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The personal income tax occupies an important
place in the Indian tax structure. It is intended
to impart elements of elasticity and progressivity
to the tax system and is rightly looked upon as an
instrument not only for regulating the flow of
purchasing power but also for reducing economic
inequalities. Only empirical studies can throw
light on the extent to which the actual operation
of the income tax has enabled the Government
to secure the desired objectives. The present
study seeks to examine the impact of the personal
income tax on the basis of the data published by
the Income Tax Department,

The study first examines critically the available
data on income tax assessments and the characteris-
tics of assessees in order to evaluate their reliability
and comparability over time. In the light of the
limitations of the data made available by the Income
Tax Department, recommendations for improve-
ment in the collection and presentation of income
tax data are put forward. Second, estimates of the
elasticity of the personal income tax with respect
to the tax base and income are computed and are
explained in terms of the progressivity of the tax
structure and the distribution of income. Third,
the impact of the personal income tax on the dis-
tribution of income among the taxpayers is
examined on the basis of the comparisons of
pre-tax and post-tax distributions.

Further, the redistributive impact of the tax is
explained in terms of the progressivity of the tax
structure and effective rates of tax. Finally, the
study estimates the impact of inflation on the pro-
gressivity of the tax structure and the distribution
of the real burden of tax.

The study is first of its kind in India in as
much as no attempt has so far been made to
empirically examine the manner in which the
personal income tax affects the distribution of
income and distributes the tax burden. It is likely
to be of interest not only to scholars but also to
policy makers and the general public.
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PREFACE

The National Institute of Public Finance and Policy is an
autonomous, non-profit organisation whose major functions
are to carry out research, do consultancy work and undertake
training in the area of public finance and policy.

In addition to the subjects on which the different sponsoring
governments or governmental agencies may request the Insti-
tute to undertake research on their behalf, the Institute itself
continuously carries out studies on subjects which are considered
to be important especially from the point of view of policy
formulation. 1t is a policy of the Institute to publish all its im-
portant reports and studies except those which are of a confi-
dential nature. The Governing Body of the Institute does not
take responsibility for any of the views expressed by the authors
in the research publications of the Institute. The responsibility
for the views expressed belongs to the Director and the staff of
the Institute and more particularly to the authors of the report.

The staff members who worked on the project are Anupam
Gupta (then Fellow in the Institute) and Pawan K. Aggarwal,
Economist. Anupam Gupta planned the study and carried out
the analysis contained in Chapter 1I (on data), Chapter III (on
elasticity), most of Chapter V (on inflation) and Chapter VI
(on conclusions). He also prepared the draft report which was
circulated for comments. The analysis contained in Chapter IV
(on distribution) was jointly carried out by Pawan K. Aggarwal
and Anupam Gupta. Pawan K. Aggarwal also contributed to
the analysis in Chapter V (on inflation). He is also the author
of Annexure 1.

Most of the statistical work for Chapters IV and V was also
done by Pawan K. Aggarwal, while most of the statistical worl‘(
for Chapters II and IIT was done by S. Gopalakrishnan.

The draft report was revised in the light of comments received
by Anupam Gupta. As he had left the Institute to rejoin his
University by the time the report was prepared for the press,
the task of editing, checking and revision fell on R.J. Chelliah
and Pawan K. Aggarwal. In addition to the work mentioned
above, Pawan K. Aggarwal has made a significant contribution
to the task of revision and preparation of the manuscript for
the press.

New Delhi RAJA J. CHELLIAH
February 4, 1982 Director
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INTRODUCTION

1. The Nature and Importance of Personal Income Tax in India

Personal income tax in India may be said to consist of taxes
on the non-agricultural incomes of three types of assessees :
individuals, Hindu undivided families and unregistered firms
and other associations of persons. Hindu undivided families are
a category of assessees peculiar to India; these are joint Hindu
families in which there are at least two coparceners, one not
lineally descended from the other, who have the right to claim
partition of the family property. An unregistered firm, be it a
partnership or single proprietorship, is treated as an individyal
and taxed on its total profits according to schedules applicable to
individuals. If a firm is recognised and approved as a registered
firm by the income tax authorities, its total profits are taxed
according to a special moderate rate schedule, and the residual
profits are allocated to the partners and taxed in their hands.
Thus, the tax on the registered firm, which was introduced in
1955-56 is analogous to the corporation tax, and is therefore
excluded from the definition of personal income tax. An ““asso-
ciation of persons” is treated as a single assessee, if the persons
concerned jointly pursue certain income earning activities and
jointly earn the income. If the persons constituting “an asso-
ciation of persons” earn income from individual activities they
are assessed as individuals.

The revenue from the personal income tax is not given
separately in the Budgets of the Government of India. The head
‘taxes on income other than corporation tax’ includes both
the personal income tax and the income tax on registered firms.
Of course, the income tax on registered firms constitutes only
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a small proportion of this totall. We may, therefore, use the
budget figures of ‘taxes on income other than corporation tax’
to stand for the personal income tax for some of the calculations.

The significance of the personal income tax in the national
economy can be studied in various ways. Empirically, one may
judge its importance in terms of the ratio of the personal income
tax revenue to total tax revenue or alternatively to national
income.

The role of taxes on incomes other than the incomes of
corporations is much less significant in India than in developed
countries such as the UK., U.S.A. and Japan. This is evident
from Table 1.1. In the U.K. and U.S.A. in recent times, the
income tax revenue is at least 10 per cent of net national product
and nearly one-third of the total tax-revenue comes from the
income tax, whereas in India it constitutes only 1-5 per cent of
net national product and about 15 per cent of total tax revenue.
Thus the personal income tax has a much wider base in the
developed countries than in India. The two main reasons for
the limited size of the tax base inIndia are the exclusion of agri-
cultural income from the income tax base and the high ratio of
exemption limit to the per capita income level. More than
forty per cent of the national income in India arises from agri-
culture and so leaving agricultural income out of the income
tax base means that nearly half of the national income is left
out. Even if agricultural income were to be subjected to the per-
sonal income tax, since most of the agricultural incomes are
small, with a relatively high exemption limit, a very large part
of those incomes would be outside the pale of income taxation.

In the United States, the ratio of exemption limit to per
capita income was 0-16 in 1970 and 0-14 in 1974, for a single
person and 0- 63 in 1970 and 0- 55 in 1974, for a family of married

1This is evident from the statistics in 4/l India Income Tax Statistics pub-
lished by the Directorate of Inspection (Research, Statistics and Publica-
tion), Income Tax Department. The title of this publication was changed
on various occasions. It was Income Tax Revenue Statistics upto 1961-62, All
India Income Tax Revenue Statistics in 1962-63 and All India Income Tax
Statistics since 1963-64. Hereinafter it is referred to as AIITS.
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couple and two children?, whereas in India the corresponding
ratio for single persons was 6-27 and 4-89 respectively in 1970-71
and 1974-75.

In India the relative importance of revenue collected from
income tax on incomes other than corporate incomes has declined
over time, as it is evident from Table A.13. Upto the financial
year 1958-59 the corporate income tax paid on the distributed
part of the profit of the companies used to be shown as personal
income tax paid by the shareholders. In 1959-60 this practice
was abolished. As a result of that there was a sharp fall in the
revenue from taxes on incomes other than corporate incomes.
But even after that year the downward trend of the share of the
revenue from this head continued. Income tax revenue consti-
tuted 29-3 per cent of total tax revenue and 25-9 per cent of
total revenue of the Centre in 1953-54. In 1960-61, the corres-
ponding percentages were 18-4 and 15-6, respectively. Since
then these percentages have almost monotonically decreased and
in 1975-76 income tax revenue was less than 16 per cent of
tax revenue and only 12-5 per cent of total revenue. Thus, its
share in total revenue has declined from nearly one-sixth to
one-eighth during the 15 years. Although the relative importance
of the personal income tax as a means for raising revenue dec-
reased over time, the size of income tax revenue, except for the
two years 1959-60 and 1961-62, increased over the years (Table
A.1). Between 1960-61 and 1975-76 there was more than seven
fold rise in income tax revenue. The annual compound rate of
increase in income tax revenue was 14-14 per cent during this
period as against 10-8 per cent in personal income at current
prices (Table I-2).

During the same period revenue from Union excise duties
increased at an annual (compound) rate of nearly 16-0 per cent
and the total revenue of the Central Government at more than
11 per cent. With growing industrialisation the coverage of the
excise duty can be extended more easily, whereas the coverage

2For the ratios in U.S.A. see (Goode 1976, p. 214). Goode has given
the ratios of personal exemption to per capita income. There is no distinc-
tion between exemption limit and personal exemption in the US.A.

3All tables numbered with the prefix ‘A’ are given in the Statistical
Appendix.
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TABLE I-2

Annual Compound Rate of Increase of Income Tax Revenue and Personal
Income from 1953-54 to 1975-76

v

Years Rate of increase of Rate of increase of
income tax revenue personal income
From To
1953-54 1958-59 6-93 4-35
1960-61 1975-76 14-14 10-8

of the income tax remains limited due to the low per capita
income of the country.

Thus it is seen that as a source of revenue the personal income
tax is not as significant as that in developed countries. Further-
more, in India its relative importance has declined over time:.

2. Objectives of the Study

The personal income tax like any other tax is a means of
raising revenue by the exchequer. But besides the objective of
raising revenue there are other objectives which can be achieved
by it. The progressivity in the personal income tax structure
tends to reduce the degree of inequality in the distribution of
income. Furthermore, the personal income tax could affect
the supply of labour, savings and investment in the economy.
Hence, it can be designed in a manner such that it produces
certain desiraple effects on the allocation of resources.

The main constituents of the personal income tax structure
are the exemptions, the schedule of the statutory rates of tax
and the deductions. These can be called the instruments of the
tax structure. The instruments can be designed in such manner
as to produce the desired effects in terms of yield, equity and
allocation of resources.

The amount of revenue that can be raised by the personal
income tax depends upon the overall average rate, or what is
called the effective rate of tax on total taxable income and the
size of the taxable income. The effective rate of tax depends upon
the effective progression in the rates of tax and the distribution
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of taxable income among the assessees. The effective progression
in the tax structure is determined by the schedule of the statutory
rates of tax and the distribution of exemptions and deductions
among the income brackets. Given the tax structure, as the
distribution of taxable income becomes more unequal over
the years the effective rate of tax will tend to rise, and vice versa.

With rising effective rate of tax over time, the elasticity of
the tax yield with respect to the tax base will be greater than
unity; and conversely, with falling effective rate of tax this elasti-
city will be less than unity. Given the rate structure, the effective
rate will remain constant (and the elasticity of tax to base will
be equal to unity) if the distribution* of income among the tax
brackets remains the same. But with a change in the distribution
of income over the years the elasticity will be greater or less
than unity. Further, for a given pattern of change in the distri-
bution of income, the impact on elasticity will be greater, the
more progressive the rate structure.

One of the objectives of this study is to estimate the elasticity
of the personal income tax yield in India with respect to the tax
base. The estimates obtained are explained in terms of the pro-
gressivity in the income tax structure and the pattern of changes
in the distribution of assessed income over time.

Even if the elasticity of the tax yield with respect to the tax
base is less than unity, i.e., if the effective rate of tax is falling
over time, total tax liability will rise with a substantial increase
in the size of the tax base. The elasticity of the tax base with res-
pect to personal income provides an idea about the changes in
the ratio of total taxable income to total personal income. If the
former constitutes an increasing proportion of the latter the
elasticity of the tax base with respect to personal income will be
greater than unity, and conversely. The relative size of the tax
base depends on the one hand upon the distribution of income
between the personal income tax assessees and the others,
and on the other hand upon the relative size of exemptions and

4Here the distribution of income is taken to mean the distribution of
income between the different marginal tax rate income brackets rather than
the distribution of income between the assessees.
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deductions in the incomes of the assessees. With a given distri-
bution of income among the assessees and non-assessees, as the
share of exemptions and deductions in the incomes of the asses-
sees increases, the ratio of taxable income to personal income
will decrease and the elasticity of the tax base with respect to
personal income will be less than unity. In this study, the elasti-
city of the tax base with respect to personal income is estimated
for the period 1954-55 to 1975-76.

The second objective of this analysis is to study the effect of
the personal income tax on the distribution of income. The total
income of an individual is comprised of incomes from different
sources. As such the degree of inequality in the distribution of
total income depends upon the degree of inequality in the distri-
butions of incomes from different sources. The relative shares of
the various sources of income in the total income of an assessee
are different in the different income brackets. The distribution of
income from each source is analysed in this study. Moreover,
the relative share of each source in the incomes of the assessees
in the different brackets are estimated. This information will be
useful to the policy maker to identify the beneficiaries of a parti-
cular allowance granted to certain types of income, e.g., divi-
dends or capital gains. Morever, information about the con-
centration of incomes from each source will help the policy
maker to locate the sources of greater inequality in the distri-
bution of assessed income.

There was a continuous increase in the price level over the
period of this study which is generally the years 1960-61 to 1975-76.
The “exemption limit” and the statutory rates of tax were revised
on different occasions during this period. The provisions re-
lating to exemptions in respect of items considered as forming
part of costs of earning and those relating to various deductions
were also revised on different occasions. To what extent these
revisions neutralised the effect of inflation is examined in this
study. Due to inflation, income earners, who were below the
exemption limit, cross this limit and their incomes are sub-
jected to income tax. The assessees who were already paying
the tax are pushed up to higher income brackets and are sub-
jected to higher rates of tax due to inflation. However, there is
a non-confiscatory upper limit to the marginal rate of tax and
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so in spite of the rise in income due to inflation the rates of tax
applicable to the assessees in the very high income brackets do
not increase considerably. All these factors together change
the effective progressivity in the tax structure. The effect of
inflation on the progressivity of the tax structure is studied for
a few selected years. This also reveals how the distribution of the
tax burden is affected by inflation.

The scope of the analysis in any empirical exercise is largely
restricted by the quality of the data available. The homogeneity
and comparability over time of the data are examined in detail.
To the extent possible, the factors responsible for the inadequacy
of the data are pointed out. On the basis of this examination,
recommendations about the possible ways of improving the
data are also put forward.

3. Plan of the Study

The present study is, primarily, empirical in nature. Avail-
able data on personal income taxation in India are analysed
keeping in view the objectives mentioned in the preceding sec-
tion. The period for which the data are analysed extends from
1953-54 to 1976-77. AIITS is the principal source of data on
income tax assessments in India. Besides this, some additional
information is available in Audit Report (Civil) Revenue Receipts
of the Central Government and in the Report of the Comptroller
and Auditor General of India (Civil) Revenue Receipts, Central
Government.

In Chapter II, the quality of the official data is examined.
This is done in order to assess their reliability and comparability
over time. In any inter-temporal study, it is essential to know
how far the data published under a particular category every
year represent information about a specific phenomenon. To
some extent the scope of a study is limited by the meaning or
definition of the phenomenon for which data are presented.
The meaning or definition of any relevant phenomenon in any
work on income taxation has to be derived from the Income
Tax Acts and the Finance Acts. To what extent the nature of the

_ definitions of relevant phenomena given in the Income Tax Act
are responsible for the limitations in the data are examined in
this chapter. Income tax statistics are used by economists to
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study such issues as the distribution of income, effective progres-
sion in the tax structure and changes in the composition of
income. As such, it is also necessary to examine how far the data
which are supposed to represent certain economic phenomena
described them properly.

The measurement of the elasticity of personal income tax
yield with respect to total personal income is the theme of Chapter
III. In order to explain the measures of elasticity estimated,
other relevant issues like progression in the effective rates of tax
and the distribution of assessed income among the assessees
are also brought into the discussion.

The subject matter of Chapter 1V is the distribution of income
among the assessees, both before and after tax. This study of
distribution will provide some idea about effective progression
as well. The incidence of the personal income tax is analysed in
this chapter. Variations in the composition of income accord-
ing to sources and income classes are also analysed for a few
selected years.

The effect of inflation on the distribution of tax burden and
on the progressivity of the tax structure are examined in Chapter
V. In order to study how far the effects of inflation were neutralised
by the statutory changes in the tax structure, the effects of the
statutory tax structures of a few selected years are compared.

In the last chapter, a summary of the findings and the policy

‘implications emerging from the analysis in the chapters on

distribution, elasticity and inflation are brought together. Besides
this, recommendations for improvement in the collection and
presentation of these statistics are put forward in the light of
the limitations of the available data pointed out in Chapter IL.



I

A REVIEW OF THE DATA

1. Sources of Data

The scope of analysis in any empirical work is restricted by
the nature and reliability of the available data. The sources of
data on personal income taxation are the Budgets of the Union
government and the AZITS published by the Income tax autho-
rities in IndiaS. The data in A/ITS are supposed to provide quanti-
tative information regarding assessed income, total income of
assessees, etc., according to certain well-defined concepts. Unless
these concepts are clearly and precisely defined, it is not possible
to evaluate the usefulness or limitations of the data.

In the Budgets of the Union Government, the revenue
collected from taxes on income other than the corporation tax
are published with a two-year lag. As stated earlier, taxes on
income other than corporation tax include the personal income
tax on registered firms. From the Budget it is not possible to esti-
mate the amount of revenue collected from the personal income
tax alone. Moreover, in the Budget one does not get any inform-
ation about the size of income from which this revenue is col-
lected. One could, however, attempt to use the relevant part of
total personal income as a proxy for the true income tax base.
Data on total personal income for the nation are available in
the publications of the Central Statistical Organisation (CSO
1976 and 1978). Total personal income in the non-agricultural
sector can be derived by subtracting from total personal income

5This publication was brought out by Central Board of Revenue,
Government of India upto 1961-62 and since 1962-63 it is being brought out
by the Directorate of Inspection (Research, Statistics and Publication), Income
Tax Department, Government of India.

10
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(a) agricultural income, (b) government transfers to the agri-
cultural sector and (c) interest on public debt going to the agri-
cultural sector and then adding (@) the undistributed profits of
corporations out of income arising in agriculture and () the cor-
porate income tax paid by corporations on income from agri-
culture. Undistributed profits of corporations out of income
arising in the agricultural sector and the corporate income tax
paid on income from agriculture are to be added because they
have already been subtracted once in the calculation of personal
income for the whole nation. Income arising in the agricultural
sector is of course available in the National Accounts Statistics
but information on the other categories mentioned above are
not available. So on the basis of published data it is not possible
to make an estimate of personal income in the taxable sector.

In the AIITS, data on income assessed to tax, the number
of assessees and tax demand are given according to ranges of
assessed income. In India income earned in a particular year
becomes assessable to income tax in the following year. How-
ever, the bulk of the tax on income earned during a financial
year is collected during the same financial year, through advance
payment of tax and deduction of tax at source. So a considerable
part of the tax collected and shown in the budget for a financial
year is demanded on assessment for the following year. Hence
the assessment figures published in 4/ITS for an assessment year
should be compared with the collection figures of the previous
year in the Budgets and, for the same reason, related to incomes
earned in the previous year.

AIITS, an annual publication, is available for all the years
covered by the study, except for 1970-71 and 1973-74. It gives
fairly comprehensive data relating to income tax assessment,
including in particular (@) source-wise breakdown of total in-
come or total gross income for all categories of assessees (State-
ment 3A); (b) source-wise breakdown of gross income arranged
according to assessed income ranges, since 1959-60 (Statement
5A); (c¢) assessed income for every category of assessees
according to ranges of assessed income (Statement 5) and
corresponding data in relation to net income (Statement 6);
and (d) gross income and amounts of various deductions
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arranged according to assessed income ranges since 1963-64
(Statement SE).

2. Deficiencies of Indian Income Tax Revenue Statistics

(a) Arrears

The data on assessments published in AIITS annually are
not homogeneous. For any given year, they consist of current
assessments and arrear assessments. As such the distribution
of assessed income, tax demand, net income, etc., given accord-
ing to the ranges of assessed income for any particular assess-
ment year do not relate to that particular year only. They are
just mixtures of distributions of incomes related to different
years and on the basis of these data it is notpossible to draw
accurate conclusions about the distributions of income or assess-
ments in that particular year. So one should be cautious in one’s
attempt to make estimates of distribution of income and tax
among the assessees in a particular year on the basis of AJITS
data.

A break-up of assessments completed within a year in terms
of current assessments and arrear assessments and also the
total number of assessments pending at the end of a year are
given in another publication of the Central GovernmentS. The
total number of assessments completed in a year as shown in
this publication are much higher than the total number of assess-
ments given in AIITS. The reason for the difference seems to be
that a large number of assessments in any year do not result
in either demand or refund. The assessments not resulting in
tax demand or refund are not reported in AZITS. Besides, until
1973, in the Report of the Comptroller and Auditor General, the
year-wise data of arrears were not shown according to the cate-
gory of assessees; only the total number of arrears relating to
an assessment year pending at the end of the next assessment
year was shown. The arrears related to different categories of
assessees such as corporations and registered firms besides

8 Audit Report (Civil}—Revenue Receipts (upto 1968-69); Report of the
Comptroller and Auditor General of India, Central Government (Civil), Revenue
Receipts (since 1969-70). The latter is referred to as the Report of the Com-
prroller and Auditor General.
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assessees under the personal income tax. Arrears pending
at the end of the year classified according to categories of assessees
are being published only since 1973. Even then, only the break-
up of the total number of assessments completed in a year into
current and arrears is shown, but the corresponding figures of
assessed income and tax demand are not given. Thus the figures
available in the Report of the Comptroller and Auditor General
cannot themselves be used for analysis.

The total number of assessments completed in particular
years and the number of assessments pending at the end of those
years are reproduced in Table A.3. The year-wise break-up of
arrear assessments pending at the end of different assessment
years are reproduced in Table A.4. From the data in Table A.4,
we have worked out the year-wise composition of arrear assess-
ments completed in a year, and these are given in Table A.5.
It would be expected that these estimates of arrear assessments
completed in the course of a year should be equal to the figures
of arrear assessments given in Table A.3. But excepting for 1967-
68, our estimates of arrear assessments made on the basis of
data in Table A.4 do not tally with the figures in Table A.3.
The figures of Table A.3 and Table A.4 are taken from the same
publication. This raises doubts about the reliability of these
data.

As the data on arrear assessments completed do not tally
with the estimates from year-wise break-up of arrears, the data
on current assessments completed are also to be adjusted accord-
ingly. The difference between the total number of assessments
completed in a year as shown in Table A.3 and the estimate of
total number of assessments completed out of arrears shown in
Table A.5 is taken to be equal to the estimate of the total
number of current assessments completed in a year.

The year-wise break-down of arrear and current assessments
completed in a particular year as estimated by us are expressed
as percentages of total assessments completed. This has been
done for every year for which data are available, i.e., from 1964-65.
These percentages are presented in Table A.6. It appears from
this table that current assessments as percentage of total assess-
ments completed ranges from 52 per cent to 80 per cent. It
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is less than 70 per cent for six out of the eleven years for which
the data are examined. Also, this percentage has not improved
over time. In 1972-73 it was above 80 per cent and in 1974-75
it is found to be less than 67 per cent. Because of such variations
we cannot use the data on the break up of assessments for deriv-
ing estimates of current assessments from the A/ITS data.

(b) Computation of assessed income

Upto 1956-57, total “Assessed Income” for all categories
taken together as presented in Statement 5 are found to be equal
to total “Income” or total ““Gross Income” in Statements 3A
minus the amount of ““loss set off” according to sections 24 (1)
and 24 (2) of the Income Tax Act of 1922 (given in Statements
3B). The capital gains tax was reintroduced by the Finance Act
of 1956. (It had existed earlier from 1947 to 1948). The AIITS
presents data on capital gains assessed to tax and tax demand
on capital gains from the assessment year 1957-58. From 1957-58
to 1964-65 total “Assessed Income” as presented in State-
ment 5 is equal to total “Income” or total “Gross Income”
as presented in Statement 3A minus “loss set off’, minus the
amount of capital gains (the last as presented in Statement
3A). Again from 1965-66 onwards, total “Assessed Income”
as presented in Statement 5 is found to be equal to total “Gross
Income” in Statements 3A less the total amount of “Deductions”
including ‘““loss set-off’ as shown in Statement 3B. Upto 1966-67
most of the concessions used to be given as tax rebates. This did
not affect the amount of assessed income recorded. Since 1967-68
as more and more concessions were being granted as deductions,
the difference between assessed income and gross income
increased.

Upto the assessment year 1962-63, rebate was granted to
all types of capital gains; as such, irrespective of the period of
holding, these were taxed at a concessional rate. The Finance
Act of 1962 introduced a distinction between short term and
long term capital gains, according to the length of time for which
a capital asset was held by an assessee. Short-term capital gains
were treated as income and subjected to personal income taxation
in the same way as income from other sources. Long term
capital gains continued to obtain rebates. The Finance Act of

-
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1967, however, replaced the income tax rebate on long-term
capital gains by a percentage deduction of long-term capital
gains before inclusion in taxable income and therefore, since the
assessment year 1968-69, a part of the long-term capital gains
was excluded from taxable income.

It may be pointed out that the entire amount of capital
gains was excluded from “Assessed Income” upto 1964-65, even
though from the assessment year 1963-64 short-term capital
gains were being taxed in the same manner as income from other
sources. Again, as assessed income was estimated as gross
income minus deductions since 1965-66, the entire capital gains
were included in the assessed income in AIITS of the years
1965-66 to 1967-68. Since 1968-69, long term capital gains
are being excluded from assessed income. Thus the assessed
income figures of different years given in AIITS are not strictly
comparable.

As pointed out already, the implicit definition of assessed
income was affected by changes in the method of granting con-
cessional treatment to savings and investment in specific financial
assets, such as Provident Fund and Life Insurance since 1967-68.
Moreover, in course of time a number of additional provisions
for deductions were introduced. This has further affected the
comparability of assessed income over time. From Table A.2
it is evident that upto 1965-66 assessed income formed 99 per
cent of gross income. But in 1966-67 the ratio of assessed income
to gross income came down to around 96 per cent. In 1976-77
assessed income was less than 91 per cent of gross income.

The AIITS presents data on ‘“‘gross” income, ‘‘assessed”
income, number of assessees and tax demand according to the
ranges of assessed income. The data on gross income from
all sources are published since 1962-63 in Statement S5E; however,
the gross income figures are presented according to assessed
income ranges. On the basis of these statistics progression in
the effective rate of tax can only be measured with respect to
assessed income. A proper study of the impact of progression
on the distribution of income can be done only with reference to
gross income assuming gross income is defined adequately for
economic analysis. A study of distribution and progression in
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terms of assessed income will be far from satisfactory because it
is given net of a number of deductions. However, assessed
income, gross income and tax data according to the assessed
income classes are the only available statistics. If assessed in-
come and gross income were close to each other or, alternatively,
if assessed income constituted a fixed proportion of gross
income, then the results of the study of distribution and pro-
gression in terms of assessed income can be interpreted meaning-
fully.

3. Definition of Income

The definition of assessed income has changed over the
years and as such the data on assessed income are not comparable
over time. The estimates of the effective rates of tax for the
different brackets are therefore also not comparable over time.
An identical amount of tax relief can be granted in respect of a
particular item, either through tax rebates or through deductions.
If it is granted through tax rebates the effective rates calculated
from assessed income will appear to be lower than what they
would be if tax relief had been given through deductions.

The problem regarding comparability over time would
still remain if the data on the number of assessees, gross income
and tax demand had been presented against gross income ranges.
This is because gross income is derived from total income by
excluding the types of income listed mainly under Section 10
in the Income-tax Act, 1961, and these have been changed from
time to time. In this list, are given incomes arising from specified
sectors (e.g., agriculture), specified sources (e.g., interest income
from 15—year Annunity Certificates, National Defence Gold
Bonds, National Savings Certificates), incomes received to meet
specified expenditures (e.g., house rent allowance, leave travel
concessions), income earned as compensation (e.g., compen-
sation received by a worker on retrenchment), etc’. An assessee
does not have to include most of these types of incomes in his
return. Since ‘‘gross” income as presented in AIITS is mainly
total income net of the exemptions listed under Section 10, loss

’In the Income-tax Act, 1922 most of these items were treated under
Section 4, sub-Section 3.
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set-off and other exemptions, comparability of gross income
over time is affected because of statutory changes in the pro-
visions under the Sections in the first six Chapers of the Income
Tax Act. For example, the clause granting exemption of house
rent allowance upto a certain specified limit was introduced in -
1964; and the scope of the clause granting exemption of leave
travel facilities was broadened in 1970. Besides, these exemptions
also affect the comparability of tax demand of two assessees
with the same total income in an assessment year but having
differences with respect to items of receipts for which exemp-
tions can be claimed under Section 10. So even if the data on
the total number  of assessees, gross income and the total tax
demand are presented against gross income ranges, estimates
of effective rates of tax and of the distribution of income before
tax will suffer from lack of comparability over time and bet-
ween assessees in the same period of time.

Ideally, for the purpose of economic analysis, the definition
of income should be comprehensive. That is, it should be
based on the total accretion or spending power of an assessee
during a year; only then would it reflect relative economic posi-
tions, apart from wealth. However, there is controversy as to
what items should be considered as accretion in an economic
definition of income. Moreover, in practice it is not possible to
measure the income of an individual defined in the comprehen-
sive manner. However, a workable approximation to the econo-
mic definition of income should be taken as the basis for studying
interpersonal distribution of income and the impact of the
income tax on income distribution. Unfortunately, gross income
as given in AIITS is by no means a close approximation to an
economic definition of income; assessed income, by whose ranges
data on tax demand are presented, is even less satisfactory for
the purpose of analysis. ,

The income-tax statistics are to be used among other things
for studymg such phenomena as the dlstrlbutlon of income, the
impact of the tax on inequalities, progression in the effective
rates of taxation and the source-wise comp031t10n of total in-
come. The economic analyst is also interested in studymg the
causes of slow or fast growth of i mcome tax revenue as well as
the relatlonshlp between growth of revenue and growth of income
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and other more closely related components of national income
such as personal income. For carrying out these studies and
analyses, one needs income tax data which can be meaningfully
and readily related to economic data. Our analysis of AJ/ITS
data would show that they fall far short of the required standard.
Their major limitations may be summarised as follows :

First, among the categories used in AZITS, “gross income”
seems to come closest to the concept of income normally used
in economic discussions. However, since gross income as given
in AIITS is derived after the deduction of a number of allowances
such as standard deductions and house rent allowance, and since

_the rules relating to these allowances have changed over time,

we do not get comparable series of gross income. Besides, gross
income does not include certain items of receipt such as income
from Post Office savings deposits and National Savings Certi-
ficates.

Secondly, although data on gross income are available since
1959-60, most of the information on distributions given only
according to assessed income by itself is not of interest either to
the economists or to the policy makers. A far more realistic.
picture could have been obtained if data on the number of
assessees, taxable income and tax payable etc., had been pre-
sented by ranges of gross income.

Thirdly, even the data presented according to ranges of
assessed income lack homogeneity because the figures given for
any one year contain a mixture of current assessments and
arrear assessments. The composition of this mixture could
have been changing from time to time. Detailed information
on this aspect is not available. The net result is that assessed
income or gross income or taxable income or tax payable for
any given year as presented in AIITS cannot be related to eco-
nomic data for any particular year. Given these limitations, it
is clear that the data presented in AIITS cannot be properly
used for any time series analysis. Since the data lack homogeneity,
strictly speaking, they cannot be used even for purposes of
cross section analysis to derive an accurate picture of distri-
bution or composition of income, nor could they be used for
comparing two cross-sections. A really satisfactory analysis of



A REVIEW OF THE DATA : 19

the impact of income tax and of the underlying income distri-
bution itself will be possible only if the entire system of present-
ation of income tax data is changed.

Since the above was written, a significant improvement in
the presentation of assessment data in the AJITS has been
effected. In this publication for the years 1974-75 and 1975-76
an attempt has been made to pull together all assessments belong-
ing to one previous year, i.e., the year of earning income. Com-
plete year-wise assessment data are presented for 3 years namely
1974-75, 1975-76 and 1976-77. In view of this, for these years
as well as for future years, it would become possible to relate
figures of assessed income, tax paid, etc., to the relevant econo-
mic data for given years. The discussion earlier in this chapter
had shown that this was one of the important improvements to
be brought about in the presentation of A/ITS data. Other
desirable improvements would be indicated in the concluding
chapter.

Since the present study covers the period going backwards
to 1960-61, the limitations of the AIITS data discussed above
affect our analysis and the conclusions of the study are subject
to a margin of error as a result of these limitations. This must
be kept in mind while evaluating the former. It is sometimes
argued that the income tax data cannot reveal the true state of
distribution of income or changes in it because of large scale
evasion of the income tax. Evasion could of course affect the
base of the tax and would show the effective rate of tax to be
higher than what it really is in terms of “true” income. Also if
the degree of evasion practised by different income classes
differs significantly, then the picture of distribution of income
for any given year yielded by the income tax data would not
truely reflect the actual state of distribution. Thus, it is not just
the fact of evasion, but the possibility that the degree of evasion
is not uniform among the different classes that should lead us
to suspect the reliability of the income tax data for drawing
conclusions regarding the distribution of income in a given year.
If, as is widely believed, the degree of evasion is larger among
those with higher incomes, who draw them mainly from business
and professions, than among the lower income groups, the
major part of whose income consists of salaries, it would follow
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that the actual distribution of income could be more unequal
than what is revealed by the income tax data.

For considering changes in the distribution of income, how-
ever, the income tax data are more reliable and useful. This is
because so long as the degree of evasion practised by the different
income groups remains more or less constant, then any changes
in the distribution of income indicated by the income tax data
for several years could be taken to be reflective of the actual
trend. We could conclude, therefore, that the comparisons of
the distribution of income as between different years that we
make in this study have more empirical validity.
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ELASTICITY OF PERSONAL INCOME TAX
1. Elasticity and Distribution

An analysis of the sensitivity of income tax yield with respect
to changes in income will provide an estimate of the automatic
response of tax revenue to increases in national income. The
personal income tax as the name suggests is to be related to the
total personal income in the economy. For this reason the sensiti-
vity of income tax revenue is estimated both with respect to
national income as well as personal income. The concept of
elasticity, which is the ratio of the relative change in tax yield
to the relative change in income, is used for this purpose. The
value of elasticity depends upon the tax structure; and so for
different tax structures the estimates of ¢lasticity will be different.
The tax structure is determined by the exemptions, the statutory
rates of tax and the distribution of deductions and rebates among
the assessees in different income ranges. For estimating the elasti-
city of a given structure, the yield of that structure in different
years must be obtained by applying the same tax structure to
the incomes of different years. In reality, discretionary changes
of various degrees of importance are introduced into the tax
structure in almost every year. The choice and application of the
method for removing the effects of discretionary changes from
the tax yield and the tax base in order to derive the yield of an
unchanged tax structure forms a significant part of the exercise
of elasticity estimation.

The elasticity of the personal income tax may be decomposed
into two constituent parts : one is the elasticity of the tax yield
with respect to the tax base, and the other is the elasticity of the
tax base with respect to national income or alternatively to

21
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personal income. The elasticity of the tax yield with respect to
national income (personal income) is the product of the two
components.

The elasticity of the tax base with respect to national income
(personal income) depends upon changes in the distribution of
income between the taxpayers and the non-taxpayers. If the
share of the taxpayers in national income (personal income)
rises over time, the clasticity of the tax base with respect to
national income (personal income) will be greater than unity,
and the opposite will happen in the case of a fall in the share of
the taxpayers in national income (personal income). The elasti-
city of the tax base with respect to national income (personal
income) will be exactly unity if the share of the taxpayers in
national income (personal income) remains constant over time.

The *‘exemption limit” acts as a dividing line between the
income levels of the taxpayers and the income levels of the non-
taxpayers. Individuals or institutions with income above the
“exemption limit” pay personal income tax and those below
the “‘exemption limit” are statutorily exempted from it. The
nominal level of the “exemption limit” is an aspect of the tax
structure, and as such in an exercise of elasticity estimation this
has to be kept unchanged over time. With rising national income
(personal income), if the distribution of income in the country
remains unchanged, the ratio of total taxable income to national
income (personal income) will remain unchanged only if the
exemption limit is raised by the same rate at which the national
income (personal income) rises. But if the tax structure remains
unchanged the nominal level of the “exemption limit” will also
remain constant. In this situation, due to a general increase in
national income (personal income), new assessees will enter
the group of taxpayers. The incomes of these new entrants into
the group of taxpayers cross the “‘exemption limit”. The incomes
of these new assessees will raise the share of the taxpayers in
national income (personal income). Thus, the ‘“exemption
limit” remaining unchanged, if the distribution of income over
the entire income range remains unchanged with rising national
income (personal income) the share of the taxpayers in national
income (personal income) will rise. That is, with the distri-
bution of income remaining unchanged the elasticity of the tax
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base with respect to national income (personal income) will be
greater than unity.

An estimate of the elasticity of the tax base with respect to
national income (personal income) less than unity will indicate
that the share of the taxpayers in national income (personal
income) decreased over time.

The elasticity of the tax yield with respect to the tax base
depends upon the nature of the tax structure on the one hand and
the changes in the distribution of income among the assessees
over the years on the other. The tax structure remaining un-
changed, if the effective rate of tax on the total tax base rises
over time the elasticity of the tax yield with respect to the tax
base will be greater than unity. The elasticity will be equal to
unity if the effective rate of tax remains constant over time and
will be less than unity if the effective rate of tax decreases over
time. The effective rate of tax on the total tax base is the weighted
average of the effective rates of tax applicable to the different
levels (amounts) of income, the shares of taxable income of
those levels or sizes being the weights.

Under a progressive personal income tax structure, if the
shares of the assessees in the upper income levels rise, or if the
shares of different sizes of income remain constant in the course
of a given period, the effective rate of tax on total taxable income
will rise. That is, if the inequality in the distribution of income
among the assessees increases or remains constant the effective
rate of tax on the total taxable income will be rising over the
years and the elasticity of the tax with respect to base will be
greater than unity. But the elasticity may be less than unity in
the case of decreasing inequality in the distribution of taxable
income among the assessees. (Gupta 1975, Ch. VII, sec. 2).

2. FElasticity and Progressivity

The elasticity of the tax yield with respect to the tax base
equals unity under proportional taxation. Under progressive
taxation the higher the progressivity the more will the elasticity
deviate from unity. The elasticity will be greater than unity,
if the inequality in the distribution of taxable income increases
over time and will be higher for more progressivity in the rates
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of tax. If the inequality in the distribution of taxable income
decreases over time, the elasticity would tend to be less than
unity and it would tend to be greater than unity if taxable
income per assessee increases. The elasticity will, if less than unity,
be smaller for a more progressive tax structure The relationship
between elasticity and progressivity in the tax structure is ex-
plained below with the help of simple illustrations8.

There are different definitions and approaches to the measure-
ment of progression of the tax structure. Among the different
types of progression the liability progression is more directly
related to the estimate of elasticity. The liability progression
will remain unchanged if the tax liability at every level of income
is increased by a constant proportion. The liability progression
will rise if as the income rises the tax liabilities are increased by
successively larger proportions. So long as the liability progression
remains unchanged the distribution of tax liability among the
income brackets, for a given distribution of income, will remain
unchanged. With rising liability progression, the share of the
assessees in the upper income levels in the total tax liability will
rise and that of the assessees in the lower income levels will fall.
This means that the difference between the Lorenz ratios of the
tax liability (C) and the distribution of the assessed income (L)
is directly related to the degree of liability progression.

In the illustration in Table III.1, the rate of tax at every
income level in case II is 20 per cent higher than the correspond-
ing rate of tax in case I. That is, the liability progressions of
these two tax structures are equal. With respect to any given
distribution of income before tax, the distribution of total tax
liability among the assessees is the same for tax structures I
and II.

The ratios between the successive rates of tax of structure
III are greater than the corresponding ratios for I and II. This
indicates that the liability progression of tax structure IIT is

8The generalised propositions and the sketches of proof are given in
Annexure 2.

9Liability progression is the schedule of the ratios of the marginal rate of
tax to the average rate of tax at every level of taxable income (Musgrave
and Tun Thin, 1948).
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TABLE [l.1

Effect of Changes in Distribution and Progressivity on the Elasticity of the Tax
Yield with Respect to the Tax Base—An Illustration

Effective rates of tax Share of income before tax
Case 1 Case II Case III Distribution Distribution
A B
0-10 0-12 0-10 0-20 0-25
0-30 0-36 0-35 0-30 0-35
0-50 0-60 0-70 0-50 0-40

Share of total tax liability

IA and IA  IB and IIB IIIA IIIB
0-0555 0-0756 0-0421 0-0585
0-2500 0-3182 0-2210 0-2865

0- 6945 0- 6062 0-7369 0: 6550
The effective rate of tax on total assessed income
1A IB IA 1B 11 B I B

0- 3600 0-3300 0-4320 0- 3960 0-4750 0-4275

greater than the liability progressions of either Ior II. The distri-
bution of the tax liability among the assessees under tax structure
III is more unequal than that of tax structure I or 1I for either
pattern of distribution of assessed income before tax, A or B.
Here the pattern of distribution A is more unequal than the
pattern of distribution B.

In this study, the difference between the Lorenz ratios of the
distribution of the tax liability (C) and of the income distri-
bution before tax (L) is taken as an estimate of the liability

~ progression.

If the distribution of income before tax is assumed to change
from pattern A to pattern B in the course of a year, the effective
rate of tax on total taxable income will fall by 8-33 per cent
under tax structure I and II. But for a similar change in the distri-
bution, the effective rate of tax on total taxable income will fall
by 10 per cent under tax structure II. The elasticity of the tax
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yield with respect to the tax base will be the same for tax structure
I and II but lower with tax structure IIl1. If the distribution of
income before tax changes from B to A, thatis, it tends towards
greater inequality, the elasticity of the tax yield with respect to
the tax base will be higher for tax structure III than for tax
structures I and II'%. The relationships derived in the above
discussion are briefly listed below :

() Under progressive taxation the elasticity of the tax
vield with respect to taxable income will be greater than
unity if the inequality in the distribution!! of income
increases or remains constant. The elasticity may be
less than unity if the inequality decreases over time.

(ii) The difference between the Lorenz ratios of tax liabilities
and taxable income is directly related to the degree of
liability progression in the tax structure; this difference
can therefore be used as a summary estimate of liability
progression.

(iif) The absolute difference between the elasticity of the tax
yield with respect to taxable income and 1, increases
with increasing liability progression. The more pro-
gressive the tax structure the higher will be the elasticity,
if it is greater than 1; and the lower will be the elasticity,
if it is less than 1.

3. The Data

The income-elasticity of the personal income tax in India
can be computed either on the basis of budgetary figures of tax
collections or on the basis of AIITS data. Both sets of data have

19(q) If the initial income is Rs. 1000 and the income in the next year is
Rs. 1200, the elasticity is 0-5 for a change in the distribution of income from
A to B in case of tax structures I and II. Under similar circumstances, the
elasticity is 0- 4 with tax structure III.

() If the pattern of distribution changes from B to A, other things re-
maining the same as in (@) the elasticity is 1:55 for tax structures I and II
and it is 1-66 in the case of tax structure III.

11Here the distribution of income is assumed to be continuous i.e., atevery
evel of income there are a certain number of income earners.
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their own limitations. The revenue figures given in the budgets
under the head “taxes on income other than Corporation tax”
include, as already indicated, revenue from the tax on registered
firms also; so they cannot, strictly speaking, be taken as represent-
ing figures of personal income tax.yield. Besides this, for com-
puting the built-in-elasticity of the tax, revenue series net of the
effects of discretionary changes would have to be generated. But
the ex-post estimates of the effects of such changes are not avail-
able. However, data on the distribution of assessed income and
of the tax liability in different income ranges are available in
AIITS. The effective rates of tax in different income ranges can
be derived from these data. Assuming that the discretionary
changes in the taxable base were not significant, the effective
tax rates of the base year may be applied to the distribution of
the assessed income in different years to compute revenue series
at constant tax rates, which in turn can be used to compute
elasticity. But AJITS data relate to assessments in given years
which bear no close relation to revenue collections in the corres-
ponding years so the tax demand given in AIITS will not give a
true idea of the actual income tax revenue in a particular year.
Hence it becomes difficult to establish a relationship between tax
revenue and income figures. Considering that there are limita-
tions in both sets of data (from the budgets and the AIITS), we
have made two alternative estimates of elasticity using the two
sets. The limitations of the data must be borne in mind while
interpreting the results.

It has been pointed out earlier that because of the abolition
of the system of giving tax credit to the shareholders of com-
panies in 1961-62, the figures of revenue from taxeson income
other than corporation tax from 1961-62 onwards are not com-
parable to those for the earlier years. Considering this fact we
have estimated elasticity on the basis of the budget data for the
period 1961-62 to 1975-76 only. In AZITS the method of deriving
assessed income from gross income was changed in 1965-66;
hence elasticities on the basis of these data are estimated sepa-
rately for two periods, assessment years 1954-55 to 1964-65 and
assessment years 1965-66 to 1975-7612.

12For the second period, data are available for only nine years out of the
eleven years; data relating to 1970-71 and 1973-74 were not published.
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On the basis of the data in AIITS, the elasticity of tax assessed
with respect to assessed income as well as the elasticity of assessed
income with respect to national and personal income are esti-
mated. For estimating the latter, it is assumed that assessed
income for a given year largely reflects taxable income in that
year. For income tax purposes the assessment year corresponds
to the previous financial year. For this reason, in estimating the
elasticity of the assessed income with respect to national
and personal income, assessed income is regressed on national
or personal income with a one-year lag.

4. The Method

Elasticities are estimated by fitting log linear regressions to
the data. This implies the assumption of constant elasticity over
time. If the elasticity is variable over time the estimate of elasticity
obtained by fitting a log linear regression is an average of the
different elasticities in the period.

For estimating elasticity, the effects of discretionary changes
in the ‘exemption limit’ and the tax structure are to be eliminated
from the datal3. There are three alternative methods available
for eliminating the effects of the discretionary changes introduced
from time to time. These three methods are (i) the proportional
adjustment method, (ii) the constant rate-base method, and (iii)
the dummy variable method. The first method is based on two
limiting assumptions. They are (i) the estimates of the revenue
repercussions of the discretionary changes made by the Finance
Ministry are nearly correct and (i) the discretionary changes have
no effect on the elasticity. Looking at the extent of the difference
between actual total revenue collections from taxes on income
other than corporation tax and their ex ante budget estimates,
the first assumption may seem to be questionable. An alternative
assumption could be that the actual additional revenue from
discretionary changes differs from the estimate by the same
proportion by which actual total revenue from taxes on income
other than corporation tax differs from the corresponding Budget

18Here by tax structure is meant the structure of the effective rates of
tax, that is, it includes the rates of tax, personal allowances given as exemp-
tions and the rates of deductions and rebates.
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estimate. In estimating elasticity by the proportional adjustment
method we have made this assumption. In this method the
revenue in years other than the base year are adjusted by the
proportion of revenue from discretionary changes to total revenue.
Estimates of buoyancy and elasticity worked out on the basis
of revenue figures in the budgets are given in the next section.

The method of dummy variables is not used here because
discretionary changes of almost equal importance were introduced
on a number of occasions during the period of this study. In the
first period from 1954-55 to 1964-65, family allowances were
introduced in the assessment year 1956-57, the rates of tax and
exemption limit were drastically reduced in the assessment year
1958-59, and the system of giving tax credit on dividend income
was abolished in the assessment year 1960-61. Besides these, a
number of other changes in the rates of tax and provisions of tax
rebates were introduced from time to time. If dummy variables
are introduced for every change of similar importance, there
will be too many of them and with a limited number of observa-
tions the reliability of the estimates will be poor.

In this study the constant rate-base method of eliminating
the effects of discretionary tax changes is also used. The principle
underlying this method is that the rates prevailing in a chosen
base year are to be applied to the tax bases of different years,
the latter being derived according to the definition of assessable
income that obtained in the base year. AIITS data relating to
assessments are used for this purpose. In practice, since for lack of
information, legal or statutory rates cannot be used, effective
rates in the base year for different income ranges are computed,
and these are apphed to the assessed income in the corresponding
income ranges in tne other years to derive hypothetical tax yield
figures under an unchanged tax structure. We have estimated
the elasticities of total income tax demand for individuals, Hindu
undivided families and unregistered firms and other associations
of persons.

The method of adjustment of data on tax liability and on
assessed income are given in Annexure 4. The effective rates of
tax in the different income ranges were estimated for two alter-
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native years, 1972-73 and 1974-75!4. These effective rates of tax
for different income ranges combine the effects of statutory
rates of tax, personal exemption, rebates and deductions!s,
Applying this method, two series of hypothetical tax liabilities,
one according to the tax structure of 1972-73 and the other
according to that of 1974-75 were derived for the three categories
of assessees separately; these were then added together. Thus,
time series of personal income tax Iiabilities are obtained
under 1972-73 and 1974-75 tax structures.

Log-linear regression equations are fitted to the adjusted data
on tax liability and assessed income. It has been already pointed
out that the data on assessed income from 1954-55 to 1964-65
are not comparable to the data on assessed income in the later
years. Hence the elasticities are estimated separately for the
periods 1954-55 to 1964-65 and 1965-66 to 1975-76.

The elasticities are estimated in two parts—one that of tax
liability with respect to assessed income and the other that of
assessed income with respect to nationalincome or, alternatively,
personal income. The product of the two elasticities can be taken
as an estimate of the elasticity of tax yield with respect to natio-
nal income or personal income.

5. The Results

The estimates of buoyancy and elasticity for the period
1961-62 to 1975-76 calculated by the proportional adjustment
method are given below :

Buoyancy|Elasticity Intercept R?
Buoyancy
1.2021 0.0007 0.9702
Elasticity
0.9348 0.0417 0.9357

14The AIITS of 1975-76 has come out since this exercise was done. Elasticity
and buoyancy is estimated later by taking the data of 1975-76 into account.

18The application of the effective rates for different income ranges in the
base year to the assessed income in the corresponding ranges in the other
years in order to derive hypothetical tax yields according to an unchanged
tax structure carries with it the assumption that the distribution of income
within each range remains the same.
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As most of the discretionary changes in the period 1961-62 to
1975-76 led to positive changes in revenue, the estimate of buoy-
ancy is found to be higher than that of elasticity.

Next we come to the results obtained by the constant rate-
base method. At 1972-73 rates of tax the elasticity of tax yield
with respect to assessed income works out to 0-5015 in the
period 1954-55 to 1964-65. At 1974-75 rates it is estimated at
0-6026 during the same period. These estimates of elasticity of
tax yield are less than unity because the estimate of the overall
effective rate of tax according to each tax structure, as shown in
Table A. 23, decreased from 1954-55 to 1964-65. The overall
effective rate of tax according to a given tax structure decreased
over time because the distribution of assessed income as given
in AIITS tended towards more equality during this period. The
deviation of elasticity from unity is greater under the tax structure
of 1972-73 than under the tax structure of 1974-75 due to the
higher progressivity!6 of the former.

The estimate of the elasticity of tax yield with respect to
assessed income is much higher in the period 1965-66 to 1975-76.
It is 0-9013 on the basis of the 1972-73 rates of tax and 0-9334,
on the basis of the 1974-75 rates of tax. There was a slow tendency
towards increase in the effective rate of tax from 1965-66 to
1971-72, and towards a decrease between 1971-72 and 1975-76.

The elasticities of the tax yield with respect to the assessed
incomes estimated in this section for the two different tax struc-
tures satisfy the relationships discussed in the first section of this
chapter. The liability progression of the tax structure of 1972-73
is higher than that of the tax structure of 1974-75. For the more
progressive tax structure the elasticity of the tax yield with res-
pect to the tax base is lower because in both periods the
estimates are less than unity.

Usually, if the distribution of income remains unchanged,
the elasticity of the assessed income with respect to national
income is expected to be greater than 1. A value of less than 1
for this elasticity indicates that the income below the ‘“‘exemption
limit” increased at a faster rate than the income above it. The

18This is shown in the next chapter.
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estimate of elasticity of assessed income with respect to national
income is more than 1 in the period 1954-55 to 1964-65 but is as
low as 0-62 in the period 1965-66 to 1975-76. This indicates that
between 1965-66 and 1975-76 the rate of growth of assessed
income was much less than the rate of growth of national income
or personal income. In the earlier period when the elasticity of
tax yield with respect to the tax base was low, the tax base to
national income elasticity was high and in the later period the
former increased, but the latter fell considerably.

The elasticity of the tax yield with respect to national income
or personal income, which is the product of the two component
parts, was less than unity in both the periods.

TABLE 1113

Elasticity of the Tax Yield

1954-55 to 1964-65 1965-66 to 1975-76
Independent
variable Under Under Under Under
1972-73 tax 1974-75 tax 1972-73 tax 1974-75 tax
structure structure structure structure
National income 0- 5266 0-6339 0-5626 0-5826
Personal income 0- 5708 0- 6859 0-5700 0- 5902

The estimates of buoyancy are shown in Table I11.4. The
estimates of buoyancy of assessed income with respect to national
income and with respect to personal income are greater than 1
in the period 1954-55 to 1964-65. One of the reasons for this is
that the “‘exemption limits” for all categories of assessees decreased
between 1954-55 and 1955-56 and did not change during the
rest of the period. The ‘“‘exemption limits” were raised on a
number of occasions in the period 1965-66 to 1975-76. As a result,
the ratio of assessed income to national income and personal
income decreased during this period. Hence the buoyancy of
assessed income with respect to national income and personal
income was less than unity in the period 1965-66 to 1975-76.
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In the period 1954-55 to 1964-65, the buoyancy of the tax
yield with respect to assessed income is higher than the elasticity
estimated for the 1972-73 tax structure and lower than the elasti-
city estimated for the 1974-75 tax structure. The buoyancy in
the period 1965-66 to 1975-76 is higher than the elasticities
according to both the tax structures.
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DISTRIBUTION OF INCOME AND
INCIDENCE OF INCOME TAX*

1. Distribution of Income

A progressive income tax structure leaves the distribution
of income after tax less unequal than the distribution of income
before tax. The difference in inequalities in income before tax
and in income after tax is generally called the redistributive
impact of the income tax structure. Such a redistributive impact
depends on the effective tax rate and the progressivity of the in-
come tax structure!?. Inequality in income after tax depends on
inequality in income before tax, besides the effective tax rate and
the progressivity of the income tax structure (Kakwani, 1977).
Also one of the alternative approaches to the measurement of
progression requires the measurement of inequality in income
before tax. Therefore, in a study of the effect of the income tax
structure on the distribution of income it is necessary to know
the nature of the distribution of income before tax. In this sec-
tion, the distribution of income among the assessees in a few
selected years is analysed. The distribution among the assessees
of income from all sources taken together can be considered a
resultant of the distributions of incomes from the different
sources among them. Hence the distribution of income from
each source is also analysed in this section!8.

*This chapter is by Pawan K. Aggarwal and Anupam Gupta

17t can easily be shown that, under a progressive income tax system, with
given levels of income, if tax liability is doubled for all the individuals the
share of individuals with lower levels of income in income after tax would
increase.

18Detailed data on the distribution of income according to sources are
available in AIITS since 1959-60.

36
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The distribution of income in a few selected years is com-
pared in order to study the changes in the concentration of income
and in the progression of income tax over time. Concentration
ratios are estimated from the data on assessed income for a
few selected years. The concentration ratios or the Lorenz ratios
do not clearly reveal the true nature of the difference between
the compared distributions. It is necessary to supplement the
Lorenz ratios with estimates of the distribution of income among
the fractiles or the deciles of assessees. Lorenz ratios and fractile-
wise distribution of assessed income are estimated for the years
1953-54, 1954-55, 1960-61, 1961-62, 1965-66, 1969-70, 1974-75,
1975-76 and 1976-77. Due to the change in the method of deriva-
tion of assessed income from gross income, the data on assessed
income upto 1965-66 are not strictly comparable to the data for
the subsequent years. Upto 1965-66, assessed income formed
more than 99 per cent of gross income but later on the per-
centage decreased over time. So the gross income, and not the
assessed income of later years, is comparable to the assessed
income of the earlier years. The estimates of Lorenz ratios for
assessed incomes are supplemented by a similar estimates of
distribution of gross income for the years 1965-66, 1969-70,
1974-75, 1975-76 and 1976-77.

Individuals constitute 85 to 95 per cent of non-corporate
assessees and account for nearly the same percentage of income
under personal income taxation. Moreover, in terms of both
the proportion of assessees and their share in total income the
importance of ‘“individuals” increased over time. However,
income per assessee is the lowest for individuals and the pro-
portion of assessees and share of income in the lower assessed
income brackets is considerably higher in the case of individuals
than in the case of other categories of assessees.

The Lorenz ratios and the distribution of income among
the fractiles of assessees for the three categories—individuals,
Hindu undivided families and, unregistered firms and other
associations of persons—are estimated separately. Although
individuals constituted at least 87 per cent of the total number of
assessees in all the years from 1953-54 to 1975-76, it is necessary
to analyse the distributions of Hindu undivided families and of
unregistered firms and other associations of persons separately
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for the following reasons. Each Hindu undivided family consists
of at least two adult members who have the right to partition
their property and pay taxes as individuals. Due to this reason,
the exemption limit and the personal exemption for the Hindu
undivided family were higher than those of individuals upto the
assessment year 1974-75. In the Finance Act of 1974, the differen-
ces in exemptions were removed but a separate tax rate schedule
was introduced for Hindu undivided families. The same set of
“exemption limits” and marginal rates of tax as applicable to
individuals are also applicable to unregistered firms and other
associations of persons. But “salary”, which is the major source
of income for individuals, is absent in the list of sources of income
of unregistered firms and other associations of persons. The
distributions are likely to be different as a result.

As individuals constitute at least 87 per cent of assessees
and account for more than 83 per cent of income in any year,
the distribution of income among the assessees in this category
only is analysed in this chapter.

The estimates of distribution of income among fractiles of
assessees and Lorenz ratios for individual assessees are presented
in Tables IV.1 and 1V.2. But for minor increases in a few years,
the Lorenz ratios estimated from the assessed income of indi-
viduals decreased over time. There is negligible difference between
the Lorenz ratios of gross income and assessed income
in the years 1965-66, 1969-70, 1974-75, 1975-76 and 1976-77,
which means that the exemptions and deductions granted accord-

ing to the Income Tax Act did not affect the relative positions
of the assessees.

The distributions of gross income and assessed income
among the deciles of “individuals” show that excepting for
1961-62, there was a tendency towards greater equality over the
years. Except for a minor departure in 1961-62, the total share

of the lowest three deciles increased and that of the top decile
decreased over time.

For each type of assessee, the composition of gross income
according to sources, in the five selected years 1965-66, 1969-70,
1974-75, 1975-76 and 1976-77 has been analysed. The relative
importance of the different sources varies among the assessees
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at different levels of income in a year and also it varies between
years for assessces at any particular level of income. A know-
ledge of changes in the source-wise composition of income can
be used to judge the effects on progression of statutory provi-
sions relating to income from a particular source.

Gross income in every assessed income range is the sum
total of incomes from the different sources in that range. So the
nature of distribution of gross income depends upon the nature
of distributions of incomes from the various sources.!® The im-
pact of the degree of inequality in the distribution of one type of
income on the overall inequality depends upon the relative share
of that type of income in total income. Salary, business and
professions and ““other sources” constitute the three important
sources of income in terms of their respective shares in total
gross income during this period. The share of these three sources
together was more than 90 per cent of total gross income under
the personal income tax in 1959-60, and since then their share
steadily increased and in 1975-76 it exceeded 95 per cent of
‘total gross income. Among these three sources the share of
salary and that of income from other sources increased and the
share of income from business and professions decreased bet-
ween 1959-60 and 1976-77.

Among the different sources of gross income of individuals,
the share of salary has been the highest since 1961-62. It consti-
tuted the major part of gross income of the lower 70 per cent of
individual assessees in 1965-66 and of the lower 80 per cent in
1974-75. The proportion of salary income in the total gross
income of the lower 70 per cent of individuals increased between
1965-66 and 1975-76. The data bring out another obvious fact,
that is, salary becomes less important as one moves up the income
scale.

As pointed out above, next in importance to salary are the
two sources, “‘business and professions” and “other sources”.
The degree of inequality in the distribution of salary income
decreased but that of income from business and professions
and from “other sources” slightly increased between 1965-66

19See Annexure 1.



42 THE IMPACT OF THE PERSONAL INCOME TAX

and 1969-70. (However, the inequality in the distribution of
income from “other sources” and that of income from business
and professions decreased between 1969-70 and 1975-76). The
estimate of Lorenz ratio of total gross income decreased during
this period mainly because of the significant fall in the degree of
inequality in the distribution of salary income and the increase
in its share in the total by 11 percentage points.

In every year the shares of property income, interest, dividends
and capital gains were higher in the higher income levels. How-
ever, income from these sources constituted a very small pro-
portion of gross income. For the top 1 per cent of assessees the
share of property income and dividends in gross income decreased
over the years, and against that the share of capital gains in-
creased. Among these sources, the distribution of capital gains
was the most unequal. The top 5 per cent of individuals received
more than 80 per cent of capital gains income of all individual
assessees taken together in 1965-66. The share of the top 5 per
cent of assessees in total capital gains was more than 66 per cent
in 1969-70 and more than 73 per cent in 1974-75. In terms of
degree of inequality, dividend income comes after capital gains.
The share of the top 5 per cent of assessees in the total dividend
income of individuals was 60 per cent in 1965-66 and about 55
per cent in 1969-70 and 1974-75.

2. Redistributive Impact of Income Tax Structure

The redistributive impact of a tax structure can be measured
as the difference between inequalities in the distribution of
income before and after tax as measured in a particular manner.
A progressive income tax makes the distribution of income net
of tax less unequal than the distribution of income before tax.
The way of measuring the change in the distribution of income
due to tax—and hence the degree of progressivity of the tax
structure —is to compare the Lorenz ratio of the distributions
before and after tax. The estimates of Lorenz ratio of the distri-
bution of income before tax (L) and that of the distribution of
income after tax (L*) in respect of individual assessees are pre-
sented in Table 1V.3.

It may be observed from column (1) in Table IV.3 that the
Lorenz ratio of income before tax has decreased during the
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TABLE 1V.3

Lorenz Ratios and Estimates of Effective Progression for Individuals

Lorenz Lorenz  Change in Effective  Progres-

ratios of ratios of  Lorenz tax rate sion

assessed net ratio P=C—L

income income
Year L L* D=L—L* t =1;_‘,D

@ 2) 3) “) 5)

1953-54 0-4936 0-4018 0-0918 0-16 0-4819
1954-55 0-4788 0-3902 0-0886 0-18 0-4034
1960-61 0-4222 0-3546 0-0677 0-13 0-4529
1961-62 0-4301 0-3749 0-0551 0-13 0-3689
1965-66 0-3816 0-3255 0-0561 0-11 0-4541
1969-70 0-3914 0-3245 0- 0669 0-14 0-4111
1972-73 0-3666 0-2869 0-0797 0-15 0-4516
1974-75 0-3455 0-2699 0- 0756 0-15 0-4285
1975-76 0-3382 0-2675 0-0707 0-14 0-4247

period 1953-54 to 1975-76. This means that for a given tax
structure the Lorenz ratio of income after tax should have de-
creased during this period. The Lorenz ratio of income after tax
has in fact decreased over the period under consideration. Such
a decrease is attributable to (i) decrease in the Lorenz ratio of
income before tax, (if) increase in the effective tax rate, and (iif)
increase in the progressivity of the income tax structure over the
period under consideration. The effect of the first factor on the
Lorenz ratio of income after tax can be segregated from the
effects of other factors. The redistributive impact (L-L*) which
is a function of only two factors, namely, the effective tax rateand
the progressivity of the tax structure is presented in column (3)
in Table 1V.3. This redistributive impact of the income tax
structure does not show any systematic behaviour over time.
The magnitude of redistribution has varied between 12 per cent
and 22 per cent of the Lorenz ratio of income before tax. It has
decreased during the period 1953-54 to 1961-62 and has increased



44 THE IMPACT OF THE PERSONAL INCOME TAX

during the period 1965-66 to 1975-76. The redistributive impact
of the tax structure has been higher in the years 1972-73, 1974-75
and 1975-76 than in any of the other years under consideration.
To what extent this variation in income redistribution is attri-
butable to changes in the effective tax rate and/or the progressi-
vity of tax structure will be discussed in the next section along
with the discussion on the incidence (progressivity) of the income
tax structure.

It is not unknown that the Lorenz ratio is a summary measure
and does not represent all the salient features of a distributon
as fully as it may be desired. The same Lorenz ratio may be
obtained from an infinite number of intersecting Lorenz curves,
each of them representing a different pattern of distribution of
income among the income ranges. A progressive income tax
with a moderately high rate of tax for the top 10 per cent of
assessees may reduce the Lorenz ratio by the same extent as
another with higher rates of tax for the top 1 per cent of assessees
and slightly lower rates of tax for the next 9 per cent of assessees
in the top decile. So in any analysis based on Lorenz ratios, it is
necessary to supplement the estimates of Lorenz ratios with
schedules of distribution among deciles or fractiles of income
tax assessees.

The estimates of shares in income before tax and in income
after tax of different deciles of individuals are given in Tables
IV.1 and IV.2.

The Lorenz ratio of income after tax in the year 1954-55 is
slightly lower than that in 1953-54 even though the share of the
top decile of assessees in net income (income after tax) is more
in the former year. The lower value of Lorenz ratio in the year
1954-55is due to the higher share of the lowest decile in the net
income in that year than in the year 1953-54. This indicates that
the income tax system was more favourable to the lower income
assessees in the year 1954-55 although the redistributive impact
of the tax structure is almost the same in both the years 1953-54
and 1954-55. Similarly, the lower Lorenz ratio of net income in
the year 1961-62 than in the year 1953-54 can be explained in
terms of the higher share of the two lowest income deciles even



DISTRIBUTION OF INCOME AND INCIDENCE OF INCOME TAX 45

though the share of the top decile is also higher in total net in-
come in the former year. Lesser redistribution of income in the
year 1961-62 than in the year 1953-54 is the result of a lower
effective rate of tax on the income of the richest 10 per cent of
individuals in the year 1961-62 than in the year 1953-54 which
is evident from the tact that the income tax structure leaves the
share of the top decile in net income as 32:19 and 32-60 per
cent, while it formed 42-83 and 37-10 per cent of the assessed
income in the years 1953-54 and 1961-62, respectively. This
implies that the income tax system has been less harsh to the
richer assessees in the year 1961-62 than in the year 1953-54.
In other words, the benefits of changes in the tax system
during this period largely accrued to the top 10 per cent of
the assessees.

The top decile has a share of 34-27 per cent in assessed
income in both the years 1965-66 and 1969-70, while its share
in net income differed significantly being 28-62 and 27-97 per
cent in the two years, respectively. This implies that the changes
in the tax structure during the period 1965-66 to 1969-70 were
unfavourable to the richest 10 per cent of the individual assessees.
Looking into the shares of the lowest income decile in Table
1V.2 it can be pointed out that the beneficiaries of changes in the
tax structure during the period 1965-66 to 1969-70 were the
individual assessees in the lowest income decile, unlike the
beneficiaries of the changes during the period 1953-54 to 1961-62.
It can be concluded that the changes in the income tax structure
during the period 1953-54 to 1969-70 mainly affected the indi-
vidual assessees in the lowest and the top deciles, while not
affecting the middle deciles of assessees significantly. Further,
it can be said that the changes during the period 1965-66 to
1969-70 rectified the diminished redistributive impact of the
income tax structure during the period 1953-54 to 1961-62.

Changes in the income tax structure during the period 1969-70
to 1975-76 have further been favourable to the poorest 20 per cent
of the individuals and unfavourable to the richest 20 per cent
of the individuals. The other individuals who benefited margi-
nally from changes in the tax structure during this period are
those who fall in the fifth, seventh and the eighth deciles. Subse-
quently, the income tax structure has shown a significant increase
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in its redistributive impact during this period as is evident from
Table 1V.3

3. Progressivity of Income Tax Structure

Various measure of progression (or ways of measuring the
degree of progression) have been suggested in the literature.
Among the important contributions on measures of progression
are those of Pigou (1947), Slitor (1948), Musgrave and Tun
Thin (1948), Dalton (1954), Jakobsson (1976) and Kakwani
(1977). Which is the best or the proper measure of progression
is still a matter of controversy (Bracewell-Milnes, 1974).

Since the primary purpose of introducing progressivity into
the income tax structure is to reduce inequalities in income
distribution, the progressivity of a structure could be judged in
terms of the reduction in inequalities brought about by that
structure. One way of judging the extent of reduction in inequa-
ties is to compare Lorenz ratios of the distribution of income
before and after tax. Thus, the difference in the progressivity of
any two structures could be judged by comparing the changes
in the Lorenz ratios brought about by the two structures. How-
ever, such a comparison does not give a definite indication,
because a different answer is obtained when the absolute change
is compared from that obtained when the proportionate change
is compared. Thus the fall in the Lorenz ratio in one case from
0-5 to 0-4 and in another case from 0-6 to 0-5 will suggest
that the two structures have the same degree of progression
if the absolute changes, namely, 0-1 in both cases, is taken into
account; but if the proportionate change is considered, the impact
of the first structure (20 per cent change) would be shown to be
greater than that of the second structure (167 per cent change).

Moreover, it is necessary to take into account also the distri-
bution of tax liability among the assessees. Under a proport-
ional tax system, the marginal and average rates of tax equal at
all levels of income. Under a progressive tax system, the marginal
rate of tax is higher than the average rate of tax at all levels of
income above the exemption limit. Hence the ratio of the margi-
nal rate to the average rate of tax will be greater than unity
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at any level of income above the exemption limit, and the higher
this ratio, the higher could be said to be the degree of progres-
sion.

The schedule of the ratios of the marginal rate to the average
rate of tax at different levels of income is called “liability pro-
gression”.

A summary measure of progression (P) suggested by Kak-
wani (1977) is the difference between the Lorenz ratio of distri-
bution of tax liability (C) and that of distribution of income
before tax (L). This measure has been chosen because with this
definition of progression it is convenient to segregate the effects
of changes in progression and in the effective tax rate on the
redistributive impact of the income tax structure which has
been and will continue to be one of the important aspects of a
progressive income tax system. The redistributive impact of a
tax system can be varied by changing the effective rate of tax
while progression (as defined above) is held constant. This can
simply be achieved by varying all the tax rates proportionately.

The earlier measure of progression put forward, namely,
the difference between the Lorenz ratio of the distribution of
income before tax and that of distribution of income after tax
reflects the total redistributive impact of the tax which is the
result of the combined effect of the progressivity of the tax struc-
ture and the levels of effective tax rates. Kakwani’s measure of
progression is superior to the extent that it enables one to separate
out the elements of progressivity.

The estimates of the degree of progression and of effective
tax rates in respect of individual assessees for a few years are
presented in Table IV.3.

It seems that the progressivity of the income tax structure did
not have a consistent pattern during the period under considera-
tion. This is not atall surprising as there were frequent changes
in the income tax system from time to time for one reason or
another. Certain provisions introduced in a particular year
might have nullified the progressivity achieved through the
provisions introduced in the earlier year(s). Moreover, ceferis
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paribus effective progression could have declined with the decrease
in the Lorenz ratio of income before tax.

While both the effective tax rate and the progressivity of
the income tax system did not show any systematic increase or
decrease during the period under consideration, the extent of
redistribution due to the progressive tax system is found to
follow a trend. The redistributive impact declined during the
period 1953-54 to 1961-62 and increased during the period 1965-
66 to 1974-75. It seems that the erratic movements in effective
tax rates and progressivity cancelled out each other leading to a
trend in the income redistributive impact during these periods.

By looking at columns (3), (5) and (6) in Table IV.3, the
redistributive impact of the income tax system can easily be
explained in terms of variations in the effective tax rate and in
the degree of progression. An increase (decrease) in the effective
tax rate or the degree of progression would increase (decrease)
the redistributive impact of a tax system as indicated above.
Inspite of an increase in the effective tax rate the redistributive
impact of the income tax system declined in the year 1954-55
due to a significant decrease in progression. Since then the
redistributive impact further declined in the year 1960-61 even
though the earlier degree of progressivity had been restored to
a large extent. This further decline in the redistributive impact
is attributable to the significant fall in the effective tax rate which
could be due to the reduction in tax rates for the individuals
in the lower income deciles or the marked reduction in the
Lorenz ratio of the distribution of income before tax. It should
be noted that the effective tax rate for the years 1960-61 and
1961-62 is the same while the redistributive impact is lower in
the latter vear which can be attributed to the decreased pro-
gressivity in the year 1961-62. Similarly, the redistributive impact
in the year 1974-75 is lower than that in the year 1972-73 due
to the lower progressivity in the former year. Further, a declin-
ing trend in the redistributive impact during the period 1972-73
to 1975-76 due to the declining trend in progression is also ob-
served.

For the reasons given in an earlier section, the summary
measure of progression used above should be supplemented by
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information on the shares of the different deciles of individuals
in total personal income tax liability and in total assessed in-
come. Shares in income tax liability in the years 1965-66, 1969-70,
1974-75 and 1976-77 are presented in Table A.44. The percentage
share of total tax paid by the top decile of individuals decreased
from 77-76 in 1965-66 to 66-06 in 1976-77. While this marked
decline in the share of the top decile has the effect of decreasing
the Lorenz ratio of tax liability and hence the progressivity of
the tax, the decreased share of the lowest decile has exactly
the opposite effect. This decrease in the share in tax liability could
result from either the decrease in the share in total income before
tax or the decrease in the effective tax rate for these individuals.
Further, it may be noted that the effective tax rates for the lower
deciles (except the lowest decile) increased more than proportio-
nately in the year 1969-70, and the effective tax rate for the top
S per cent of the individuals decreased leading to a decrease in
progressivity in the year 1969-70. During the period 1969-70
to 1975-76, although the share of the top decile in total tax liabi-
lity decreased due to a fall in their share in total income,
the effective rate of tax for this decile increased significantly
leading to an increase in the degree of progression.
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INFLATION AND THE INCOME-TAX STRUCTURE
1. The Scope

Inflation affects the income tax liability in a number of ways.
Due to the inflationary rise in prices and wages the nominal
incomes of a large number of persons and institutions rise and
with a given tax structure becomes liable to tax at higher marginal
rates. In a study of inflation and income tax, one would be
interested to find out the effect of inflation on the effective rates
of tax at comparable real income levels. This could be done by
applying the same tax structure to the comparable (or equivalent)
nominal income levels in different years. This type of exercise
also reveals how far the discretionary changes in the tax structure
could neutralise the effect of inflation on tax liability.

The distribution of income remaining unchanged, if the rate
of growth of total personal income as well as the incomes of
assessees in real terms is y and the rate of inflation is p, the
income of assessees paying tax in the base year will rise at the
rate y+p. With a general rise of money income at the rate
y+p, the exemption limit remaining unchanged in nominal
terms, income just below the exemption limit will cross the
latter and become taxable. If the exemption limit is E, income in
the range E/(1+y+p) to Ein the initial year will cross the exemp-
tion limit in the course of a year. So under these circumstances
the total assessed income will rise at a rate higher than y+p.
However, if with rising income the share of income earners
below the exemption limit increases, the rate of growth of asses-
sed income will be lower. A rate of growth of assessed income
less than y+p, exemption limit remaining unchanged, indicates

50
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a significant rise in the share of incomes below the exemptloni
limit20. '

The rates of tax applicable to the assessees with real incomes
higher than the exemption limit in the base year are affected by
inflation. If there is no change in the tax structure, the tax liability
of an assessee paying tax in the initial year increases under
inflation mainly due to two reasons. First, the tax liability esti-
mated at the rate applicable to the real income level has to be
inflated by the price index. Secondly, as the nominal income
after inflation moves to the higher marginal tax bracket, the effec-
tive rate of tax becomes higher (Aaron, 1976). There will be
additional tax liability equal to the product of the difference of
these two effective tax rates and the nominal income. At higher
levels of nominal income, there can be further rise in the tax
liability due to a third reason. The upper limits of the allowances
and deductions are pecified in nominal terms. If the tax structure
remains unchanged the provisions for deductions and rebates will
also remain the same. For those assessees who are taking almost
the full benefit of these rebates and deductions, the taxable
income will be rising faster due to inflation. As a result, their
taxable income will fall in the higher tax brackets. Thus the
assessees will be pushed up to higher marginal tax rate brackets
due to inflation.

There is a finite upper limit to the marginal rates of tax.
The progressivity in the effective tax rates gradually decreases
in the higher brackets, and particularly in the uppermost bracket.
Assuming that no new assessees enter into the tax net, progressi-
vity, defined as the difference between the Lorenz ratio of tax
liability and the Lorenz ratio of assessed income will tend to fall
as a result of inflation. This will happen because the Lorenz ratio
of tax liability will decrease with any increase in the relative tax
burden on the lower deciles of assessees. But, actually, due to
inflation the incomes of a large number of persons will cross the
exemption limit and become taxable. Assuming that the number
of assessees gradually decrease as we move up the income scale,

201f total personal income (in real terms) is rising at the rate of y, this
would imply that the total income of assessees as a whole is rising at &
rate lower than y. :
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these new assessees will constitute a substantial proportion of
the total number of assessees but will be liable to pay a very
small proportion of total tax liability. This will tend to raise
the Lorenz ratio of tax liability. If the Lorenz ratio of assessed
income is not affected by the entry of these new assessees, the
progressivity, as defined in this study, will have a tendency
to rise. The overall effect on progressivity depends upon the
relative shares of the assessees in the lower and the higher taxable
income brackets in total assessed income.

The nominal incomes of the assessees increase also due to
capital gains (Aaron 1976, Brinner 1976). In the absence of
inflation capital gains would arise to a lesser extent. In order
to study the effect of inflation on progressivity, the distribution
of capital gains and their relative importance in the total
assessed income should also be taken into account.

The effect of inflation on the size of assessed income, the
distribution of the tax burden and the progressivity of the income
tax can be studied, if the personal income tax structure remains
unchanged over time. But in actual practice discretionary changes
of varying orders of importance are introduced almost every
year. As a result, tax structures of different years become different.
Among the various reasons for changing the tax structure, one
may be toneutralise the effect of inflation on the distribution of
the tax burden.

One of the objectives of the present analysis is to find out the
effect of statutory changes in the tax structure on the tax burden
at comparable real income levels. For this purpose, the financial
year 1960-61 is taken as the base year and the exemptions and
rates of tax at equivalent real income levels in 1960-61, 1968-69
and 1973-74 are compared. Moreover, the effective rates of tax
at 1960-61 tax structure, applicable to the equivalent income
levels in 1960-61, 1968-69 and 1973-74 at 1960-61 prices are also
estimated.

The second objective of this study is to estimaté the effects of
inflation on the distribution of the tax burden and on progressi-
vity under a given tax structure. These estimates are derived on
the assumption that the tax structure of the assessment year
1969-70 and alternatively that of 1974-75, existed in all the
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years starting from the base year. The exercise is carried out on
the basis of the data in AJITS of 1969-70 and 1974-75.

2. Statutory Changes

The tax structures of the financial years 1960-61, 1968-69
and 1973-74 are compared on the basis of certain assumptions
about the assessees. The rates of tax are compared at a few
selected levels of income at 1960-61 prices. The all India con-
sumer price index numbers of urban non-mannual employees
are used for converting incomes at current prices to incomes at
constant prices. This price index was 161 in 1968-69 and 221 in
1973-74, taking 100 as the price index in the base year 1960-61.

This index number is the lowest of the three consumer indices
for 1973-74 given in the Economic Survey, 1976-77 (Government
of India, 1977). The consumer index for food was 279 and the
general consumer index was 250 in 1973-74. Such indices for
1968-69, with 1960-61 as base, are notavailable. The price indices
to be applied to the incomes of assessees in different ranges of
income should strictly speaking be different. For exzmplf food
usually constitutes a larger proportion of the consutaption
basket of persons at lower levels of income. If food prices rise
faster, the consumer price index applicable to the incomes of the
assessees below the income level of Rs. 10,000 will have to be
different from and higher than that applied to the incomes of the
assessees with incomes above Rs. 1 lakh. So the deflators to
be applied to the incomes of assessees in widely different ranges
of income should strictly speaking be different. But, as the index
numbers for specific income ranges are not available, the same
deflator is used here in order to convert the nominal incomes of
1968-69 and 1973-74 in all the different income ranges into real
incomes at 1960-61 prices. This limitation may be kept in mind.

The quantitative analysis of this section is based on the follow-
ing assumptions :

({) The assessees are individuals with a dependent spouse
and two children;

(ii) Contractual savings constitute 10 per cent of total
income;
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(iii) Individuals with an income of Rs. 6,000 at 1960-61
prices could afford only bicycles as means of conveyance
and those with an income of Rs. 10,000 at 1960-61 prices
have motor cycles or mopeds or scooters as means of
conveyance and those with an income of Rs. 20,000 and
more have motor cars as their means of conveyance; and

(iv) With respect to house rent allowance two alternative
assumptions are made. These are, either () individuals
get house rent allowance at the maximum rate eligible
for exemption according to section 10 (13 A) of the
Income-tax Act or, (b) individuals do not eet house
rent allowance at all.

The exemption of house rent allowance according to Section
10 (13A) was introduced with effect from October 6, 1964. In
the Finance Act of 1968 the distinction between the rates of tax
applicable to earned income and unearned income was abolished.
(In previous years a surcharge used to be imposed on unearned
incomes above a certain level). Along with the removal of this
distinction, deductions at specified rates were introduced for
expengfes ‘ncurred on conveyance for commuting to the place of
work. fIn e following exercise about the rates of tax at compara-
ble real income levels, only income tax rebates on contractual
saving are taken into account for 1960-61. Deductions on con-
tractual saving, deductions for conveyance expenditure and
house rent allowance are taken into consideration in the cal-
culation of the rates of tax in 1968-69 and 1973-74. The details
about the relevant provisions on exemptions, rebates and de-
ductions are given in Annexure 5.

The exemption limit for an individual with a dependent
spouse and two children was Rs. 3,600 in 1960-61. With the
consumer price index of 161 for 1968-69 with 1960-61 as the
base, the equivalent of Rs. 3,600 in 1960-61 would be Rs. 5,796
in 1968-69. The personal exemption for an individual having a
family size specified above was Rs. 4,800 in 1968-69. However,
if the deduction for conveyance expense is included with the
assumption that an individual at this level of income can only
afford a bicycle as a means of conveyance, the total personal
exemption in 1968-69 becomes Rs. 4,860. The maximum level
of personal exemption applicable to assessees getting house rent
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allowance at least at the rate of 20 per cent of total income would
be Rs. 6,075 in 1968-69.

The special allowance for married persons according to the
number of dependents was discontinued in 1970-71. The same
exemption limit of Rs. 5,000 was applied to all assessees other
than Hindu undivided families. With the consumer price index
of 221 in 1973-74, with 1960-61 as base, the equivalent of Rs, 3,600
in 1960-61 was Rs. 7,956 in 1973-74. The sum of exemption limit
and deduction for conveyance expense in 1973-74 was Rs.
6,222. The total of exemption limit, deduction for conveyance
expense and house rent allowance for assessees getting house
rent allowance at least at the rate of 20 per cent of total income
was Rs. 7,000 in 1973-74. Thus, while from 1960-61 upto
1968-69 the exemption level was maintained at more or less the
same real income level, it had been allowed to fall appreciably
(by 12 per cent) in 1973-74.

The effective rates of tax under the 1960-61 tax structure appli-
cable to certain selected levels of real income in 1960-61, 1968-69
and 1973-74 at 1960-61 prices are presented in Table V.1. These
estimates give an account of the effect of inflation on income
tax under the 1960-61 tax structure. The results conform to our
expectation. The tax burden at every income level was increas-
ed due to inflation; but due to a finite upper limit to the marginal
rate of tax, the percentage increase in the effective rates of tax at
very high income levels is small in comparison to the percentage
change in the effective rates of tax at the lower income levels.

Table V. 1
Effective Rates of Tax at Comparable Real Income Levels under 1960-61
Tax Structure
Income level at
1960-61 prices (Rs.) 1961-62 1969-70 1974-75
6,000 1-42 1-61 286
10,000 3-82 3-97 6° 50
20,000 9-11 12-96 20-44
40,000 24-32 30-06 39-29
70,000 . 38-19 46-70 54-98
1,00,000 47-35 55-84 61:63

2,50,000 64-75 68-64 70-93
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The rates of tax applicable to the assessees at those selected
real income levels under the 1968-69 and 1973-74 tax structures
are presented in Table V.2, The rates given under Type II
were applicable to assessees who saved 10 per cent of their income
as contractual saving and claimed deductions for conveyance
expenses. The tax rates under Type I were applicable to those
assessees who over and above the deductions taken into con-
sideration in Type II, received house rent allowance at a rate of
at least 20 per cent of income and were eligible for a deduction
on this account.

TABLE V.2

Effective Rates of Tax at Comparable Real Income Levels under Different
Tax Structures

Effective rates of tax (Per cent)
Real Income at
1960-61 prices
(Rs.) 1961-62 1969-70 1974-75

Typel Type 11 Type I Type 11

6,000 1-42 251 471 3-05 6:03
10,000 3-82 4-76 8-06 7-37 11-63
20,000 911 11-43 15-84 21-91 2660
40,000 24-32 31-32 35-01 45-64 48-98
70,000 38-19 4657 49-00 69-99 65-13

1,00,000 47-35 54-77 56-50 70-71 72-08
2,50,000 64-75 68-45 69-19 85-22 85-86

It is noticed that the combined effect of inflation and increa-
ses in the marginal rates of tax resulted in substantial increases
in the effective rates of tax (tax burden) at comparable real in-
come levels between 1961-62 and 1974-75. The effective rates of
tax at different income levels increased over time due to two
reasons : (i) The marginal rates of tax in the latter year were
higher than those in the earlier years in every income bracket
and (i{) with inflation the nominal income levels moved to higher
tax brackets. The marginal rates of tax on earned income
in 1960-61 and on income (both earned and unearned) in
1968-69 and 1973-74 are given in Annexure 5.

3. Effect on Progressivity—Method of Analysis

In this section, we shall analyse, on the basis of AIITS assess-
ment data, the effect of inflation on the progressivity of the tax
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structure. Here the tax structures of the financial years 1968-69
and 1973-74 are respectively applied to the nominal incomes of
these years which are equivalent in real terms at 1960-61 prices.
A comparison of the actual tax liability with the estimated tax
liability gives an idea of the effect of inflation on progressivity.

The all-India consumer price index for non-manual urban
employees is again used for converting the assessed income data
in 1969-70 and 1974-75 at current prices to assessed income at

_constant prices. (The assessed incomes in 1969-70 and 1974-75

were earned in the financial years 1968-69 and 1973-74, res-
pectively). The limits of the assessed income ranges in AIITS
of 1969-70 and 1974-75 are deflated by the respective index
numbers.

The exemption limit for the Hindu undivided family was
Rs. 7,000 and that for other types of assessees was Rs. 4,000 in
1969-70. In real terms an income of Rs. 4,000 in 1960-61 is
equivalent to Rs. 6,440 in 1969-70 and an income of Rs. 7,000
in 1960-61 is equivalent to Rs. 11,270 in 1969-70. If it is assumed
that generally the effect of the rise in the consumer price index
due to inflation on real income was neutralised by the rise in
the nominal incomes of the assessees, the nominal incomes of
Rs. 11,270 and Rs. 6,440 of the two groups of assessees, respec-
tively, in the assessment year 1969-70 should have been
exempted from income tax.

In the assessment year 1974-75 the exemption limit for Hindu
undivided families was Rs. 7,000 and the exemption limit for the
other categories of assessees was Rs. 5,000. An income of Rs.
5,000 in 1960-61 is equivalent to Rs. 11,050 in 1973-74 and an
income of Rs. 7,000 in 1960-61 is equivalent to Rs. 15,470 in
the assessment year 1974-75. According to the same logic as
mentioned above, the assessed incomes of the Hindu undivided
families in the range of Rs. 7,000 to Rs. 15,470 and those of the
other assessees in the range of Rs. 5,000 to Rs. 11,050 in 1974-75
would have fallen below the exemption limits if adjustments had
been made for inflation (i.e., if they had been converted to 1960-61
prices).

The limits of an assessed income range in AIITS after defla-
tion by the price index do not correspond to the limits of any
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income ranges given there. On deflation a few of the income
ranges fall completely within a bracket, and a number of the
income ranges overlap on two consecutive brackets in AIITS.
To the first type of deflated income ranges the effective rates of
tax for the bracket in which the former is completely contained
are assumed to be applicable. The effective rate of tax depends
upon the nominal levels of exemption, deductions and the statu-
tory rates of tax. The application of the effective rates of tax to the
deflated income ranges implies that the nominal levels of exemp-
tions and deductions are adjusted for inflation. These effective
rates of tax are estimated for the respective income ranges from
the data on assessed income and tax demand of each type of
assessees in the AJITS of 1969-70 and 1974-75. For example, the
range of Rs. 50,001 to Rs. 60,000 in 1969-70 on deflation by the
index number 161 becomes Rs. 31,057 to Rs. 37,267. The latter
range falls completely within the range of Rs. 30,001 to Rs. 40,000
in AIITS, so the effective rate of tax in this range is assumed to
be applicable to the deflated range of income (Table A.25).

In the case of the income ranges which on deflation overlap
on two consecutive income ranges in the AIITS a weighted average
of the effective rates of tax applicable to these two ranges is
taken. For example, the income range Rs. 40,001 to Rs. 50,000 in
1974-75 after deflation by an index number 221 becomes
Rs. 18,101 to Rs. 22,624. A part of this range falls in the range
of Rs. 15,001 to Rs. 20,000 and another part falls in the range
of Rs. 20,001 to Rs. 25,000. The weighted average of the corres-
ponding effective rates of tax of 12-03 per cent and 16-74 per
cent, is taken as the estimated effective rate of tax applicable to
the real income range equivalent to the range of nominal income
of Rs. 40,001 to Rs. 50,000 in 1974-75. In order to determine the
appropriate weights in the above case, the 1973-74 equivalent of
Rs. 20,000 in 1960-61 is calculated, which is Rs. 44,200 with the
price index of 221. From a Pareto distribution fitted to the data
on number of assessees and assessed income for a particular cate-
gory of assessees in 1974-75, the assessed income in the range of
Rs. 40,000 to Rs. 44,200 is estimated. The ratio of this to the
assessed income in the range of Rs. 40,001 to Rs. 50,000 is taken
as the weight of the effective rate of tax in the range of Rs. 15,001
to Rs. 20,000. The difference of the above ratio and 1 is taken as
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the weight of the effective rate of tax in the range of Rs. 20,001
to Rs. 25,000. In terms of these weights, 15-09 per cent is esti-
mated as an average of 12-03 per cent and 16-74 per cent. These
estimated effective rates of tax are shown in columns 4, 6 and 8
of Tables A.25 and A.26. These rates would hold for the real
incomes in the corresponding income ranges shown in column
1 of these tables, adjusted for inflation.

Due to inflation the nominal incomes of the assessees in-
crease and as such, these are subjected to higher marginal rates
of tax. The effective rates of tax become higher as a result. Actual
effective rates of tax are shown in Tables A.25 and A.26.

In the next stage the assessed incomes above the nominal
income equivalents of the exemption limits at 1960-61 prices
are taken. Capital gains are generally a product of inflation. In
order to derive assessed income in the absence of inflation,
the capital gains are subtracted from the total assessed income in
every bracket. Lorenz ratios of assessed income net of capital
gains above the adjusted exemption limits are estimated for
every category of assesseesin 1969-70 and 1974-75. The adjusted
exemption limits are the nominal income equivalents of the
exemption limits of Rs. 4,000 and Rs. 7,000 in 1969-70 and of the
exemption limits of Rs. 5,000 and Rs. 7,000 in 1974-75 at 1960-61
prices. The tax liabilities in the different income brackets above
the adjusted exemption limits are estimated at the rates of tax
given in columns 4 and 6 of Tables A.25 and A.26. These figures,
when deflated by the index number give the tax liabilities in
1960-61 prices. The difference between the Lorenz ratio of
these tax liabilities and the Lorenz ratio of assessed income is
taken as the estimate of progression after adjustments have
been made for inflation.

4. Effect on Progressivity—The Findings

- The analysis of the income tax data of 1969-70 and 1974-75
reveals that inflation increased the incidence of income tax
mainly at the lower income levels.2! In the absence of inflation

21Following a different method of analysis, Sunley and Pechman arrived
at similar conclusions on the effect of inflation on the incidence of income
tax at different levels of income. (Sunley, E.H. and Pechman, J.A. 1976).
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less than 43 per cent of the total number of assessees in 1969-70
and less than 30 per cent of the total number of assessees in
1974-75 would have paid income tax. The remaining, more than
57 per cent of the assessees in 1969-70 and more than 70 per
cent of the assessees in 1974-75, are in the lower income brackets
and were brought under the income tax due to inflation.

The difference between the actual effective rate of tax and the
estimated effective rate of tax that would have prevailed in the
absence of inflation for comparable real income brackets in-
creases with an increase in income at lower income levels and
decreases with an increase in income at the higher levels (Tables
A. 25 and A. 26). In the highest income bracket, that is, at the
level of income above Rs. 5 lakh at current prices, there is very
little difference between the actual effective rate of tax and the
effective rate of tax which would hold in the absence of inflation.
This implies that due to inflation not only more persons and
institutions with lower real incomes than the exempt real income
in the base year are brought under the tax, but also the assessees
in the lower and middle income brackets are subjected to pro-
portionately higher increases in the effective rates of tax than
those in the upper income brackets.

There is a generally held view that due to the existence of
a non-confiscatory upper limit to the marginal rates of tax the
progressivity in income taxation decreases under inflation
(Musgrave, R.A. 1973, Goode, R. 1976). This hypothesis will
hold if the exemption limit was maintained in real terms and the
limits of the upper income brackets remained unchanged in
nominal terms. But, if the exemption limits are also kept constant
in nominal terms the above hypothesis will not be essentially
valid. Under this condition the incomes of a large number of
persons and institutions will cross the exemption limit and
enter the lower tax brackets. This will tend to increase the pro-
gressivity for reasons discussed earlier in this chapter.

Following the procedure in the earlier chapters, progressivity
is measured by the difference between Lorenz ratios of tax
liability and assessed income. In terms of this measure, it seems
that for the assessees other than Hindu undivided families,
the progressivity slightly decreased in 1969-70, whereas it
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increased for the individuals and decreased for the other two
categories in 1974-75, as a result of inflation. Progressivity is
measured over the entire range of taxable income brackets. Due
to inflation, the tax burden on the assessees in the lower income
ranges increases, but simultaneously the incomes of a large
number of persons and institutions cross the exemption limit
and fall in the tax brackets immediately above the exemption
limit. So the range of the effective rates of tax remains almost
the same. Given the tax structure, the ultimate effect on the
estimate of progressivity depends upon the nature of the distri-
bution of assessed income.

It has been pointed out that under a given tax structure
incomes of a number of persons originally below the exemption
limit would cross that limit and become taxable as a result of
inflation. Total assessed income would increase at a rate faster
than the sum of the rate of growth of real personal income and
the rate of increase of the price level if the real incomes of the
existing assessees are rising at least as fast as real personal
income. This would mean that the elasticity of the tax base with
respect to national income rises under inflation. Moreover, our
exercise with the assessment data shows that the actual rates of
tax of the different categories of assessees under the 1974-75 tax
structure were higher than what the rates would have been in the
absence of inflation. This means that the average rates would
have risen less in the absence of inflation. Generally, in the
estimation of elasticity the effect of inflation is not separately
shown. The above analysis shows that the estimate of elasticity
for the period 1965-66 to 1975-76 under the 1974-75 tax struc-
ture would have been lower in the absence of inflation.

The assessed income increased at an annual rate of
10-86 per cent between 1961-62 and 1969-70. On neutralising
the effect of inflation this rate of increase comes down to 4-72
per cent. The rate of increase of assessed income in nominal
terms between 1969-70 and 1974-75 was 3- 58 per cent. One of the
reasons for this low rate of growth was that after 1966-67, as an
increasing number of rebates were substituted by deductions, the
ratio of assessed income to gross income gradually decreased
over time. The gross income of the assessees increased at a rate
of 4-05 per cent. The price level increased at an annual
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rate of 6-35 per cent between 1969-70 and 1974-75. This shows
that in real terms the gross income decreased at the rate of
2-48 per cent and the assessed income decreased at the rate of
2-95 per cent per annum during this period.

The rate of growth of assessed income at 1960-61 prices from
1961-62 to 1973-74, is insignificant. The annual rate of
growth of net national product in real terms was 3-23 per
cent between 1960-61 and 1973-74. Against that, the annual
rate of growth of assessed income during that period, estimat-
ed on the assumption that the consumer price index was 221
in 1973-74 with 1960-61 as the base was 0-58 per cent. More-
over, this growth in assessed income is particularly due to the
increase in the number of assessees. It follows that the real income
of the “old” assessees increased at a rate lower than the average
rate of growth of total assessed income i.e. 0-58 per cent. Also
it would be reasonable to postulate that the assessed income of
those in the upper income brackets would not have risen at much
higher rates. Considering that the proportion of business income
in total income is high in the upper income brackets and given
the well established trend for income from business to increase
much faster than other incomes during the periods of inflation,
the AIITS data on the growth of assessed income would prima
facie seem to indicate large scale evasion and avoidance.

During inflation, unless there is a built-in-mechanism for
immediate upward revision of the wage rate, the share of wage in
national income will decrease. Generally, the wage contract is
revised after a time lag and the share of non-salary earners is
expected to increase and that of the salary earners is expected
to decrease as a result. However, income tax statistics of the
period 1969-70 to 1974-75 do not conform to this hypothesis
(Tables A.8 to A.14). This could be due to the higher rate of
growth of salary earners than the rate of growth of non-salary
earners and/or large-scale evasion and avoidance of tax on the
non-salary incomes.

An analysis of the effect of inflation on the incidence of income
tax leads us to conclude that inflation gave an upward bias to
the estimate of elasticity. The elasticity of the personal income
tax would be stable and at the same time higher if the scope of
tax evasion and tax avoidance is greatly reduced.



VI
CONCLUSIONS

1. Role of the Personal Income Tax

The relative importance of the personal income tax as.a
source of revenue has gradually diminished over the years. To
a large extent, this has happened because of the extension and

multiplication of indirect taxes. Although the average annual

rate of increase of personal income tax revenue is as high as
14-1 per cent over the period 1960-61 to 1975-76, its share in
the total tax revenue of the Union Government has decreased
from 18-4 per cent in 1960-61 to 16-0 per cent in 1975-76.

Among the direct taxes, the personal income tax was the
most important source of revenue till 1975-76. At present it is

only next to the corporation income tax in this respect.

The growth of personal income tax revenue, given the tax

‘structure, depends directly upon the growth of taxable income

and the change in its distribution. The size of the total gross
income of income tax assessees increased from Rs. 1024 crore

‘in 1961-62 to Rs. 3439 crore in 1976-77, indicating an average

annual rate of increase of 8:4 per cent. The total number of
assessees under the personal income tax increased from 10-4
lakh in 1961-62 to 21-5lakh in 1976-77. In 1971, the total num-

‘ber of assessees constituted slightly more than 1 per cent of the

total working population and less than 4 per cent of the working
population in the non-agricultural sector. The buoyancy of taxes
on income other than corporation tax was 1-20 over the assess-
ment years 1961-62 to 1975-76. However, the estimate of elasti-
city for this period is less than 1.

65
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In the following sections the major conclusions of this study
and the policy implications to be derived from them are briefly
presented. It is necessary to reiterate that much of the analysis
is based on income tax assessment data published by the Directo-
rate of Inspection (Research, Statistics and Publications), Income
Tax Department and that these are subject to several important
limitations.

2. The Assessees and the Sources of Income

Personal income tax assessees are divided into three cate-
gories—individuals, Hindu undivided families and, unregistered
firms and other associations of persons. Among these three
categories, individuals account for more than 90 per cent of the
total assessments under the personal income tax. The share of
individuals in total assessed income increased from 84 per cent
in 1953-54 to 92 per cent in 1975-7622, The share of Hindu un-
divided families decreased from 11 per cent to 6 per cent and
that of unregistered firms and other associations of persons
decreased from 5 per cent to 2 per cent during the same period.

As of 1976-77, individual assessees who accounted for 92
.per cent of the assessed income, paid 87 per cent of the personal
income tax assessed. The personal income tax is, therefore,
largely a tax on individual assessees.

The data on gross income are shown according to seven
sources in AIITS. These sources are (i) salary, (i) interest from
securities, (iif) property, (iv) business and professions (v) dividend,
(vi) capital gains and (vii) “other sources”. Among these sources
of income, salary, business and professions and “other sources”—
such as fees of directors of companies and rent from properties
other than house property—accounted for more than 90 per
cent of the total gross income of the assessees under the personal
income tax. Dividend and property income accounted for
‘a very small proportion of total gross income in any year and
‘their relative importance decreased over time.

22]n the discussion and analysis of assessment data, the years mentioned
refer to assessment years.

. >
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Salary income as a percentage of total gross income varied
between 32 and 37 during the period 1960-61 to 1971-72. This
proportion suddenly rose to about 42 per cent in 1972-73 and
to more than 44 per cent in 1974-75. The main reason for such a
significant rise in the share of salary income in total gross income
is the phenomenal increase in the number of assessees with
salary incomes between 1971-72 and 1974-75. These assessees
constituted 45 per cent of all assessees under the personal in-
come tax in 1971-72, but increased to 54 per cent of all assessees
in 1974-75. These were years of high inflation and many salary
earners previously on the border line of exemption must have
been brought into the tax net, because no upward revisions in the
income tax exemption level were effected in spite of the rapid
rise in prices. The share of salary income dropped to 37-5 per
cent in 1975-76, because the standard deduction for salary earners
was introduced with effect from April 1, 1975 and as a result
the number of assessees with salary incomes decreased by about
1-86 lakhs between the assessment years 1974-75 and 1975-76.
But the share of salary incomes again rose to 41-2 per cent in
1976-717.

For all sources except dividends and capital gains, income
per assessee increased over time since 1960-61. Income per
assessee under dividends and capital gains, but for minor varia-
tions, gradually decreased over the period 1959-60 to 1975-76.
The period 1960-61 to 1964-65 was a period of fairly high rate
of growth of national income with stable prices. AIITS shows
that, during this period, the rate of growth of salaries was higher
than the rate of growth of non-salary incomes. Salary consti-
tutes the major part of gross income of the lower 70 to 80 per
cent of assessees. An increase in the share of salaries in total
gross income indicates that salary incomes increased at a faster
rate than the gross income of all assessees during the period.

The period 1964-65 to 1968-69 was marked by a low rate
of growth of national income and a fairly high rate of increase
in the price level. Income per assessee under the three important
sources of income—salary, business and professions and “other
sources”—increased in this period. The fall in the rate of increase
of salary incomes and the rise in the rate of increase of non-
salary incomes during 1964-65 to 1968-69 resulted in a fall in the
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share of salary from 36 per cent to 33 per cent and a rise in the
share of income from “other sources” from 31 per cent to 33-6
per cent of total gross income. The share of income from busi-
ness and professions remained almost constant in this period.

 The rate of growth of national income revived moderately
during the period 1968-69 to 1975-76, but it was combined with a
high rate of inflation. The share of salary incomes in the total
grossincome rose signiﬁcantly during theseyears. The share of
business and professions in total gross income increased very
little, but that of the “other sources” of income decreased signi-
ficantly during this period.

3. The Distribution of Income and Incidence of Tax

. The distribution of gross income among the individual
assessees tended towards greater equality in the period studied.

The estimate of Lorenz ratio of the distribution of gross income
among the individuals decreased from 0-397 in 1969-70 to
0-331 in 1975-76. This fall in the Lorenz ratio can be explained
by the change in the composition of income of the assessees in
the different levels of income. On the one hand, the share of
salary incomes in the total gross income of individuals increased
from less than 37 per cent in 1969-70 to more than 40 per cent
in' 1975-76. Salaries constituted more than half of the gross in-
come of the lower 70 to 80 per cent of individual assessees. The
fatio of salary income to total gross income of theé individuals
in the lower income brackets increased in this period. On the
other hand, the share of business and professions and ‘“‘other
sources” in total gross income, which accounted for more than
60 per cent of gross income of the top 10 per cent of individuals
in any assessment year, decreased from 60-2 per cent in 1959-60
to 58¢1 per cent in 1975-76. The share of these two sources
further decreased to 546 per cent in 1976-77. Here it is necessary
to point out that changes in the distribution of gross income of
the assessees do not provide any idea about changes in the distri-
bution of income in the country as such because with inflation
new assessees come under taxation and with an upward revision
of the exemption limit a certain number of people go out of the
tax paying group.
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Among the different sources of income, capital gains were .
most unequally distributed. In terms of inequity in distribution, -
dividends come next to capital gains. Since these two sources
together constitute less than 2 per cent of total gross income,
inequity in their distribution did not produce any considerable
effect on the distribution of total gross income. However in
order to improve the distribution of income net of tax, as far
aspo ssible, deductions and allowances should not be granted in
respect of capital gains and dividends.

The progressivity of the tax on individuals does not show
any clear trend of increase or decrease. The effective rate of tax
on individuals remained more or less unchanged between 1953-54
and 1974-75. From this, one can infer that the changes in the -
distribution of income after tax reflected the changes in the
distribution of income before tax rather than the changes in
the progression of the tax structure during this period.

Due to progression in the rates of tax the concentration of
net income was less than the concentration of gross income.
The Lorenz ratio of the distribution of gross income was 0-383
and that of net income was 0-325 in 1965-66. The difference,
viz., 0-058 gives an idea of the impact of the tax. The difference
between the Lorenz ratio of gross income and that of net income
increased from 0-058 in 1965-66 to 0-071 in 1974-75. (The Lorenz
ratio of the distribution of gross income was 0-341 and that of
net income was 0:270 in 1974-75.) This difference slightly fell
and was 0-066 in 1975-76. (The Lorenz ratio of thedi stribution
of gross income was 0-331 and that of net income was 0-265
in 1975-76.) This indicates that the efficiency of the personal
income tax in reducing the concentration of income among the
assessees only marginally increased in course of time.

As the assessed income is gross income less deductions, the
difference in the nature of distributions of gross income and
assessed income depends upon the distribution of deductions.
One would perhaps expect that the various deductions should
benefit the assessees at the lower levels of income more than those
at the upper levels. But, since the deductions are granted in order
to encourage the activities of savings and investment in selected
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areas and the ability to save and invest is not (proportionately)
equal for assessees at every level of income, there is a common
fear that the deductions would favour the assessees at the higher
income levels. In such a case, the distribution of gross income
would be more unequal than the distribution of assessed income.
The empirical exercises carried out by us show that all along the
deductions were largely neutral with respect to the distribution of
income. The Lorenz ratios estimated from gross income and
assessed income differ very little and the differences do not
show any tendency in any direction over time (Table III. 2). A
comparison of the fractile-wise distribution of deductions with
that of gross income for 1974-75 and 1976-77 shows that the
former was less unequal in nature (Table A. 27).

Our finding does not, of course, invalidate the argument
that if incentive provisions under the income tax, for stimulating
savings and investment, take the form of straight deductions
with a fairly high ceiling, the tax benefits are likely to be regres-
sively distributed, because the relief will be given at the marginal
rate. This argument is based on the assumption that the upper
income groups would fully avail themselves of the deductions.
It appears from our finding that they have not done so.

4. Elasticity

The elasticity of income tax revenue with respect to national
income is measured as the ratio of the relative change in income
tax revenue to the relative change in national income under a
given tax structure. If the ratio of income tax revenue to national
income rises over the years the elasticity will be greater than 1 and
if that ratio decreases over the years the elasticity will be less than
1. The elasticity will be just equal to 1 if the ratio of income tax
revenue to national income remains constant over time.

The elasticity of the personal income tax with respect to
national income depends upon the progressivity in the tax struc-
ture and the changes in the distribution of income over time.
A number of analytically significant conclusions about the nature
of relationship between elasticity and its determinants have



CONCLUSIONS ’ 71

been derived in this work. The most important of them are as
follows :

(/) Under progressive taxation the elasticity of the tax
yield with respect to taxable income will be greater than
1 if the inequality in the distribution of income increases
or remains constant. The elasticity may be less than
unity if the inequality decreases over time.

(ii) Under a proportional tax structure, the elasticity of the
tax yield with respect to the tax base is equal to unity,
The deviation of elasticity from 1 increases with increas-
ing progressivity in the tax structure. This implies that if
the elasticity is less than 1, it cannot be increased by
increasing the progressivity in the tax structure.

The estimate of elasticity of the personal income tax with
respect to national income in India lies below 1. An elasticity of
less than unity of the income tax follows from the decreasing
trend in the effective rates of tax on total taxable income. Under
a given tax structure the effective rate of tax can decrease over
time as a result of increasing equality in the distribution of taxable
income. AIITS shows that the distribution of taxable income
tended towards a greater degree of equality as a result of an
increase in the share of salary in total gross income. Non-salary
income, particularly profits from business and, profession and
income from ‘“‘other sources”, constitute the major portion of
gross income of the assessees in the upper income brackets.
So with arise in the share of non-salary income inequality in the
distribution of income would have increased and the elasticity
of the income tax would have exceeded 1. The data further show
that the share of salary income increased particularly during the
period of high inflation. Such a phenomenon is contrary to the
general expectation. If this is taken to indicate an increase in
tax avoidance and tax evasion during inflation, the appropriate
policy measure for increasing the elasticity would be plugging
loopholes in the tax administration rather than a change in the
degree of progressivity.

5. Inflation and Income Tax

The price level in India has been rising continuously. Inflation
raises the income level in nominal terms. As a result of this, the
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assessees are shifted to higher income brackets and are subjected
to higher rates of tax. Moreover, due to inflation the incomes of
a large number of income earners cross the exemption limit and
become taxable. The total number of assessees increases as a
result.

The statutory level of exemption limit was revised upwards
and the rates of tax were changed by the Finance Acts on a
number of occasions since 1961. Besides these, the level of
deductible income under different provisions was revised
upward and new provisions for deductions were introduced
from time to time. But an analysis of these statutory changes
shows that these upward revisions of the exemption limit and the
deductions did not fully neutralise the effect of inflation on taxable
income. A significant proportion of the total number of assessees
came under the tax as a result of inflation.

Since there is an upper limit to the marginal rate of tax,
incomes in the uppermost slab cannot become subject to further
higher rates of tax due to inflation. Only incomes in the lower
tax brackets move up to higher brackets and come under
higher tax rates. Inflation thus increases the incidence of tax
on the existing assessees in the lower income ranges and the
income range immediately above the exemption limit is filled up
by new assessees. The distribution of tax liability may not be
affected as a result. The progressivity in the tax structure depends
upon the distribution of tax liability among the whole set of
taxable income ranges extending from the lowermost to the
uppermost ones. As such the estimate of progressivity is not
essentially affected by inflation. This is also brought out by
the results of our empirical exercise given in Table V.2.

The proportionately greater increase in the tax burden on
assessees in the lower income tax brackets as a result of
inflation, can be neutralised by inflation indexing. Indexing of
the items considered as cost of earning which are specified in
fixed amounts can be justified. But inflation indexing also suffers
from a number of limitations. The most serious limitation is
that the inflation indexing reduces stabilizing effect of the income
tax structure.
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Complete inflation indexing requires raising of the exemption
limit and the bracket limits by the rate of increase of cost of
living index number. But on the other hand, there is the argu-
ment that in a country in which one per cent of the total work-
ing population pay income tax, the exemption limit should not
be raised any further.

6. Some General Issues

An examination of the relative rates of growth of national
income, total gross income of income tax assessees, total salary
income assessed to tax and total non-salary income assessed
to tax reveals a number of interesting facts. In order to study the
difference in the rates of growth of the above categories of income,
in the context of inflation, we focus our attention on the situations
in three specific periods. These are the assessment years 1961-62
to 1965-66, 1965-66 to 1969-70 and 1969-70 to 1975-76.

Among these three periods, the rates of growth of national
income and income in the non-agricultural sector were the
highest in the financial years from 1960-61 to 1964-65, which
correspond to the assessment years from 1961-62 to 1965-66.
The rates of growth dipped to a low level in the financial years
1964-65 to 1968-69 (i.c., the assessment years 1965-66 to 1969-70).
During the last period the growth rates revived, but were not as
high as that in the first period.

In terms of the wholesale price indices of all commodities
taken together and non-agricultural commodities separately,
it is found that among these three periods the rate of inflation
was the lowest in the first and, the highest in the third period.

The rate of growth of personal income at current prices was
around 10 per cent over the period 1960-61 to 1968-69 and the
rate of growth of gross income assessed to tax was above 9 per
cent during the same period. The data on personal income from
the non-agricultural sector are not available, but on the basis of
the decreasing share of agriculture in net domestic product at
factor cost, it can be said that the rate of growth of personal
income in the non-agricultural sector was slightly higher than
‘that of total personal income. A lower rate ofgrowth of gross
income assessed to tax than that of personal income would imply
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that the share of income tax assessees in personal income in the
non-agricultural sector was decreasing and the distribution of
income between the income tax paying class and the rest of the
non-agricultural population was tending towards a greater degree
of equality. The rate of growth of personal income exceeded 12
per cent during the period 1968-69 to 1974-75. The rate of
increase of the wholesale price index of all commodities as well
as that of the non-agricultural commodities was nearly 11 per
cent during this period. Against these, the rate of increase of
the gross income of income tax assessees was only 5 per cent
during the same period.

Out of total gross income, salary income assessed to tax
increased at a rate of more than 7 per cent from 1964-65 to
1974-75. The rate of increase of the remaining part of gross in-
come, which may be called non-salary income, was more than
10 per cent from 1964-65 to 1968-69 but it went below 4 per cent
in the next period. Unless there is escalation of wages and salaries
according to the rise in the cost of living index, non-salary income
can be expected to increase at a higher rate than salary income
during periods of high inflation. The trend of observations
from 1968-69 to 1975-76 contradicts such an expectation. The
rate of increase of non-salary income (in nominal terms) became
extremely low when the inflationary forces were particularly
strong in the economy. The data show that in real terms the non-
salary income of the assessees decreased at a rate of 2-4 per
cent between 1969-70 and 1974-75.

The rate of growth of non-salary income assessed to tax
could have fallen if, through changes in the Income Tax Act, a
larger amount of allowances or exemptions were granted on
non-salary income during the period 1968-69 to 1975-76. But
actually such was not the case. On the contrary, detailed pro-
visions for exemption were introduced in 1968-69 in respect of
the cost of conveyance incurred by salary earners for travelling
to place of work and this would have certainly tended to reduce
gross salary income assessed to tax in subsequent years. But a
low rate of increase of non-salary income during this period
cannot be explained by legal erosion of the tax base.

An alternative possibility is that the additional income of
non-salary earners arose mainly in the form of accrued capital
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TABLE VI.1

Annual Compound Rates of Increase
(Per cent)

1960-61  1964-65  1968-69
to to to
1964-65  1968-69  1974-75

1. National income (at 1960-61 prices)

(Net domestic product at factor cost) 4:69 1-64 2-87
2. Personal income (at current prices) 10-69 9-75 12-41
3. Non-agricultural income (at current

prices) 11-10 9-98 12-83
4. Non-agricultural income (at 1960-61

prices) 684 3-33 3-82
5. Wholesale price index—all commodities 515 7-85 10- 86
6. Wholesale price index—non agricultural

commodities 4-49 7-35 10-95
7. Gross income of tax assessees 9-19 9-37 5-10
8. Total salary income assessed to tax 11-56 7-18 7-20
9. Total non-salary income assessed to tax  7-97 10-56 3-97

Sources :Items 1,4 and 5 are calculated on the basis of National Income
Statistics 1960-61—1974-75.
1tems 2 and 3 are calculated from the data in Tables 5 and 2, Govern-
ment of India. Economic Survey, 1968-69 and 1976-77.
Items 6, 7 and 8 are calculated from AIITS data.

gains. As realised capital gains are found to constitute an insigni-
ficant part of total gross income in AZITS, it is difficult to assume
that the increase in accrued capital gains could account for most
of the increase in non-salary income due to inflation. Between
1964-65 and 1966-67 an equity share holder was liable to pay
income tax on the notional capital gains accrued to him when
he was allotted a bonus share. This was discontinued from the
next year and it was provided that the liability for tax would
arise only when the capital gains were realised. This change in
the tax law could not be expected to have made any significant
difference in the tax base, because, except for 1967-68, in all
the other years from 1953-54 to 1975-76, capital gains constituted
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less than one per cent of total gross income (In 1967-68 it was
only 1-14 per cent).

The third possibility that could explain a very low rate of
growth of non-salary income during a period of extremely high
inflation is that the rate of evasion increased and some of the
fruits of inflation were taken away in illegal ways during the period
1968-69 to 1975-76.

Income distribution among the assessees showed a tendency
towards greater degree of equality from 1968-69 to 1975-76. The
exemption limit was revised upward in this period, but this
revision was not sufficient to neutralise the effect of inflation.
As a result, the number of assessees and assessed income in the
lower income brackets increased at a faster rate. The relative
share of assessed income in the lower income brackets increased
and the estimate of Lorenz ratio of the total income of the asse-
ssees tended to fall. The AIITS data also show that as the share of
salary income in total gross income increased as a result of the
higher rate of growth of salary income, the share of salaries in
total gross income of the lower 50 per cent of the assessees also
increased. So it is not only that during the period of high rate of
inflation the share of salary income in total gross income in-
creased, but also that the share of assessees in the lower income
ranges increased at a slightly higher rate than the share of the
assessees in the upper income ranges. The data would lead us to
believe that non-salary earners in the higher income ranges not
only failed to take advantage of the high rate of inflation but also
suffered from a significant fall in realincome. Thus, AIITS does
not substantiate the hypothesis that non-salary earners gain
more than salary earners during inflation. If this hypothesis is
generally valid, the obvious conclusion will be that the rate of
evasion among the non-salary earners in high income ranges
became particularly significant during 1968-69 to 1975-76.

As a result of inflation the incidence of tax in the lower
income brackets rises proportionately more than that in the
upper income brackets. Moreover, if avoidance and evasion
are high in the upper income brackets, actual incidence in the
upper income brackets would decrease, instead of increasing,
as a result of inflation. This will on the one hand reduce the
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effective rate of tax and on the other, reduce the progressivity of
the tax structure. The total revenue as well as the income-elasticity
of income tax is depressed as a consequence.

The estimate of elasticity of the personal income tax with res-
pect to national income over the period 1961-62 to 1975-76 is less
than 1. The slow tendency of the inequality of the distribution
of assessed income to decrease over time is consistent with the
above estimate. The inequality in the distribution of assessed
income decreased due to a rise in the share of salary in total gross
income of the assessees. Salary constitutes the major share of
gross income of the lower 50 to 60 per cent of assessees. The
share of salary in gross income was found to increase parti-
cularly in a period of high inflation. The rate of growth of non-
salary income of the assessees in real terms was found to be
negative over the period 1968-69 to 1975-76. Usually, in the
absence of any arrangement for automatic upward revision of
wages and salaries, the share of non-salary income rises during
inflation. The opposite tendency indicated by the data'in AIITS
can be explained by an increase in the rate of tax evasion and tax
avoidance during the inflationary period. Our analysis further
shows that the elasticity would have been still lower in the
absence of inflation. In a situation of price stability, the elasticity
of personal income tax would be higher and also more stable
if the rate of tax evasion and tax avoidance is greatly reduced.

‘7. Improvements in the Presentation of Income Tax Data

The AIITS in order to be more useful for purposes of economic
analysis should be improved along the following lines :

(i) The arrear assessments and the current assessments
should be given separately for the all-India statements
3A, 3B, 5, 5A, SE and 6 in AIITS.

(ii) As soon as the assessments relating to a year reach
90 per cent or so, the data according to the above all-
India statements pertaining to that particular assess-
ment year should be published again. This may come
with delay. However, if the data could be made
available in this way, they would serve as the basis of
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meaningful analysis. Such an improvement has been
effected recently since the study was completed.

Gross income data should include as much of total net
receipts as possible. Sometimes it is argued that legally
the assessees cannot be compelled to report income on
items which by law do not form part of gross income
and are listed under section 10 of the Income Tax Act.
The simple remedy would be to remove some of the
items from section 10 and put them in other appro-
priate places. Thus items under section 10(5) and 10(13A)
can be placed under section 16 and items under section
10(15) can be put under section 80L.

The complete data on allowances granted as exemptions
and deductions should be presented in AIITS according
to the gross income ranges. The loss set-off should be
specified after the data on gross incomes. The exemptions
and deductions granted as cost of earning under sections
10(13A), 16, 19, 24 etc. should come next. The deductions
under sections 10(15), 80C and 80(L), which are granted
according to the sources of income or the uses of income
for promoting particular types of saving, investments

and expenditure should be presented after the cost of
earning.

In order to trace the changes in the gross income of an
assessee above the gross income level of Rs. 50,000 (say)
and also the benefits derived by him from different pro-
visions of deductions and allowances over time, a more
detailed account of these assessees should be main-
tained at the Head Quarters of the Income Tax Depart-
ment. Such information should be computerised and
preserved in tapes or discs.



Annexure 1
DECOMPOSITION OF THE LORENZ RATIO*

The gross income of an assessee is the sum total of his
incomes from the different sources. The inequality in the distri-
bution of gross income is the resultant of the inequalities in the
distributions of incomes from these sources.

If the data on gross income and its components (i.e.,
incomes from different sources) are arranged against the distri-
bution of assessees according to assessed income, the proportion
of income from a source going to a fractile of assessees can be
estimated. As the fractiles of assessees are related to the distribu-
tions of incomes from the different sources, these distributions
are comparable among themselves as well as with that of the
aggregate income.

If the share of income from a source increases over the
fractiles of assessees arranged according to assessed income, a
simple relationship will hold between the estimate of the Lorenz
ratio of gross income and certain estimates of inequalities in the
distributions of incomes from the different sources. These esti-
mates of inequalities in the distributions of incomes from the
different sources are analogous to the Lorenz ratio, but they
are not Lorenz ratios, strictly speaking. These estimates are
derived by applying the method of estimation of the Lorenz ratio
“to the data on the distributions of incomes from the different
sources among all the assessees arranged according to their assessed
incomes.

Let L be the estimate of the Lorenz ratio of gross income; Ls
Lr, Lp, Lb, Ld, Lc and Lo be the estimates of inequality in the
distributions of salary income, interest income, property income,
income from business and professions, dividend income, capital

*This is derived by Pawan K. Aggarwal
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gains, and income from the “‘other sources”, respectively; and let
s, I, p, b, d, cand o be the shares of incomes from these different
sources in total gross income, respectively. (s+r+p+b-+d
+c+o=1).
Then, L=sLs+rLr+pLp+bLb+dLa+cLc+oLo....... (1)
If the Lorenz ratio is estimated by the quadrature method,

k .
L=1‘—zpi (Q+Qi
i=1
where k is the number of income brackets, P, is the proportion

of population in bracket i and Q, is the cumulative proportion
of income up to bracket i, and Q,=o.

The above formula can also be written as,

—1___ 2 n, [Z Y, + Z Y, 1]

i=1 j=1

where N is the total population, Y is the total income, n; is the
number of persons in bracketi, Y; is the income in bracket j
and Yo =]
Note that, Y=S-+R+P+B+D+C+0 and
Y)=S;+R;j+Py+By+D,;+Ci4 Oy
where S, R, P,B,D, C and O stand for incomes from the
salaries, interest, property, business and professions, dividends,
capital gains and “other sources”, respectively. These notations

with subscript j show the incomes of the assessees in the
income bracket j.

If the inequalities in source-wise income are defined analo-
gous to Lorenzratio such as

e a[Boe ] -
1=

i=1

- A—
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sLs=5—— ny [2 Sy + z S)- 1]
j=1

then, sLg + rL, + pL, + bL, + dLy 4 cL, + oL,

1
= (s-+r+p+b+d+cto) — ——.
(rrre “ro- ¥

K i
>m [ > S+ Ry+P+B,+D, 1.+ 0)+
£ “

i
z Sy +Ry_1+P_+ B+ Dy, + C; 1+0:—1)]
=1

i i
=1‘"% z n; (z Y+ z Y, )
=1 j=1

=L
Hence the relationship (1)



Proposition 1 :

Proof :

Proposition 2 : Two tax structures with same P,
only difference between these structures
being that the marginal rates of tax in
one tax structure are constant multiples
of the marginal rates of tax in the other
tax structure, give rise to the same value
of elasticity of the tax revenue with respect

Proof :

Annexure 2

SOME PROPOSITIONS ON ELASTICITY

ratio of the distribution of tax

among the assessees and L is the Lorenz
ratio of the distribution of assessed in-

come).

If every marginal rate of tax m, of a tax
structure is multiplied by some positive
value k, the tax liability of all the assessees
gets multiplied by the same value k and the
liability progression remains unchanged.

For every given L, C also remains un-

changed under this condition;
remains unchanged.

to the tax base.

If the marginal rates in one tax structure
are k times the marginal rates of another
tax structure, k being always positive, then
for any given L, the P of the two structures

will be equal.
82

If the liability progression remains
changed, P = (C—L)remains unchanged for
every given L (where C is the Lorenz



Proposition 3 :

Sketch of proof :
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Let the total tax liabilities in year 1 and
year 2 according to a tax structure be T,
and T,, respectively. The total tax liabilities
in the respective years after k times change
in the marginal rates will be KT; and
KT,. Given the rate of change of assessed
income between these two years, the elasti-
city will be the same under these two tax
structures.

The absolute difference between the elasticity
of the tax yield with respect to the taxable
income and 1 increases with increasing
liability progression.

Let ¢ be the elasticity of the tax yield with
respect to the tax base, and e, be the
elasticity of the average or the effective
rate of tax with respect to the tax base,
then, e = 1+e,.

es will be positive if the effective rate
is rising over time and will be negative
if the effective rate is falling over time.
Given the tax structure, the effective rate
will be rising over time, if the distribution
of taxable income tends towards greater
inequality; the effective rate will be
falling if the inequality in the distribution
of taxable income decreases over time.

Under higher progressivity, as the in-
equality in the distribution of taxable
income changes in one direction over
time, the rate of change in the effective
rate of tax will be higher in absolute terms.
So, under higher progressivity, the absolute
magnitude of e, will be higher, and [e—1]
will rise.
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ESTIMATION OF ELASTICITY OF INCOME TAX
FROM THE BUDGET DATA

The income elasticity of taxes on income other than cor-
poration tax is estimated for the period 1961-62 to 1975-76. The
data on revenue from this head from 1961-62 onward are not
comparable to those of the previous years. The year 1974-75 is
taken as the base year for cleaning the series of revenue from
taxes on income other than corporation tax. Under the method of
proportional adjustment the elasticity is not affected by the change
of the base year (Chelliah, R.J. and Chand, S .K. 1974). The
change of the base year would only change the intercept of the

loglinear equation fitted to the data on tax revenue and national
income.

Here, the data on revenue from taxes on income other than
corporation tax are adjusted, according to the proportional
adjustment method, in the following manner. The data on addi-
tional revenue from the discretionary changes are given in column
2in Table A.24. These figures are multiplied by the ratios of
actual total revenues to the budget estimates of total revenue, in
the corresponding years. Thus, we get the estimates of adjusted
additional revenue from the discretionary changes. If T;, T, ...,
T, are the data on actual revenue in the years 1,2, . . ... ,nand
dy, dyenne. ,dn are the estimates of the adjusted additional
revenue in the corresponding years, then the adjusted total
revenue in the different years (Ti") will be,

T =Ty, Ty y=Tu-y (H-Tdn—d)
n n
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d,_ d
e N _'_1_1.__) __1_)
Tn 2 Tn 2( + Tn—l’_dn—l (l+ Tn—dn

d d
=T, (1 2 ) ( G )
Tl ! ( * Tz—dz 1+ Tn_dn

A loglinear regression equation is fitted to the adjusted
series of revenue and the net national product at market prices;
the coefficient of net national product gives the estimate of
elasticity. An estimate of buoyancy is also made from the
unadjusted data on revenue from taxes on income other than
corporation tax and net national product at market prices.
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ADJUSTMENTS IN DATA FOR
ESTIMATING ELASTICITY

The assessed income is adjusted for the variation in “‘exem-
ption limit” in the following manner. The “exemption limit” of
the assessees other than the Hindu undivided families was lower
than Rs. 5,000 in all the years prior to 1971-72 (sec Table A.23).
In AIITS the first assessed income range lies below the “‘exemption
limit” and as such it consists of income of only the non-resident
assessees!. The total assessed income of the assessees in the
ranges above Rs. 5,000 is taken every year prior to 1971-72. To
this is added the amount of the assessed income in the range
zero to the exemption limit in the respective years which is
taken as the income of the non-residents.

The “exemption limit” for the Hindu undivided families was
more than Rs. 7000 up to 1957-58 and it was less than Rs. 7,000
from 1958-59 to 1967-68. In the AIITS the data are presented
according to the assessed income ranges. Among the income
ranges one particular range is from Rs. 5,000 to Rs. 10,000.
The statutory exemption limit for Hindu undivided families falls
between these limits in every year excepting the last year of
our study. In order to eliminate the effects of the variations in
exemption limit over the years, Pareto distribution function has
been fitted separatily, for every year, to the assessment data on
the Hindu undivided families with assessed incomes above
Rs. 10,000. These Pareto distributions are then extended down-
wards to the level of Rs. 7,000. In every year, the estimate of

1Till 1965-66 the rate of tax for the non-resident assessees was determin-
ed according to their total world income. Since 1966-67, this is determined
according to the total income of the assessee arising in India.
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the assessed income of Hindu undivided families in the range
Rs. 7,000 to Rs. 10,000 derived from the Pareto distribution is
added to the total assessed income of the Hindu undivided fami-
lies with incomes above Rs. 10,000. To this has to be added the
assessed income of the non-resident Hindy undivided families
having income below the ““exemption limit”. Assessed incomes in
the range zero to Rs. 5,000 is taken to belong to the non-
residents. Assessed income of the non-residents in the range Rs.
5,000 to the “exemption limit” is estimated in the following
manner. Assuming that the assessed income is proportionately
distributed in the range Rs. 5,001 to Rs. 10,000, the assessed
income in that range is multiplied by the ratio of the width of
the range Rs. 5,000 to the exemption limit to the width of the
range Rs. 5,001 to Rs. 10,000.

The adjusted assessed income of Hindu undivided families
and other types of assessees are added together in order to get a
comparable series of assessed income over time. The “‘exemp-
tion limits” assumed in this study were the actual exemption
limits from 1971-72 to 1974-75. The data on the assessed income
for these years are taken from AIITS without any adjustment,
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RULES ABOUT EXEMPTIONS, REBATES AND
DEDUCTIONS FOR CERTAIN
SPECIFIED ITEMS

(Applicable in 1960-61, 1968-69 and 1973-74 respectively)
Contractual Savings

In 1960-61 income-tax rebates were granted for contractual
savings in a year upto a maximum of 25 per cent of total income
or Rs. 8,000, whichever is lower.

In 1968-69 deductions were granted for contractual savings
on 60 per cent of the first five thousand rupees and 50 per cent
of the balance upto a maximum of 30 per cent of total income
or Rs. 15,000, whichever is less.

In 1973-74 the maximum limit of deductions for contrac-
tural savings was 30 per cent of total income or Rs. 20,000,
whichever is less. According to the formula introduced in that
year there was 100 per cent deduction on the first Rs. 2,000 of
contractual savings; 50 per cent deduction on the next Rs. 3,000
of contractual savings and 40 per cent deduction on contractual
savings exceeding Rs. 5,000.

House Rent Allowance

In 1968-69 and 1973-74 house rent allowance upto 20 per
cent of total income or Rs. 300 per month, whichever is lower,
was exempt from income tax.
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Conveyance Expenses

Maode of transport Annual income
(Rs.)

1968-69

Motor car 15,000 and less

Motor car Between 15,001 and

25,000

Motor Car Above 25,000

Motor cycle and Any income

similar vehicles

Bicycle Any income

1973-74

Motor car

Motor cycle, etc.
Any other case

Annual exemption
(Rs.)

1,800

2,400

3,000
600

60

2,400

900
600
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TABLE A.1

95

Income Tax Reveaue in Comparison to Total Tax Revenue and Total Revenue
of the Government of India and Personal Income in India

(Columns 1 to 4 in Rs. crore, at current prices)

Income Total

Total Personal

(1) as

(1) as

1) as

tax tax revenue income per cent per cent per cent

Year revenue revenuc of(2) of(3) of(d)
@) @ 3) @ &) ©) @)
1953-54 123 418 473 9636 29-38  25-96 1-28
1954-55 122 453 513 8838 26:96 23-85 1-38
1955-56 131 482 561 9369 27-24 23-40 1-40
1956-57 152 574 643 10644 26-43 23-61 1-43
1957-58 164 686 806 10684 23-85 20-31 1-53
1958-59 172 715 832 11926 24-05 20-67 1-44
1959-60 149 798 966 12270 18-66 15-42 1-21
1960-61 167 909 1076 13090 18-41 15-56 1-28
1961-62 165 1054 1234 13774 15-69 13-40 1-20
1962-63 186 1285 1684 14518 14-47 11-04 1-28
1963-64 259 1634 2128 16542 15-83 12-15 1-56
1964-65 267 1821 2361 19654 14-64 11-29 1-36
1965-66 272 2061 2620 20358 13-19 10-37 1-33
1966-67 309 2307 2873 23678 1338 10-74 1-30
1967-68 323 2348 3010 27989 13-87 10-85 1-16
1968-69 378 2510 3284 28516 15-08 11-52 1-33
1969-70 448 2823 3689 31372 15-88 12-16 1-43
1970-71 473 3207 4097 34153 14-75 11-55 1-38
1971-72 537 3872 4972 36047 13-86 10-79 1-49
1972-73 630 4510 5645 39539 13-97 11-16 1-59
1973-74 745 5069 6247 49194 14-70 11-93 1-51
1974-75 874 6322 7782 57534 13-82 11-23 1-52
1975-76 1214 7608 9674 60891 15-96 12-55 1-99
Sources :

1. Government of India, Budgets for revenues.

(Contd.)
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Table A.1 (Contd.)

2. Data on personal income are derived from national income figures in
C.S.0.’s National Accounts Statistics and Estimates of National Income.

Note : Since the national income series were revised in 1960-61, the figures for
the earlier years had to be adjusted to obtain a comparable series for the
whole period of study. The following adjustments, were made.

Comparable estimates of net national product of the years 1953-54 to
1959-60 are available at 1960-61 prices in C.S.0., Department of Statistics,
Ministry of Planning, Government of India—National Accounts Statis-
tics, 1960-61 to 1972-73, Appendix Table A.l. Price index numbers of
the years 1952-53 to 1959-60 with' 1960-61 as base are derived from the
conventional series of net national product at current prices and at 1948-
49 prices, published in Government of India, Ministry of Finance, Econo-
mic Survey, 1970-71, Statistical Appendix, Table 1.1. The comparable
series of net national product of 1952-53 to 1959-60 available at 1960-61
prices are multiplied by these price index numbers. The resuit is taken
as the comparable series of net national product at factor cost of these
years at current prices.

Net national product at market prices are obtained from the above by
adding the indirect taxes less subsidies.

The conventional series of the net national product at market prices and
that of private income at current prices are available in C.S.0., Cabinet
Secretariat, Government of India, Estimates of National Income
March 1961, Table 5. The difference between these two figures is taken
from the conventional series and substracted from the adjusted figures
of the net national product at market prices (current price). Thus the
comparable series of private income at current prices is obtained.

The comparable series of personal income from 1953-54 to 1959-60 is
obtained by subtracting the data of corporation tax and the savings of
the private corporate sector at current prices from the adjusted figures
of private income at market prices. The data on the savings of the
private corporate sector at current prices are taken from R.N. Lal—
Capital Formation and its Financing in India, Allied Publishers, Chapter 10,
Table 10.4.

The data on personal income at current prices of 1960-61 to 1974-75
are taken from C.S.0., Department of Statistics, Ministry of Planning,
Government of India, National Accounts Statistics 1960-61 to 1974-75,
Table 2.
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TABLE A.20

Average Gross Income and Effective Rate of Tax on Gross Income of Individuals
(1959-60 to 1975-76)

\\Source Salary Interest Property
Year\|
Average Effective Average FEffective Average Effective
gross tax rate gross tax rate gross tax rate
income income income
(Rs. (Rs. (Rs.

thousand) (Per cent) thousand) (Per cent) thousand) (Per cent)

m ) 3 “) (%) ©®
1959-60 7-65 10-04 1-42 25-12 1-63 15-89
1960-61 7-41 10-21 1-35 24-08 1-49 15-14
1961-62 7-24 9-83 1-45 25-51 1-53 15-51
1962-63 7-45 9-58 1-47 27-48 1-50 15-70
1963-64 7-26 8-51 1-49 22-36 1-44 14-72
1964-65 7-13 8-83 1-73 22:02 1-38 14-39
1965-66 7-02 8-42 1-86 19-86 1-32 14-10
1966-67 7-96 9-30 3-74 14-93 1-63 15-41
1967-68 8:22 9-75 4:62 18-93 1-81 16-75
1968-69 873 9-7 4-02 14-21 2-01 16-46
1969-70 9-03 10-11 3-45 16:34 2:22 1638
1971-72 9:49 11-14 4:69 17-35 2-99 19-50
1972-73 9-92 13-44 4-48 14-93 2-77 18-03
1974-75 10-15 10-73 4-16 19-14 2-76 18-22
1975-76 11-51 9-46 5-40 15-86 2-83 17-36

(Contd.)
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TABLE A.20 (Contd.)

Average Gross Income and Effective Rate of Tax on Gross Income of Individuals
(1959-60 to 1975-76)

\Source Business and Professions Dividends
Year\|
Average Effective Average Effective
gross tax rate gross tax rate
Income Income
(Rs. (Rs.

thousand)  (Per cent) thousand)  (Per cent)

Q) (3) ) (10)
1959-60 7-21 9-95 4:25 34-60
1960-61 7-56 9-21 3-94 33-20
1961-62 7-79 10-13 3-86 34-07
1962-63 7-50 9:95 3-82 39-77
1963-64 7-25 9:65 3-56 33-34
1964-65 6-99 9-28 3-02 30-06
19635-66 7-39 10-23 2:15 42-65
1966-67 8-38 11-94 3-50 32-94
1967-68 9-19 14-16 3-87 31-51
1968-69 9-58 13-40 3-45 29-38
1969-70 9-95 13-46 3-70 29-38
1971-72 12-50 14-23 3-98 32-91
1972-73 10-31 13-71 3-56 30-34
1974-75 11-74 16-17 3-60 31-56
1975-76 11-82 14-72 3-67 32-12

(Contd.)
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Average Gross Income and Effective Rate of Tax on Gross Income of Individuals

(1959-60 to 1975-76)

\\Source Capital gains Other sources
Year\
Average Effective Average Effective
gross tax rate gross tax rate
income income
(Rs. (Rs.
thousand) (per cent) thousand)  (per cent)
an (12) 13) 14)
1959-60 28:60 22-28 6-55 2279
1960-61 24-07 21-02 6°70 23-98
1961-62 22-55 192:96 6° 68 23-18
1962-63 18-43 22-36 7-40 21-04
1963-64 11-97 22-15 7-41 21-12
1964-65 12-38 21-04 7:03 22-00
1965-66 12-78 26-09 6-82 15-92
1966-67 7:57 24:53 7-89 19-97
1967-68 13-90 24-95 8-19 21-12
1968-69 10-32 21-52 8:43 20-00
1969-70 8:83 22-78 8-23 19:30
1971-72 9-80 32-41 8-88 21-44
1972-73 8-30 41-22 8-32 19-31
1974-75 9-77 46-13 9-10 19-92
1975-76 10-38 43-90 9-86 19-15

Source : Same as for Table A.2
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TABLE A.23

Data used for Estimation of Elasticity and Buoyancy

Year National Personal Assessed Assessed
income income income income

(actual) (adjusted)

(Rs. crore) (Rs. crore) (Rs. crore) (Rs. crore)
(Y] ) €)) Y
1954-55 10149 9636 562 562
1955-56 9436 8836 600 601
1956-57 9984 9369 648 659
1957-58 11371 10644 717 720
1958-59 11479 10684 818 784
1959-60 12787 11926 866 822
1960-61 13210 12270 898 850
1961-62 14210 13090 1021 965
1962-63 15067 13774 1053 1000
1963-64 16059 14518 1084 1034
1964-65 18543 16543 1229 1154
1965-66 21785 19654 1450 1355
1966-67 22719 20358 1606 1545
1967-68 26030 23678 1610 1577
1968-69 30478 27989 2029 1901
1969-70 31338 28516 2124 1999
1970-71 34665 31372 NA —
1971-72 37985 34153 2567 2567
1972-73 40404 36047 2221 2221

1973-74 44242 39539 NA —

1974-75 54555 49194 2534 2534
1975-76 64695 57534 2742 2731

(Contd.)
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TABLE A.23 (Contd.)

Data used for Estimation of Elasticity and Buoyancy

“Year Tax Tax liability Tax liability Effective rate of
liability under under tax (actual)
(actual) 1972-73 tax 1974-75 tax
structure structure
(Rs. crore) (Rs. crore) (Rs. crore) (Per cent)
) ()] Q)] ®)

1954-55 90-13 129-28 115-11 16-13
1955-56 108-46 119-25 125-10 1666
1956-57 105- 51 125-22 132:06 16-74
1957-58 109:40 150-01 163-82 15-27
1958-59 113:-99 128-80 137:35 14-29
1959-60 116°66 139-85 146- 60 14-17
1960-61 11633 138-69 147-41 12:95
1961-62 136+ 55 165-83 174- 58 13-38
1962-63 139-67 164-77 172-51 13-26
1963-64 136:27 160- 68 168-40 12-57
1964-65 152:37 177-77 184-51 12:40
1965-66 174-42 196- 63 213-34 12-03
1966-67 226-04 253-66 271-38 14-09
1967-68 241-25 27173 291-46 14-98
1968-69 294-55 332-15 357-77 14-52
1969-70 31405 353-26 375-90 14-79
1970-71 NA —_ NA NA
1971-72 432- 65 467-41 499-08 16-85
1972-73 357-54 357-54 364-46 16:10
1973-74 NA — NA NA
1974-75 405-01 383-40 405-01 15-98

- 1975-76 426-26 438-49 444-80 15-54

(Contd.)
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TABLE A.23 (Contd.)

Year  Effective rate of Effective rate of
tax on (4) under tax on (4) under :
1972-73 tax 1974-75 tax Actual Ey Actual Eqy
structure structure

(Per cent) (Per cent) (Rs.) (Rs.)

©) (10) arn 12)

1954-55 22-88 20-37 4200 8400
1955-56 19-84 20- 81 4200 8400
1956-57 19-00 20-03 4200 8400
1957-58 2166 22:75 4200 8400
1958-59 16-42 17-58 3000 6000
1959-60 17-01 17-83 3000 6000
1960-61 16:31 17-34 3000 6000
1961-62 17-18 18-11 3000 6000
1962-63 16-47 17-25 3000 6000
1963-64 15-53 16-28 3000 6000
1964-65 15-40 15-98 3000 6000
1965-66 14- 51 15-74 3000 6000
1966-67 16-41 17-56 3000 6000
1967-68 17-23 18-48 3500 6500
1968-69 17-47 18-82 4000 7000
1969-70 17-67 18-80 4000 7000
1970-71 NA NA 4000 7000
1971-72 18-20 19-44 5000 7000
1972-73 16-09 16-40 5000 7000
1973-74 NA NA 5000 7000
1974-75 15-13 15-98 5000 5000
1975-76 16-05 16-28 5000 5000

Sources : Columns (1) and (2)—Government of India, C.S.0., National
Accounts Statistics, 1960-61 to 1974-75, 1970-71 to 1976-77. Columns
(3) and (4) All India Income Tax Statistics.

Note : E,—Exemption limit for assessees other than Hindu undivided families
E,—Exemption limit for the Hindu undivided families
NA =Not available
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TABLE A.24

Revenue from Taxes on Income Other than Corporation Tax and Net National
Product at Market Prices
(1961-62 to 1975-76)

(Rs. crore)
Year Revenue Estimate The adjusted Net
from of additional revenue national
taxes on revenue from product
income from dis- taxes on at market
other than  cretionary income prices
corporation  changes other than
tax (budget corporation
(accounts)  estimates) tax
1 (2) 3) @
1961-62 165-39 —+ 2:00 255-88 15067
1962-63 185-96 ~+15:35 263-96 16059
1963-64 258- 60 -+-39:00 311-71 18543
1964-65 266- 95 — 2:72 325-05 21785
1965-66 271-80 — 2°50 334-00 22719
1966-67 308- 68 +24-15 349-65 26030
1967-68 325-62 0 368- 84 30478
1968-69 378-47 -+ 14-00 412-84 31338
1969-70 448-45 +17-30 470- 31 34665
1970-71 473-17 -+13:75 481-81 37985
1971-72 536-74 +11-00 535-34 40404
1972-73 630-00 <+ 3-00 62537 44242
1973-74 745-00 0 73952 54555
1974-75 874:00 0 867-57 64695
1975-76 121436 — 9-00 1214-36 73032

Sources : Columns (1) and (2) from the Budgets of the Government of India.
Column (4) Government of India, C.S.O.,—National Accounts
Statistics, 1960-61 to 1974-75, Table 2. The net national product at
market prices for 1975-76 is estimated by adding to the net national
product at factor cost given in Government of India, Ministry of
Finance, Economic Survey, 1976-77, indirect taxes less subsidies at
the same rate as 1974-75.
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TABLE A.27
Distribution of Deductions among Individuals
(Per cent)
Percentage\ Year 1974-75 1976-77
of assessees '\
Share in Ratio of Sharein Ratio of
total  deductions total deductions
deductions to gross deductions to gross
income income
First 10 per cent 6:25 7-94 6°63 14-77
Second 10 per cent 5-59 6:73 5-64 11-84
Third 10 per cent 5-59 673 6:04 9:90
Fourth 10 per cent 5-59 673 6:19 9:47
Fifth 10 per cent 7-07 6°65 765 10-23
Sixth 10 per cent 772 6:63 10-27 11-19
Seventh 10 per cent 11-14 7-18 10-27 11-19
Eighth 10 per cent 12-38 7-32 11-94 10-43
Ninth 10 per cent 14-55 6-69 13-35 9-15
Top 10 per cent 24-15 5-06 22-02 6:95
Top 5 per cent 15-59 4-80 14-03 6-56
Top 1 per cent 5-68 4-20 4-40 5-09

Source : Same as for Table A.2
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Measurement of Tax Effort of State Governments
1973-76

(National Institute of Public Finance and Policy)
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Questions concerning taxable capacity and tax effort have been of long standing
interest among economists and policy makers. Recently, attempts have been made to
develop measures of relative tax effort by the governments of different countries and by
those of different States within the same country. The study attempts to measure the
relative tax efforts of the different State Governments in India using the representative
tax system approach for determining their relative taxable capacities. It explains the
methodology employed in detail and examines the merits of the representative tax effort
approach vis-a-vis the alternative aggregate regression approach. In applying the method
to each major tax, it points out the various compromises that have to be made mainly
because of data limitations and their likely effects on the value of the results.

The calculation in the study and the tax effort indices relate to the period 1973-76
covering 15 States. A post-script attempts briefly to examine if the relative positions of
the different State governments in terms of tax effort have undergone any significant change
since those years.

This work, which presents a cross section of the tax system of each major State in
the country and brings out their basic structure along with the analysis of relative tax effort,
will be of undoubted value to policy makers as well as to students and scholars in the arca
of public finance.
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Resource Mobilisation in the Private Corporaie Sector

(National Institute of Public Finance and Policy)
VINAY D. LALL, SRINIVASA MADHUR and K.K. ATRI

The study presents a detailed assessment of the resource mobilisation effort in the
large-scale segment of the Indian private corporate sector, engaged in manufacturing
activities. The study covers the period 1962-63 to 1975-76, but the analysis of the major
trends has been extended upto 1979-80. The study contains an analysis of trends in the
mobilisation of gross resources (inclusive of depreciation), an assessment of the composi-
tion of resources mobilised and an econometric exercise on the determinants of gross
resources mobilised. While the econometric exercises are related to aggregate data, the
analysis of the trends and structural composition of mobilised resources is made both for
the corporate sector as a whole and for different categories of companies classified
according to the size of their total assets, their age and level of efficiency. An important
contribution of thestudy consists of the empirical evaluation of the impact of government
policies (in particular, fiscal and monetary policies) on the ratio of equity to debt finance
and the composition of owned funds. - Some policy implications are drawn on the basis
of the empirical evidence, keeping in perspective the qualitative assessments by the
Ieaders of industry, financial institutions and the government on the problems of resource
mobilisation in the private corporate sector. A
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