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Abstract

This paper asslyses the relationship batween the exeamption
l1ialt in the personal income tax and the per capita income for a
gtoup of 26 selected countries. Two alternativq kinds of
exemption limit are examined, vis., the actual cxdlﬁtion limnit
and ths notional exemption 1imit, where the letter fe défined to
be the income level at which the larginnl rate of 25 per cent
becomes apﬁlicaﬁlc. Norno.for both the actual and notional
gxenp:iqn 11;1t| are devised using a determinants analysis on
th2 hauis of per capita income and the share of personal income
tax 15 total revenue. It {is seen that the actual exeamption limit
and the marginal tax rates at lov levels of income are high in
v!ndia, Pakistan, Jamaica 'and Spain and low in U.S.A. and

Thailand.



Ihe Exesption Limit snd the Persomal Iscome Tax:
An _luternatiossl Comparisos

The exeamption limit end the marginal tax schedule
comprise the two basic elements of aay lnco-o~tai -yotolf'
In aost countries of the world, personal income upto a
certsin limit is exempted from incoma tax, Two broad
juutificitiouu aay be providod‘to have 1nco-§ upto a certain
level ix-lgtod from tax: (i) The capacity to pay income
taxes may be regarded as being low for very ‘low incomes.
Individuals with low fncomes up to a cortain-ipvol say thus
be exempted from paying income. tax. This may be thought of
as being an equity argument. (11) Omn grounda of
adainlstrative cost it smight be advantageous to exeapt a.
large number of taxpayers with very low tax ltnbility if 1t
i1s felt that the ratio of cost of collection to the tax
yield for such persone would be so high aa to mske the
impoeition of the tax uneconomicsl. This may be thought of

as being an administrative argusent.




A natural question arigses ss to whether the exeaption
limit in a céuntry is high or low as compared to the limit
in other countries. .1t is well known that as the ilevel of
vell being of a country, judged in terms of, say, its per
capita income, rises the share of direct taxes in total tax
revenues is seen to be higher. With a per capita income of
uUs $ 290; India raised about 18.96 per cent from direct
taxes in the year 1986 whereas with p§r capite incomes of §
8,870, § 12,080 and $ 12,840 respectively, U.K., West
G?rlany and Japan raised 66.15, 76.49 and 74.79 per cent of
their tax revanue from direct taxes. It should also be
remembered that direct taxes cid be more readily used as a
tool to promote equity as compared to indirect taxes. The
argusants for this are quite well known but for a systeamtic
review of it the reader is referred to Musgrave and Musgrave
(1980). It may be expected that as the general level of
uell being of a country rioi. an increasing proportion of
the population may be, with good juatification, brought
vithtn the income tax net. In particular, as per capita
income risea the ratio (R) of the exemption limit to ﬁcr
capita income may be expected to-fall. This also means that
the ability-to-pay of the bdulk oflthc population rises.

Beyond the recognition of this fact, however, it ought to be



stressed that soy attampt at comparing the axaaption limit
acrass countries’ is in fact fraught with several
.nethadologtcai difficuftion. Two countries may have the
same per capita inconme 1.601., but the exemption limits of
pcr.onil income taxes may wvell be diffirong owing to, among
others, three important factors: (i) The tax structures in
the two countries, in terms of the mix of the direct and
1id1roct taxes may vell be significantly different. This
might well be so due to the different structural festures of
the fwo economies. (i1i) The structure of pcfion.l income
taxes itself may be aignificantly different between the tio
countries in the sense that d;ff.ront combinatlone of
exemption limits and marginal tax schedules may be choeen. to
yield a target level of income tax revenues. (111). The
distributions of income in the two counfrioo aay “be
di!foiont. giving riee to the need for inetituting different

exeaption limits in the two countries.

In this paper however, ve exclueively focus attention
on per capitas income and the mix of direct and indirect
:taxco as tﬁc key factors determining the 1levei of the

exeaption limit.



A country with a large population size snd high income

inequality like India may adopt, ceteris paribus, s higher

exemption limit as coaparad to other countries principally
to avoid dealing with a large aumber of taxpayers for a
meagre amount of tax revenue. From a perusal of the dats
for several countries it is observed that as per capita
income riases the fatio R of the exemption limit to per
capita income falls. Through a 4choico of suitable
functional forms, we relate R to per capita income and the
share of personal Income taxes in total tax revenue, and
sstimate the relationships. The actual R is then compared
to ita predicted value of R foi individual countries. We
also posit that those countries that raise a relatively
larger amount of tax revenues from direct taxes would bde
having & lowver exemption limit in relation to their per

capits incomes for the sake of a wider tax base.

It has long been felt that intercountry per capita GDP

dats available, for example, in the World Development

Report, do not accurately reflect the real income levels
across countries. 1In order to eccount for real income
differentiale not captured in the exchange rate adjustments

Kravis and othera (1982) have proposed a sat of correction



factors to tha par capita GDP figurew. We attsapl & MHINNE
exercise linking tha ratio R to per capite tacomes torvected

by the Kravis index.

For our exarcisa we consider a sample of 26 countries.
Theee are Audtria, BSrmsil, Colombia, Denmark, France, ¥.
Gersany, India, Ireland, Italy, Jamaica; Japan, .Kenya, 8.
Korea, ‘Luxembourg, Malawi, Malaysia, Mexico, The
Netherlande, Pakistan, Philippines, Spain, 8ri Lanka,
Thailand, U.X., U.8.A and Zambia. The Kravis index is also

available for all these countries.

Ne also exsamina an iltcrnstivq notion of exemption
Jimit, which we call the “notional oiclption 1imit°. This
ia takan to de the level of income at which the marginal tax
rate of 25'por cent becomes applicable. Accordingly, -two
exemption limit ratioe, QA and RN, could be defined which
refer to the vavios of actual and notional exemption limits
to per capita income. RN evoids the gpisleading pictdro
that wve get from purely looking at RA for the countries that
etart with very low exemption limits associated, perheps,
with very lov marginal tax rates as in lrlﬁcc, W. Germaany,

Luxnlbbur; and the Netherlands. 3Both these notions provide



different kinds of i{information end it should not be thought

that one is necessarity superior to the other.

We £f£ind .thet Colombiz has the hfghcit actusl exemption
limit ratio (RA), followed by India, Pakistan, Kenya and
SrLHLnnkq, in the descending order. USA has the 1lowest RA
which is followed, in the aseconding order, by S. Korea, W.
Germany, Austria, and Luxembourg. On the other hand Malawi
has the highest notional exemption 1limit ratio (RN),
followed 1in the descending order by Kenye Pekistan and
Thailand. ¥. Germany has the lowest ratio which 1is
followo@, in the ascending order, by Aulgiia, U.K. and

Luxembourg.

ia the following section we present a brief review of
thc_iitorn;ntc. In section II1 a picture of the exeaption
l1imit snd per capita incomes in vsrious countries {is
presented. The fourth n.ct;on of the paper outlines the
methodology that we have adopted in this study. The results
of our econometric exercise are presented in the fifth
‘section. Since the ¢xc-ption limit of the personal income
tax is a matter of much interest end relevance in India we
focug spscifically on the Iﬁdi.n case in section VI.

Section Vil presents the con;;ulioni of this study.



1z. !!g lsg!!tth- Limit 3 A Srief Review of the Literature-

tho literature on the comparative picture of personal
incone t@xoi &cross eonntrth is -oagrn; presusably because
of~thoililnt‘(£ difficulties icnoctatod vith'att;lptinz such
as exerciss. Some of the best known works in the area are
due to Chelliah, )noo'and lcll;’(1975) and Tait, Grats and
lisﬁcngr;id (1975), boiq'of vhich work out some measures of
the iiirncf“%t: rate relative to ghc'bnoc. Dilnot and

uorria ()5“), in an important paper, study the income tax.

;troctutb §¢_n.x.. and consider the conanquoné‘o‘of choosing
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alternate’ fnx scenarios, but they 'ﬁo not provide e
cgn,n:qttfi ptéiﬁrc of other éoﬁqtrtco. In the Iudian
context, ciavla (1972), G@pti and Aggarwval (19@2)'.nd
Eothsrli (1987), among many others, have comsidered the
question of the exemption limit and the marginal tax
schedules. Nose of these vorks, however, hs conuldoril‘thc

international picture.

Sicat and Virmani (1988) develop & methodology to
compare marginal official tax rates across s sample of fifty
dovclq,thg countries. They caution against trying to link

disincentive effects of a tax aystem purely im terms of the .



higheet merginal rate. For their snalyeis th;y relete the
income - level wvhic¢h the tax réaches the highest iar(inal
t|t¢~to'ﬁ§r;tnlilingr (FGDP), and examing the Proportionbo!
tax payoti Eo,vhtch'tho highest ratas apply. frﬁo cn;lygta‘
1i bnscd-gnvchqjcyovi thipohold& ilcono level end four other
‘tiéo;q~iiviiaw(31§ui§fiiuﬁ rcig,lupon FGCDP, 2 timss FGDP end

3 timee PGDP).

In aselysing the impect of infletion on personel incose
tex in Iadic Dcxchi (1982) l:gua. thet 4t is not the cese
that 1nc¢no ttx hoo toc.!ly 1xnotod the sffectsof inflation.
In fnct he ohavi t&ct tha csoﬂptton limit has moved up more
than vn- soccco.ry to nnutt.ltso the 1n!1.tioncry impect.
‘B. aleo lookl at tho tatla of tha exemption limit to per
tagitc 1ucola for 21 ccloetcd countries and ftndc that the
t&tio ie  the high.at lvr India, followed by Pakistan, end
lawest for Aultt.lg.. W. Caraeny end lsreal. Do.ghl clcol
tacognidbi that thl'itllﬁtiﬁﬂflilit of persomel income icx
must depand upon the l!i between directand. indirect tmxas

smongst coontries.



S$II. Ihe Exemption Limit : Comcepts Adopted amd the
internatjoncl Ticture

Table '1 pro.ontd date on both the actual and notional
exemption lisits along with par capitsa incomes of the
semple countries. The data on exeuption limits heve been

obtained fros the Investing Liconcinl'uhd Trading Conditions

Abrosd which have Dbeen <compiled by the Business
Intersational Corporatiom, and the per capita income figures

'havc‘bccn,obtclﬁod from the World Developmost Report (1987).

The data on the exemption limits corfcopon@ to the i.lr 1987
and the figgroo for the per capita gross domestic product
(récbr{ cio for the yodg 1986. The latest year for which
the Kravis index of r;nl "income comparisons of different
countries is avaflable with us is 1975 and the same have
been used ia the cﬁrrth study to make a correction for real

PCGDP.

For the purpose of determining actual and notional

exemption limits, we focus 'oxcldnivdly on tho baaicl_

This exciudes deductions cpﬁcificully aliowed for dependent
children or parents, sarriage allowvance, etc.



exemption limit end the tex rete schedule applicable to e
'country. It is possible to think in teras of adding tﬁc
standard dqductio&'to the basic exemption limit to (ct.an
idea of the sero tax 1liuit {(See, for ex. iple, Sicat and
Virmani (1988)}. We: have resisted this temptation because in
- most count;1§l the standard deduction is a variable with an
upper limit and we see no obviqus juctific;tioﬁ'ip merely
adding on the upper limit of tha ltnndard,deductiou to the
exemption 1limit. Moreover, the standard deduction is not
applicable to income from all sources and is allowed only
with respect to salary income in lieu- of the expense of
c‘rning income just as deductions for expcn;;- are allowed
in computing profit or loss from business or other sources
of 1nconc.' Therefore; to the extent that the standard
dsduction rcproo;ntl the expcuie of earning salary income
alone, it would not seem appropriate to add it to the basic
';xolption linit to cover all gources of {ncome. Variation
in tha standard deduction_icroli countries may th;l be
pfoculcd to principally reflect variations .a the expense of

earning salary income.
"It is of course true that income earners in different
countries may have families of differeant average sizes to

support but we make no adiustments to the exemption limit
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on this score.  The picture would be further complicated by
the fact thux_avorc;o‘fnnlly sise would gensrally vary
=eraors fanccome claseces as.wéll s: across countries. Our

analysis elso does not t ze into mccount pe: onal allowances

apecifically alloved for old age marrisge etc.

‘Prom Table 1 (Columa 7), it would be noted that the
ratio (RA) of nq;unl exemption limit to per capita gross
domestic product (PCGD!) ia the country'n own currency
varies from as low as 0.1087 to as high il 5.0222 across the
26 countries covered here. Colombia-has the highest RA
which i followed. in the descending order by India .
Pakistan, Kenya, 8ri Lanka,.~bcn-nrk, Jamaica, Mexico and
Mqlnylia.‘ bn the other hnnd..udl " has the lowest RA vhich
is followed, 'in the ascending order, by Korea, W. Germany,
Auotﬁtn, Luxembourg, France and :taly. ’rh. ratio ie found
éo decline as PCGDP rises across the countries (Chart 1) as

“x1l as with rise 1u #CGiPAZ (Chart 2).

.1t  would also be noted from Table-l (Column 8) that
the ratio (RN) of notional exemption limit to per capita

gross domestic product varies from as low es 0.1729 to as

- U - W T S e B A G S e

2. PCEDPA 1s PCGDP. adjusted for’purchioing powver parity by
the Kravis index. ’

11



high as 20.1494 across tha countries. Malawi has tha
highast RN thch is followad, in the descending order, by
Kenya, Pakistan, Thail;nd;, Philippines, Colonbia and
Hnlayita. On the other hind, W. Germany has the lowest RN
which is followed, in the ascending order by Austria U.K.

Luxembourg, Ireland, France, and the Nc:herignd.. As in the
case of RA. tha ratio RN is also found to decline with
increases in PCGDP across the countries (Chart 3) as well as

with increases in PCGDPA (Chart 4).

Tha rankings of different countries in terma of RA
diffc: oubotnhtially from those in tctn;'of RN (Table 1,
columns 10 and 11). Colombila and India which are ranked
first and second in terms of KA are found to be ranked eixth
and ninth in terms of RN. 6n the other hand Malawi and
Philiﬁpgnol which are ranked eleventh and tvolvthyin terme
of RA are found to get respectively the first and fifth
rankings in terme of Similatly Kor¢ and USA'wﬁich are
found{to have the lowest exemption limit ratio RA are not
found to have the lowest retio RN-instead they are placed

among countries with middle tnnkingc.

The relationship between exemption limit ratios and per

capita incomes are analysed subsequently.

12



IVv. ZThe Methodology

The retio (R) of tha examption limit to par cepite
1n§ou¢:c|n be expreesad as ¢ fupcti@n of per capita 1lucoae
(PC1) aﬁd the ratio of personel income taxes (sand sociel
occdrtiy contributiono, uhorovﬁr appligqblg) to the totel

tex revenue (ITR), as:
(1) » -‘f(PcI.ITR)

The hi;har the PCI of s councry tha lower is likcly to
bo the cxclption limit ratio (l). Countries ralying more on
direct taxes and opoeiticclly' sore on porlonal'incolo taxes
l.y_llopt lovcr‘axclption lilitl to hav-,n-brdod bass of
;ndt&tduclo‘ taxes. So tgc high r the ITIR of § country it
may be oxpoe;od thet t' s lower ought to “e the cxopption

limit ratio (R).
For the purpose of studying the refatf..nship of R with

PCl and ITR, we heve chosen the following siternetive

fun;tionai forms of reletion (1):

13



(2) R = B1PCI +y; (1/PCI) + & 1TR
{ . ' : .

(3) LRe g, LECI +7v2 (1/PCI) + S2LITR

(4) LRe B3 LBCI + 3 (L/LPCI)+ 83LITR

thfoIR;lPCIanleTR denote the log values of B, PCI and ITR
uﬂp'ccéively. B1,82,83,Y1;Y2, Y8 end &, 82 and 83 ore the

perassters to be estimeted.

The éxpected values of 83,8283, = §1, 62 and %3 gre
negative. Y1, Y2 and v; can take an} velue. This is so
because a country with a higher PCI 1o-§x§¢ctcl to heve a
fbvcr R. stlilnrly 8 country that dcpondc"Q;lativcly .éta
. on individuals taxes ic.aloo expected to register & lover
R. rhc_lnv;rlo tara ‘i/rc:‘ or ‘1/LPCI; allows the relation
betveen R end PCI to vary cgodi the countries with tociﬁct
to tHeir ipvol of aconomic development judged in terme of

PCI.

In equation (2), for 8£0, ¥Y1<0 would mean thit'thc
dccginc.(rioc) in R f&lloviu;}a unit risé in PCI 1s higher
(lower) among the . Sountric. with highc; PCI, vhcr;u.
for 8,40, \f >0 would mean that the rete of decline in R
folloyin. a unit rise in PCI is lower emong the countries

'vith higher PCI, and Inaignificance of Yy would mean that R

14



falls by a const&ot,vqlup‘ 8, :fdlloying a unit rise in PCI
A positive {(negative) velue of .1 vonii mean that R rises
(falli) by a cossteat valus §; followin .g u&it tise 1in
t1e.3 Rqustinas (3) and (4) may bde 1nt¢rptnto& Iin a
similsgy manner. | | |

The. per cepita 1income (PCI) of dif!ornnt countries can
- be defified 1a at loact.tvo ways. Thn fttot eud thes obvious
onqhv¢pldihggtl teras of US dollars at tha official exchange
rete. ‘tiq loéoid 'qud be {a iotno Pf US dollars at tha
ot{;cﬁ#; exchange rats adjusted by tha KtaQic fndex for
-ﬁa:tty%!j puréhqcln. powar amoag dl!f.ropt countriao.‘ Tha
latter comcept of 'PCI ssams to be prafsrsble to tbs former
ihcdcﬁ several tessssrchere have questionad the Kravis
npi&onch {sees, for c:alfln Isenman (i980)} " We h.vo

-oi:iluod tha sstimstes of eqaetions (2) to (4) by using both

D S AP A e A AT e D, O OB A O

3. ito- equations (2), (3) end (4) ws have:

a_ eg, -~ = SR -4;r’ . (2°)
arcr P m’ and FIR .
an/a Y, ar/R
.Q'.-’- - - s e an asecow @ 3 -
rciiver %2 PCI * arte/Ime °? (37
B A 2 dr/R o
|y s 1 n o --- - omanwas - 6 -
arcxlrcx By ~irerz M T (47)
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the concwptc'ot PCI with a view to bringing'out'tho

implications of the sbove coumcepts.

An suggrated above, the exerption limit ratio (R), like
PCI, 1s, defined {n twe ways. The first s 1n terns of the
retio (RA) ot-lctuai‘yk.Iptidn'lilif to per capita incose.
The second {s 1n_t;rli.ot the ratio (au) of the notio?cl
c;.ﬁptioq l1imit (taken to be the ievci of income at which
fﬁi 25 b&t cent larglndi rate of tax becomes appiiéablc) ﬁo
per capits 1§conc. Estimetes of aquations (2) to (5) are

obtained Sy;oolng both the concepts of K, 1.e., RA and RN.

The choice between equation: (2) to (4) is dependent
cnncntinllf on ﬁhi ceqnolctiic fﬁt. . The one which givoo;thc
aia&litthafly ﬁdgtot fic 1s taﬁon,tc be the preferred
‘gnlgto‘ !pi our perposes. Different cquafionc may be found
;q,zivn better fifa with differ nt combination: of R and
tci, i.e., RA and PCGDP, RA and PCGDPA, RN -nd PCGDP, and Rﬁ

sed FCGLLL.

Jountzies with exclétion limits above > r below & norm
cuin_be idontified by comparing the estimeted values of R
obe.tﬁéd by using a }rotcttod estimated equation, with the

sctual values of R. Countries with‘thq actual aexemption

16



limit ratio greater (lower) than the estimated value can bde
ldontifiod as thoee with exemption limite thdt are higher
(lowor).than»thc nors. Lifferent countries can be ranked
;écordtn;-go an index of deviation of aciaai value of R from

its esatimated value, which can be defined es:

sctual R -~ estimated &

(s) B o n e o O 00 4B 0 T D W e W A R on A

sctual R

This index may rank différent countries in different ways
depending on the concept of PCI (PCGDP or PCGDPA) and that

of R (RA or RN) used in the dstimated squations.

A positive (negatlivs) valye of the index I for a
country would mean that the o:i-ptioh 1imit in that country
is greater ()pvnr) than the norm. Values of I of 0.50 an&
0.55 gakdcot thet the ectuel exemption limit is respectively
tﬁofo;d and fourfold a; that 6! the norm. 811;1ar1y,1v¢1?¢|
of I of <=0.30, -1.00 snd fz.od suggest that ﬁhe exemption
itni: is r-opocéivcly tvé-third. ‘half and ong-thirl of the

nora.

17



v, The Resulte

Each of the equatioas (2) to'(k) vare estimated by
ordinaryflcgot sgquares u;patatoty vith~§.eh of the four
combinations of R and PCI, i.e., (RA, PCGDP), (RA,PCGDPA),
(ll.‘!ccb!) and (RN, PCGDPA). 1In all these cases, equations
3) o;'(A) gave bdetter fits as éonparcd to equation (2),
cv‘luntcd in terms of the cxplanatéry bovor of the equations
(R2), eignificafice of the coefficients of the exogenous
variables nﬁd the steanderd error of the .otinotdi.
Parameter estimates of equations (3) and (4) .are given in
Tables 2 and 3. Parasetar estimetes of these iquationo with
dcp.nd.dt‘vnr;iblc as log RA are fcported in T;bl; 2 and
those with dependent variable as loj RN are reported in
Tadble 3. Eh.vciplahntor; povcr'of‘thc equations with
dcpon&ont variable log RN is substantially higher than those
vith dependent variable log lA‘.- This is in fact what one
would have expected. OQur analysis suggests that some of the
c0tntiioo rather than opting for n'higbc; exeaption limit
have settled forvntlo; exemption limit with very low
sarginal rates of tax ;t initial ‘levels of incomes. These
are Prance, W. Germany, Luxembourg and the Netherlands.
The variation caused by this factor in RA could not be

explained by the variables included in the functional

18



spacifications, whereas RN Is free from this variation and
is thereby oxpla;nndliittcr by. tha variables included 1n,thi

specifications

It would ba noted from Tables 2 and 3 that the
cootficicntp of tha logs of PCI and ITR ere cignif;caht'with
a114§h¢ four combinations of (R and PCI); except that: the
coefficiant of log ITR 1s not ‘significant with the
combinetion (RA, PCGDP). This .seems to ougioo; that per
c-pito ihccn. gnd tﬁe retio of piriéncl income tax to total
togco“oijnifieintly affect the sxemption limit ratio. The
Iaverse of the log of PCI is significant oanly with the
cosbination (RN, PCGDP) end ‘the iaverse 'of écx is
liﬁniticaﬁt only with the ,coibination " (RA, - PchPA;.
Daptudépg'on the explenetory power of thd'oquation.,.tha
.1|n1£1cangd of the coefficients ‘dnd the standard arror of
the estimates, the oqu;tion.chdt gives the bcttcr3f4t
differs with f@lpact to differsnt combinat'ons of (R and
pcz)l For the combination (RA, PCGDP), asquation & in ruﬁio
2 with the cxclu.;on of the inverss of PGI end log ITR
terms seems to give the bettar fit. With the cogbination
(RA, PCGDPA), equation & in Table 2, oith(tho fnclusion of
fnverae of PCI end log ITR terms seems to give the better

fit. With the combination (RN, PCGDP) equation 1 in . Table

19



3, vith the inclueion of tﬁc inveree of log PCI and 1og ITR
terns ssems to give tha hetter fit. Lastly with the
combimetion (RN, PCGDPA), ;qnattgn 6 in teble 3, with the
cxclpilol‘gt'til inveres of PCI bht inclueion of log ITR
oi¢§¢ §o'g1'¢j£h; betgcr fit. The expgctodlnignl of ths
#oogficjcngp_ét thcvqxplonqtoty.voricblc- ere obtoincd'in
thq,c cgueétohq.Arhclc bhtt;r fit.gqgat;on; with diftcrcnt
co.bindt§oﬁo'of (R end écx) ere chosen for setting cxcnéiton
liait rqt;d;hnr-p for different countrihl.. qunption liait
rctio_ﬁoruj:irc tng:'ivcn b; setimated velues of thc'ratgo
by using thlnt bntto: iit oquatiohc. Based on the actﬁol
cnd_cqttnn;a& valuss of the exemption limit retio.the index
$£ dciicuiogiog ;ha actual value of the exemption limit from
its c;cilctnd valua ‘I'.Ic'coiculgtqdlnifh respect to each
of the fonr,cplbinaﬁtono'of (R and PCI). The values of
index I with the combinatiome (RA and PCGDP) and (PC,PCGDPA)
ara jivi;;in~to$1a 4 end thoc..vith the coabinetione (RN and

PCGDP) and (RN, PCCDPA) mra reportad i+ teble 5.

.Thc values of index I, besed on the combination (RA,
PCGDPA) givan in tabla 4 (column 3), cuk;ect thet the ectuai
exenption limit ie greater than fourfold of the norm in

Colombis end Denmark, greeter them twice the norm in Indie

end Spain, gtoctgrlﬁhon ona and e helf times the nora in
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Kenys, Pakistan and Jamaica, sround tha norm imn Mexico,
Brasil, U.K., Irdlind. Sri Lenka, Nothcrl‘ndo, Malawi,
Halqylia. Lu#c-bourg.]Jlbaﬁ and Italy, laes thag.tvo-thitdl
of the norm in Girunny,-&ultria and g;s.a.. lass than half
thc;iorn in Thailand, ?hilippinno and zi-bia, and 1less than
oai-fttth of the aors s Kores. Inplicntio#o of tha values
cf‘thavildqx, based on tha combination (RA, PCGDP), i.e.,
with unadjusted PCGDP, '31v6n in tsbdle 4 (;otu-plz),
povoﬁcf,'vould have bean qlishtly different from ‘those
;tatodﬁ¢569a vith tha conbi;ntioi (RA, PCCDPA). The extent
of axcocaivg nxﬂlptibn limit would hava Sdin ovbr_o;tinatod
{a Pakistan, Mexico end S8ri Lanka and "h.ndor estimated 1in
lgujl'cpd Spain. The extent of short fall in the exemption
limit would have been under eetimeted in Thailand,
Philipp#noi'a?d iotod and ovnf estimated in Malawi, Italy,
U.S.A..-;nd z-bia. The policy applicetione of the. sbove
findings would saem to be thet the axamption limit ought to
be lowered in Colombia, Denamerk, 1ndis, 3altida. Kehya.

Pakistan sad Spain.

The values of Index I, bessd on the combdbination (RN,
PCGDPA), given in table 5 (colusn 3), suggest that the
notional exemption limit ie greeter than fourfold tha mnors

in Colombia, greeter than twica the nors in Malawi, Brazil
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and Japan, greater than one and a half tha nora in Thaiiand,
U.8A., Mexico, Konyﬂ. Danmark and Malaysia, around tha norm
in Xorea, Italy, Spnin, Philippines, Netherlands, Pakistan,
,!‘rauc-.lnd'nuxcaﬁeuri, lass than hnlfA tha nora in Ihdia,
Jn;aiccp‘;teland,.v.x., Austria and Sri Lanka, and lsss than
»pnc-thigi tha norm in Zambia and W. Germany. 'Béwever. tha
Iiplleutionl of tha values of tha index based on tha
éo-ignltion‘(nn, PCGDP), t.e., with unidjn-tcd PCGDP, given
in tabla S (colnan 2) would have been slightly different
fr§l ;hénc_zptggcd above ba-.d\on (RN, PCGDPA). The extent
of exceaaive cgq-ption limit would have been ov@r estimated
in Ihntlan& iid Dattimark, and under estimated in Coloihia,
Halayolni@nﬁ Korcn.. Purthar, this would have placed Jamaica
aiong th‘ coontriea with exemption limit cléuc to th; norm.
instead of among those with cxcnp:ioﬁ limit less than half
t@p aqtl.'-ln 1ip11cition.of the above findings is that the
lcvil'of fncome at which tha marginal rate of 25 per cent is
applicabdle ic high in Braszsil, Cc.ombia, Danmark, Japan,
Ktnya,'nalgycia, Halaw! Mexico and U.S. ., and low in
A;cftia, Germany, IQdia, Ireland, Jamaica, 8ri Lanka, U.K.,

dud‘ttlbtc.
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A comparison 9! column (3) im tabla 4 with that in
tabie S rovoall\iubotantiil vartation in ths comparativa
picture of different countries based on the ectual qnd
‘pogidltl'cxt-btion limit ratios. Countrigi oﬁFhAac quia,
Pakigtin. and Jamaica wvhich were found to have the exemption
lin;t lhbltagttally'hiQhot than thcinorl baicd'on the former
:ltio are found to have the exemption 11-;t nubntdntiali&
lov§§ than the norm based on the ;attqr ratio. On the other
hond;,couutrioi such as U.S.A. and Thailand which vere
found to have the exemption limit ouSatantiiily lover than
the 'nors based oa the former rstio sre found to have the
limit oubctgnti:liy higher thln.thc nqr-'baocd7ou,thc latter
ratio. This 1 attributabdle to the lov minimum .cg;lnil
rate ot‘taz';ld low oxonpfton 1imit in the latict cltcgofy
6£j‘countritl as co,parc& to the torlof category of
éountgiea. An implication of these fiad;a.o,io'thnt im £h¢
fprncr cnté:ory of countries s lowering of the actual
exemption linit should be accompaaied by a simultaneous
lovering of the iar‘inal tax rates at low levels of income,
and in the latter category, a raisiag _of the i:olption
1;-1£ ehould be accdq}anind by a simultaneous ruising of the
mnarginal ta:.ratol at lov leveie 0f iacome. For ox.npli,
the ixcnption lipit in Indie based on RA 1 greater than

tvice the norm but when judged in terns of RN it is less
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than half tha norm. This suggests that tha actual exemption
lillt.in India ihould bo‘rqduc.d to half the prclodt smount
and simultaseoualy, the marginal tax rates at low income
;lcgclo‘on‘ht to be loverc such that the sar {nal rate of 25
patAckit.bcco-cu ap}licaﬁlo at an income icvel above twice
.thc~cur¥§nt.nctucl.o:Clption 11-1:,' The exeamption limit in

U.8.A. based on RA is lcaa than half the o 'm and the one

based on RN {s greater than one and a half timea the norm.

Our analysis reveals that the exemption limit {n Spain
based on RA i gtoitor than twice the norm and the one based
ot RN tl'elénq to the n?rl. This suggests that the actual
i:clptlc;'llpit iﬁvlflln should pethaps be rgducpd to less
‘than one hnff.b; é.rvipg out a low rate bracket from the
current exemptios limit so that the marginal rate of 25 per
édnt;$6ntiauol to bdvippliclblc at an income level as per
‘thé ;ilcttni rate lchodqlc; | The exemption liait in Mexico
lnd‘iri;ii balcd.on PA 48 2round tuc narm'aﬁd the one based
oa ll,gi'lrouné‘twico ae nors. This 11 lies thaf the
ioédinal rate 6( 25:jot cent 1.-¢pp11¢ablq at a rclntivel}
htgﬁ}loiol 6! iacoma.  The rate structure in ihcoo two
countries iood to be ;djugtcd to raise the me.ginal rn;co at

low iccolc levels. The exemption limit in West Germany and

Austria, based on RA, is around threce-fourths of the nora
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sand {f based on RN is 1¢so'than half tha nora. This gives a
signal for raising ths axemptlon 1imit and loveriamg tha tex

ratas at 1ow ineoma levels in these two countriass.

VI. Tha Ezemption Limit im Indim

Tha axaaption 1imit in India currently stands at.lo.
18,000. In 1984-85 tha 1imit was Re. 15,000. With sach
passing ysar there is clamour in savaral quartars for
intreasing thn'qu-ptioﬁ 11-1:,'priﬁ¢1§ally on ths ground
that infletion cuts into tPn raal incomas bf housahold? and
business firms. The consequences of inflntion also
evantuslly showv up in uﬁvtrd vage revisions which leads to
vhdc‘ia known ss “bracket creep”, wheredby tnx'pnycro move
into higher t‘x»hrlckato even though their real incomas may
not have risen, or perhaps, even aight have fallon. This
vill perhaps have sonms conucqucncio for the notional
exemption limit exercise we heve cerried out cio;c. However,
our prosunptionb throughout hss been that 1n§1.tion would
push up by a constant fraction both the per capitas 1ncolqc
on th§ one hand and the ectual or notional exemption 1limit

on the other.
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Even so it might be useful to 1look at the exemption
limit and the consumer price index (CPI) 4in India for some

selected years from 1960-61.

| Pinancial Year | Exemption'Limit | Consumer Price Index|

| | | 1960=100 |
| i | |
| 1960-61 | .n;. 3,000 | 100 |
I 1974-73 i Re. 6,000 T 221 |
! 1975-76 I me. 8,000 I 270 !
! 1977-78 | n..'xo,aio I 21;' |
I 1980-81 | me. 12,000 | 330 |
i 1981-82 | Rs. 15,000 I 369 |
| 1986-87 | ms. 18,000 | 568 |
| | . |

It Qhould'be quite appirent that the exemption limit as
wvell as the conluﬁer pricevindex have more or leas moved up
in tandem. For some years, e.g., 1977-78 and 1981~82, the
exemption iimit eppears gb have been over corrected vis -a-
vis {nfletion, whereas for some other years, eg. 1986-87,

the exemption limit appears to nave been under corrected.
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The main burden of our nralyels ahuy§ cui;;ltifﬁiht
vith reference to an i 'ter country compar’soam Uf'p;t.élﬁlti
facomse the exemption 11-;: ie ‘among iho highest in the
verld; This conclulitbi’{i‘una!!ict.d by Lntl.ttdﬁ.
Rowvever, the cenclasloa Iay vo11 be affoctid by btibi
clgullicaut features of the tag system, each as tha ah.r.;c!
direct to indirect taxse, thes rﬁlianec on aon tax rivnanoc
aad public yorroviqg.ctc., and indeed it would also be
affoetod*by the struetural faatures of the ;GOOOI,..I a
wvhole. The latter would fnclude, among others, fectore such
es the level of development of the caunfry; the aharas of
c;ticuiﬁd;o, 1aduetry and the %criicog.ta the anstiesal

income®, the shara of the export ooe¥¢; o:é.

When the analysis ie carried out with respact to the
notional exsaption liaft 1t qnor.o; ghat Iﬁdin'q oxcﬁfﬁion
is, .after all, mot = on:hihc highaat 1§ .tho ibfid; :Tic
-tcrtlnglnarginal tax rats of 25 per cant appears toovqgiop.
Ih;rc is perhaps s very iood cass for éolporingAthc sergiaal
tex rate applicable on the first sladb. ‘Tuis could perhaps

- R O @ O A W P S G G R D AP A b

4. This factor 1s particularly crucial because countriee
such as Iadle do not 1levy personal 1income texes on
agricuiturasl imcomes. '
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be set st g:ound 15 par c¢csnt or so. Thare 1q howaver, no
cass yh‘tloovar.for increaving the exegption limit es euch
beyond thg presant levil of Rg. 18,000._ Our ‘nalyii-
luggcito that this levol iteelf is very high, and in iccgiux
with th(hintetnstionll coaparison that ws have worked out,
it should, if anything, be lowered. But wa as.so realise thet
contemplating any lowering of the exemption limit would
perhpas be politically inexpedient. Tﬁ. l1isit should
therefore be allowed to stey put, with inflationAhoing

gradually cilov.d to reduce tha reel velue of this sum.

This would also ba 1n keeping with the general thinking
samo00g tax thoorioio today, which saems to suggest .that the
bese ought to be wvidened to bring one cloicr~to the Qotion
of o conﬁruhonoivc facome tax end there ought to be a fcv
tax slebs with tha top rete not being too high. s.niﬁal
work in the area of optinli incoma tax by Mirrleas (1971),
Sheshinski {1977), Atkiusom (i977), Sadka .i976) and others
seems to suggest that the top marginal tix rates ought ﬁoc
to be in excess of 40 ﬁot cent 6r 80 for a wide veriety of

gpecifications of income profiles end individual utilities.
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Vii. Comclusions

irer capite income end the retio of .ncome tex to total
tax revenue seem to have a significant effect on the ratio

of exemption limit to the per capita fncome of n‘country.

The actual cxelption limit ia found to be high in
Colombia, Denamark, Indlia, Jniaica. Kenya, Pnkiotap and
Spain, ‘and lov in Austria, Germany, Kores, Philippines,

Thailand, U.S8.A. and Zaabia.

The notfonal axamption limit, defined in terms of the
level of facome at ihich th.fllti%nll rate of 25 per cent 1is
applicable, is found to be high in Brazil, Coloabia,
ﬁnnlnrk. Japan._lcnyn. Malaysfa, Malswi, uaiico and U.8.A.,
and low in Austria, Woot‘cir-nny.‘ludgt, Ircland.,Jnlaica:

Sri Lania, G.i..aud Zanbia.

Cur study suggaests that the. ac tual cxclptton l1i{mit and
tho marginal tax rates at low levels of income should bde
lowered in India, Pakistaa, Jamaica end Spuin and raised in
U.,8.A. and Thailand. Signals are also noted fo; raising the

exemption limit and lowering the tax rates et low income
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levels in Austria and Germany, and for raising the marginal

tax rates at low levels of income in Brasil and Mexico..
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fRBLE S

_Parameter Estimates OF Equation of
Rotidbnal Exemption Limit Ratio {RN)

R e e R - L I ST
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wE e mm e e v R B T T
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‘ (4.15)  (1.79) | (9.10)
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Table 4

Index of Deviation of Actual Exemption

Limit Ratio (RA) from the Norm

LT BT I S LU S

Country

60 MRS

Colombia
Denmark
India
Spain
Kenya

. Pakistan
Jamaica
Mexico
Brazil
Ue K
Ireland
sri Lanka
The Netherlands
Malaui
malaysia
LuxembouTg
Japan
Italy
France
W. Germany
Rustria
Us Se A
Thailand
Philippines
Zambia

So KOI‘ea

s ST s v vEwe areie W NS

P L)

and
PCGDP

O0s82
0.86
0.63
0.37
D. 27
0.59
0.42
0.41
0.14
0.14
0.15
0.35
0,06
~2.05
0. 30
-0, 19
~0,09
0. 48
-0.40
~0.71
-0, 60
-1 26
-0,82
=480
~34-39
~3.56°
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LU R

and
PEGDPA

0.86
0.81
0.61
0.54
0.44
0.43
0.39
0.26
0.18
.0.18
0.13
0.05
0.03
-0.09
-0.10

_0017
-0017
~0.26
-0, 35
-0.50
-0.52
-0, 69
-1034
_1052
-1.84
-4, 69



Table 5

Indéx of Deviation of Actual Exemption
Limit of Ratio (RN) from the Norm

-

With RN -

Country
and
PCGDP
Colombia 0,45
Malawi 0,56
Brazil .50
Japan 0.55
Thailand 0,70
U.S.A. 0.54
Mexico 0.36
-Kenya 0.47
Denmark 0.54
Malaysia 0.18
S, Korea 0.11.
Italy 0.16
Spain 0.05
Philippines 0,17
The Netherlands - 0.09
Pakistan ~-0.12
France ~0,23
Luxembourg -0,22
India -1.34
Jamaica 0.08
Ireland -1.24
U. K. c=1,16
Austria -1,27
Sri Lanka -2.09
Zambia -2.11
W, Germany -2.25

Liith RN
~and
PCGDPA

AP PR A TR S R

0.78
0.63
0,62
0.50
0.49
0.49
0.46
0,46
0.243
0.37
0.32
0,13
0.12
0,07
-0.02
-0,06
-0,39
0,44
~-1.07
-1.17
-1.26
-1.,29
-1,49
-1.85
~-2.,44
-2,.,69
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