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A NEW MEASURE OF FISCAL PRIVILEGE

1• The Concept of Fiscal Privilege

The notion of fiscal privilege is finding increa­
sing acceptance in comparing the distortionary effects of 
personal taxes on rates of return to capital assets.
Loosely, an asset is fiscally privileged if the portion 
of an individual* s personal tax base related to that 
asset is taxed at a lower effective tax rate than the 
individual*s marginal tax rate. The pioneering work of 
Hills (1984) introduced the ’Degree of Fiscal Privilege* 
(DFP) as a measure of fiscal privilege. Hills used his 
measure to analyse the distortionary effects of capital 
taxes in Britain, More recently, Kay (1986) has used the 
DFP in a comparison of current British tax treatment of 
saving with expenditure tax treatment of saving.

In order to justify the need for a measure of fiscal 
privilege, one can do no better than quote from Hills (1984)s

M.....it is clear that there is little or no 
logical structure underlying the existing taxation of 
savings in the U.K.

"The pattern of fiscal discrimination described is 
arbitrary in its effects between people saving through 
different institutions, in different assets and at times 
of differing inflation. The principles underlying the 
privileges granted to certain assets and the penalties 
applied to others are obscure and confused; indeed in most 
cases it is clear that the discrimination is entirely 
accidental rather than the object of consoious policy,”
(P.14)



Since this could easily have been said of most 
personal tax systems of the world, a measure of fiscal 
discrimination is an invaluable tool in analysing the 
distortionary impact of taxes on saving and in assesssing 
tax refonn measures *

2. Requirements for a Measure of Fiscal Privilege

The following properties are clearly minimal 
requirements for an acceptable measure of fiscal privilege:

a. The measure should provide information on the 
overall tax treatment accorded to an asset by 
the personal tax system. In particular, it shauld 
allow discrimination between four cases:

i. the post-tax return exceeds the pre-tax
return on the asset due to subsidies from 
the tax system;

ii. the post-tax return differs from the pre-tax
return by less than the difference implied 
by the asset holder*s marginal tax rate 
(i.e., the normal case of tax concessions) 5

iii. the asset enjoys no special tax privilege; and

iv. the asset is subject to fiscal penalties in
that it is taxed at a rate higher than the 
holder*s marginal tax rate.
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b. The measure should be non—arbitrary; the extent of 
measured fiscal privilege should not vary along 
with specific assumptions required to be made by 
researchers,

c. The measure should be well defined over all possible 
rates of return and whenever an asset holder is 
taxed or receives subsidies from the tax system.

3* Shortcoming with Hill 1 Degree of Fiscal Privilege*

A close reading of Hills (1984? especially pages 6 and 29) 
shows that at least four measures are consistent with what 
Hills defines as the DPP. Denoting the nominal return- on 
the asset being considered by r, the marginal tax rate by
tf the effective tax rate on the asset by s the rate of
inflation by p and an (arbitrarily) assumed "underlying 
real rate of return” by R, the four measures may be 
written as:

DFP1 = (r(t-e •) - tp)/(r-p) x 100
DPP2 = (r(t~s ) - p (t+rs ))/(r-p) x 100
DFP3 = (Rt(i+p) - rs )/R(l+p) x 100
DPP4 = (fit'- rs )/R x 100

The formulae are arrived at by considering four different 
ways of defining the effective tax rate on the asset

a. The difference in real pre and post-tax rates of 
return divided by the real pre-tax rate of return:
(r-r(l-B )/(r-p).

Unfortunately, there is no such thing as "the DFPft

consistent with Hills*
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b. The difference in nominaL pre and post-tax rates of
return divided by the real pre-tax rate of return;
(r-r( 1-s ))/(r-p)/(-|+p)).

c. The same as (a) except that the denominator is Rs 
(r-r(l~s ))/R(l4p).

d. Same as (b) except that the denominator is R: 
(r-r(l~s))/R.

The real rate of return is, of course, (x-p)/(l+p)for any 
nominal rate of return, x.

All four formulae suffer from drawbacks in the
light of the requirements laid down above. The more
serious limitations are that:

i. DFP1 and UPP2 cease to be defined at r = p. 
Furthermore, assets receiving fiscal con­
cessions will end up with negative EFP1 and 
ESFP2 if p exceeds r. Thus, requirements (i) 
and (iii) fail to be met.

ii. Though Hills attaches great significance to 
the IFP values + 1 3nd - 1, BFP3 and DFP4 
can always be made to attain one of these 
values by a suitable choice of R. Thus, 
they are arbitrary and also fail to 
satisfy requirement (i).

iii. The ranking of assets by fiscal privilege
depends on the particular EFP indicator used 
(See Table 1 below). Thus Hills* (1984, P*29) 
claim of consistent rankings is unjustified.
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4° A New Measures of Fiscal Privilege

In view of these shortcomings, we define a new 
measure of fiscal privilege, dubbed the Index of Fiscal 
Privilege (IFP), which is free of these defects and which 
possesses several desirable properties.

The IFP is defined as;
r .« r t - s

IPP = 100 x ----x 100,
"pre "" nc t

where r is the post-tax rate of return po
r is the ra,te of return, post-tax, in the absence of

I l v

special tax concessions or penalties and 
pre-tax rate of return.

Either all real or all nominal rates of return may­
be used. The IFP may be interpreted as '"the tax revenue 
sacrifice expressed as a percentage of tax revenue that 
could have been collected in the absence of special tax 
treatment, per currency unit of asset purchased." It has 
the following properties:

i. It takes on values exceexLing 1Q0
whenever subsidies which cause post—tax rates 
of return to exceed pre-tax rates of return 
are present; a value of exactly 100 when 
pre— ■ and post—tax returns are equal; values 
between 0 and 100 whenever there are partial 
fiscal concessions; and negative values 
for fiscal penalties. It therefore meets 
requirement (i).
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ii. It is unique and furthermore, well defined 
provided the asset holder1s marginal tax 
rate is non-zero, thus satisfying require­
ments (ii) and (iii).

iii. It facilitates comparison rith the non-
distortionary or proportional expenditure 
tax regime (expenditure tax treatment 
implies a value of 100).

iv. It is invariant with the rate of inflation 
being a ratio of jrates of return.

5. Comparison of Measures

We now compare the performance of the four DFP 
measures and the IFP in measuring fiscal privilege. To do 
this we draw on a study of rates of return ttn financial 
assets in India (Das-Gupta, 1987). Financial assets in 
India enjoy tax concessions of four types though these 
concessions are not uniformly applied to all assets.
The concessions are:

i. Deductibility for income tax of the amount 
invested in one or more designated assets 
such as National Savings Certificates, Life 
Insurance or Employee Provident (i.e., 
Retirement) Funds. Deductibility is available 
in slabs ranging from 100 per cent to 40 per 
cent with an overall ceiling. A separate 
ceiling is applicable to certain new equity 
issues.
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ii. Deductibility or exemption from income tax of
earnings from designated assets* There is an
overall ceiling on the amount of earnings that
is deductible, though exempt assets have no 
ceiling applicable,

iii. Income tax concessions for long-term capital 
gains (applicable to assets held for more 
than 36 months).

iv. Deductibility for v/ealth tax purposes for
designated assets. Specific assets enjoy 
such deductions without any ceiling while 
another (designated) group of assets has a 
separate ceiling.

Table 1 presents results for five assets for the 
various DPP measures and the IFP drawing on rates of return 
computed in Das-Gupta (1987)# It is immediately obvious 
from the table that:

i. DPP and IFP ranking may not coincide across 
assets. (,Compare DFP1 and DFP2 ranks for 
both tax brackets and DFP1 and IFP for the 
50 per cent tax bracket).

ii. The magnitudes of DFPs differ widely for
the same tax bracket and asset. In particular, 
DFPs can be either negative or. positive for 
the same asset and also disagree on whether 
the DFP exceeds 100 or not.
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iii* Without additional information it is difficult 
to interpret DFPs with regard to current tax
treatment as compared to expenditure tax 
treatment* The IFP, of course, easily takes 
care of this problem,

6, Assessing Fiscal Privilege of Financial Assets in India

Tablti 2 compares the fiscal privilege of selected 
financial assets -under the current tax system in India 
with that which would obtain under a non-distortionary
proportional expenditure tax regime. Fiscal privilege for
a given asset may vary across (income-cum-wealth) tax 
brackets.and deduction slabs. Only the maximum fiscal 
privilege is reported.

The table documents the fiscal bias in the tax 
system against private sector financial assets. Further­
more, the table shows the wide variation in fiscal 
privilege across assets with tax revenue sacrifice ranging 
from zero to 7.33 times the normally collectable tax 
r e v e n u e T h e s e  facts coupled with the variation 
of rates of return across tax brackets provides evidence 
of the highly distortionary nature of current Indian personal 
tax treatment of financial assets in comparison with 
proportional expenditure taxes.

7* Conclusion

In this note a new measure of fiscal privilege, 
the Index of Fiscal Privilege, is proposed which overcomes 
some of the defects of the earlier, pioneering measure 
developed by Hills (1984). The new measure is also more
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TABLE 2

Ranking of Assets by Maximum Index of Fiscal Privilege 
After Income and Wealth Taxes: Assessment Year 1987—oo

S I
No. Name of Asset

Fiscal Privilege Minimum Maximum
Compared 
to expen­
diture 
taxes cu­
rrent fis­
cal privi­
lege

. . .  _ L V _______ ____________________ 12 .) . m  .... . . 1 4 )

1 . 20-year money back 
policies of the Life 
Insurance Corporation** 100 733.33

At least 
as good

2 . 20-year endowment policies 
of the Life Insurance 
Corporation** 100 490.62 it

3. National Savings Certi­
ficates (VI Issue)*,** 100 447.69 11

4. National Savings Certi­
ficates (VTI Issue)*,** 100 419.35 i t

5 . 10-year Unit Linked Insu­
rance Plan*,** 1 0 0 293.55 tt

6. 15-year Public Provident 
Fund 100 213.43 51

7 . New equity issues (7.8$ 
assumed capital gain 
rate)** 100 189.10 tt

8. New equity issues (15$ 
assumed capital gain 
rate)** 100 161.88 It

9. Contributory Provident 
Funds** 100 154.17 tt

10. Post Office Savings Bank 
Accounts 100 100 As good

11. National Savings Certifi­
cates (II Issue) 100 100 tt



i n

TABLE 2 (Contd*)
. . : . W Z i n

28.

2 9.

Private Sector Company 
Fixed Deposits
Private Sector ConveH 
Debentures

vs3

1 * 1 ,

Acc. No, 
Date..—

J o 9 £ 2 .

Z r l ' M
&

i Vv

h e

12. Post Office Time Deposits 100 100 As good
13. Post Office Rec urring Deposits 100 100 tt
14. 10—year social security 

certificates 100 100 tt
15. 10$ tax exempt bonds of 

public sector undertakings 100 100 tt
1 6. Special bearer bonds, 1991 ico 100 ??
17. Units Scheme, 1964 of the 

Unit Trust of India 0 100 As good
1 8. Commercial Bank Savings 

Deposits 0 100

maximum
tt

19. Commercial Bank Fixed 
Deposits 0 100 tt

20. 14$ tax deductible bonds of 
public sector undertakings 0 100 it

21. National Deposit. Scheme 
(Series I and II) 0 100 tt

22. 7$ Capital Investment Bonds 0 100 tt
23. Long Term Equity Shares 

(7.8$ capital gains rate) 0 84.15 Worse
24. Long Term Equity Shares (l5$ 

capital gains rate) 0 77.48 it
25. Short Term Equity (7.8$ 

capital gains rate) 0 6 4.80 tt
26. Indira Vikas Patra 0 63.08
27. Short Term Eauitv (15$ ____

capital gains rate)
°C9 NV

tt

Notes: 1. *: Fiscal privilege becomes lower if limits of
yield exemption under section 80L are crossed and 
zero if wealth tax exemption limits a**e crossed.2, Fiscal privilege reduces below 100 if limits of
irmnprliate deduction under section 80C or 80CC are cvcs^d
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informative than Hills1 measure and has an intuitively 
appealing interpretation. It is shown that, even in 
practice, rankings by Hills1 DFP measure and the new EPP 
may differ. The new measure is applied to personal tax 
treatment of financial assets in India and the wide 
differences in fiscal privilege received by different 
financial assets is documented.

Foot Note

j/ Hills, it appears, actually uses measures (3) and (4). 
Details of the exact formulae used are given in his 
studies, asset by asset.
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