS PROPOSAL

O THE TAX SYSTEM OF INDIA

Kicholas ”aldnr proposed an inteq:at@a ta& systen
whiam includ@& an expendibure tam to the governrent of
xﬁééa;l Many of Raldoxr's s idess W@re xncmxparaa&@ &m@m
the thx Vystmm of India 1& l%$7 ﬁ%. Ceylon made ugs af
some of Kaldor's r@c@mmam&atimna bat r&weal&d its expen~
diture tax after a brief pﬁxi@@. The tax syastem of zméia 
Ral&@rfs ideas, ﬁiﬁf@ﬂ'in wany respects but their covmon

features provide some interesting comparisons.

TRE

Taxes in Indiz may be trsated under three breoad group~
ings. These are: (1) taxes on income, (2) tawes on capital

and (3) taxaalan‘ﬁramﬁa@tﬁan@ag

132@%@1@@ ﬁalﬁ@r, Indian Tayx %ﬁfﬁrm (m@w nwthi:‘

Ministyy of Finance, 19587, pp. 39-84.

2 T " en S g C o .
- “Harvard Lew School, World Tax Series, ‘Taxation in
india® (Boston: Little Brown and Company, 1860), pp. 57-64,

37
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The incvome tax as applied to individuals consisis of
incoms tax and supertax, both pf which are levied at grad-
uated rates. ZIncome iﬁ‘cﬂncaﬁﬁﬁﬁliyv&iviaeﬁ into six cate~
gories: (1) inﬁﬁm@ From ealaxieb,.{gﬁ»iﬁ%ﬂr@gt.an seeurities,
(3) income from property, (4) profits and gaiﬁg o
businens, @xﬂf@&%i@ﬁ, mr,v@@étigmﬁ (ﬁﬁ'iﬂéﬁm@:gm@m o
sOUrces, and (6) @a?iéai gaiﬁﬁ;‘ T gg@mﬁiﬁgﬁ Lo
.t@,aﬁply certain rﬁlﬁﬁ.anﬁ r@«ptimna  $11.in@mm$ is lumped
and taxced on a Slﬁﬁa‘ naﬁlﬁu ﬂahag @f iﬁ¢ﬁmﬁ'ﬁaﬁ range from
- ﬁﬂ.kﬁ@@még.ﬂf m@ﬁxglﬁﬁt.nr dess to é@% on incomes nxeeeﬁmng
B, TG,000. An addit imwal uﬁ% is charged on thﬁ amaunt by
Whiéh‘ﬁhﬂ incone excesds Bs. 7% ﬁﬂ! 3‘ ﬂnrpuraﬁ{mna are sab~
jgét'%g’am income tax and %ﬂﬂmﬁtax kgt eac% of these is a
flat rate. @@ﬁ@@gaﬁimﬂg are aia@ 1iable, umﬁ@f’@@rtaiﬁ
conditions, Ffor: (1) éﬁﬂiﬁiﬁnai graduated supprtax @n'@iviﬁ
dends in excess of preseribed @@f@ﬁmtagag of paid ﬁg‘@a?iﬁﬁll
{2) a,a§@wia1 supertaz on stock ﬂiviﬁaﬁﬁg @nﬂAcapitazggﬁtiﬁﬁ
of earningz, and {3) a flat rate supertax on undistributed
@rﬁfi tg ‘ 4 | . . .

- Taxes on aapital 1nc1uﬁ$- iﬂy land r&vﬁnﬂe; @) she

net wealth tax, (3) % i@ e ta&@ tax, and {4) the waft tax.

Investment Centrea, wax s and Tﬁﬁﬁﬂﬁlvas (New
4 fndia Press, 19€8), pp. 28

i D 1@: ;‘,. ﬂ.lz; Ew%" Sl Iﬂ‘f & &
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In wost cages land revenue is based on the net produce of
agricultural and the reasenable rental valus of non-
agricultural land. ZLand revenuse is reserved exclusively
to the states by the Constitution of India, Few of the

states ¢wercise the power to tax land and the incowe from

it. The federal incoms tax does not apely to agriemltural

The tax on net wealth 1z based opn the total valus of
all assete minus debty on the date eof valuation. “Assats”
includes all property of every description, however there

wolusions from the dofinition of assete as well

as erclusions from tayabls wealih.  Comuwonly defined as tax-~
ahle wealth are: (1) interests in partnerships and agﬁaﬂiw
ations, and (2) corporate shares. The lisk of axemst. prop-
arty is very long and iaclu 1‘33535 ,

(1) Co-parcenary property of a Hisdu undivided

family,

party extendineg less than

g

{2} &n interest in pro

six years,

agriculture,
(4) Professional squipment to a maximum of Re.

I;Ji\:);.o * @’51‘ 4@5«21%*
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{8) Tnvestment 4in new and sepavate units of
industrial corporations is, under certain
conditions, exempt for five tax yeavs,

(6} Shares of pae corporation owned by another
c@x@ﬁxﬁtiﬁn;
{7} Cortain gmv@"mmﬂnﬁ sadurities,

{8) Bssets used in seientific resesroh,

o

(9} Patenkts and copyrlights,
118} Annuities, pensions, @x@vi&&nt funds and
ingurance policies,
{11 ?zo@@rﬁg held in trust for charitsbls or
religlous purpoges,
{12) ﬁiﬁ@@ilﬁi SOUE pmraomal angets
{a) Jewelry to a wmaxinam value of
Rs. 25,000,
(b} Works @é arkt,
(g)‘ﬁ@ixlammﬁl
{3 Fuxmiﬁuﬁa ﬂmﬂ;wth%r perémnaiﬂéﬁﬁ
h@wgahai@ goods ;
{2) A single rural ?@ﬁiﬁ%ﬁﬁw”‘
(£) Proparty received ag & meriter rie ﬁs
| award ,
{g) Animals. |
Certain of the exewmptions are wmeant %ﬁvha‘ﬁax incentives for

eronomic development. Items (3) end (§) are examples.
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Rates of wealth tax are graduated from 1% to 2.5% for

individuals with net wealth excesding Rs. 2®ﬂ;ﬁﬂagﬁ

Cor-
porations with net wealth in excess of Re. 500,000 are taxed
a £lat 0.5% on the excess.

There are several allowances and adjustments against
the wealth tax, The twe most important ones are to share-
holders in corporations amd to loss corporations. The
aﬁjﬁstm@mﬁ=allaw&é to ﬁhar%ﬁmléarg is designed to mitigate
the effects of double taxation @f‘a@xyarata shares, Cox-
porations which show an operating loss in the year axe
allowed a.raﬁﬁeﬁimn of wealth tax which may rosult in zero
tax.

The estate tax is levied on “all property, interests,
and powers held at death. Rates of tax hegin at 4% on
estates with an aggregate value in excess of Rs. 50,000,
Values in excess of 8g. 2,000,000 ars taxed at a rate of
40% plus an additional B3% of the excess over Rs. 2,000,000.°
Thexevar& two kinds of ewmemption in computing the estate tax.
rirst, there are &axﬁaim’@laagaa of properiy which are not
included in the estate for yar@m@é$ mﬁ the tax. Thess in~
glude: (1) real property located outside India, (2) house~

hedd goods, {3) works of art, (4) all property of & member

Gf@ﬁianvinVﬁsﬁm&nt Centre, p. 36.

7

Woxrld Tax Series, India, p. 417.

®Indian Investment Centre, pp. 60-61.
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of the armed forces who is Eili@a-im action, and (8) the.
official residence of a ruler of a former Indian state.
Second, certaln property is included in the estate hut iz
exempl f?@m.%ax?,'%his ingludes: (1) gifts (to a maximum
of Rs. 2,500) wade by a decedent for pubklic charitable
purposes within six months of date of death, (2) money de-
posited with the g@v&ramaaﬁ_ﬁ@xn@urgﬁgag-wﬁ paying aatate
tax is exempt to the extent of the tax paysble, and (3)
agricultural land, with certain gualifications, located
in Tnaia.”
A gift tax is levied on taxable gifts, valued at
more than Bs. 15,000, at rates graduated from 5% to 408,
The 40% rate attaches to gifts in excess of Rs. 1,489,900,
An additional 30% of the excess of Re. 1,490,000 is charged.
A gift is defined as, "Any veluntary transfer of euilsting
property for less than full consideration in money or monies

Transfers which are subject to the estate tax,
e ﬁﬁntﬁm@xaﬁi@n of death, are exarpt from gift
Lax,

 Taxes on transactions ave the most diverse group of
Indian taxes, This group ls composed of sales, enelise,

customs duties, and the expenditurs tax.

world Tax Seriss, India, pp. 102-03.
16Im@i§§ Investment Centre, pp. 57-59.

Myor1d Tax Series, India, p. 113.
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Zales tanes are lavied both by the csntral goversment

i)

India and the several stats governments. The Constitution

5]

o
provides that the etates hove exclusive power o tax inkrs.
state sales and @ﬁtﬁﬁ&ﬁ@ﬁf@hil@ the central govermment hasg
the exclusive power to taw thaA1&Qﬁiﬁmﬁ‘iﬁ’iﬁﬁﬁz$iﬁﬁﬁ trade,
The sales taxes are cmil@mt&@ ¥y the central governwant but
srs distributed to the states in which they afmigmilﬁeteé,lg
The state sales taxes uswally apply to tangible novable
proparty and provisien ic made for ceriain classes of exopp-

tion., Thess ares

{1} ¥ecossaries or essontial goods [food, medicing,

matches, inewpensive textiles, certain raw
wmaterials),

(2} Goods subject to high taxes under other laws
of the state or eentral government (fuel oil,
electricity,; tobacca),

(3) Coods produced by =mall scale (cottage or
village) industries (handmede textile fabries,
paper).

Rates of tax range from under 1% to wmore than 14% amang the

%tateﬁ,lg The sales tax iwmposed by the central government

has specific exclusion for otocks, shaves, securities, and

actioneble claims. The average rate of tax is 7% of sales

12

it
e
s
*®

Ik lfi’;n r R
13

Do
&,
(i3
+

Thid., p. 445,

»
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1

price. The central government imposes certaln restrictions
on state taxation of specisl categorics of raw materials and
the taxation of sales of newspapers is prohibited to both
central and state governments by the Constitution..

- Shamp duties arﬁf&mﬁﬁaﬁﬁjQ&n@uxr@ﬁﬁiy'by the contral
and state govermments. . The central government has exclusive
power in the watter of rates @ﬂ,hillﬁv9£ ®ﬂgh&ﬂg&f cheoks ,
promissory nowes, bills of lading, letters of credit, in-
surance policies, transfers of chaves, debenturaes, proxies,
and recelpte. The states h&vm th@ power to met rates on
@&h&ﬁ»ﬁ@ﬁ*jﬁﬁi@iﬁi”ﬁéﬂﬁm@ﬁﬁﬁ;-,E@thlgg&g@ and eentral govern-
wents are forbidden by the Constitution to btax judicial '

documents. *4

The contral government stamp tax is collgcted
and retained by the ptates. |

Bralse taxes are ressrved to the contyal government by
congtitutional yxmviﬁi@n;,‘%hi$ provision allocates power to
l&vygaﬁﬁiﬁﬁs on alcoholic liguors and parectics, not used
’f?&?mﬁaiﬁiﬁai"mx~ﬁﬁii&t,ﬁxﬂ?araﬁiansr=ﬁ@a&héiﬁtat@$;‘ Cantral
government levies on aleohel and narcotics are collected and
retained by the states. 21l other excises are levied by the
central government. Soms goods {(such as tobacge and coffes)
are tared at ospecific flat raﬁaé while others  (tires, woolen
fabrics, footwear and electriec batteries) are levied at ad
valorvem rates. A 23% shave of the proceeds of the taxes

gollacted in distributed among the states.

141}3’1ﬁva pp. 119-27.
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A wariety of special exeides ere levisd on certain
designated goeds to offset the cost of prograns undertaken

by the govermsment to benefit particular industries.

Fxcise taxes are levied on the  manufacturer, whole-
salex, curer or other pewson who completes the proovess of
manufactire so that the goods are ready for final aalm,ls'

& raunge of rates is applied to the various commodities
that are subject to excises. Home @ffthéﬁa are:  mechanical

lighters, 75% ad valorem, metor vehicle tires, 40% ad val-

orem, footwear, 10% ad valoves, and elactrie batieries, 10%

ad valorem.

All customs duties, both ilmport and export, are levied
by the centr:l government besause of the allocation of tax
powers under the Constitution. Commodities on the import
duty list ave clasgifisd as "protective,” “revenue,” or -
*preferential revenuve,” Host tariff rates are ad valorem.
Rates are generally 30% to 49%. DLasary goods or a@mpaﬁit@rﬁ
of plentiful domestic goods arﬁ-gﬁb;wet to much highey ratesa.

For sxample, such products as wines and spirits, eilk gar-

ments, spliees and wmotoy vahicles ere stbisgt ko vates of from

75% to 260%. The many tariff rates and ewemptions ere pub-
17

lished in the gGazetie of Indi

e 2O,

15%@&@,; yq égﬁn

1€:v3a., pp. 450-60,

spid., p. 129,



The expenditures tax, one of the unigue recommenda~

tions made by Raldor; was flrvst levied in Indias in 1952,

Raldoy recommended an sxpend:

& @ﬁ-tﬁx@ﬁ‘ﬁxﬁﬁnéﬁélg
{1) 4%t provides a better measurs of taxeble capacity than
an incoms tax, (2} it provides more imgenzive for saving
than an incom: tax, and (3} as part of an integrated systenm
it could contributs to a wore effective administration of
all divect taxes. |

Persons subject te the ewpendiiure tax loslude indi-
viduals and Zindu undivided families. Corporations, trusts
and decedents’® sstates, partuerships, associztions and loeal
authorities are not subject to the tax. Special treatwent
is accorded Zormer rulers of Indian states but they are not
exempt. The maintenance of his official residence and com~
pensation of staff, pald out of his privy purse, is euewpt
from the expesnditure tex. 7The tax bage is “exponditure in-
curred” and includes amounts actually spent and aucunts for
which a liability has been indurred. Soth awounts paid and
amounts aceryed constitute expesnditurs for tax purposes,

individuals aze entitled to a single standard allowance
of Rs, 30,000 for liviay oxpenses &5 an exenption from the
expenditure tax. 4 maximun standard allowance of Bs. 60,000
is allowed Hindn undivided fanilies. Rates of tax begin at

19% on taxable expenditure of Rs. 10,000 or less, Thereafter

13

“Ihid., p. 422,



rates are stesply progréss

penditure over a five-vear period for tax purposes. In the

wre would be included in the

base year 20% of the expe

tax base and 20% cach year for four svceseding years. This

ilege is extendsd to articles for personal use including:

“3
u,
:i
e
52

purchase of bullion, precious stones, jewelry, furniture, and

nd othey cone

other household goods, as wall asz autone

213 sxpeniiture incuryved 4in earning income iz esenph.
211 business-velated vapital euxpenditure is exempt as well
ag a host of nen~business investrent exwpenditures. The
iaﬁt@r 1w iudwﬂzg

&

(1) Txpenditure in deposits, loans, shares, and

seouritics,
(2} Contributions az vapital to a flrm or associ-
ation in consideraticon of a sharse of profits,
{(3) epaymmmt of loens @r horrowings,

{4) Certain interest p*ymﬁnt@,

(5} Empenditurs for the scguisition

191 Bid., p. 423,

01pia., p. 428,



{6} Contrilkutions %o a provident, thrift, or

pension fund,

2] Qf’iﬂﬁﬁxﬁﬂﬁw prasdnmm:

{a) Insurance on the 1ife of tho toupaver

oy his depend

{5) Insurance for the educatins or marrisge

other

The following ey

{1} Turchase of books,

of worke of ary oy 'g\wgl ot of

cotbage Industyy in Ind

ia, whose price ex-

e e ane
Seads Ra, 1,000,

£
s

(3) mzeonditurs for the purchase and maintenanoa
of livastook,
Hany othaer parsonal and fanily supenditures ars enempt. Some

(1) Expenses of secking elective office in

{2) Zxpenses inecurrad in certain civil ox

eriminal procsedings,
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(3) Ex§enﬁiturea for the marriage of a taxpayer
- or ﬁ@y@a@énﬁ. whi@,éxﬁanéavﬁa Hindy un-
ﬁi?iﬁ@ﬁfaMiliﬁgyﬂ_ o
{4) Ex@@hﬁ@ﬁ for &h@zmaiﬁﬁamgme@_@f the tar~
“@ayer‘s g@x@ﬂﬁﬁ,_mQﬁ‘ﬁﬁz@x@@eﬁ.aa« 4,000
per year, _
{5) Expenses for th@ maﬁiaai treatment of the
taxpayer, Liﬁ'ﬁﬁyﬂﬂﬁﬂﬁﬁﬁ.ﬁﬁ'y%x&%ﬁﬂ;
(8} Expenﬁitur@vﬁ@r education outside India
for tha taxpay@r or %ms dependsnts.
W@ithmr agrianltural land nor agrieultural inceme is subject
to tax by the central government by corstitutional prohikition
but @xganﬁiﬁupa from agriecultural income ip not exermpt from
th# eﬁp@n&itura tax@2l1 _

’Thﬁ data twabl@.;} ﬁhaw‘thatft@ﬁglrﬁax,rﬁVQmﬂ% was ine
creased from 575.33 (Crores @f’%ﬁp@@a},in\&ha\@@riéé 1987-58
to 1,562.&Hv(ﬂzareg @f»&ﬁﬁ@ﬁ@? in 1964-65 with 2 projected
buﬁg@t of l,9§2¢53>{€f6§a$ of Rupees) in 1966~€7. This vep~
rasent# an increase of three and one-half times over an elght-
veur @aﬁi@ﬂ, Revenue in each of the thres categories shoved

remarkable growth as well.

zlzmm . p. 427,



Clﬁgsﬁgﬂ‘(}# Tax Eanding Pariod

1§%§Mﬁ§

Incoms & Expenditure 146.40 467.41

Property & Capital . ,
Trangactiocus T ~10.81 o 22.67

Coomoditiens & Zervices , C4Y8.32 0 1,28B.93
Amcunts - are Crorss of Dupees.

Afteyr addustwente for inflstisn the inoreasse in revenus is

sizable and indicata

%

Ehat the tayx styuacture has been af-
feetive in raising vevenws, It gives no real indication am

13

o the revenus which wight have Deen raised by an alterna-

tive structurs bulb it geans ;ik&iy that the present structure

5’5;

i
Q

=
i

53
frstw
€3

2

L+

o

hag not materially r “Earde:



TARLE I

SOURCES OF CENTRAL COVERHNENT TAX REVENUE

51

1v,

Taxes on Ingones and Sxpenditures - Total
Taxez on Income other than meﬂ@rakian ?ax

Less State Share

1. Net R&me:ptﬁ

2, Corporation Tar

,3¢. Expenditure Paw

1857~58

163.70
73.43
90.27
56,13

E Y

Tages on Capital and Capltal Tranﬁautlans Total 19 £

Bsthate Duty

E =35 &tat& Share

1. Het Rece sipte

2. Wealth Tax

3. C"iﬁ_t& Aaﬁ.

4. Stamps and Registration

5. Land Revenus

Tazes on Commoditiss and Sewyvices Total

Custong s -
Inporas
Exports

ntheyr Bevenus

1. Bet Recaipts

Union Broise Dutiss
L%sﬁ taﬁ ﬁhar%

3. @th@r @ax&@ &nﬂ maties

2.31
2.4@
~0).08
?' E @ '3;"
3.3

418,32

150,94
26,93
7.28
179,99
273.62
40.22
233.40
5.66

Total Tax Revenus (Sum mf I, Iz, and ITT) Tmtal B75.33

meounts arxe in Crores of Rupees: Rs, 10,000,000 = 1 Crore

Souros:
Budget 1966~67,
(Bombay, India,

of the &ms@.ve b&im @%‘

Regsrve Hank of India, "Government @f India

B, v'f'.hl‘av

VAT EE , x9&§3, op. 421-22.



TARLE T {Continued)

1958~-59  1955-~60  1960-61 1961w627; 1962-63  1963-64

176.68  191.97 228, ga?-*,zlz,zg 414,02
148,85  167.38  18%.30° 185,86 258,60
79,32 87.37 93.85 95,27  119.29
85,53 80,01 - cTL.54 -g@waa 139,31
106.56 111,05  156.46  221.50  274.59
6.TR .91 - B.B4  G.20 - 9.12

a2 - 17.02
91 “3.54 4.67
o TG '.f & gl ; C Beat L ‘ .28 - 4. 22
1T eas  g2e o84 10070
81 0.89 1.01  0.97 1.12
C3.E8 0 6.05 . 8.00 o 4.94

13,49 f l%*E1 Jf% is.
3.09 4,2y . 3.

P

Faad
& &k

7
2
0
2.
8.

335197' 524,68 5329321~‘ 732.44 | 943.2¢

35,82 "_1%4.@ 1 158,22  238.42 334,25
1312 32469 9.80°  8.37

; 8121 ‘. ?«gz ?.?&@ 81@1

¢ G 11, o RT0LG3 o0 2A20RS 0 245,90 0 334,74
»36& 65 416 35 - 48%.31 . 598.83 725,58
Fé T8 IR 'Sﬁwﬁﬁﬁ-vmlaigil - 135.89
408.66 ' 47392 593.59

‘ 0; -VL .le:i:?&;gg

i
wa ol AR AR S T MR 7, A A e, oA

553,06 642.44 OBTS.3T L
-

R R M i 0 S e oW S, U AR A oG i wg‘mtualﬂom i




TABLE I (Continued)

1864-65

- 1965-68

1966-57

457,27

gﬁ&&ﬁs )

123.77
142,78
314,05

G.44

17.48

5.43
6.708
‘“"1m 35
10,50
2.22
a8y

1,089.04
404,64

242
4,22
IN7. 56
201.51
674.17

I ks S T
150, 80

R L

467.41
2@&1@&
136,66

i:255.93

538,79
2,08

’éﬁlﬁ
521,20
861,35

145,92

540.22
294,45
130,48
164,00
376,07
0.15

‘E.Zlyl?
8.10
780
0.30
14,00
1.29
0.20

3,33
}wtﬁﬁg i@‘é
798,22
&L, 48

1,542.53

Budget .,
Estimate

5=
&d
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The tax structurs %aﬁ @%@ﬁ@@% 0 maﬂg‘ait@xaﬁiﬁma e~
tween 1957 and 19264 and the neod for stability of tax rates
and over-all polioy hacams evident. Stability was given
gonsideration in the contral government budget for 1965-66. 22

The budget has %uxﬁhmr sought to achieve & meagure
of stability in texation policies in order that the
tax structure of the country may ba yiaﬁ&& on & mors
enduring and rational basis.

Farthers

hg regards persopal taxation, @imyliﬁi@&ﬁian mf thm
whole tag stracture is sought o be agh
tegrating super tax with looome tax and replacin
the present taxes by a raviﬁ@ﬁ andt vnificd @ﬁh@ﬁ&l@
med at lowering tames at all levels of personal
incomes so as to stimulate a grester flow of parso-
nal savinge and at the same tlme to reduce the scope
and incentive for taw svasion.

If the adjustsents propossd in the 1965-66 budget sue~
ceed in reducing the incentive to cvasion of the personal
incone tax snd broaden its coverage it will be & ﬁigmiﬁi@amﬁ
achievenent, The total pumber of assessces for personal ip-
eeme tax in 1957-58 was only 570,172, In 1963-64 the numbex
of porsonal income tanpeyers was only 1,036,533 out of a
population of about 550 nillion (Pables TX, 1IZ, IV, & V.}

The backbone of the gevenus system of Indla is the

texation of commodities and servi

cag.  Thiz group corposes
more than 7068 (1,265.93) of the 1,736,041 (Croves of Hupees)
in the 1565-66 budget. This ssons to support Higglre’ con-

tention that developing countries should contipue to rely

zgﬁnllaain of the Rgserve Bapk of India, “Covernuent
of India Budgst 1965-E%,Y Mareh, 1005, pp. 46788,



on indirect taxation instesd 2f trying to wake an inmediate
switch to direct tamation of income. The state governments
derive thelr largest slice of revenus frow the general sales
tax (Table %). Agricnltural incomes, solsly the provines
of state tazation, contributs a negligible anvunt to the

state treasuries.



TABLE IX

INCOME TAY ASSESEMENTS BY CLASSES OF TRXPAYERS

ﬁ%aasweﬁ

Cla$$09f7§33@a?a; gumbar of ?&Rﬁ&?@rﬁ . XIncome Asﬁﬁsﬁea v Taa

I557-58 1965-64 I957-58 196364  I957-58 1963-54

Individuals 575,172 1,636,533 605.00 859.10 90.33 115.80
Bindy Undivided Pamilies 54,608 71,5386 77.28 g§e.78 12.33 12.80
bnregistered Pirms and

Other Associations 28,272 25,877 34.46 34.90 6.75 7.606
Registered Firms 9,330 33,741 74,17 265,00 2.24 2.39
Companies ' 16,289 16,316  219.69 _L271.50 110,50  136.20

Totals 673,378 1,144,262 1,010.52 1,560.30 222,16  281.80

Pigures are in Crores of Rupses: Rs, 10,008,000 = 1 Crore.

Source: Covernment of India, Central Board of Direct Taxes, 111 Indis Income Tax
Statistics for the ¥ear 1963-64, p. ixz. '
Baulletin of the Reserve Bank of India, June, 1959, Income Tax Revenue statistxcs,
Statements 3 and 5, p. 718,

95



TABLE IIX
INCOME TAX ABSESSMENTS BY RAHGE OF INCOYE

POR THE YEAR 1963-64

57

- Hunmber of
Pange of Income IAssessees  Income Assessed Tax

Asgessed

Below Re, 15,000 858,098 483.8
10,001 20,000 195,846 268.6
20,001 50,000 93,995  286.3
50,001 100,000 20,644 139.2
100,001 500,000 7,337 133.1
" Above 5 lakhs 1,103 249.3
Totals 1,178,024 1,560.3

ﬁmmamﬁs ara in Crores of Iupees: 1 Crore = Rs. 10

1 lakh = Ra. 100,000,

11.3
20.3
4.0
34.4
47.8

B2

22.0

ot

281.8

e

000,000,

Source: Government of India, Central Board of Direct
Taxes, All India Income Tax Statistics for the Year 1963-64,

p. viii.



TRBLE IV

ASSESSHENTS OF IﬁQIVTETELﬁ BY SOURCEE OF IHCOME

Balary Eargerg

Hon-salary Barners

Imounbts are in
Bg. 18,000,000

1 Crore =

i Abja =

ﬁamh@r,@f Ta?b%ger#

195758 1@63w6é

’Ine@mﬂ @ ased

1557-58 13§3e§@,

138

Tax %sﬂesswﬁ
-8 T 1563-¢%

256,271 518,539
313,901 517,995

256.83 474,53
347.99  532.98

576,172 1,636,333

Crores of Rupees.
= 1 Crore.

Bs.

16,0006,0060.

100 Crore.

P

160,600,

33.83 40.73
56.49 75.190

90.32  115.83

Source: Government of India, Central Board of Direct Taxes, 311 Inila Ineam@ Taxz

Statistics for the ¥Year 1963-64, pp. 60-51.

Bulletin of the Reserve bank cf India, June, 1%59%, p. 719.



DISTRIBUTION OF XNCOME AND TAY ASSESSED

TABLE V

BY SOURCE OF Incoms

SR REOM G RE R Z R

Source of Income

alarl&s

Iﬁtarert on aecurwtvgs
Property

Shares & Partﬂerﬁhlgﬁ
Business & Professions
Dividends
- Capital Cains
Other Seurces

Total

Total Income Aspessed:

PTotal Tax: 1857-58

Per Cent of
Incone %%meg ed

‘1@57“53

i963-64

22.00
1.36
3.43

56,92
5.3%
£.09

10.8%

180,00

1857-58 = Rs.

186364 = Es.

23.86
6.43
2.62

11.97

52.13
3.93
0.36
4.17

222.16 Crores = 100.00.
1963-€4 = Re. 298.50 Crores = 190.06.

Wammww e o e e o e

Por Cent. of

Total Tax g

| 1957558

196364

16,092
2.36
2.65

62,46
9,50

ﬁuﬁfﬁ ’

106.00

1,0610.52 Crores = 100,00,
1,574.60 Croxes = 160.00.

10.79
.77
2.41
13.03

58.32

¢.44
6.16

196,50

Zource: Covernment of Iaﬁia, Contral Board of bhirect Taxes, All Ind;a Income Tax
Statistics for the Year 1963-64, p. ix.

Bulletin of the Reserve pank of India, Eune; 1859, p. 719,

3]
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Income tazation in India, particularly company profits

is very severe. 2>

Degpite concessions to new investment for
exemption from incows tax for a peried of years agﬁ‘aevalopw
ment rebates the tawation of income is progressive and the
rates ave relatively high., If the coverage of the tax could
be @Xﬁaﬁﬁmd to small shoplespers and traderg the revenue
gould bhe ingreased. ﬁ@maﬁaﬁ’mf the lack of records of these
twa‘gr@u@@ the use of a schedular incowme tax syshenm, a tax
based on a porcentags 9£ %axn@v$r4 has been ﬁuggast@ﬁ.a4
mnother possibility for increasing covarage is for the
s&atgs to delegate their power to tax agricultural incomes
to the central gavafnm@mﬂ,zg The central government income
tax could then apply to all income vegardless of source.

Bow bhave savings and investment fared in an economy
in which tax revenus was raised a@'éﬁamaﬁi@ally'mv&x sach
& short period? It is estimstod that saving increased from
393.3 {croves of Rupees) in 1952-53 to 1,380.7 in 1962-63 and

that over the same perfod investment incoreased from 378.9% to

1,694,4 (Tebles VI and YII}. In 1952-53 investment as a

percentage of Hational Jncowme was 4% and in 1962-63 it had

inereasad to 12.7% (Pables VITII and IX).

23 nelliah, p. 116,
Phyvid., pp. 120-21.

px . e .
P1vid., pe. 121-122.
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Data showing the volume an@_ﬁattaxn of saving show
%hat saving as a perfbant of Hational Incoms was 5.0% for
the period 135053 and 2.3% for 1959-63. The figuves in
1948-49 prices, wers 459.9 (Croves of Rupses) and %,189,3,
respectively. of the total saving in the latter period,
22.5% was iﬁ the goverpment sector, 6.8% was in the domestic
corporate gé@ﬁmx; and 78.7% was in,th& household sector.
Within tﬁ@’h@usahala soctor 76.7% of household savings went
to umham"hmmgmha1§ﬁ4‘ tirban housaholds had 54.2% of total
saving in tho economy. The household saving represented
6.6% of Wational Income. |
| 'Saviﬁg~in the household sechor wa& 840.% {(Crores of
fupees) in 195%-63 of which 399.0 was held as finaneial
assets and 441.5 was held as thﬁiﬁﬂl—agﬂﬁtsu An increase
in corporation and ceoparative shares is noticesble., In
1930~53 ﬁ&@ga were 21.3 but heoldings werg up to 36.€6 in
1953-63. | |

It is by no neans certain that the altazatiwnﬁ in
the tax structure which were instituted at the urglng of
raldor are cntitled o full aréﬁiﬁ.f@ﬁ'ﬁh&-@@ﬁf@xmamaag
noted. Thege reforme, yar&iauléxiy the expenditurs tax,
beoane sffective in Mereh 1358 when the economy was al-
raady experiencing difficulty. Total tazx revenue dropped
in 1958-5% to 553.06 {Crores éﬁ Rupees) from 575,32 in
188758 bﬁt racovered in 1959-60 and reached 642.44.
Aggregate investment dropped in 1957-5%8 to 1,286.9 from
a 1956~-57 high of 1,454.3 which was not egualled or



surpagsed antil 1960-61. Cfaving dipped significantly in

1087-58.  Investment as a per- cent of Uational Tncome

&
reached a poak of 12.9% in 1956-57 and tapered off in
1957-58 apd 1958-5%, Previcusly, it had registered a

rige from 1851-32 through 1556-57.

it
a3

both

steady



TABLE VI
VOLUME AND PATTERN OF SAVING IN INDIA, 1950 to 1963

-
o
e
bt
4

1. Govermment Sector
2. % of Total Saving
. % of Hational incoma

B

B Wl
&k L
L
Mk
et 13 s
4 L]

el

P

L)

3

o]

2., Dbomestic Corporate Sector
a. % of Total Saving
b. % of Hational Incone

L A

@ e
% %

5 R 3
D o w3
3 »
s
Lt B=

*

643.5 74
81,2 7
5 sz
176.4
4?3 » -l-

3. Heuasehold Bector

- a. % of Total Saving
. % of ¥ational Income
Rural Houssholds

Brban Rouseholds

L e \ ¥
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o
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4. Wotal Saving
b. % of Hational Tncome

* L3
W
o
bt
o
W
#
ta
@4
n

L I

*

’oal FPNS L K M R L LY
o 1555~ IIT = 1956~87 o 1958~3%
IV = 1859-60 to 1362~63

ist Plan = %51»32 o 19585-54

Znd Plan = 1956-%7 o 19606-61

Enmual average of 1948-45 prices | Periods: ]
FPigures arve ip Bs. abkja. Abja = 100 Crores

g

coni s

Source T EUTIetin oF The Tesetve Bank S Tndia, Reril 1967 Bp. 3I0-37

€9



TABLE VII

EAVING TH THE BOUSEAOCLD SECTOR

A. TFinancial Assets 13
% of Hational Income 0
7

. 1. Currency «17
2. Het Bank beposits -16.3 8.9 27.9

3. Insurance Policies 14.6 24,

7

4, ?vaéiﬁ@bt Finds 2

5. Wat @z iws on Govk, -23.7 1753 46.1
3

6. Corporate & Cooperative 21.3 38,3
Bhares & Seourities

B. ?hy&iﬂal Assets 297,
% of Natrional Income 3.

£. Total Bousehold Saving ' ‘
(5 + B) / 315.9 843.5 05,9
% of Wational Incowme 3.4 £.2 6.3

240,72
E.6

, st
Plan

kﬂ?

Ennual avg. of 1948-49 prices . beriods: 1 = 1950-51 to 1952-53 1L = 1@3?«&4 o 195555

Amts. are Rs. Abja. Abja = 100 Croves. © XL = 1956-57 to 1858~-52 IV = |

ks, 19,000,865 = 1 Crore
to l1880~8]1

gt Plan = 1%951-52 to 1955-54 235

Sourcer Bulletin of the Teseive Dank of India, Bpril, 1967, pp. 330-337

g



BSTIMATES

TABLE VITI

P AGGREGATE IRVESTUBHT AUD VET WNATIOHAL

oTeuT {1865-66 PRICES)

1957-5%
1958-59
195980
16661
156162
1962-83
- 1963-54
1964-63

Pigures represent Crores of Bupees.

Saving

541.9
529.4
408.3
565.0
764.2
$70.5
1,076.4
797.8
931.4
1&132.9
,371. 9
1 2732
1, ags 4

o

Net Capits
- FToflow

“7.%
+224 .4

+37?,9,f
+48§.1'

+39%.3
+238.
+497 .0
+381.3

+453.5

o

Investne

Ba,

534.0
733.8
391.3
361.5
816.7
1.023.7
1,454.3
1,286.9
1,330.7
i,360.3
1,869,.2
1,755.1
1,951.9

g

nt

‘WMot Hational

- Outpab

B

953.90
- 997.8
282.0
393.0

1,131.9

1,139.0
1,260.0

1,295.0

1,414.¢0
1,483 &

L 1,548.0
1,721.6

Small discrspancies in figures result from rounding of totals.

Iinvestwment as a %2

of

ok ot ok b fod o ot
el k=R SRR R

e
P

Hational Incone

¥

5.6

*

®
@

2 2 % A % 5 &

W R AN BY GO D i e S

»
®

Z .‘7

3

Source:

Bulletin of the Reserve
Bulletin of the Reserve

Bank of India,

Bank of India, ¥arch, 1965, p.

April, 1966, pp. 395-96.

£9



TAELE IX

PART I

SOURCEE OF

68

NATIONAL INCOME {(1948-49 PRICES)

agricultures
Mining
Commaree
fervices

Net Domestic

1950-51

Rs.

Emounts represent Bs. Abja.

43@4
14.8
16.6

59,0
21.1
24.6
23.1

28.7 127.8

PART IX

1960-61

1964-65
65 o
25.5
26.7
31@

4
1.6

j=
(%1

Abia = 100 Crores.

THVESTMENT, INVESTMENT-INCOUR RATIOS,

AND CAPITAL-OUTPUT RATIOS

(1948-49 PRICES)

Investinent
(annual avg

{(Troras

Foriod I

iR
O

Feriod II

85
iy

2301

Period IIT 1,291.8

Period IV 1,542.9

<)

Investment/

Incoma Ratio
(per cent)
5,

-
8.1

Capital/

Qutput

Ratio

252231
4@313&
3.91:1

Bource: ‘
1968, pp. 365-96

-

Bulletin of the Regerve Bank of India, Aprily

Bulletin of the Resaervy Bapnk of India, Mareh,

19658, ». 331,



TABLE X

SOURCES OF STATE GOVERNMENT TAX REVEHUES

- {EXCLUDING JAMMU AND KASHMIR)

, vaic
b

l§57~wﬁ
Total Taz Bevepnue Bs. = frores TEEG BT

Land Revenue 87.86%
State Excise 43.20
General Sales 97.246
¥otor Vebicles Tax ' 18,485

Entertainment . 8.62
Electricity 643

a3

- Btamps & Registration . 30.6
Agricultural Income Tax : 5,77

Tax on Hetor Spirit 12.03
Othey 26.48

. Btate shere of Ceniral Gove. ﬂ@m snues not

1358~59
“4TEED

95.0%
42.56
75.38
19.60

8.38

7.53
31.45
8.05

11.32
18,87

shown in detail but included in £

'“}a

ook
Y
&
i EE
i
£
A

[T
Vi
%]

3]
a0 18"‘; ® Sg
ﬁ%.ﬁ» 9}- wg{’

€ &

ok
9 RN O

o
YT 63

¥

59.40 54.00

25.490 27.64
33,00 35.00

58.00 72.00
11.60 11,06

23,00 33 .60
44 .50 £1.00

1965-~66
50900

120.00

g9,

371.
70,

38.
44.

74,
i1.
37.

e

0o

06
59

69

60

4o

$2.60

otals.

Source: Solcocted yAdrﬁ taken from "Finances of State Governments, 1966~
2 ¢ Hay, 15¢&, pp.

'e)
o5 the Ressrve Sank of India,

L61--507,

87,% Bullstin

L3
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How much of the gains since the low puinbts noted are
due to reforms in the tax structure and how muéh is due %o
the normal recovery from financial distress and collapse

of the balance of paymentskis an open quaaﬁiénu The tax
rveforms occurred near the lovw points of the declines in
saving, investwent and revenue collected but the many extra-
negus factors lanvolved do not permit a blanket statement
that recovery was achieved through tax reform. The sffects
of short periods of armed aaafliaﬁywiﬁh both China and
Pakistan during the pericd meke analysis difficuli,

Ceylon poses an interesting contrast to India for the
period 1950-66. Waille India was making great gains in reve-
nue collected, household savinge achieved, and investwent
the experience of Ceylon was one of fallure. The failure
has been attributed to several fa@&mr@zzg

(1) Eigh consumption and import propensities

in the private mector,

{(2) sluggishness of public revenuss,

(3) shorteomings of publie investment allocation,

{4) Failure to stimulate an adegquate volume of

private investment.
Uncontrolled consumption patters brought about by boom con-

ditions in the mid-1950's resulted in prossure on the balance

283, R. Snodgrases, ﬂygl@m_(ﬁmeWQQa, I1l.: =Richard D.

Irwin Press, Inc., 1866), p. 2L
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of pavments. Ho vigorous congerted effort was made to
collect the publis revenue or to overhaul the antique tax
gystem until late in the period. Public investment of a
productive naturs was accorded low priority and wasg shelved
in the face of demands for heavy consumption and transfer
ax@@mdiﬁﬁr@a, Private gaving was poearcely 4.5% of national
ingome in 1960, 3 decline of almost half gince 1850, which
accounts for the lack of private investment (Pable XI).

It way be sald ﬁh&ﬁ, “ « » « failure o provide in-
ternal finance for an adeguate volume of investwent was
undoubtedly the most important shorfeoming of Ceyleon's

e 127
trangitional economy.”
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TABLE XI

REVENﬁE ANE EXPENEITURFQ GF THE G@VLRJMENT QF CEYLON

1350
1951

1952

1953

1954
1955

1956
1957

1558

1959

1960

Total

©658.%9
819.4
B42.,0
856.5

- 1,112.3
C1,124.1
1,181.7

026.4
1 029.4

1,363,3

Coods

& Trangfers & . Pixed

Services = _Subsidies  Investment

342,

399
440

433089
530.
568,
638

745

L2 IT2A o 22204
.5 287.4 . 241.3
6 365,2 - 308.3
0. 260.0 292.9

: CATTE S 264.2
1- - 318.2 . 335.1

A 373.0 328.2
15.6 - 430,50 345.4
831,
873,

5 477.2 ~ 355.2

& 326,40 0 378.7

 Figures represent millions of Rupees.

Crants from foreign gdvernmaaté;‘a means of financing
deficits, are not shown.

£

ource: Donald R. Snedafa s, Ceylon: An Export Economy

in Transitien (ﬁomawoed Ill:.rm:.sa Bichard 0. irwin, inc.,

1966

), 2. 195,

THE HIGGINS PROPOSAL AND THE EXPERIENCE OF INDIA

Capital Formation

The data show that tax revenue, saving and investment

were increased in India while a tax structure was in effect

that in a number of ways resembles the Higgins Integrated

Self~Enforcing Tax System.

Some of the common features are:

(1) A progressive personal income tax,

(2) A flat rate corporation income tax,
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{3) Broadly based indirect taxation,
- {4) Taxes on wvealth,
(5} 2n Egpaﬁﬁiﬁﬁﬁa tax.,
The excess inventory tax %hat‘ﬁiggins»rﬁaamw&nds as & good
tool for fighting inflation by Fforeing hoards onto the mar-
ket is missing. In the arves of broadly based indirect
tazation Riggine preposed a 2% sales or turacver tax and
Iadia uses variable rate taxation of a long list of com-
modities and services.
Investnent as a per vont of ﬁaﬁi@ﬂ&l'imeﬂm@'waﬁval»
‘ﬁ&&ﬁ 13% im 1962-€3 which shows that a vespectable anount

af capital was beinyg formed. Howaver, & couparable pet-

exntage was achieved in 19%2€-57 but slipped over the inter-
vening peried sntil & high of 13.2% was waqiaﬁa&a& in
1860~61, It sppears that a high rate of capital formation
is not inﬂ@m@aﬁiﬁl&‘wiﬁh‘a-a@m@zah@maiva tax systes,

Of the saving which took place in the Plan IV period
{(1955-£3%) 22;5% wag achieved in the government sector.
This ssving, 267.3 {Crores of Bupess), in the government
sector was 2,1% of the Natioral Income and represents a
warked increase in the share of National Income devoted to
saving over previous periods. Fousehold savers achieved
ﬁh@ greatest growth in savings in the peried, They had
70.7% of 21l saving in Period IV which egualled 6.6% of
the National Income. If bousehold zavings represent a

large share of gross domestic capital formation incomes



are normally vrswﬁﬂgﬁzg Bverdge per oaplta income in India
for 1561 waﬁ'$59.29 This low figure did not prevent the

economy  from appreaching a percentage of National Income

4

saved of 12 per cent. W. A. Lewis regards 12% as an achiev~
able figure for the most poverty stricken developing country
and says that the “state capitalists” of India because of
thelr “determination to oreate gapital rapldly on public
account” should ke able to ralse saving and productive in-
vestment to desized 1@vgla,3@ Investment as a per cent of
Wational Income was 12.7 per cent in 1952463,

in ilts role as inveshor, goverament may finance cap-

{1} Intermal saviagm. Phis reprasents the 41%
ference betwsén taxes and opevating ewpendi~
ﬁur@s af the goverrmant,

{2} External savings. Thase saﬁings are acguired
from households and businesses. This may
reprezent an &ﬁ@&ﬂ&ltﬁ of holdings of govern~

mant debt by houscholds and businesses,  Bank

28, ..
z‘ﬁmm&lﬁbefggx, B
29 ,

ibid., p. 13,

30, a. Lewis, The Theory of Bconowic Growth (Homewood,

T1l.: Richard ». Irwin, Inc., 1955 5Y, pp. 236~38.

o
A

SV‘J’K&nﬁlﬁ?ﬁb&rg@x‘; p. 101,
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n.

Bank notes. are the most common Sorm of

governmant debt. A deficit finsnced

by inflation results in redured con-

‘sunption cauged by rising pricesg.
Regardless of the form of its dnvestment the governwent of

dia has ralsed the government share of @&ving sigpificantly

ag noted earlier. The domestic corporate se chor showed a
comparable grovith in the volume of savings., Period IV

we the voluwme

avings were more than two and ome~half b
of savings in Peried I. Yousehold saving wes alse two and
ene~half timee greater in Peried IV than in Peried I, Net
bank depogite showed the greatest growth of the components
~of household saving., In Period I they were -16.3 (Oyxores
of fupses) bhut @raﬁ to 48.2 in Period IV,

Capital formation has taken place on a large scale
in India in the period 1969-66 at the same time that reve-
nue collected hoz expanded crormously. The tax structure
does n@ﬁ‘éﬁﬁﬁar to hava had any significant retarding ef-

fect on the growth of saving
TAX STRUCTURE-DIPFERENCES

As noted sarlier; India does pot imposse an excess
inventory tax as recommended by Figgins. Sales tames are

the states and the central governnent uses a

relegated to
long list of commodities and services, taxed at many dif-

farent rates, as its greatest single source of tax revenue,



The rates on commoditios and services

vary from nothing an
necegeities to two hundred per cent on ¢artain lumdry ime

ports. Thiz coincides with the spproach that Wiggins takes

whe exewption of &qria@lﬁﬁﬁal-iwmgjﬁﬁ from income
taxation at the fsderal level 1g a weskness of the taz
systen of India. It has heen neoted that generally low
agricultural incomes would contribube littie to revenue
collected, but in the interast of horlzontal eguity their
axamption should he r@mmvaﬁgsz Invome taxstion is very
savere in Tndia, rates are high and progressive, but evasion
is =till as mueh of a problem as it was in 1957 when Kaldor
estimated that it involved a tax loms to the Treasury of

33

two te three billion rupees. In the face of sueh wida~

spread avasion Haldor muggosted that high income taxpavers

ehensive return showing income,

ks

be reguired to submit g compy

expanditure, capital transactions and net worth, This wonld

integrate all transactions, rolating %o 2 single taxpayer,
in such a way that evagion wourld be imyra&bi@&l.gé
Taxes on oapital, particularly the net wealth tax, is

a wask part of the Indlan tay structure. Authorities have

32 e
Chelliah, pp. 121-22,

33¢pia., pp. 118-20.

24

Faldor, Indian Tax orw, pp. 53-61,
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continuouvsly tried to perfect it and it was
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to the Government of India Budget for 1963-66:

The additional weslth tax on urban proper ty is
ntended to serve as a deterrent to excessive
A

estment in urban property and to E*VPTfSSM

11y
nvestment into mor@ productlva channel%.

|..u a.; ;..:. ‘g.

In the list of exnmptlons tO the tax on net wealtn tnere
are two hlthy questlanamle wtems. Thase are: (l) lana
bulldlngs, and otner asseta useé in agrlculture, and (2}
p@rsonal assets which 4nc1uﬁe works oi art, household qoeds
andiénimals; Tncmntlves for developm@nt spanding are pro-
v1deé for with exempti@nﬁ from wealth tax of (l) invastment
,in new ané separate corporatioﬁé, (2) cartain qhares ef cor-
poratlcns, and (3) cartain securltlea Qf governmeut.‘
an taxing measures have been so roundly condemned
and yvet survive as aoes the expenaitur@s tax. It has been
attackad frem two poin ts: ‘irsf, the idea that expendi iture
is a better measure of ablllty to pay ‘than lnc@me, has been
called "a doubtful cgntenﬁiﬁﬁ,' qecond the records Vew'
lduireﬁ of the taﬁpayar aré “beycnd hls powars¢“36  Another
crltlc marshals a more oxtenslve argument agalnst 1t. ﬁe
ﬂakes fhese polnt5:57’ |
{15 The compl@xxty of admlnmutration makes it

unworkable in India,becau$@ of the lack

-y g
23y

ﬁulletln @i tha Reserve Bank of znﬂié, March, 1965,
p. 287. S 4 .

36Hicks,'p, 106.

37chelliah, PP 131-35.



off trained psrponnel in the tax Jdepariment.

P

by Raldor grants

{2y The taxr as v

et &x) all savings.  An

s

savings o flow into pro-

(3} The tax ag introduced affaots too faw in~

5 - Antroaduced.

A the general fealing voncerning the expenditure

tax iz found in the 1n,raﬁuﬂ ion to the Government ©f India

cendituve Tax ls proposed to Le
»d since it has be&m*inmffoﬁtsva aﬁ a
@f wccanric vaatralmt, mnact arbmvh a”

of d@minxﬁ; a?“V& @nhwa

One authority has cormented on a propensity oF econcmlsts,
.

" o o B0 recoamend for sdoptlion in underdeveloped countries

devices tao compler and controversial to be adopied at home,

3%

) - the Reserve Bank of India,
p. 530,

3“Kinﬁ1@h@r§@r, e 242,
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Indias abolished the Expenditure Tax ag proposed in
1962 but revived it in 1964, "This repeal and revival shows
up in the statietics of revenus as a dip in collections in
1462-63 and 1%53w$é, Revanue from opllections of the Hxpendi~
ﬁur@ Tax for 1%85-68 was 0.75 (Croves of Hupees). Flrst
year, 1958-5%, collections were ﬁ.g&.

The @x?@mﬂitmr@ ﬁax ag adoptad by th@fﬁﬁmtral Govern-
ment of India is Aifferent from that recomended by ¥aldoy
and ﬂi@qins. The tax ap propoged waz to supplewent the in-
come tax and maximun rates of ina@&% tax wers o he lovered,
Rates of iw&@Mm tax nave nob %@wn reduced to a sionificant
extent, ﬁig@iﬁﬁvx@@ mended %h@ﬁ wmheg of axpenditure tax
be @@t.at § to 20 per cent, ‘E&%@ﬁ ﬁaﬁ% baen get to range
from 10 %0 168 peyx ﬁéﬁﬁ, Théwvigﬁrﬁuﬁ:aﬁﬁmr@@m@nt preposed
'hy both Higgine mnﬁlﬁﬂiﬁgr haz 8o %ai been beyond the ca-
pasitieslmf the taxing aut srity of Indis. The use of
a@mpu%a*s in t,x acﬁﬂuﬁflﬂﬁ has pot been ivrt@*zaéi |

The 11@& of exsumptions ft@mvth@ expaaéitar@ taﬁ is too
long for iﬁalﬁﬁlﬁn but gome af the it@mp with doubtful legit-
imaey to claing for aﬁ@@gti@m ares

(1) Exgenditure for ﬁh@lyuréhaﬁa snd maintenance

of livestook, - |

{2} Expenditure for th@'m&rriagﬁngﬁ the ﬁax@ay@r

oY é dependent, |

i33 Fﬁrﬂhaﬁﬁﬁ of hooks,

{4} EK@@@&@& of secking ﬁl@ﬂﬁi?@:@ffiéa in

India,



In addition, the taw law of India allows the spreading of
sertain purchases, n@ﬁa@ly-jaw@&ﬁy and gold bullion, over
five tax years. These provisions Boem to constitute a
sarious srozion of the haw @ag@'bmth'f@r-rQV@nu@ and con-
trol purposss.
Ome critic accuses a spz nﬁxngg {expaenditurs) tax of
e w s mr@vxﬁing an incentive to coticaal asgets,” an&'m@kin@
it . . .« advantageous to &13@@1@& oersonal cxpsnses as
buginess @QSﬁﬁéﬁé@
The expenditurs tax was 4mpuale@ a second time by the
Finanee Act of 1866 which beeans effactive April 1, 1266,
At the end of the 1964-68 tax y@aw m@wﬁ than 14,@@@ expans

difures tay oases vare uns wttla@

ww? W e
HTTVES

The industrial incentives in the iﬁﬁ@@ﬁ *ax 1ay of

Indie fall into three @rﬁmwﬁtéé
(1) Wew industries sve exenpt from income tax
for Live veasrs and dividends of corporations

P

operating new industries are also axempt.

éﬂ“arl R. Rolph and Cecrge P. Bre c, Public Finance

{Mew York: “he Sonald Tress Coppany , 15CLY, p. 189,

“rgll
F‘y i 2&3"‘“21&*
42 A g
World Taw Series, India, pp. 282-86.

v Banl of Indla, YMarch, 19266,

o, & g ro T e e
ahin of tho fozes

3. . \
4’2ndi@ﬂ:7nvewtm@nt Centre, pp. 27-44,
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{2) B1} businesses may deduct 2 development rebate
| from business profits in the year new machinery
and plant were acguired or installed. The
development rebate varies with the kind of
asset and date acqaiﬁ@ﬁa
{a} A 25 per cent of cost rebate is allewed
on uwew wmachinery and plant installed
after March 31, 19554,
{B) A 25 per cent of cost rebate is allowed
on new ships &Qqair@ﬁ after March 31,
1954 ané before Jamuary 31, 1858, After
 Pecember I, 1957 the rebate ig 40 par
cent of cust. .
(¢} The development ¥ebate is dn addition
to depreciation and doss not affect
goprecistion computation. BAsssis sub-
ject to development wrebate, over their
deprociable life, allow the taxpayer
o deduct 125 per cent of their cost.

{3) pividends which are received by a company from
an Indian company that meets eeriain qualifi-
cations, such as date of registration, anﬁ'
engagas in any of twenty industry eateqoriﬁap

e « . » oh ke e L., B4
are sxsmpt from supertax hut not incoume kax.4

Yrnia., pp. 7173,
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A

Intersst pald to far@iﬁn lond

£

ors by businesses in
India, and interest paid to nonresidente on certaln loans
guaranteed by the central government, ave exempht from in-
cone bax, 4.‘5

'?h@,@Xﬁmyti@nﬂ to the iﬂu@m@ tam arve indentives o

invest. Theare are alse incentives to honest and accurate

filing of tax returns. By and lawge these incentivas are

lacking sinoe the #ax devartment still hes no nmeans of check-

ing on underreporting of im@mm@_@xaapﬁ by sample audit of
veturas £iled. In meny cases haxpayers benafit from con-
@a&lﬁn@ transactions. Sellers do not veport sales, leaving
ingome wnderstated, while buyers hold assets not veported

for wealth tawation. Texss are not inkerlocking so that a

report another, say net wealth, with little fear of being

detacted. The incentive to mave provided by the expenditure

tay appoars to be limited ﬁin@m the eoverage of the tax is
30 restyricted and the exempiions so numerous,

India has made & reasl effﬂrf to provide ipcentives to
invest. I¥s taw lawe ars fili@ﬁ_with tax exerption schenes.
vThe valua of the schoemes ig guestionable ané hecause their
cost is indirect, revenue fmz@wgn€, theve iz a ﬁaﬁﬂanay to

&6 . o ey
favox thewm over direct subsidleaa. ¥ rhese could be replaced

éiwwrl Tax Beries, Indis, §@. 234~38.

rfﬁld, Tan ¥oform and the Allliance
hiveroity oF TeRAY Pross,

i, wwmﬁ”@

1@*@‘5)‘ - m, 143-:;43{
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with incentives that have a mors vastricted effect such as:
(1) gensrous loss carwyback and carry forward allowances,
(2} accelerated depreciation rules and {(3) vrefarvential tax
rates for reinvested profits.

If the tax structurs zg'ﬁ@ be @ﬁfaetiva-inlgrgmoting
aapital formation it must contain incentives te invast but
the unwarranted favoring of naw investment over astablished
anterprize is a policy of which a government should be wary.
Capital formation is not promoted by the attractiag of firms
which can survive only in a tax shelter and such firms usu-
ally leave at the 2nd of an exemption period. |

The aconomy has made a gond rosord of growih over the

el et

&

poriod 1257-66 In revenus collacted, saving and investment.
inﬁia has compiled this record invgpiﬁ@ of largn scale pov~
erty of the masses and external conflict. Bepecially notable
is the large growth in houzebold savings ir spite of heavy
taxation vhich indicates ﬁﬁat the system of taxation has

worked reasomably wall,



CHAPTER IV
ECONOMICS OF WELFARE MND THE HICGING SYSTHE

The obiective of this chapter is to oxamine the eco-
nomic welfare impliecations of the Higgins proposal, What
changes in the distribution of inecome are likely to oecur
ﬁ@liéwing the adoption of such a system? What are the
problens of adjustment that may ocour? What will be the
im@aé% of these chanyes on consumers, workers, business
firwms and investors?

Adjustments in work @ﬁﬁ@tﬁ, prics and oukput, saving
and conswmption, and investment will vary with the impo-
sition of a tax on income, capital or transactions.

The incidence and cutput effects of budget policy
will be the first areas of attention, These effects ave
based on the following relationghips:

Peblic and private demand draw on the game total
endowment of resources and share in the same out-
put. Thereby they jointly determine relative
prices of products and factows, the uses to which
regources are put, and the way in which income is
distributed. Similarly, the flow of publiec and
private expenditures and receipts join to deter-

mmne aggregate demand and hence the @tat@laﬁ b
loyment and the general level of prices.

l@ﬂ&grava, n. 205.
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Hhen taxes are inposed, the statute places the
legal 1isbility upon particular consuners oy
firms. Yhen public expenditures are made, they
*fiq rﬂ@muxm@@ ﬁram'a:@rifiﬁ

go o purchase speo
narkets or &mvaiv&

There is a clearly de m&d @ﬁiﬁ& a
which the public revenue or supenditure
inserted, bud the oventusl din stribution
or kwnaflta may ﬁiff&r ax@a 3v frmm ta;

e o fg&ﬁ tbp aywt&m hﬁﬁ wn ?mw
tha ﬁgam@wy aﬂjmﬁtﬁ., T

There are threa major economie congequences of budget
policy. %he Lransfor @%'r@awvr&@g from privats fo public
aawzaywnrﬁ is the first ﬁﬁ the mffﬁetﬁ__déivwm & lavel of
gmyl@?mﬂmt, an fnoraane iﬁ *h@ ymhli@ ﬂaﬂanﬁ for avmilahiﬁ
xahaurc&s raducss &%a rapourcas mwaila@le te the pxivat@

sector. “hi@ rapxgﬂ@aka the m@@ax%unitv gost of saﬁimfying

public wants. Under conditions of Full @mplmymmnﬁg ra~
soures kransfar gm@ b aﬁe@mpliah@ﬁ %y regulisition @r pay-
" Ument and thﬁ souros of fiﬂﬁnﬁﬂ will be a matter of innif*'
ﬁar@nma betwesn t&x&gg b@rxrwiﬁﬂ ﬂw tk@ mrin*inﬂ PLess .
.allﬁaa&iﬁg the cont among in@iv&ﬁumlﬁ is determined by the
ghoice of method of Einance but t&@:x@ﬁaarﬁﬁ t@ﬂﬂ&f&? is
gaused by the expenditure for go@ﬁm amﬁ snmvimaa,

(‘ﬁﬂs@uxga transfer ie a @@ns&gﬁnm&m of ﬁ%@ axpendihura
Cand not the revenuo @&&@ of Eﬁﬁ-@ﬁﬁ@%&n“s %ﬂ%n %b@ ) aiﬂ&%

of the budget ars aana&dermﬂ &@gaﬁaﬁa&y* e @m@arv@ that,

2rvid,, po 206,
*18dd., p. 207,
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"regource tranafer may ooour without taxes, and taxes may
ba imposed without resource transger.”?
?&@ sacond alfest is the "resultl ﬁg ahange in the

ﬁia*xiﬁuﬁiﬁn @f incong ava

iak 3@ for privats nge, which

i
may be dalled “inaxﬁumaﬁ. -8 ﬁi=f§iﬁv#i@mal changes mav
aaa@mpany changes in hﬂﬂ§¢t’$m1iﬁf wx%u ar without r&e@ut&&
kran@ﬁmr to public v @%s"ﬁﬁmﬁiﬁaﬁ £irst the oange of raszource
ttﬁ@@aﬁxgwith full ﬁm@l@ﬁmﬁﬁﬁ@ Ap inerosse in pﬁ&ii@r@xﬂ
penditures results in a~%ﬁaméﬁ@xr@ﬁ resources which reducas
real incomms in the prmvaﬁﬁ secter. The souree of Linance
raatarmib%s zha distributional impact of the transfer:
| {1} If the source is credit orsation and in- |
flation the Efi@% x@ﬁaz will rise. Zowe
prices ond earnings will lag.
(2) I£ the sourece is income tax or excises, the
rasalt will diffar.

éha&g&&‘im kudget policy without resource transfer ars the
sosond @m@ﬁ. Aeswae full employmnent, m@w mm%@y_§inana@
{bank credit, priating press), and real espenditures by
governrent constant, the price level wi 1 rise and the
governsant's outlay in wnoney terms wmll ineresse. Thare
will be distributional changas besavse privem do not chango

4

at the sawme rate. However, ne additionsl rescurces will be

pary n Bolph, The Theory of Figoal Beonomics (Ber-

Eeley: ﬁmwvﬁﬁglux of Cailifornls Prede, 18547, P~ L30.

Evuaarave, Do 207,
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transfarred to public use and there will be no change in
resources available for private use. This result also holds
if there iﬁv&n'iﬂﬁr@aﬁ% in the price level as well as to
ﬁubstitﬁtimms betwoen taxes of ﬁqmallyi@lﬂ’whi@h leave the
price lﬁﬁal»unchangeﬁ‘ﬁ

Gutput effects are the third major consaguence of
budget policy. These offects are defined as changes in
the level of output or real income resulting from changes
in budget policy. Output effects may occur in the absense
of resource transfer bub when accompanied by resoures trans-
for they may cushion or increase the resulting change in
real income available for pﬁiv&t@ use,

Changes in output in a full awploywent economy may
eome from:

{1} Changes in technigue,

(2) voluntary changes in labor supply,

{3) Changes in saving and capital formation,

(4) Bfficiency of rescurce use.
The interdependence of the varicus types of c¢hange is note-
worthy. &1l resource transfer, incidence and output effects
arve part of the same adjustoent procéss. The relation may
be stated:

@mtpﬁt effocts bear upon the distribution of in-

come and, hence, incidence. Distributional changes
or incidence bear on the level of output. Both

®1pid., p. 208,
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sffect the steps reguirad to ssoure a viven

resource txansﬂ&r, and so forth,'
Incidence is n@t a function Gf chang@ in &bﬁ@lﬂt& priae#
but ai chmn'es in r91ativm prives afFamte& by (1) tha shrug-
tur@ of tawation anﬂ {2) marﬁﬁt f@rcma.g

The relation @E xwwahxew ﬁran Fer, incidence and out-
put effects to ameaifia Qﬁang@ﬁ in buﬂget }g@lit:y ¢an be
seen ander th@ fallawing *mnﬁi 1@msz (1) fu’l @mpl@ym@nt,
{2} publie exymnmwf@s are em@taﬁt in malt'@ams, and (3)
no change in xésamx@a transfer to @uhkiﬁ'umﬁﬁ ﬂhang@g in
digﬁriﬁmti@n ean r&ﬁﬂE% ?r@m a @hanga in a parﬁiauiar tax
function. Suppose that income tax rates are cut. Inoome
tax ”ielﬂ, in real anﬁ money %cxmg, falls and the price
level rigﬁﬁ as private expenditures inecrease. Fublic ex~
penditures must be increased in money texms to maistain real
purchaaasa |

Taz yvields visgse with the ri&ing incomes hut the initial
losses are nwt'ﬁmlly*r@mwuﬁaéé Tthe resgult of the inflation-
ary progess is a rising ﬂ@ﬁiﬂiﬁ iﬁ sach round. 'Thﬁ distri~
butional change iﬁ a mixture af th@ init1a1 patt@rm of tax
adjustment and ﬁha digtributional results wf the inflation

Ihiésg pg ﬁ‘g
I&Jﬁ-ée; P 37{3-
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The distributional changas that result as one tax is
substi&uﬁaﬂ-f&r amcﬁm@x caﬁ h@ called "differential tax
incidenca” and comparce tkﬂ inmidaﬁea of alt@rn&tive methods
of ta% financipg a given level of rmal emacaﬁitﬁr@5»~ A m@#@
mwan;anal statewent of itﬁ @fract is; “miff@ranﬁiai in-
cidence ig the éifﬁ@r@ng& in tﬁ@:&;@trﬁbuk&ﬁna& t@gﬁitg df
twa tax policies that provide for equal yield in xéal bormg.”
Tax policy deals with al*arngﬁive methods cf finan@ing‘a
given expenditure progran within ﬁhdhillzaﬂiﬁniwﬂli@¥~

- Incidence works through &@*% tax and wyh@nd‘tnr%
pnticy zo that both uallmmﬁﬁnq and spending taxes has ef-
focts on distr {bution. 25 the other side of differential
tax ineidence therefors we have differential expenditure
incidence o ﬂﬁ@igﬁﬂtﬁ changa& in ﬁhm,ﬁistribuﬁiﬁnwmf‘inw
come disposable for privake uge.

Asswnptions of antomatic full employment with aqualiﬁy
of saving and investment do not hold in a conpensatory
systen, singe tax ﬁﬁbgﬁitﬂﬁi@nﬁ'mmgﬁ he coupatible with
the objectives of stabilization. The distributional con-
sequances of tax.guhgtiﬁuﬁimmg with private expenditures

constant in real ter

ne way be szamined un&@g‘ﬁhrm@ psswmptions s
{1} Tax substitutions may changs the level of yi&iﬁ
in real or monay torms .
{2) mesource transfer to public use iz constant.
(3) pifferential incidence is a change peasured in

. the level of defieilt or surplus finance.



o
&

als with "the &‘%t?ﬁ%ﬁ*i@ﬁal con-

Yere incidenca 4

saquences of alternatis ?1rm3$a of stabilization polieles.’
These may‘ba'altﬁfmaﬁive yaa&ag&sxmf‘taxﬁﬁf alrernatives
wixes of tax and mmn@ﬁary rostrictions or the combinations
of eontrol devices. Tax i mcii = haw TCRT %alen»én a hroader

meaning then a measures of resource trahmﬁa through public

Incidence ig m@a@ux@& aﬁ“iﬁ applisg both to the group
and the imﬁiviﬂﬁali We are nost concerned here with chonges
as they affect groupsg of individaals, but we must not neglect
the ind i idual sntirely. |

Changes in diztvibution affect th@ individual through
changes in hig real iacome. Changes in real income vesch
him through his income stresm which roflzcts on the sowrces
side changes in the prige he geta frow the sale of his ser-
vicag, and on the uses side reflects changes in the prices
e must pay for the products of others. Changes in budget
poliey reach him iﬂ tha seame wﬂy'ﬁé.haﬁh gidey of budget

srad in accounting for an individual'e

policy m
new position after s budget. ﬂdaﬁﬂ@F9

When eonfronted with s mass of individvals it is not
feasible to follow the changes in budget policy as they af-
feot specific individuals. Pach individual has a different

e

Anitial lavel of income, receives a different effect from

f1hi4., pp. 218-22,



budget changas, and arzlvas at a later stabe with o dif-
ferent incoms not necessarily the same ratio with other
imﬁiviﬁﬁalg’ag»in’ﬁh@ initial period.

Grouping of individuale is a feasible vay of mﬂasur~

ing changss in distribution. TFor many purposes, renters,

landlords, profit roos

&£
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aceording to source of incows, are used, This is eszentially

.

the group separation used

invome taxn., Howaver, in searching for a grouping pattern
that eoflects the makeup of the community, the sinple size

distribution of incoms off ¢ the best alternative, The

broadly define
and low paixta
ig a growin
comas from a v O 8¢
cus of the bu%imn ok o W ;
8 mize distribution of wotal incowe ind
of its source. Aﬁ? rﬂmn ly; i
-&af&na@ 1;»» g in &b w1k
\a and not by faﬂter
thare remalins the
; ﬁ“ia&nt fact tha s ag & sourge of in-
come deeline in weight whon m@Vzgé up the in- -
cone scale, whjl@ capital rises,

1, aagrwg

%u- hﬁr@

ﬂiva_;n&

ep@naurt
»iﬁ@n@e as Lexa

ﬁh&?h?. the maqw

Eaﬂt@r-sharﬁg will s8ill be the haalm for analyz@n

in the continental type schedular

changes in income position resulting from the sources side.

Taxes which fall on wage income tend to affect low income

taxpavers and taxes which fall on profits affect mostly

laibii., 0. 223,
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high income taxpayers, altheough there is great variety in
the factor shares in a size bracket.

The theory of factor shares can be set aside and in-
‘@id@n@e approached %y'ﬁiz@‘braakatﬁ of inﬂam@;“XM this
approach income recipients are arranged in order of size.

The result can be plotted as a Lorenz curve. This is

4llusirated by Pigurs 1.



100%

por cent of income

— — o

!
|
|
!
!
I

. | ,
o & o - ;@-@-%—F

per cent of income recipients

Figure 1. Distribution of Income

Initial distribution of incowe = ODR
1, Lowest per cent of income recipients = OF
2, Par cent of income of OF = O
Assume that a change in budget policy results in & new
state of distribution, 0G6B.
1. Coefficient of eguality before the change, ODBR/ OBA
2. Coafficient of eguality after the change, 0C K/ O3
3. Ratio OCBA/ ODBA measures the incidence er distributional
changes: : v
a, Ratio sxcesds 1: inmcidence is progressive.
b. Ratic equals 1: incidence is proportiomal ox neutral .
e. Ratio is less thas 1: incidence is regressive.
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LBIVETHINTS OF HORY ERROnY

The ddstribution offects of a

examined as & choice botween income

Hax or taves can be

and leisvre. In the

shsenge of a tax the inﬁ&#&ﬂuﬁl chooses between work and

leisure €o maminize his satisfaction by balancing an amount

wf lsisure against the income he could derive from working

& like peried. Indifforence curve aselvsis will help to

demonstrate these choloes and show how work offort js af-

fected as one tas is substituted for another.

Pigure 2 showe adjustoents in
stitutions are wade. Assuwnlng that

comz, soailibrlan without tap iz st

rocaived is 0B, lsisure rotolned is

The placing of & propo

wage line of &%, lelsure inorsases fo

sguilibrium o polint § so &b

work effort as tax pub-

all income is work in~
point €@ where income

oD, and hours worked DAL

réional tox changes the aslops of the

wa G ko OB shifiing

at taw yield ie BE, Since s

- proporkional tax takes a sonstent percentage of income the

inereassed proference for leisure is

gsavers. Bubsg

tional tax chenges the slope of the

M%, is sgual to BE., The taxes have

noticeabls bult not

titutdon of & progressive tox for a propor-

wage line dowawarxd to

the new eguilibrium at point ¥ whors hax yield,

agual vields.



Income

Pigure 2. Adjustwents ip Work Effort

Assume that all income is in the form of work indome.

1.

Leigure = O
Wage Line = AR
Pre-tax squilibrium = C
Distribution:
Incomse regelved = OF
Leisure retained = 0D
- Hours worked = DA
Eguilibrium with proportional tax:
‘ New net wage line = AF
Leisure increased, 0D to OB
Income before tax = HE
Taxes pald = GE
Hew eguilibrium = &
Bguilibrian with progresaive tax:s
Bew net wage line = AL
Taxes pald = MR ,
Ieisure retained = 08
few eguilibrium = M

93
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Yhere taxes of squal yield are imposed, & proportional
tax reduces work effort but a prograssive one reduces it
more. Where both taxes increase work effort, the progressive
tax inaxe&sas-iﬁ‘iass,tham_a»yreyﬁrtiénal yax. 3t

Adjustments to a change in taxes are more complex when
applied to a gx@uyt-';n‘ﬁubﬁt&tatimg the two taxes treated
above, both of equal yield, we would find the following be-
h&vimrzb |

(1) Low inceme weviplents elther réduca or in-

crease vork effort deponding on reductions
in their marginal and average tax rates.
(2) High im@wﬁm rﬁeigiﬁnﬁs‘ﬁimﬁ t&air’avmrag@
and marginal rates iﬂﬁﬁﬁ&ﬁa@ s¢ they may
either increase or ﬁa@réas@ w@rk_aﬁf@xt,
{3} uiddie income recipients fied thelr mar-
ginal rabe unchanced and their avervage
rate reduced so they reducs work effort.
The differential effects of alternative tax schedules
on the total labor supply zre & much wore compl

mattar than such etﬁﬁ'tf on the work effort of ﬁ&ﬁ
individual taxpaver. Z

A new set of adjustwents is needed i1f allowance is made
for capital incowe and income tazation, Two Zesulks av

observad:

“Ihid., p. 246.
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(1) The lovel of work affort is hicher if the
tax ig on income from old capital rather
thar work income.
(2} & tox on capital income has the game ef-
fagt am a tax on capital if all capital
is ine@m@maﬁxninga |
Generally the presance of wapztal ingome reasults in ths re-
dustion in work effert, caused by a progressive tax, being
‘les aew&xa ﬁkan if only wage dincome is present. A cor-
@éxaﬁi@n ircome tan may be géﬁﬁié@r@ﬁ & gp@éial case of a
tax on cayital ginde it aife *@ tﬁa ﬁh&r&hmlu@L in the manner
of a direct tax on caplital income by reducing dividends or
by reducing reteined carnings.
Sugeossion ﬁuk&eg, astate and inﬁ&ﬁiﬁ&nca‘%axﬁg; are
roughly equivalent to current - income taxes.
The effect on work effort of a t&x\gn consunption or
spending compared to the effect of a flat rate tax on income
depends on the relative value of consumption and work effort.

Work effort is higher under the consumption tax if future

consumption and work ave complementary, while present con-
supption and work effort are rivals; it will be higher under
the income tax if the x&l&ﬁi@@ is reversed,

The behavior of taxpayers as a group suggests that
work effort will be higher under a proporticnal spendings

tax than under a proportional income tax. BSpending as a



R
a3

pexr cent of income declines when going up the income secale,
which nmakes the tax vegrassive in terms of income.

The sffect of a partial tax on consumption would af-
fect consumers and their vork offort differently. Low in-
cone taxpavers with budgels weighted with nnaamsities would
probably react @ﬁiﬁﬁ differently from high incowms tqugverg
whose budgets ave walghted with luxuries.

The aignificance of changes in work effort should be

tated in the light of the g@&lﬁ of buldget policy vhich nay
not be to mamimize work offort. Since the level of work
effort bears on the 1ﬁvm1 of outpu¥, p llcv should at least

s . p T
avodd positive disine @ntivas o wozk effork.”

F OUTRUT

ijustments in price aad outpuk to a change in taxes
should take three forme:
(1) short run changes in prige and ocubtput with
plant capacity iMQAMﬁQEﬁ. Tﬁia'@ane ally
entalls action to raise price and lower oubpub.
(2) Long run changes are waﬁa in plant capacity.
{3) Cost paymenis are r@ﬂua@ﬁ for sarvices and

materials,

13Ibld., 5. 256.

Lési4a,, p. 277,



Output affecks which work through changss in technigue or

B

eff ieinncj of regource use can ocour witho tva;ch&ng% in

»

real vield or resource rrans is subastituted

for ancther.

| Pigure 3 illﬁ%@xﬁtQQ'th@‘feiﬁti@mShip of changes in
price and cutput in a competitive model Jith’ad valoren
tamation. India, with its &waay toxation of commoditiss

and services with a wide range of ad valorem auhiVJ, is

specially suited for the s

Filgure 4 appliss to the

HITION AND ‘“”*V""E?{"?

L1l taszes have on income effect booavse they kend to

reducge conswusption., A progressive incoms dax raduces saving

more and consumption less then a proportional tar whethew

the proportional tax iz on income or consumphion. Noticge-

able diseaving ocours at the lower end of the income

seale.t® 2 proportional taz on wage |

&
o
?j

inonme falls nors

heavily on gonsumption than the zame tax on capital income.

& proportional tax on wage incows is regressive, on capital
income it is progressive begause the wage to ompital incone
ratim ghifts isareasingly toward capital income when moving

up the incoms scale.




Units

Figure 3. Price and Output
Actions in a competitive model with ad valorem tax:

| Case 1: Profits are cut s© a tax on profits here is
' the same as a tax on capital income.

Case 2: Prices are raiseﬁ;SO a tax,an?@feﬁiﬁs,is
similar to a tax on gross receipts or con-.
. sumer expenditures.

Case 3: Wages are reduced so tazes on profits is the
' game as a payroll tax,

Industry demand schedule = 2B ,

Demand schedule after 50% ad valorem tax = AD
Sapply schedule = EF '
Pre-tax price = P, .

Post tax price = By
Revenue = R .

98
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e B

0 o 9 ¢ A

Pigure 4. Price and Dutput

Competitive model: Unit tax - Unit cost rises by a constant
amount for all levals of output,

Industry demand schedule = BB

Industry demand schedule afber tax = D
Unit tax = 8 ~ D

Industry Suﬁplj thaamie = ﬁr

Pro-tax price = P

Pogt-tax price = g

Conditions and Resulting Adjustments:
Constant Cost: Tﬁa increase in price = the unit tax.
Increasing Cost: 7The in xga@e in price iz less than
Decreasing Cost: The relationships are reversed,.

Initial equilibrivm = ¥, Post tax equilibrium = Mll?

16

Yibia., pp. 288-29.

Busgrave, p. 306.



Assume a model in which the supply of effort is fixzed.
211 inceme is gongumed or saved and there are no substity-

tion aﬁﬁa@ﬁs.lg

The institution of a tex shifte C downward
ﬁa:ei iﬂ@i@&&iﬁg a #@&uﬁ#imm’im consunption at all 1@#@1@
of income. The ﬂlﬁﬂé of 3 is @hangad te 8, showing a re-
ducti@n in gaving in the upper levels of positive income.
Egu&lxbx&um of ¥, ¢, and £ 4is shifted downward from A to %i
and saving is zoro. These relationships are shown in Figure 5.
When the imposition ¢f a tax reduces incoms évaiiakla
for congumption, tavpayers reduce saving to try to maintain
ﬁxisﬁiag levels of @ﬁnsamyﬁi@#, When saving becomes zero

taxpayers are forced to accept a reduction in consumption.
INVESTMENT

‘Paxation of business profits through s tax on not in-
come may result in constant price and output while the tax
is aliﬁﬂatﬁé‘%efwﬁ&n dividends and retained earnings with

long range gﬁjuqtmsnts in the&hiaﬂ ané level of vapital dn~

vas@aantylg The fiat rate agr@@vmtien iﬂﬂ@mﬁ tax mav have
such an efﬁmcti | |

Tey analya@ genaral iaw&stur b@%avimx, we mupt look et
his decision as a choice between risk and yield. The in-

vestor’'s preference betwesn risk and income determines the

1g3@sewh P. MoRenna, &g@ﬂ%%@t@ Eeonomic &naiyaig (e

York: Dryden Pr@a%, 1953}, P

1gMuagg&VQ, p. 413,
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size of ths portfolie of &sgaﬁm he will held. Comparison
gan be made of the Yaxpayer’s prefavence in a saze withouk

-2 S .
Y whe gase of in~

tax and the tax allowing less offset.
vagtor behavior without tax iz illustrated in Pilgure & and
the tage of investor behavior with income tax without loss

affant is shown in Pigure 7.
 BTABILIZATION

marliey we disoussed simultancous goals of: (1) prics
flﬁv@l'aﬁeﬁiliﬁgf {2) £ull employment, and (3) an sguilibriom
rate of growth, Thepe ars the normal cbijectives of stabili~
zakion policy and thoy are as ralavant o the underdeveloped
countries ag tg.éhy modern econony. However, the impleman~

tation may need to k@'mmﬁifi@@'a@ it is applied in the former

case. s sffectiveness of tax poliecy baged on the Higgins

systen neads to be distussed in welation to its expscted

raole in stabilization poliay.
:’&gﬁmmiﬁg grmﬁﬁ& %ﬁ}@agéﬁal formation, changag in

atstribution which a%f@@t ﬁaﬂ@&gaﬁg with &iiﬁar&a&'@aﬁgiﬁﬁl

propengities o consune, rasult in & change in the rate

of growth as tazes are inereased. In aﬁy case the "Sub-

stitution of loan finanse for proportional inceme tax

3

3¢ I;g)iﬁ sy Do 419,
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Risk r in per cenk

foe
25
[ o4

8 Yield ¥ in per cent

S . Pigure 6. Investmoent

Optimum Asset Curve (08B) Without Tax

i. ?iﬂ%ﬁ

1 u ili%J of incoma ﬁall& with rising iscome

and marginal disutility of risk rises with inereasing

riski
4. The aimﬂ@ of the indiffe
5. The dnvestor choosos :
curve %hiﬁh is at ymint .

noe oucves is positive.
Foc o

v

st possible inﬁiff@r@n@%
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B50 B25 B

e wwe ey S EEy G

risk r ia per cent

) Yield ¥ in pevr gent
Pigure 7. Investment

Optimum Asset Curve (U6B8) With Iucome Tax Without Lous 0ffset

1@@% riak as th@ r@war& ﬁﬂr r;s& ta‘ ng ﬁalls

¢. Initially the incowme effect is strongsr but weshkens
as the tax rate incresses until an 3ll eash position
iz veachod at a taxw rate of 100%.



Eisk r in per cent

Assume that th

108

Yiald ¥ in per cant

Wimura s ;,v@%tmﬁnt | 21
Income Tax With Pull Loss Offzet
- Troasury refunds logzses at the rate of tax

aypliﬂ;ﬁ?@ ot Qﬁinb~

1,

“F
& &

?remtah ?.zilihriam = ﬁmtimam a@%@t curya = OGR

ot] she same rate by Dsposition

@ﬁ a iﬁ? mﬂlaﬁ wmvas @aah @ﬁint on 0GB toward the ori-

gin on a straigbt line

a. 508 'ax: Ophimum aﬁa@t curve becomss 06gBgrg

Ba  75% tax: Optinum astet ourve bhecomes OGynByyg

Bguilibrium movensnhs:

a. 50% tam: XN to Mgp (not an %@ﬂilibrium point) te Dgpy.

b, 75% tax: Movements will be the same as bhefore, The
Cinvastor will move up 0675Bys; to a point of tangency
wi&h an indifference curve applicable to the size of
a given asset portfolioc.

*lypia., pp. 320-22.
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ﬁiﬁ&n@@'wili’rﬁﬁna@ privatﬁ,ﬁagiﬁgm.faxmaﬁi@n am,lﬁaﬁabi@
'ﬁﬂﬁéé #rﬁ divortad indo §ﬁb*iﬂ A bﬁé&gﬁ -

- Unenmployment @ﬁﬁiaiﬁxiﬁmémay nopuy bocavse of an in-
-5uﬁ§i¢i@ﬂﬁ;m§ﬂﬁ? supply. The lovel of nesded investrent
may not be achieved beeause interast rates sre ton high and

the rigld money wegas permit no inorease ln the supply of
o g .
g B ot

2

apset money by “bidding down money wages.

vy be lewered and inv&aﬁman% xaiﬁ@@

Interest rates m

Bk
,i

by incraasing th@ supply of monay, Foth fiscal and mone-
tary policy may be effeckive in this system but together
they will be more effective than sither would be alonez.

=

Loy results in

Sxpansion with 2 balanced budget p

the ﬁﬂilﬁﬁiﬁﬂ adfuotments: {1} income grows, (2} funds are

@raiwaﬁ frem agset to transackion use, (3) the rate of

int@g@gﬁ'inﬁxﬁﬁﬁaﬂp-i@} iﬁfé&ﬁmﬁmﬁiﬁﬁ@liﬁ@ﬁ@.@ﬂ@ {$} the

decline i investment offsete %ﬁm ivnraagﬁ in income, If

the ad §u< tmants had been ﬁhmz@aﬂmit of deficit finance with

W@¢EQWimfiffﬁmath? publie, the ¢heck to inves tm@ﬁﬁywauiﬁ

ha gtronger aé-%h@,iﬁﬁﬁxaﬁt.x& Ais ﬁzivnn nigher hv the
s )

increase in the supply of publi av%@bthé

Ihid., p. 411,
Ibid., B 418,

24_ o
C IBid., pp. 419-22.
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) At gnn ?& Tioy S OTW PAYN f %RU%”'?”

Adjustmenits in-ﬁaﬁ @%rﬁmﬁﬁr@ may be ﬁ&@ﬁ to shift the

tax @mrﬁ@m bhetwoen xn@awe L

5'ﬁﬁt to a@nqumyti@n and inc@mﬁ
which is @rimarily @@V@ﬁ%ﬂ tﬁ imv&sﬁmentﬁﬁs The @hﬁ@&tiVQ
of maximum inv&aﬁmﬁﬁt aat kiy %ig@inﬁ @mmbine# with the goal
to inerease tax yiml& n@aia o bﬁ @@ﬁ@iﬁérﬁd*

A tax gyst&m that boayy

”“&vzlv on people with
Ligh ties to consuns acts as a relatively
haavy hxake t@ @‘p&ﬂﬁimn, if the expansioniat
policy involvse sn incroase in Mﬂwlﬁ.zﬁ

Changesz in invest: ‘?rtg by thair aikm@bﬁ on &h@ l@vwl
of aggregate demand, deternmine the level of incowe, exploy-~
ment and prices. Saving i3 offset by investment in the
Keynhesian senge. Connidered inm this environment stablli-

gation polioy deals with maintaining a atationary level of
poiLey ‘ ;

fall-employment income with & stable price lavel.

Invaegstoent provides additions %@vﬁayaaéty go thak

under cond i*;amg of fall exploynmoent, growth in incems is
g@ﬁat&%@ﬁ@> This second. nal@ of ipvestment reguires a dif-

favent viow @f £t%hiii$ﬂ%i@ﬁa§$1iﬁya» Phe r&l&?&mt~@$1i@3

is hove one of attaining & growing lavel of capacizy income

st stable prices. Selsctien of the nost appropriate rake

th iz & further comg slication.

ﬁ%@@;@,; . 493@?

263ypia.
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gxpansion of the aapaﬁi*g o produce grows witk in-
greagsed investment and muut r&&uli in income grcw%h i; Fall
espleyment of rescurces is te ﬁ@'maiﬂﬁﬁin@&@. rmﬁr@a sod dam

mand is furnisbed by gx@%tg of supenditurss. If the rate

the rate-of growth ro-
guired to maintain full employment, inflation will result.
If the eapenditure rate of growth is lsse thap the reguived

rate of gr@* 1, rescurces are not fully uwilised. Laboyw

will becons ﬁﬁﬁ%@lﬂf and prices will fall. Stabilization

policy alus at sguating the fwe raties of grewtﬁhg?

Whu uwt&;w&ﬂ&tl@ﬂ of the rogyulred rate of growth ig
found as Lollowss

{4}

goss inte ¢ ayﬁﬁﬂa”wfnﬁ asing investment is

reination of

the weguizn

2ien ig 1:%1.

7 the rola-

in ths fraetion aof

B

total income which le government empsndifurc

- {g), have no bearing the reguired rate

Bl

of grouth. Thé @mly thange is in the ﬁiwi sion
of investment betwean the public and privpt@
sectors. ¥ the fraction of government
axpenditures golng inte ma@&@itywimer&aaimg

investment is less {(r {1} than 1, the

27xbia*, p. 484,



az the

3 rate of growklh deoli

(g} inersases. This means that
rasources are being trangferyed from

e investment v

{2)

et iy fasteyr 1f Lfaovestonent

sponding is Jone by whoaver chawrels a

Eunction of the lavel of past irncome.

x of balanced growth in ths

al inflatiomery gap i
to raipe the rate of tax or to lower -

which moves the

b and the espon-

dituras vale of growth nloser Gogethar.””

srivm but it is

I¥ the balanced rats of growkh

o higher or lowsy rates of growth, both

ant axpenditures must be changed

28304a, , pp. 485-86,.
zgiibié. s Ds 491,

Fypi4., p. 492,



UNEMPLOYMENT INFLATION AL CAPITAL SHORTAGE

Three pernicious influences in developing scenomies:

um&mplw,a@nﬁ,'inﬁiatigﬁ and éa@i@ai'mb@xtagéy naed 1o be

considerad in wofels of growth. &Eﬁam&’%@aﬁ’W@g@ rates

and prices are vigid against any dowr

the full labor force canncthe employed by the é&iﬁﬁimﬁ

eapital stock at the @m@v&i&iag‘ww&l wage rata., The elim-

ination of unemployment means redueing consumpbion, in-

ar@as%ng soving, and ifncreasing lavestmant.

PEOGEan
n@@ﬁ@ﬂ.@@.a@a@mpiiah it is one which &&iﬁﬁg shes on dn-
'vaatM@aﬁ to taxes on G@pﬁquLxﬁn, ‘gﬂlagtagﬁﬁﬁivﬁ approach
is a buu§mt gurplus which would persit ad ‘iti@ﬁ@i’gwivaté

igve&tmﬁnﬁ by cxadit ﬁﬁ@ﬁﬂ&i@ﬂ@' This moang:

5

‘Ra&&im@ real lavome to @v@ﬁ@mﬁﬁ vnesploynent reguires

an incgease in capital not simply a rise in the level of

&Q%?ﬁg&ﬂn dm&a&mg Transferyving resouvces te caplial for~

N, 4

lation resulisz in ii} an inefiicient

1atimu tﬁzaugh'ix
ehoice of investme egultable ﬁilﬁﬁﬁtﬁﬁﬁ of
the burden.
ﬁl&ti@n,'a transier mf ﬁ@mﬁmﬁ without addition to demand,
;3 &ﬁ&,%h’ cholee @# inVQ;ﬁman @ﬁa“,am&u amam&éimﬁ o a <hosen

priovity.

Nypid., p. 497,
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fot

The situation with regard to unemployment, inflation
and capital shortage in ﬂﬁﬁ@rﬂe@&i@@ﬁ@ eountries has baen
analyﬁﬁé in this wnique statam&nty‘

mh@ baaie wrmblem is naﬁ ons of an&my&aym@n% t@
bogin with: yva&-&fIM6@m&mMwa

to capital shortage and & xa&uitinq r@al waga
rake so low i
farred. w';t appaar *w b@ a -igh 1
awployaent is, in fagt, a situation of pm.,rtv

with fuli employment in the @1asaiaal g&naa.32

“The ﬁ&gqén@ S@lﬁ”ﬂﬂﬁﬁr@ﬁ%@ Insentive Tax Systen has a
mixkure of @ffawts as far as ‘the m&mblema of wnemployment,
inflation an@ aamxtai %ﬁﬁxtagﬁ axm concerned. It has ade-

guate ﬂﬂﬂtﬁ@lﬁ for controlling @@nﬁynaﬁi@ﬁ and provides both

controls and incentives for investors. TYaxes on consunption
expenditure coupled with tax relief for approved investment

&ﬁyﬂﬁﬁiﬁ@f@ should result in the neaded shift as the analysis

of diseriminatory taxes demonstrated.
ERCENEIVES

“ax in@@ntivwﬁ have a numbmr @f f@rm%‘ First, the

@x@m@tzam of new invastm@nﬁ fw@m taxation for sertain pari@#~

is designed ﬁ@ attractk g@w iﬁV@@ﬁmﬁnﬁ into potentially high
risk aress. ﬁ@@émﬁ» 1&&9@&1’&&@&&9&@#%@37&11@%&@&&&; in~-

cone avar&giﬁg and @L 1wey devices @%ﬁi@ﬁ@ﬁ to lower the risk
factor are ext @nﬁaﬁ te at txaﬁﬁsiﬁvawtmﬁn%, Third, the penal

am@aﬁﬁﬁ'@f incentive taxation are importent. Investment is

21pia.
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dizeouraged in certain lines by t%@ imposition af a tax when
such iavaq*mant is @%ﬁri&%ﬁt%l ke Eiscoal ox m@ﬁ@targ goals.

Higyins counsels sgainst exempting new lnvestment from
taxation. Tox %ﬁ@m@%&@a pannot meke unprofitable ventures
@&@f&tﬂh&& and profit sahing venturcy do ast nead @ﬁ@mgﬁiwn‘
Slanket exeuption of new investoent would not neceesarily
drav investwent inke developnent projacts, @mrﬁéx frovdon
should be extended only wit 3

%aﬂgizw tex ratos @aEwL*

b ﬁﬁmﬁ%@l&&ﬁ@ the allceaticn ¢

gelervated or deferred depreoistion iz usefal, Anothey do-
wige iz to allow cervaln profite o go untaxed but regeire
then o be iavested 1n nom-pnegotisble non-isterest-bearing
bonds, |

Phe nost fsportant utilization of incentive tadation
in the Bigging systen is the penal taw provisions. These
taxes are fiob meant to be aellacted. Thelir purpose is to
persuade poople to takse certain acstlion teo aveld iﬂ@ﬁ?ﬁiﬂ@
tha Ei&%iiigy.ﬁé Texas on oxvezs inventorise and cash bal-
anoas are suamples of lacentive tawes with pepal features.

ey 1w dpe-

Yaring produstive agsets ot rates spproaching g

signod to draw investment frow speculakive hoards of cash,

33&&9@&@&; pe 515,
3 421’]’&-@ L E’g} e 5\; i? o
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business inventories and un

pod land into eritical develop~
35 ‘ * |

pent projects.
Tax exemption has sericus limitaticns as a stisulus

e of the limi-

o i;nw@&mn‘e

?

in a developing country. So
tations are: |

o

©

(1} piseriminstery taxation betwsen menufacturing
and pon-manufacturing favers the lather, Tax
exemphion of new investment in manufacturing

merely egualizes the burden between the two

segtors and provides no incentive. & pre~

farred course would be to siwmply incresse
ﬁaxahﬁﬁn of the non-panufacturing sector.

(2) Iovestment gained by tex @x@mgﬁi@m is removed
ﬁxﬁm‘tnw tax base o a m@awy}buxﬁém st Eﬁ |

- shouldered by other tampayers.

(3} The agyregate of private domestie capital
formation @ﬁ@bgﬁly’willlgﬁt incroage as @
result of 2 taw exempiicon devics. A shifting
@@ﬁw@@m‘a&%aﬂgaﬁiv@ @mgi@ym@m%ﬁ'gf’@@piﬁal

is all that can he expected,

{4} Tax exemption will not of itsslf dyaw in-
vestuent to nssded dovalopment aveas.
{3) A fire wmoy sedure a wonopoly position via

tax exempbion,

"Sf’ X 'ﬁ " s
II3bis,, p. 518,
Fgommereeld, pp- 143-47.



{7)

(3)

tnoe granted, tax exemption tends ko be

iwbeddad in the structurs of the economy and
proliferates to other doveloping countries

in the competition for new inve tment.

Pax revenus foragonz is 2 real cost of

sranption.

“The difficulty of aﬁmimi tr&mman iz a

sericous handiean.

These reasons are sufficiont to make 8 good case sgainst

indiserininate tax exemption., The view of one authority

i

%‘amzmtry hmimk miﬁhw@ tio

sound prmpsﬁiti@n t‘i x‘wiil
to the growil 2f ¢ Y

3Tyicks, p. 101

.
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CHRPTER ¥

SUMMARY AND CONCLUBIONS

@h@:mﬁin source of gaving and invﬁaﬁmﬁmﬁ iz the do-
m&at&m\@é@a@mg, The preblem is to discover, mobilize and
ﬁir@@t,&avingé into the ﬂ@gir@ﬁ prajects by pﬁ@vamtinﬁ
leakages into luxury consumption or sterile investment in
traditional high unit profit industries. We have examined

the cow

wosition, administvetion and effecks of the tax
gystenr which Professor ﬁiggiﬂs’kam designed for dealing
with the problems of financing a program of economic
davelopnent.

hny comprehengive redrafting of the tax laws with a
ooncerted program of enforcement would be likely o in-
crease tex vevenue and the r@@@mm@ﬁﬁaﬁi@n by Bigging that
vigorous enforcement be wmade the cornerstone of hie system
is 1likely to wore than sakisfy this goal.

The basic reasons for the poor past performance of
the tax systems in wost underdeveloped countries a@gaarf&@
be: {1} lack of confidence in government, (2) lack of

1

trained officers, and (3) poorly drafted tax laws.” A

program of improved ecollection begins with the basie

lnioks, p. 67.
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machinery of gollection and an approciation of the g@mi&ivg
contributions which taxes make to the development process.
The most important of these contributions ares {1} tranzferx
of tas@ureag»tmvﬁhg:g@?@ﬁmm&ﬁ%g and (2) balancing supply and
demand in the economy. ‘?@t'tamaﬁi@a,tn'ha anj&ﬁﬁamtiw&
fisecal agent, ﬁeeuring tha'na@aasary‘raswﬁre@@ énﬁ balancing
'supﬁig’witﬁ ﬁgmamﬁ,'%wa:a@néiﬁiéms mast ezist: (1) Reveanve
az a peresntage of nationnl produgt must be sufficiently
‘large to influence the level of soonomic astivity in general
and conswapkion in particular. -2 rate of about bwenty per
eent of grogs national product is a fair estimate.® (2) |

| tically securesz an

Az incomes rise the governoent automsa

iﬁ@r@asing'@r@g@rﬁi@m of them. Marginal tax ingidence is

higher than sverage tawx ipcidence whdch neans a noticeable
degree of progressivity in the tax structure.

The conoerted attack on aveldangs, the suppression
of avasion and the comprehensive coverage of the tax system

should assure the produetion of incressed revenue.
INPLATION

Aoplying fiscal controls to check inflation has been

opposed by the following arguments:

3Musgrava, pp. 46771,
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(1) migh taxes ave a cause of papital shortage;
‘therefore, taxes on investment cannot be
used to cheek inflation because they curtail
eapacity thereby reducing available supplies.

. Two cases can be distingulshed:

{8} A tax which reduces investment is
introduced into 2 situation vhare
ne bax ouistad.,

{B) A tax which reduges investment i

conparad ﬁm.a‘ﬁaﬁ.whiﬁh.:@ﬂu@@ﬁ
consunpbion by the sanme anount.
Cage “a" rosults in lomediate ra-
- dustions in expenditures bHut a
gradual loge in capaclty. The new
- gffsct is doflatiovory. Case "b"
is deflationavy lomediately 2s &
consumption tax rveplaces an invest-
mont ta%.é
(%) High taxes are a cause of spending. A profits
tax encourages business spending, A profits
tan cannot be used to control inflation. The
case is arguad thet deductions from taxable
ineowme, for labor, plamt and materials, re-

duce their new cost which encourages apending.

4%&@@&&&,'p, 468,
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The problem here is a faulty definition of
income, not high taxes. A high level of
tax rates makes application of a concept
of incowe mﬁwa'éifﬁigﬁiﬁ,ainﬂ@ evasion is
nore grﬁﬁitﬁhiﬁg; _ ,
{(3) ﬂmgtwpagh\imﬁlaﬁiﬂn‘ia not sunceptible of
control. ,wiscal'@@ﬁtﬁaiﬁ are wall adapted
to deal with inflatien if the problem is
ong Qf ﬂhﬁaRiﬂ@‘aﬁﬁé$ﬁiVﬂ demand. However,
in cost-push inflation squilibrium cannot
be restored by cheching demand. Powerful
sectors of the sconomy administer prices
by such deviees as percentage markups on
wage costs. The cholee confronting fiseal
authorities is that of uvndeswriting in-
flation or checking ageregate demand but
im@ﬂ@ing,mmémgi@gm&mx.s- Hicgh amglﬁym@nﬁ
and &_ﬁ%&kl@agriéﬁ level are ircompatible
ir such circumstances. Wage increases
:mast then be held to equal increases in
.@f@ﬁnaﬁiviﬁyqﬁ @hﬂ tax to be imposed
should fall on consumpilon yather than

irvesbtment,

S1pia,, p. 471.
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(4) Znother chegk te inflation im‘%&i&ﬁwin,fiax%
ibility of @ pregressive tax syatew. It
would be a brake én @¥ﬁi@i@ﬁ&yg The place
fox yxugr%ﬁﬁi@nvig;ggraaﬁal income ﬁagati@n%7
Higging has %aalt’wiﬁhiﬁhe @¢nﬁma1 of inflation in his
system by the weasures %@'@ﬂmﬁré& hoarding of curysney and
goods. By foreing all avallable supplies on the market by
taxes on excess inventories, any price rise should be mod-
‘erate.  The tewes on sssets, especially land, should curb

this always fertile mouree of speculation,
TMVEBTHENT

Investment ec&rn be iporeased because the government

secures a larger share of the resources avallsble in the

economy. Privaebe investment is reinforeed with public in-

vegtment, most of which vomes out of private consur
The government secures a larger share of the aconomy’s re-
sources to invest in development at the seme time that curbs

on consunption spending have made a larger share of the

private resources avellable for investment. By attacking
the problem on twe fronts leskagss and wastage should be
minimal.

A key devics for the chanpeling of investment in the

Higging plan i3 a sax on axpend This tax is viewed

Thicka, p. 99.



wnenthusiastieally hy'%i@kggg‘

ke gueations the umﬁerl%ing
prasumption that ability to pay iz measuwved more accurately
by what is spant rather than what is xﬁﬂ%iv@ﬁ@g - The en-
couraging of zaving by the wsalthy is the purpose of &hw
tax. In off ract it is 1ike an incowe tan. Asn proposed by
HBiggine it is ﬂ@ﬁrpfim&ﬁi;y*ﬁ‘rﬂv%muﬁﬂﬁﬁllﬁﬂting device,

Enorrous difficulties have been experienced in dis-

wovering and assesszing the wide range of personal sxpendi-

tures te vhich the swpenditure taz ap @1&@@; 2rtenpts have

been made to ovéreeme these dLffisulties with a sywhem of

intevlocking taxes, By qwgaitimﬁ 8 ponmolidated tay return;

the taxpeyer would reveal all hiz transactions or have them
revealed by partien with sdverss intereste on thely roturns.

The level of fax adninigtration in ﬁwwwlmﬁima pountries ap«

pears tﬁ ‘be unable to cope with the kind of rarmrﬁ k@@piﬂ@
negessary to make *his approsch workable. Tndia has sx-
@@ﬁiﬁﬁnﬁﬁﬁ with it for several years, but Cevien, after a

brief trial, abandonsd the apponditure ta&.;ﬂ

ﬁ

Hicks believes that channeling investment into de-
velopment should ba lefi to moneotary poliey with the pri-

eipal agent bedng the gentral hank,ll The av%imn ﬁf the

813’@ L8] . ¢ e l@gv

93%»@?&&5 # %?ﬁﬂ . 323 @
lgﬁiﬁk&@‘@k 106,
ipia., pp. 51, 54-58,



bank ig to chennel to ﬂ&vwimymwn% the souress of saviong:
(1) savinge from public reserves, and (2} the purchase of

gavings certificates and sz ﬁilar pecurities by the genaral

public, The bank should ﬁava;&l& the povers nepegsary (1)

to change ressrve reguirements, {2) withdraw funds from
cireunlation, and {3} de wn0ﬂurava investrmont through ze~

leetive sradit controls in par t*ﬁﬁ ar lines. Hconowic

development is lwmportep® enough o gonsrate the setting

up of a sound commercial mraﬁ_m’

- The provision @ﬁvsﬁﬁﬁit‘fwiiff*w - anoan incentive

for econopic development haz ah inflationary effect but
the lack of sueh facilities nay be an ¢éven more sericus

xmwmﬁm%an@f~ﬁmm%

The tax on assets Lo also desioned fo chennel invest-

i)

and

oy ¥ it Wead B3
nigh Twivl

bty asoumed, ”lﬁ he rates on cagh are highest,

¥

i
fa
T4
*
2
'
5
£y
&

3

i

on profductive assetes they spproach zero, in the hope that

gaving will be diverted from gash balanoes to productive
iﬁ?&sﬁm@ﬁﬁé
&Lhr@aﬁiyuhﬁggﬁ'@h@mm&limg»ﬁﬂvi¢ﬂ~wmu$&'b@ a tax on

ail mu*mﬁa&Aw,. svrios could be sovered with hiogh rates

while noeesasities would have low, or zers, ratas. Purchases
of eapital goods would be axempt which wonld give them sub-~

stantially the sene ﬁf@%ﬁmﬁﬁ% which they asually recsive

12; gins, p. 508,
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under progressive incoms ﬁ&m&ﬁiﬁﬂ threugh depreacisticon

allowanges. The effect le to part tially ewsmpt saving, or

&t least tha
13

¢ part spaud on wamiﬁal,gﬁﬂﬁa purchasesd, from

8% Kazﬁww*s'ﬁmgum@nﬁ for an
14

tanation. cﬁailiah;mummaxy
expenditure tox and rajects &t§
tas would treat savings mors faverably than an iQGGmﬁ wax,

5

ith o partial exemption

ﬁh@il&ﬁh‘@xwi;'ﬁ an incone tag wit

oy

for saving.

“Ehae ‘ourb of the ezpenditure tax, the induoe~
pant of lower rabtoe of taxation on productive assets should

»:

persuade savers o use theily funds to foster development

m

projacts, MERFULER avd fmpmzd with provisions

for allowing 1@wwﬁ$ o b oarried forsard and bagk against

income, the progruw for ehumaling iovestment should be very
&

T

compoalling.
CAPLTAL FORMATION AND TAYX POLICY

The eyvperience of the Indian scondmy in the years 1356-

3

1868 sugeeets that programs for inoressing capital formetion

2 a,gxm&tﬁf shore of the nabiopal in-
15

chrough taw polley mey be compatible.

Bonelldah, p. 51,

14

IhiE. , pEpe 12735,

;’é&arlévy




Savings and investment more than doubled over the period
while tax revenue was increassed threefiold. Significently,
the greatest share of the increase in gavings accrued to

the housshald sector,

' iff@aﬁiﬁai cannot he fﬁiéﬁﬁ from sourses frem shroad,
eapital ﬁﬁﬁﬁ&ﬁ%@ﬁ'Q&ﬁ‘%@faﬂ@@mﬁliﬁﬁ@ﬁxhgfiﬁ@ﬁﬁﬁﬁiﬂﬁzgav@gﬂa
, ?&@mﬁ yewmua and Q{;rb;ﬁnmq governpent expenditure for con-
sumption. The politisal diffienlties of redusing the latter
are iliustrated by the exgarience of Ceylon. An announced
policy change that the government would no longer swbsidize
the ﬁr:@a of Ei@ﬁ‘ﬁﬁ @ﬁngu@ﬂxs lﬂﬁ to a rapld change of
%Q?ﬂéﬁmﬁﬂ@“ The capaeiby tg\%aﬁ wiil b@_&h@ 1&@@@3% dotape
m&nénﬁ of ﬁhé-agiiiﬁy @ﬁ ﬁvﬂﬂﬂﬂ%§yAﬁ$‘imﬁEW&ﬁ@ capital
/ﬁ@wmgﬁi@n.lﬁ |

The tax progran to ascomplish capital formation must

utilize tawes which ﬁ&ﬁtﬂaiﬁ ﬁ@m@ﬂ%ﬁﬁi@njﬁﬁ»@ groakay one
tent than it wses taxes on income. The disincontive cffect
éﬁviﬂ@ame_ﬁaxma ratards capital a@@mmu;@&immv@mﬁ the nlowing
hack of profite. Consumption taxes can be made progressive
by ﬂxﬁmpﬁi@ﬁﬁ from ax for necespities and the applicstion
of ha&uy‘xaﬁ&ﬁ for luxuries ﬁ@’ﬁﬁﬁﬁ regrassive offects are

not sarious.

6., . .
orindleherger, p. 240.



124
CONCLUSIONS

By imposing a tax on each alternative use of funds the
Higgins system forces im&iv&ﬁuﬁiﬁ'ﬁ@ invest as the only eacape
fxam,taxa&imng ‘Merely investing is not sufficfent. A list

of ﬂigh gxi@riﬁy iﬂVﬁﬁﬁmﬁﬂﬁa is provided so that domplete

avoidance ﬂi tax means inveatiﬁq in specif xm Qrejacta. 'iﬁ
thiw way the savings in the econowy are mobilized into those
high yriazxty proje @ﬁTﬁ@@m@ﬁ'méﬂ% @@@ﬁaaaxy for sconomic
developuent. .

'%ﬁiﬁ.apgxﬁaﬁhjmaai& break down Trom two sides. Pirst,
the leval éf‘?@ivaﬂavﬁgving iﬁ.ﬁ&a agonony sy be l@w\ﬁ@ that
-maﬁﬁginwaﬁﬁm@ﬂ@ may have %% @@m@ ﬁxmm‘th@:%ﬂv@znm&nﬁ sectoxr
uneil incomes are raised aufficiently to permit significant
private saving. @aﬂi&@;«QVﬁﬂ at vexy low income levels,

exiss but it may be woo likt le to aﬁf@ﬂt the investment

vloture, Second, low priority buk high profit investments
may be aﬁ‘lu@xaﬁi?@ ox aﬂﬁﬁfé@méﬁ&.may be so weak that in~
vastors will sithes pay the alternative tazes or evade them
and ignore investment in She ﬁ@?ﬁ@?@ﬁ projects, If these

undesirable events are to he @fﬁv@mt@m;'&m@ a&m&ﬁiﬁﬁﬁ&ﬁiﬂm

P

of the tax system nwet be flexible enough to change tas rates

and malke other adjustments to asgure that the approved pro-

jects present an atirective alberaative to lusuxy spending

Wi spegulative investoent. Otherwise, investors will weigh

the cholces an& elaot Gﬁu%ﬁﬁﬁtl&u gpendlag, nop-approved in-

yegtoont or cash holdisgs.
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‘Fiscal policy, based on 4 sohene of exewpting approved
investment from taxation of income, lendd support to the

17 tnvestuent in eguities and government

‘ﬂlaqina &rgaz aont.
securities i$'ﬁarﬁia@lawly'@m@@ﬂxag@&@ ‘Tht@ﬁ'ﬁﬁﬁ@ﬁ of
@xamgti@ar dlstingulsghing governpent hbonda, equities of
é@ryﬁféﬁi@nsf,aﬁ& capital gaing, the latter frested most
.1ﬁniéntlyg_a£® ﬁnggﬁﬁﬁﬁéwig Gwe shijections to the exemption
scheme are: {1} the loss in tax veveruve, and (2) sconomic

18

inegualitior may be inozeased.™ If the exemption promotes

{‘:

investment, greatey tay vield vay vesuls fﬂ.  inorzased

2

business proflts. ﬁ@ﬂwlna %i?ﬁ the vamation of inwomwﬂ that

g

‘haw a¢capﬂ taﬁaiimn, thxa rﬁulu begons effective in vails sing

@ﬂt&l revenus @@ﬁ@it@ @x@mgti@m of new iﬁ$@ﬁtm&ﬂé. Further,

even if there is a loss of rovenue in the short ran, he
volume %ﬁ‘ﬁaViﬁgﬁ which @am\b@V&aiﬁﬁﬁ~ﬁhx@ﬁ§h g@é@ramaﬁt
bends iz increased. - |

Eoononis iﬁ@gﬂ&liﬁi@@aar@‘ﬁm@%@rﬁ&'by im@qaaiitiag of
income permitting ipegualities of ourrent consumption and
in the leny run inegualities of wealth, This leads to con-
centration of wealth aﬂd.p@wérﬁi ealth taration, including

death duties, can be used 4o aaun#ﬁr these insgualitios.

17Chelizah, 0. 71

igihiﬁp, oe 79



Heavy taxation of inconms veturds capital formadion. High
prograssive taxation triem to cut consumption znd accumu-

lation immediately to the detriment of incentives.?®

Taxes
on ueslth are justified but ar sxpenditure tax is on shaky
'gr@ﬂnﬁﬁgl | |

, Sggan@itara or Yapendings” tawes ave n@ﬁ:n@ﬁal {dess.

sden Mille with the first workable

!

Irving Fisher oredits O
idea of a spendings fax p111.%%  pizher thought that income
should properly be taxed on the basis of amcunty spent with
incons saved pot taxed at all. This he felt would place
the tax on “real indome” and remeve the hebble from business
which regults from incoms tanea ﬁailiﬁ@.ﬁm savings. Me
churged that income taxss wers: (1} unfair since they tax

ives to

both saving and fts fruits, (2} they provide invent
dissave, (3) they are uswise, they depress the revenue which
they cught to produee, {4) they are costly to enforce, and
{3) they are vezabiovs te the texpayver since his liability
may be adjusted for several years after the taxable period.
tnder the spendings tax as proposed grose raceipts
from all sources would be added together. Usductions would

be granted for investuents, taves paid during the taxable

203, . ranga and ¥. A. Palkhivala, The Law and Praec-

tice of Income Tax (Bembay: . M. Tripathi, 1383), p. ®iil.

zl@haiiiah; p. 84,

*1rving pisher, Constructive Income Taxation,pp. i-ix.
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year, plus @xam@timﬁﬁ for the taxpayer and his dependents,
The ramainder would ba his spendings and subject %o ax, 23
The tax has hoen congs iﬁﬂxw& desirable by several writers
but the record kesping t@@uif@ﬁJa@mms to have been g0

formidable an obstacle that they &id not pursue it.

Raldor used the same case in proposing an expenditurs

tax for India, He said that ordinary income taxation (1)
fails to neasure the resl aﬁiﬁiﬁg to pay of diffarent Lan-
pa?ﬁﬁﬁﬁ_ﬂﬁﬁ ﬁ@akans the incentives ko work, to save and
bear risks and (3) is administratively usworkable since no

eonprehengive return is ?&%ﬁif@ﬂaga

A1} income, capital
transactions and exponditures of the tanpayver maot be re-

ported on a single return o

verify the taxpsyor’s repord-

Ang sceuracy.

senditure tax, by encoursging seving asd die-
couraging dissaving, should adéd fo the fLlow of private

gaving. The econonic considevations are eounterbalanned

by the arguments against the expenditore tan.

Of the tawe

tax peems ieast likely te sake an effestive contribuation

23pid., pp. 317,
24

%alﬁ@r, bn Rupendiburs Tax, ppr. 10, 30~ 3

-
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toward the goals set. The Limited use which has beeén made
of expenditure taxes has‘ﬂ@ﬁ contributed to any great fﬁéliﬁg
of confidence and a host of arguments against their use §§“e
been marshalled: | . : S
(1) Complexity of admimistration. The tax depart-
ment probably does not possess either the
- personnél or thge;zertz.ss@ Lo f,ad?miﬁiateér such
a tax in adﬂiti@n_tg the normal administrative |
workload. | | : |
@) Blanket:faﬁérahla~tf@ﬁﬁm&nﬁ;@f savings. Pro-
T ductivafiﬂVagtméhi is the @6al not simply an
increase in aavinﬁjwhiGh'?rﬂbébiy.wgul& f16W 
into traditional ncnfyrnﬂﬂétiV@ in?eﬁﬁméﬁt
- patterns. |
(3) whe number of inéiﬁiéualﬁ subject to thﬁiﬁax'
is too small to affect total spending be-
havior in the economy. The tax as aé@lied |
to India in 1958-59 is éﬁtimat@ﬂ to have af-
focted about 6,000 taxpayers of about 690,000

individuals who were reguired to file income

2

tax returns

5 %

3

(4) It is based on spending power exereised, not
spending power possessed, and so comes no
closer to neasuring ability to pay than a

conventional income tax.
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{5} Bases for the computation of an income tax
and an expenditure tax present problems when
both are present in tha;aam@ tax systen,
Aceruals used in income %ax.@gmgm%aﬁ%@nihav@
to be converted to units of s@ﬁﬁﬁinq power
for expendifure tex computatien. 2e long as

. one tax iélﬁ@tvammwlwﬁal? roplaved with the
other, the problem wﬁll ﬁkiqﬁqéﬁ

The basic pramise of the expenditure tax, that ability

to pay iﬁ'MQ?@'&ﬂﬂﬁfaﬁﬁﬂv measured by gp@n@in@ than by in-

come, has been Qu@@tz@n@ﬁ as well as the effectivensss of

the tax as a device for @mgmaragiﬁ@ @aVIﬁQ¢§y ﬁh@!w&alﬁ%y,*ﬁ

The conclusion which follows this argument is that a vange

of monetary devices will be west effective in mobilizing

ﬁﬁmm&ﬁzﬁ;ﬁﬁ?ﬁﬁgﬁ ? Bagpite the arguments against it and

the unfavoralls zesults of the . experiences @ﬁ'xﬁﬁ&& and

Cevion, the P?ﬁvnﬁi%ﬂr@ bax may e h@%fﬂl in apﬂqial Cases

“ﬁ sre @mﬁtzﬂ3 mf Tusnry @m@mﬂ*m@ i adw@ciallv eritical.

_ ﬁ%@ ineffectivens of the ﬁax as enacted by India ana Ceylon
may be frac@ﬁ to the nwgﬁinn of its ha@a by a mjriaﬁ of
sxemptions and spacial allewances whieh purk 1ts effect

with respect to consumer durables,

g e AT

2B0llian, pp. 132-35.

;ﬁ”irﬁﬁg we 106,
27
Ivid., pp. 37, @6 1@?~~
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felective monetary conbrolg are an alternative to the
over-all control which an expsnditure tax would'exercise“
over spending behavior. A progressive incoms tax with pro-
vigions for inv&a&m&ntsereﬁit $f§er5 a_sﬁraightf@rﬁar& ap-
p&aaéh to dﬁawing=Saving-inté.aritical daﬁelmpmené projects.
| The @xpandiﬁur@ taxvdbas.ﬁmt appear to ba essential
o ta@ successful implementation of the Higgins éystém.
What@v@r is ga4npd by it in@lusimﬂ te make a perfectly
closed system is lost by the inﬁreasegin aﬁministfaﬁﬁve-
unwieidigeéSg viqaﬁmu@‘anf@rcaﬁ ent ﬁeulﬂ probably  accom-
plish all that iz sought in maklnq t?e syqtem effec tava and
aé alrea@y.sﬁatad, invas tm@nt would o5 vhanneleﬁ by manipw
uiatiﬁg“thevregular income tax.

:ﬁﬁiéhar recommended ﬁhayg@mylaﬁﬁ'raplacemﬁnt‘éf.income
taxé§:ﬁhile~ﬁald0r raa@mﬁand&é that in OIS tax@s be quﬁmlaw
nte d with an nypené1tur@ tax. Af ait&rmaﬁmva tm-b@ﬁh
pmaltloms ig a progress iva iﬂcam@ tax with investment éféﬂit
pr ovisions This would fill tb@ role designed for the ex-

g @eﬁdituré tax and lessen the problems of control. The dual
basie for tax cemgutatiﬁﬂAwbulébﬁo longey ba ﬁeeessaty;'

The Higgins mma@l appéér@'tb,hg 2 step f@;ward iﬂ‘ﬁax
planning ané‘itfshauld'@raﬁé inst£uctive as a guide er ré~
vising any tax system where economic development is a serious

‘objective of polwcy.. AL greatest cmntrxhutien 13 a com-

grehensive approach to the problem.
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4

The administrative detail of his proposals do neot
Cappear to be insurmountable and the experience of India
indicates what can be achieved with a tau systew gimilar

to that which Higgins bas cutlined,
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