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Execulive Samury of Mujor Recomeaxbuations for
Beform of Imcomr: Tux Conocssions

A. Coocessions for Suving

Qur income tax luws currentily conlain several provisions
intended to encourage suving in specified forme. Despite efforis
10 ralionulise ihem, these provisions do not conslitute s well
designed package which could help generule more savings or induce
iheir flow into desired chuamels in & cost effective manner. A
cureful ansalysis of the scheme would show that they have the
effect of:

i. Causing wide divergence in the rates of return on
different categories of assets for which it is
difficult to find any rationale but which can cause
misallocation of resources;

1i. Raising rates of rctbium on several incentives beyond
levels which would normally be available even in the
openn market;

iil. Causing undue drain on the exchequer.

iv. Creating complications in the law, and therecby
problems for administration and compliance, because
of the multiplicity of the incentives and
opporbumities of abuse they open up. Several of the
provisions are practically inoperative.

A thorough overhaul of the savings schemes which have
evolved over the years as a result of ad hoc changes made frowm
time to time is needed. 1t would not, however, be realistic to
expect that the schemes could be rationalised all at one strcke.
However a move could be made towards a more rational structure of
savings incentives in the Incom: Tax Act. Possible altermnatives
are considered below:

I. Best Altermalive

In order to curtail loss of tax revenue, enlarge the tax
base and improve horizontal and vertical equity of the income tax
without any sacrifice in tax revenue, the ideal course would be to
remove all provisions which lead to concessional taxation of
saving and, instead, raise the rate of interest on govermment
bonds or government financlal instruments used for borrowing frow
the public. Such a course of actian would, however, have to be
phased in over a number of years. For imesdiale implementation o
altemative courses of action are proposed below.
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IT1. Scoond best bub less drastic refom

I1.1 All financial saving may be brought within the parview of
a single "netting” scheme on the lines of the National Saving
Schomne (N5S)  under Seclion 80CCA.  The current schemes under
Sections BOCCA and 80CCB may be modificd az follows:

i. To make the "netting” scheme more attractive, the
lock-in period should be reduced from 3 years to 1
year but not less than one year in order to guard
against misuse.

ii. There should be a minimum withholding tax on
withdrawal of fimds at the rate of 20%.

iii. There should be no ceiling on the total investment
permitted under this scheme in a year. However
ceilings may be recommended for specified assets
such as for mitual FAuods, personal equity plans and
investment to finance house construction. This
would require amalgamation of Sections 80CCA and
80CCB with necessary redrafting.

iv. The list of specified assctis may be increased to
include, besides the NSS and LIC schemes, schemcs
carrently covered by Scctions 10(15)(1i) (except post
office savings bank accounts); 10(15)(iib);
10(15)(idic); 10(15)(iv)(h); 10(15)(iv)(i); 80OL
{public sector or government assels only); 88 and
88A. Reinvestment in housing should also be
included. To prevent tax favour to luwxury housing
only housing as approved by the National Housing
Bank shauld be permitted reinvestment benefits.

11.2 In the casc of Post Office Savings Bank accounts,
exemption may continue as at present given its importance to small
saving.

11.3 The current tax concession under section 80L may be
replaced by a tax rebate at the nminimomn tax rate (20 per cent)
subject to a ceiling of Rs 6000. This will be available only for
return on assets not eligible for "netting” (such as bank deposits
and company shares). In the case of dividend income an additional
rebate equal to 20 per cent of the gross amount of dividend earmed
may be allowed to relieve double taxation. Deductibility as at
present should continue only if the need for such a measure to
encourage capital markets is felt.

11.4 Provisions governing reinvestment of capital gain will
now becone unnccessary. Thus, Sections 53, 54, 54B, 54D, 54E, 54F
iy be removed.
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I11.56 Corroessional treatment of long term capital gain may be
removed provided NHB approved housing 1s treated as a specified
asset in the netting scheme.

11.6 Certain types of cash inflows currently exewpt (e.g.
monies received on maturity of life insurance policies and
pavments from provident funds) should be brought within the ambit
of incom: or capital gains taxation. The “cost of acquisition” of
LIC policies shauld bLe the suw of premia paid less premia that
would have been payable on a “"whole life policy without profits”
for an equivalent insured sum and age of puarchase of the policy.
Altematively, the cost of acquisition could be computed at a flat
rate equal Lo 80% of the premium paid. Provident funds will
receive appropriate treatment provided assets now covercd by
Section 88 start receiving netting treatioent.

I111. An Altemative Package with Marginal Reform

If none of the schemes recommended above seem to be
workable in the short run, a third alternative may be considered
which would involve marginal reforw.

I171.1 Revision of the netting scheme u/s 80CCA in line with
recomeendations 11.1¢1) to I1.1(iii) and extension of the list of
assets as in 11.1(iv) except for sections 88,884 and 80L.

111.2 Continuation of exemption of interest on Post Office
Savings Bank accounts.

I111.3 Merger of provisions relating to reinvestment of long
term capital gains in Sections 54, 54B, 54D, 54E and 54F.
Deduction should be allowed on the basis of reinvested net
consideration as currently in 54E or 54F and not on the basis of
reinvested capital gain. The restriction on channels of
reinveslrent should be removed.

111.4 As in recommendation I1.6. Only interest and the
eamployers contribution to provident fund shrouldd be taxed as inoon:
of the previous year when it is withdrawn.

111.5 Redrafting of Section 45(6) mauy be required Lo bring
about consistency in the use of the word "repurchase” (of units at
the time of termination of the plan being dealt with) vis-a-vis
Section 80CCB(2).

I111.6 Section 80L should continue in its present form or be
replaced by a tax credit equal to 20% of interest or dividend
earned. The rebate an dividend income could be higher at 60% in
view of the corporation tax currently at 40%. This benefit should
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be available only for return on assets not coming within the
qualifying porilfolio under the netting scheme outlined above or
within the parview of Sections 88 and 88A.

B. Convessions for Housing

B.1 Interest deductibility under Section 24(2) may be
withdrasm. Withdrawal of Section 24(2) would help in reducing the
bias againsi rental housing and would also reduce the bias in
favour of financing out of torrowed funds. If conplete withdrawal
is felt to be too abrupt, deductibility should be replaced by a
tux rebate provision to remove the regressive bias of this
provision.

B.2 The extension of tax credits under Section 89 to all
approved honsing linked saving schatoes and not just tle: Howe Loan
Account (HLA) is recommended. This shauld promote greater savings
to {inance home ownership. Altematively, if recommendations in
A.1 are accepted interest rales mway be lowered.

B.3 Tax benefits to the HLA scheme of the NHB are unduly
liberal end way be reduced withaut any adverse lngpact.

a. Rebate under Section 88 may be limited only to

contributions to HLA rather than to both
contributions and interest earned on contributions.

Ok

b. Interest on loans from housing linked saving schemes

should be based on the initial quantum of loan
disbursed rather than on the current slab basis.

B.4 The restriction on investment of long term capital
gains in more than one house in Sectian 54F(2) should be removed.
Thils recommendation should apply, mulatis mutandis, if
reinvesbuent provisions are clubbed as recomoended carlier.

C. Recommoendations for Rationalising the Tax Concessions to
Encourage Inflow of Foreign Exchange

c.1 In the case of Sections 80R, 80RR and 80RRA there is
no rationale for keeplig oo saaaate.  They may, conscequently,
be amsalgamated into one. Furthermore, only income in foreign
currency brought into India should be taxed at a concessionasl rate
and not incom: earmed.  The concessional rate should be given in
the form of a tax rebate equal to 30 per cent of the income
brought in (or nil if the relutes exceeds the tax duc) and 40% in
Wi case of suthors, playrights, ete. as listed in Section 80KRA.
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Cc.2 For foreign exchange investment in sharces the
provisions for tax exenption on reinvestment in capilal gain in
specificd assels under Section 115F need amendment Lo continue tax
concessions if sales proceeds from a foreign exchange assel are
reinvesled in simllar assets within a period of lhirty six monthes
of the purchase of the foreign exchange assct.

C.3 To encourage export of seryloes, an arca of strawth
in India, incare in forelgn excharnge earnced under the hesd "income
frow business or profession” should be given concessional
treatment as recomendod above for Sections BOR, 80RR and 80KRRA.
This may entall consequent modification to Section 80HHC. However
Section B80HHC noeds examination separately.

(v)



PREFACK

The fiscal situation in India has deteriorated
markedly in recent times due to the growing gap between government
autlays and revenue recelpte and the rising import bill. Careful
yet speedy reform of the fiscal system is called for to reduce
fiscal pressures on the govermment buddet on a sustained basis.
The need for hard decisions has been further underscored by the
roecent events in the Persian Guif which will contimue to have an
adverse impact on the rescurce position in India for some tims to
COfx:

After exhibiting a spurt in the first few years of
the Seventh Plan, growth of collection from personal income tax
secm to have levelled off. While the factors underlying this
trend call for investigation on several fronts, a fecling
persists that the income tax base continues to be eroded by a
plethora of concessions and incentive provisions. The Direct
Taxes Cell at the NIPFP, set up less than two years ago with
funding from the Central Board of Direct Texes, has carried out
several studies designed to help improve the revemue performance
and ecanamic influence of direct taxes in Indla.

The analysis of income tax concessions contained in
this report was carried out by the Direct Taxes Cell of the: NIPEP
at the Instaxce of the Central Board of Direct Taxes., The focus
of the study, on savings concessions, housing concessions and
concessions to cncourage the Inflow of forelgn exchange, was
chosen keeping in view the pressing buddetary problems of the
governipent, the necd to rationalise the structure of incentives to
financial markets, the priority currently being accorded to
housing and the precarious foreign currency reserves of the
country. The study was completed in time for the budgetary
cexercises preceding the announcement of the Union budget for
1891-82.

The stixdy team consisted of Pawan Aggarwal, Arindam
Das-Gupta, Vijaya Devi, P.N. Jhingan, K. Kamnan, Rita Pandey,
M.S. Prasad and Navcen K. Singh. The Director of the NIPFP,
Amaresh Bagchi, provided overall supervision. Authorship and
research assistance detalls are as folloms:

Pawan Aggarwal carried out the analysis in Chapters
J axd 4 and also wrote tiese chapters.

Arindam Das—-Gupta prepared Chapter 1 (the overview)
and, along with K. Kannan, the Appendix. He also
helped preparc the executive summary and oconpiled
the entirce report to bring about a measure of
stylistic unity and ramove repetition.
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Vi jaya Devi provided computational assistance to
Rita Pandey for Chapter 5 of the Report.

P.N. Jhingon helped to compile information on
housing concession.

K. Kannan collected the material for the Appendix
and helped % prepare it.

Rita Pandey authored Chapter 5.

M.5. Presad asscmbled the material in Chapter 2,
authored this chapter and provided nccessary
guldarce to K. Kannan.

Naveen K. Singh of the computer centre provided
competent programming and data processing support
for Chapters 3, 4 and 5.

The Director, Amaresh Bagchi, carried out the final
revision of the report including the Executive
Surmary .

While primary responsibility for the various

chapters is as just stated, the report is a team-effort in the
best sense of the terw.

The Authors
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CHAPTER 1

Overvicw of the Stidy and Recommendations for the
Reform of Concessions Under the Income Tax Act

1.1 Imtrodaction

In most camtries the personal income tax system contains
complex provisions designed to serve a wide variety of objectives.
While their efficacy in achieving these objectives is often open
to doubt, they lead to much variation in the tax base across
assessees, open up loopholes and create complications in
enforcement. A comoon method of introducing variation in the tax
base across assessees is through exemptions, deductions and tax
credits or rebates. The Indian income tax has many such
provisions. It is now widely felt that if the tax system is to be
improved to make it fair, simple and productive of revernue, these
provisions should either be removed or reduced to a minimum and
also redesigned to serve these objectives better.

Tax reliefs have been inserted from time to time to
achieve specific objectives or under special circumstances.
However, in some cases, these reliefs continue despite having
cablived the initial parpose for which they were introduced. In
other cases they come into conflict with goals which newly
inserted provisions are meant to serve. Consequently there is
need, from time to time, to wdertake a comprehensive examination
of existing relief provisions in order 1o raltionalise them. New
knowledge and experience may also be taken advantage of in doing
SO,

Here, some recomendations are made for the reform of
three sets of incentives: those applying to savings, those meant
for encouraging investment in housing and those designed to
encourage the inflow of foreign exchange into the country.
Evaluation and recomendations for saving concessions are taken up
first. Thereafter, incentives for housing and then foreign
exchange are considered.

1.2 Tax Concessions for Saving

Under the Income Tax Act, 1961 there are 11 major
provisions which provide for taxation of saving at a less than
normal rate. Relief is provided through exemption of certain
types of income, deductibility of investment in some assets, tax



credits linked to investment in certain other assets, deduct-
ibility upto a limit for another group of assets and postponement
of tax liability in the case of yet other assets. Some assets
cven roceive miltiple relief from taxation. In addition, there are
indirect incentives through concessional taxation of capital gains
and relief on reinvesument of proceeds fron asset sales. These
provisions are described further in chapter 2 of this report.l

With the exception of some equity share issues and
certain interest bearing instruments, most savings instruments
receiving concessional treatment are government asscts. Has
concessional treatment encouraged saving? Has saving in
government assels led to an enhancement in the resources available
o the govermment? Are most concessions cquitable? These arc some
of the questions that need to be taken wp to arrive at appropriate
recomrrendations. The summary below is based largely on the
analysis in Chapters 2 to 4 of this study.

a. Summary of Findings on Tax Concessions for Saving

A firm answer to this question is not possible due to
two reasons. First, many assets enjoy saving incentives through
exemption of income. For example, under Section 10(15)(i),
fourteen schemes (some now discontinued) qualify for interest
exemption either fully or upto a specified limit (sce Chapter 2).
Information on exempt income is not required to be reported in the
return on income. Thus, no ready information is available on
them. Secondly, schemes enjoying tax concessions may attract funds
away from assets not enjoying concessions without any real
increasc in the overall savings rate by taxpayers. For both these
reasons it is difficult to assess Lhe savings impact of
concessional treatment of saving. Nevertheless, figures given for
some schemes in Chapter 2 show thal, on a schemewise basis,
several schemes have been successful in attracting saving.

(11) Has saving in government bonds led io enhancement
in govermment resaurces?

As mentioned, most financial instruments receiving
concessional treatment are such that savings in these schemes
become available to the govermment. However, this does not
1. Concessions relating to housing and those designed to

encourage foreign exchange inflows are also treated along
similar lines in Chapter 2. The Appendix presents
comparative intemational information mainly on saving and
housing concessions.



necessarily imply that this augents government resources. First,
savings mobilisation is at the expense of taxes. Lost taxes
should therefore be netted cat of savings which become available
to tle govermment. Secondly, the governmment must pay interest on
saving in government assets. Such interest, besides being an
additional drain on govermment resources, is very often coupled to
additional tax concessions. Thus, after the initial years of a
savings schewe it is likely that there will be a net drain in
revenue. In Chapter 3, computations as to the cost of deductions
in terms of tax revenue forgone are given. These computations are
based on returmed income data relating to about 50,000 individual
Income Tax assessees and relate to the assessment year (AY)
1987-88.

On the basis of this sample it is estimated that
deductions for saving under Secltions 80C, 80CC and 80L amoumnted to
Rs 2978 crore and gave rise 1o tax saving (and so revemue loss) of
Rs 953 crore. This is equal Lo about 33per cent of Llotal
non-corporate income tax collection in that year. IU shoadd be
emphasised that only one sct of tax concessions is being exawined
here. Teaking into account other deductions and also excmplions,
it is possible for taxes forgone to exceed total tax collection.

What aboutl total government cash inflows from funds
invested in government securiilics? Take the example of a
government bond which allows, a 20 per cent income tax rebate (or
deduction with identical tax saving to inveslors) and pays
tax-frece interest at 8 per cent per annum over a period of 6
vears. Imagine that the number of taxpayers increase at 3 per cent
per year in a uniform mammer so that purchases of this bond also
increase by 3 per cent per annum. Table 1.1 gives the overall
budgetary implications of this scheme. The figures reflect net
budgetary inflows or oculflows over the years (on account of the
scheme) assuming Rs 100 of the borrd is purchased by assessees in
the year in which the scheme is introduced. From the table it can
be seen that the govermment has a net budgetary gain of Rs 393
during the initial years of the scliemz. Thereafter, there is a
net drain on the budget between the 6th and 34th year after the
inception of the scheme tolalling Rs 920. The scheme gives rise to
net budgetary inflows on a sustained basis only fram the 35th
vear. A 4 per cent growth rate of the number of taxpayvers
inmproves the situwation - bat not by mach.

Taking into account the various poinls made, it is hard
not to be pessimistic about the effect of savings schemes on
government revenues in the medium term. The available data,
however, are inadequabte to permil a firmm conclusions as to the
impact on govermment revenue. One relevant inference can, however,
be drawn from the scheme by scheme analysis in Chapler 4. In
several cases, especially for assessees in high tax brackels,
cffective interest rates paid by the government are higher on
schemes  enjoying concessions than  on, for example, debentioes of
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Indian compemnies. 2 It is likely thal overudl revenue losses coald
be curbed, if tax concessions werce watered down, without
significant loss of savings flowing into govermument schemes. This
vwould result in a nel increase in badgetary resoarces as coupared
to their present level.

An attempt Lo improve equity features of savings
concessions was made through the Finance Act of 1990. This was
done by replacing deductions for investmwent in certain asscis by
tax credits (rebates). However, concessions to saving still act
to reduce the progressivily of income taxation. In Chapter 4, tle
following inferences are drawn.

a. Given that most individuals are below the taxable
limit in India any dilution of effective tax rates
lowers progressivity.

b. Exemptions, deductions and netting bascd saving
incentives enable assessecs at higher marginal tax
rates to obtain better cffective interest rates on
their saving.

¢

Rebates or tax credits result in higher bracket
taxpayers receiving higher effective interest
rates than taxpaycers in lower marginal tax
brackets. However, interest rates received by some
taxpayers remain higher Lhan interesl rales
received by non-taxpayers. Bven amorng Loogayers,
il rebate is allowed on accrued interest in
addition 1o the rebale on investiment (as with the
NSC VIII issue) upper bracket bracket taxpayers
get higher subsidies (as opposed to effective
interest rates) through the tax system.

d. Indirect concessions to saving through capital
gains concessions arc also regressive.

That savings incentives are, in principle, inequitable
may not have mach practical relevance if they are not extensively
used by the rich. However, as shown in Chapler 3, tax saving in
AY 1887-88 as a percentage of gross income was least for taxpayers
whose income was below Rs 25,000. Savings incentives were
regressive in practice and not just in principle. Among the most
regressive concessions are the indirect concessions applicable to
capital gains via Section 80T (since replaced by Section 48(2)).
2. For example, the effective interest rate on HODOO capital

gains debentures is 23% for an assessec in the H50% marginal
tax bracket. Sce Chapler 4, Table 4.3



Thv points above all relate to vertlcal equity. It is
clear that different effective tax rates applled to savers and non
savers and indeced, different categories of savers, reduce
horizontal equity of the income tax.

As a final point it may be pointed out that savings
concessions as they currently stand distort the structure of
interest rates and impair the cfficiency of capital marketls
(Chapler 4).

b. Recamendations for concessional treatment of saving

i. . [irst z

i1 In order to curtail loss of tax revenue, enlarge the tax
base and improve horizontal and vertical eguity of the incom: tax
without any sacrifice in tax revenue, the “first best” solulion is
ithe removal of all provisions which lead o concessional taxabion
of financial or non-financial saving. This would mean removal of
at least the following sections of the Act: 10(18)(i);
10(15)(3iib); 10(158)(iic); 10(15)(iv)(h); 10(15)(dv)(i); 8OCCA;
80CCB; 80L; 88 and 88A. Section 48(2) applicable to capital gains
especially long term gains should also be removed. Thirdly
certain types of cash inflows currently exempt (e.g. monies
received on maturity of life insurance policies and payments from
provident fumds) should be brought within the ambit of income
taxation.3

i.2 Instead of concessions, higher interest rates shoudd be
offered on government saving schemes. In fact the number of saving
schemes may itself be reduced. If interest rates are pegged at
about half or one percentage point higher than the debentures rate
(that is, sbout 16 per cent) there shadd be no loss of government
revenue.

One possible objuction to this recommendation is that
this will lead to a greatly increased interest burden on
government saving schemes especially since existing saving
currently in other forms will flow into government schewes.  This
fear is unfounded. If government saving schemes are currently
being subscribed to by the public, it mast be the case4 that the
3. The recommended basis for taxation of these inflows is

described in recommendation ii.6 below.

4. Except where lack of information or difficulty of access to
post offices or government agencies dealing with these
schemes act as a barrier. Since these features may be
expected to continue, the argument is not vitlabed.



effective rate paid by the government, inclusive of tax
concegsions, exceeds the effective interest rate on altematives.
Furthermore, substitution to government assels from olther schemes
can occur even now. The only difference will be that poor persons
will, with high interest rates, receive better returns to their
saving than the rich.

A second objection relates to capital gain. Concessions
to long term capital gain are often justified on the grounds that
inflation erodes the real value of capital gain recalised on an
asset sale. Secondly, for large value assets, taxation at a high
rate when Lhe gains are realised in a lump is considered
draconian. The first argument is not correct. The relevant
criterion 1s that assets with the same ceffective return in the
abeence of taxes should continmue to have the sam: returmn afler
Laxes. In faclt, cven with no concession lo capital gain,
prostponamant of tax liability till realisation of proceeds on Use
asset results in bax favour 1o asscets which have their returm in
the forw of capital gain rather than interest, given Lhe same
effective pre-tax yield. The second argament is correct.
However, this relales to all lumgy receipls and nol just capital
gaires. The correct trealwent is, therefore, an averaging provision
applicable to all lumw receipls and ot just to long term capital
gains.

A third possible objection is that such sweeping reform
would greatly disturb existing plans of assessecs and interfere
with current arrangements in capital markets. This argument has
some merit. Therefore an altermative, second best, proposal can
be given.

(11). ss dras

ii.l All financial saving may be brought within the parview
of a single “"netting"” scheme on the lines of the National Saving
Scheme (NSS) wunder Section 80CCA. The current schemes under
Sections 80CCA and 80CCB may be modified as follows:

a. To make the "netling” scheme more atlractive, the
lock-in period shauald be reduced fraom 3 years to 1
year bat not less than one year in order to guard
against misuse.

b. There should be a withholding tax at the minimam
marginal tax rate (currently 20 per cent) on
withdrawal of funds. A carceful re-examination of
the refund procedure in case of excess witldwlding
may be required to minimisc inconvenience to
individuals below Uhe Laxable limit .



Theere should be no ceiling on the totad investoont
e tled under thls schem: in & year. However
ceilings may be recomocnded for specificd assets
such as for mutusl funds, personal equity plans
and investment to finance house construction.
However, additional restrictions on housing
investment may be placed along the lines described
below.? This would require amalgamation of
Sections BOCCA and 80CCB with neccssary
redrafting.

G

d. The list of specified assets may be increased to
include, besides the NSS and LIC schemes, schemes
currently covered by Sections 10(15)(1) (except
post office savings bank accounts); 10(15)(iib);
10(15)(iic); 10(15)(iv)(h); 10(15)(iv)(i); 80L
(public sector or governmenl assets only); 88 and
88A. Investment and reinvestment in housing should
also be included. To prevent tax favour to lwary
housing only housing approved by the National
Housing Bank should be permitted reinvestment
benefits.

ii.2 In the case of Post Office Savings Bank accounts,
exemplion may continue as at present given its importance o small
saving.

ii1.3 The current tax concession under Section 80L may be
replaced by a tax rebale at the minimam tax rate (20 per cent)
subject to a ceiling of Rs. 6000 or Rs. 7000, This will bLe
available only for return on asscls not eligible for "netlting”
(such az bauk deposits and company shares). In the case of
dividend income an additional rebate equal to 20 per cent of the
gross amounlt of dividend carmed may be allowed o relieve double
taxation. Deductibility as ab present shouldd conbtinue only if the
necd for such a measure to cncourage capital markets is foelt.

ii.4 Provisions goverming reinvestment of capital gain will
now became unnecessary. Thus, Sections 53, 54, 54B, 54D, 54E, 54F
may be removed. ~

ii.5 Concessional treatment of long term capital gain may be
removed provided NHB approved housing is treated as a specified
asset in the netting scheme.

5. Investment to finance house construction could include
housing linked saving schemes, actual outlays on house
construction and proceeds from asset sales scet aside for
reinvestment in housing as under the existing Capital Gains
Accouant Scheme.



ii.6 Certain types of cash inflows currently excmpt (e.g.
ronies received on maturity of life insurance policies and
payments from provident funds) should be brought within the ambit
of income or capltal gains taxation. The "ocost of acquisition™ of
LIC policies should be the sun of premla pald less premia that
would have been payveble on a “"whole life policy without profits”
for an cquivalent insured sum and age of purchase of the policy.
Altermatively, the cost of acquisition could be computed at a flal
rate eual o 60 per cent of the premiwe paid.  Provident funds
will receive appropriate treatment provided assets now covered by
Scection 88 start receiving netting treatment.

This sct of recommendations, even if not taken up
immediately, shoadd be phased  in over the nexl few years if the
first sel of recommendations cannot casily be taken up. Even
though a netting scheme continues Lo give tax favour to upper
income groups from the poinl of view of anmuwal incomw: comparisons,
such concessions will be limited given & minimum tax on
withdrawal. Furthermore, concessions are less regressive than
they first appcur o bLe if viewed from the perspective of total
lifetime income.

iii. Ao altemative packsage with mareinal reforw

As a third best sct of policies which are even less
sweeping, the following package can be considered.

iii.l Revision of the nelting scheme under Section 80CCA in
line with recommendations ii.l(a) to i1i.1(c¢) and extension of the
list of asscts as in 1i.1(d) except for Sections 88,88A and SOL.

iii.2 Continuation of excmption of interest on Post Qffice
Savings Bank accounts.

iii.3 Merger of provisions relating to reinvestment of long
term capital gains in Sections 54, §54B, 54D, 54E and 54F.
Deduction should be allowed on the basis of reinvested net
consideration as currently in 54E or H4F wnd not on the basiz of
reinvested capital gain. The restriction on channels of
reinvestment should be removed.

iii.4 As in recammendation 1i.6 for life inswrance. Intercest
and the employcrs contribution o provident funds should be taxed
as income of the previous year on withdrawal and these sums shaadd
be deemed to be withdrawn prior to own contributions.

iii.5 Section 80L should continue in its present form or e
replaced by a tax credit equal Lo 20 per cent of interest or
dividend earned. The rebate on dividend income could be higher at
60 per cent in view of the corporation tax currently at 40 per
cent. The tax credit should not be allowed to result in a negative
income tax and, if desired, limited to Rs. 6000 or Rs. 7000.
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This benefit should be available only for retium on asscts not
couing within the qualifying portfolio under the netting schemc
outlined sbove or within the parview of Sections 88 and 88A.

1.3 Tax Concessions for Bousing

a._Suwmary of findings

Housing construction, especially for low income
houselolds is currently & priority activity. Variocus concessions
are given to housing under the Income Tax Act for this and other
reasons. Concessions are of three main types (Sce Chapter 2 for a
mwore complete description): Concessional treatmont of income frowm
house property; concessional treatment of long tern capital gains
from a housing or other asset sales reinvested in housing; and tax
concessions for housing investment. These concessions arc
available either directly Lo homeowners in self occupation, owners
of rental dwellings or as concessions for equity or loan
investwent in housing construction or finance compxanies.

It is difficult to determine whether or not these
concessions have had an impact on housing construction activity or
home ownership in the absence of reliable data. Likewise, the
overall cost to the government in terms of revenue forcgone is
difficult to assess.6

Nevertheless, on e basis of the analysis in Chopter 5,
the following major conclusions can be reached about housing
concessions under the income tax.

a. Given cxemption of the imputed rental on owner
occupied housing and deductibility of mortgage
interest, a home owner can end up with a negative
income tax liability. Consequently, tax treatnent
of owner occupied housing is more favourable than
treatment accorded to tenant occupiced housing. In
fact, since rental housing is not allowed
depreciation (unless these are industrial or
comercial assets), it may be taxed more heavily
than other assets.? For housing with the

6. Some figures are provided, however, in Chapter 3 for
deductions wnder Section 23(1), 24(2) and the discontimed
Section 80T. Also, rcevenue loss calcwdations on the basis of
similation exercises are in Chapter 5.

7. Lack of depreciation has to be set against the tax credit
allowed to mortgage repayment and, in some cases, "new
construction allowance™.
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characteristics given in Table 1.2 below (scee,
Chapter 5) the value of avmer ocopied housing io
164 per cent - of the initial coszt of the house
while, for the samc house, tenant ocoupation leads
to losses.

Mortgage interest deductibility wnder Section
24(2) and long term capital gains concessions
applicable on sale of the house under Section
48(2) favour taxpayers in upper incom: brackets
more than non-taxpayers or taxpayers in low income
brackets.

Concessions via Section 24(2) and Seclion 88 are
biased in favour of debt finance rather than
finance out of own funds.

Of concesslions avallable to housing, Section 48(2)
concessions to long term capital gains lead to the
greatest revenue loss to the exchequer. The
estimates in Chapter 3 show that revenue loss
under Section 80T (replaced subsequently by
Section 48(2)) was Rs 898.44 crore. Under the
assumptions of Chapter 5, concessions under
Section 48(2) decrease financial returns to
housing by 18.33 per cent. Section 88 lowers the
financial returns by a further 6.45 per cent
while the concession under Section 24(2) lowers
the effective price by a Durther 5.8 per cont.

In the case analysed in Chapter & the effective
interest rate on housing mortegage loans falls, in
real terms, from about 7.3 per cent to about
(-)8.8 per cent on account of tax concessions.
This implies subsidies to housing through
concessional mortgage interest. For the more
liberal HLA scheme, however, the impact of tax
concessions is to lower the real effective loan
intercst rate to about (-)40 per cent.

If a house is purchased and subsequently sold with
40 per cent of the price being paid and received
in unaccounted funds, the return from the house,
assuming the illegal transactions do not come to
light, is about 71 per cent thigher than in the
case of a white transaction. If, indecd, the house
is bought from a pablic housing authority but sold
against part (40 per cent) black payment, the
value is about 88 per cent higher than in the all
whilte case. It is also possible thal tax
concessians accord greater favour to those who buy
or sell housing sgainst partially black funds.
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On the basis of the analysis of housing concessions in
this study, the following recomoeendations can be made:

b.1 Interest deductibility under Section 24(2) may be
withdrawn. Withdrawal of Section 24(2) would help in reducing the
bias agaipst tenant-occupied housing and would also reduce the
bias in favour of financing out of borrowed funds. If complete
withdrawal is felt to be too abrupt, deductibility should be
replaced by a tax rebate provision to remove the regressive bias
of this provision.

b.2 The extension of tax credits under Section 88 Lo all
approved housing lirnked saving schem:s and not just the Home Loan
Account (HLA) is recommended. This should promote greater savings
to finance home ownership. Alternatively, if recommendations in
A.1I are accepted interest rates may be lowered.

bL.3 Tax bencfits to the HLA scheme of the NHB are unduly
liberal and way be reduced without any adverse impact.

a. Rehbate under Section 88 may be limited only to
contributions to HLA rather than to both
contributions and interest earned on
contribations.

OR

b. Interest on loans from housing linked saving

‘ schemes should be based on the initial quantum of
loan disbursed rather than on the current slab
basis8.

b. 4 The restriction on investment of the net consideration
in more than one house in Section 54F(2) should be removed. This
recomeendation should apply, mutatis mutandis, if reinvestment
provisions are clubbed as recommended earlier.

b.5 To furtither redress the bias against tenant-occupied
housing, it is recomoended for furlher consideration that owners
of rental housing be allowed to claim depreciation even in Lhe
case of individual owners. This shoald be at the rate allowed to
residential houscs owned by industrial undertakings (5 per cent).
A more generous depreciation allowance may be considered on Low

8. See Chapter 5, footnote 14.
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Income Group (LIC) bousing parallel to higher rate of depreciation
(20 per cent) allowed to industrial undertakings on bulldings
having dwelling units with plinth area upto 80 square meters.

1.4 Tax Concessions to Encourage Inflow of Forelgn Exchange

Currently, the following sections and sub-sections
provide reliefs likely to encourage foreign exchange inflows.

i. Section 10(4)(1): Exemption of interest and
premivm on redemption of notified securities.

ii. Section 10(4)(ii): Excmption of Non-Resident
{External) Acoounts.

iii. Section 10(4B): Exemption of interest in notificed
savings instruments in case of investments made in
convertible foreign exchange.

iv. Chapter XII A: Special oconcessions for income of
non-residents.

V. Sections 80R, 80RR and 80RRA: Deductions available
to income of residents earmned abroad.

In view of the precarious foreign exchange position,
inflows of foreign exchange need 1o be cncouraged. At the same
time, the cost to the exchequer needs to be weighed. The
following recommendations can be made.

c.1 In the case of Sections 80R, 80RR and 80RRA there is no
rationale for keeping them separate. They may, consequently, be
amalgamated into one. Furthermore, only incame in foreign currency
brought into India should be taxed at a concessional rate and not
income eamed. The concessional rate should be given in the form
of a tax rebate equal to 30 per cent of the income brought in (or
nil if the rebate exceeds the tax due) and 40 per cent in the case
of authors, playrights, etc. as listed in Scction 80RRA. It may be
added that this recommendation will require cfficient functioning
of the machinery to enforce the Foreign Exchange Regulations Act.
If this is not considered a practical possibility, then the only
viable altemative is not to tax forelegn exchange earnings at all.

c.2 For foreign exchange investment in shares, the
provisions for tax exemption on reinvestiwent of capital gain in
specified assets under Section 115F neced amendment to continue tax
conecessions if sales proceeds from & foreign exchange asset are
rednvested in similar assets within the mirdmum period allowed for
long term capital gadn treatment from  the purchase of the foreign
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exchange asset. A grace period for this purpose may be allowed on
the lines of existing reinvestment provisions. Consequent
gvendient of Section 115K may also be necessary.

c.3 To encourage export of services, an area of strength in
India, income in foreign exchange earmed under the head "income
from business or profession” should be given concessional
treatioent as recomeended above for Sections 80R, 80RR and 80RRA.
This may entail consequent modification to Section 80HHC. However
Section 80HHC needs examination separately.

c.4 A HNon-Resident Indian should continue to receive conc-
essions under Section 115E in the event of renewal during his
lifetime of deposits with an Indian public company.

c.5 Inclusion of shares of Indian companies for continuation
of concessional treatment under Section 115H needs consideration
(see Chapter 2, part 2.5).

c.6 Granting of permission under Section 115G to authorised
dealers to remit income from debentures and certain other

securities (in addition to dividend income as is currently
allowed) should be considered.

1.5 Additional Recommendations for Reform to Remove Problems
with Implementation of Existing Provisions

d.1 Redrafting of Section 45(6) may be required to bring
about consistency in the use of the word "repurchase” (of units at
the time of termination of the plan being dealt with) vis-a-vis
Section 80CCB(Z). )

4.2 As discussed in Chapter 2, necessary verbal amendments
to the notified scheme under Section 10(15)(iv)(i) do not appear
to have been carried out after the concession was extended to
public sector employees in 1831. Necessary amendments should be
carried aut if the section is retained.

d.3 Extension of permission to contributors to use their
credit balances in the Jeevan Dhara Plan of the Life Insurance
Corporation of India as oollateral for loans in case of urgent
need may be considered.

d.4 In Section 87, the phrase "“sections 88 or 88A° should be

replaced by the phrase “sections 88 and 88A° if these sections are
retained.
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d4.5 The bias in favoaur of borrowed funds for investment in a
residential house under Sect,io_n 88(2) (xv) needs review.9

d.6 National Savings Certificates of Series VIII should be
notified under Section 10(4B) if the section is not withdrawn or
replaced.

4.7 The status of banks with respeclt to Section 2(26)(4)
should be clarified.

1.6 Outline of the Report

In Chapter 2, income tax concessions studied in this
reporl are described along with a discussion of their genesis and
mwotivation. Relevant stablstics that help to appreciate the
impact of these concessions are alsc presented. In Chapter 3,
empirical estimates of e impact of selected savings and housing
concessions are presented. These estimates use retirn based data
on a large sample of assessees during AY 1987-88. In Chapter 4,
the impact of tax concessions on the effective return to
investors, on govermment revenues and on the progressivity of the
tax system for 26 financial saving schemes, is analysed. These
calculations are in terms of the per rupee invecstment in these
schemes by investors in each marginal income tax bracket. In
Chapter 5, the impact of housing concessions on the price of
housing, housing demand, the cost of housing loans, government
revenes and the progressivity of the tax system are examined.
Namerical estimates in the chapter are based on similations under
altemative sets of assumptions. In the Appendix a review of tax
concessions bo saving and housing in selected countries is given.

9. See Chapter 2 for details.
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TABLE 1.1

Implications of a Hypothctical Govermment Saving Schoeme

2SI S (a) (b)
Rate of increase per annum of
number of assessces 3% 4%
Anrual interest rate on schene

(per anmuu) 8% 8%

Rate of initial teax rebate
on investrent 20% 20%
Lock-in period of schens: 6 vears 6 years
Findings

Inflow during first six years of
scheme if Rs. 100 is investoed in

the first year 392.56 404 .04
Years between which there is cash Year 6 & Year 6 &
outflow from the scheme vear 34 yvear 24
Total cash cutflow between the

years indicated at itcow () Rs 820.01 Rs 567.30

Pt
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TARLE 1.2

Assomplions used In Analysis of the
of Tax Coocessions on Housing

TImact

T tety

Cases

White money only

40% black

------------------- money
Self Tenant self
occupied occupied  occupied

1. Initial cost of house (Rs lakh) 2.5 2.5 6.0

2. Of which ¥ of cost due Lo land 40 40 24

3. Ratio of actual/imputed rent to

irdtial cost (%) 10 12 3.6

4. Number of years afler which

house is sold 25 25 25
5. Percentage of borrowed funds used

1o finance house purchase 40 40 24
8. Loan terms

a. Interest rate (% per armum) 142 142 14

b. Lean Payment period (years) 186 15 15
N Modntonance cost as a percentage

of value of house 1.8 1.6 1.5
8. Annmual yercentage rate of increasce/ ‘

decrease (<) in

a. Impated/actual rent 8 8 8

b. Land value 16 16 16

c. Value of structure -2 -2 -2

d. Maintenance cost 8 8 8
g. Purchaser’s real after tax rate

of retirn on alternative invest-

ment (% per annum) 4 or 6 4 or 6 4
10. General inflation rate (% per

anmnum) 8 8 8

11. Owner’s marginal income tax 30 30 30

rate (%)

Notes: 1. The basis of assumptions at serial numbers 2,3,6,7,8

(except 8(c)) is given in Chapter 5.

. The case of a house financed by a loan under the Home

Loan Account Scheme of the National Housing Rank is also
considered. In this case deposits at 10% per amum are

made over a 5 year lterm prior to receipt of the loan.

Loan repayment term as per the HLA and not the explicit

interest rate are taken.
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CHAPTER 2

Concessions for Saving, Foreign Exchange Eaming and
Housing under the Income Tax Act

2.1 Introduxction

In this chapter concessions wder the Incorme Tax Act to
specified activities arc reviewed. Besides a description of
various provisions, the genesis of the provisions and their
underlying motivation are discussed if these are thought to be
relevant. Relevanl statistics, mainly pertaining to qualifying
income and tax relief, are given if available. Finally, problems
that appear to exist with the provisions are pointed out. Part 2.2
describes savings incentives. Part 2.3 covers concessional
treatment of capital gains since this affects both savings and
investient in such sectors as housing. Part 2.4 surveys housing
incentives. Finally, Part 2.5 discusses concessions designed to
encourage the inflow of forelgn exchange.

2.2 Major Concessions for Saving

(a) Section 10(15)(1)

Under this sub-clause interest, premium on redemption,
or other payment on notified securities, bonds, annuity
certificates, savings certificates, other certificates issued by
the Central government, and deposits, subject to the conditions
and limits set in the notification are to be excluded from the
total income.

This sub- clause has replaced sub-clauses (1), (ia&),
(ib), (ii) and (iia) by the Direct Tax Laws (Amendment) Act, 1987
with cffect from (WEF) 1.4.83. These sub-clauses (other than
sub-clause (1)) were inserted or amended by various acts betweon
1965 and 1987. Though the concession applies to all categories of
assesscees, it may substantially be availed of by individuals &
Hindu Undivided Families (HUFs).

Under notification GSR 607(E) dated 9.6.89, the
govermment has specified the eligible finance instruments and the
maximam limit for interest, premium on redemption and other
payrment  exempted for Assessment Year (AY) 1989-90 and onwards.
These are given in Table 2.1.
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Some instruments have been discontinued (e.g., serial
Nos. 4 to 7) but interest earned on them will continue to be
exempt. Circular No. 218 dated 30.4.77 issued by the Central
Board of Direct Taxes (CBDT) clarifies that if investment is made
in the names of the spouse or minor child, exemption will be
applicable upto the maximm amount that may be invested in the
single or joint names, as prescribed in the savings certificates.
Table 2.2 provides details of savings mobilised in selected
schemes covered by this sub-clause. The falling off of investment
in thesc assets in 1988-89, shown in the table, is probably due to
Rs. 1940 crore mobilised by the Kisan Vikas Patra. Figures in the
table give no indication as to how much of this investment is tuade
by income texpayers. As the income: frow these notificed instruments
is excluded from total income, there are no data regarding the tax
reverme lost on account of this sub-clause. For this reason it is
difficult to comment on whether the benefits accruing from this
concession are commensurate with the tax revenue lost.

(b) Section 10(15)(iib)

Under this sub-clause interest from investment by
individuals and HUFs in notified capital investment bonds is
excluded from total incowe.

Capital Investment Bonds can be held by an individual in
his or her nane, or on behalf of & minor, or jointly «ith another
individual and also by HUFs. The rate of interest is 7 per cent
per anrmas &nd the Bonde are repayable at par 10 years from the
date of issue. The bonds arc exempt from wealth teax provided they
are held for a minimum period of 6 months on the valuation date
(Section 5(1)(xvid) of the Wealth Tax Act). Gifts made by an
initial subscriber will be exempt subject to a maximm of Rs. 10

lakh in aggregate in one or more years (Section 5(1)(iiic) of the
Gift Tax Act).

The objective of this clause is to stimalate savings by
individuals and HUFs. Statistics on investment in capital
investwent bonds not being readily available, it is not possible
to say whether this objective has been achieved.

(c) Section 10(15)(44¢)

Interest on investment made by individuals and HUFs in
notified relief bonds is exempt under this sub-clausc.

This clause was inserted by the Finance Act 1988 WEF
1.4.89. 9 per cent Relief PBonds, 1987, were notified under GSR
919K dated 17.11.87 WEF 1.12.87. Therec is no maximuwm limit for
investm=nt in this scheme. Interest on such lnvestment wade by an
individual in his or her name, or on behalf of a minor, or jointly
with another individual or an HUF is eligible for exemption under
this sub clause. The bond has a maturity period of 5 years and
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carrics simple interest of 9 per cent per annum. The asset is
exerpt from wealth tax provided it i held for at least €6 wonths
on the valuation date. Gift of bonds made by the initial
subscriber are exempt from gift tax subject to a maximan of Rs. 6
lakhs in one or more ycars. The bond is transferable by
endorsement and delivery and can be held by banks as security for
" loans.

The bonds were issued for the purpose of raising
additional resources to provide relief to drought affected farmers
and persons in rural areas. It was initially issued for 3 months,
but has subsequently been extended beyond 29.2.88.1 Investment
statistics are not avallable,

(d) Section 10(315¥(iv}(h)

This sub-clause exempte interest on notified bonds or
debentures issued by a public sector company, subject to the
conditions laid down, including the condition that the holder of
the bonds or debentures registers his name, and holding with a
company .

This sub-clause was inserted by the Finance Act 1987 WEF
1.4.87. 15 bonds werc notified under this clause between 1.4.87
and Augast 19882, The tax-free rates of return are either 9 per
cent or 10 per cent. These bonds are also notified for exemption
from wealth tax under Section 5(1)(xvice) of the Wealth Tax Act.

This clause was inserted parsuant o the statewent of
the Finance Minister in the budget speech for 1986-87 that the
governent would introduce another sceries of public sector bonds
with tax-free retirm. Barlier, between 1.4.1986 and 27.5.19883
several issues of bonds had been made by public sector companies,
the toxed rate of interest teing 14 1er cent wto 1987 and 13 por
cent in 1988. Deduction was admissible under Sectdon 80L(1)(iid.
These bonds were also exempt from wealth tax under Section
5(1)(xvie) of the Wealth Tax Act. No data on investment in
tax-free bonds qualifying for exerption under this sub-—clause ars
available.

(e} Section 10(15)(dv)(4)
Interest payable by the govermment on deposits made by

an employee of the Central or State govermments or of a public
sector company in a notified scheme out of moneys due to him on

1. Government of India, Ministry of Finance (1983).
2. Taxreann (1988).

3. Taxmann (1988).
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retirement, whether on superannuation or otherwise, is exempt
under this sub-clause.

This sub—clause was inserted by the Finance Act 1983 WEF
1.4.90 and the concession was extended to public sector emgloyecs
by the Finance Act 1980 WEF 1.4.81. The schenme was notified by
notification No. GSR 598(E), dated 7.6.89 WEF 1.7.89. Monics duc
to an employee on rctirement, called “retircment benefits” in tiwe
scheme, consist of the credit balance of the employee in any
government provident fund, retirement/superannuation fund,
gratuity, commputed value of pension, cash equivalent of leave
salary and the savings cleaewent of a government insurance scheme
payable to the employec on retirement. A depositor may open an
acoount with any accounts office by depositing a sum not exceeding
the total retirement benefits within 6 months of receiving them.
Normally, the deposit has to be kept for & perlod of 3 years and
esmms interest at 9 per cent per anmun. Premature withdrewal is
allowed after one year from the date of deposit. If such a
withdrawal is made, interest will be reckoned on the withdrawal at
4 per cent per armum till the date of withdrawal. The depositor
may continue the account after 3 years elapse, at the same rate of
interest. The deposit is not includible in net wealth under
Section 5(1)(xxviic) of the Wealth Tax Act and the Rs. 5 lakh
limit in Section 5(1A) is not applicable to it. After public
sector employees becam: eligible for the concession, corresponding
verbal amendments do not appear to have been carried oul, for
example, in the definition of retirement benefits in para 1(d4).

The objlect of the clause is stated to be to obviate the
need for retiring government emplioyees to scek alternative sources
in which to invest their retirement benefits and also to maintain
the level of funds in various employec welfare schemes. Thus the
government has access to the retiree's funds for the lock-in
period of 3 years.

(f) Section 80CCA

The original Section 80CCA inscerted by the Finance Act
1987 WEF 1.4.88 was substituted by the Finance Act 1988 from the
samc date. Sub-section (1) says that if an individual, HOF, or
specified Association of Persons (AOP)/ Body of Individuals (BOI)
deposits any amount in the notified National Savings Scheme (NSS),
or pays any amount to effect or kecp in foree notified annuity
plans of the Life Insurance Corporation of India (LIC) (to be
notified under Section 80CCA (1)(1i)) out of income chargeable to
tax, the sum deposited (excluding interest or bonus accrued or
credited to the account, if any) will be eligible for a 100 per
cent deduction, subject to a ceiling of Rs. 40,000 per annum from
AY 1991-92. Sub-section (2) states that if any sum standing to
the credit of the taxpayer under the NSS, which had been allowed
as a deduction under Sub-section (1), together with accrued
interest is withdrawn wholly or partly in any year or is reccived
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on surrender of the anmuity policy or as anmuity or bonus in any
previous year, such a sum will be deemed to be the income of the
previous year in which the withdrawal is made or the amount is
received. Explanation I makes it clear that the accrued interest
in the NSS will be chargeable only on withdrawal. Sub-section (3)
inserted WEF 1.4.91 says that if there is a partition of the HUF
or dissolution of the AOP after a deduction has been allowed, the
provisions of Sub-section. (2} will apply as if the person in
receipt of the income referred to in the sub-section is the
assessee.

Under the NSS Rules, 1987 only one withdrawal is
permitted in an year, provided the amount of the withdrawal does
not exceed the balance at the end of the fourth preceding
financial year less withdrawals already made. There is thus a lock
in period of 3 years. The notified rate of interest is 11 per cent
rer annum at present.

Under the notified Jeevan Dhara Plan of the LIC premia
can normally be paid for upto 35 years. At the end of the
contract period (deferment period) the LIC starts payment of the
monthly annmuity. The pension starts at a vesting age of not below
50 and not above 65. If death takes place within 3 years of the
policy, only the total amounmt of the premia are returned. After 3
years but before the deferment period, the premia are returnced
with interest (6.5 per cent per anmm). After the deferment period
and vesting age, heirs are pald a lumpsum called Gross Insurance
Value Element (GIVE) plus a final bonus. The policy can be
surrendered after three years, but before the anmity vests, for
an amount equal to 90 per cent of premiums paid excluding the
first year premium. It cannot be surrendered after it vests.
There is no provision for commutation, for assignment or for
using the balance as collateral for raising a loan. That is, a
person contributing to this scheme cannot withdraw any sum for
urgent needs, even as a loan, after the lock—in period.

The notified Jecvan Akshay Plan of the LIC is meant for
employees and self-employed persons aged over 50. The pension is
payvable for life commencing a month after the date of deposit of
the premium. On death, a Guaranteed Insurance Sum (GIS) equal to
the premium will be paid along with the Final Jeevan Akshay Bonus
(FJAB) to heirs. No paid-up value or surrender value is
permissible nor can a loan be raised against the policy.

The NSS, introduced by the Finance Act 1987, is based on
the scheme suggested in the Long Term Fiscal Policy (LTFP)
(Government of India, 1985). It was cxpected that the scheme
would substantially strengthen savings, induce greater voluntary
disclosure of incomes and be the first step towards the
expenditure tax concept giving taxpayers an opportunity to
moderate their liability '%b’ﬁx acocsding to consumption over the
lifetime.

,A_'b,méel
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The National Deposit Scheme (New Series) proposed in
paragraph 5-9 of the LTFD permitted investment without any overall
ceiling and without any lock-in period or limit for deposits or
withdrawals. This proposal would have permitted averaging of
fluctuating incomes which results in a heavier tax burden than
income evenly distributed over the ycars. As implenented, however,
there arc limdts for deposits and withdrawals in the NSS.

Statistics of savings in these schames are not readily
available.

(g) Section 80CCHB

Under Section 80CCB, operation from AY 1991-92, a
deduction will be allowed to an individual, HUF or specified
ACP/BOI on investment made out of his chargeable incom: in units
of mitual furds specified in Section 10(23D) or in units of the
Uit Trust of India (UTI), under a notified equity linked saving
schesne (ELSS), upto a ceiling of Rs. 10,000 in the previous year
(Sub-section(1)). Any deducted amount returned to the assessee,
either through repurchase of the units by the fund or Trust, or on
the terminalion of the plan, will be deemed to be the income of
the previous year in which the amount is returmed (Sub-section 2).
On partition of an HUF or on dissolution of an AQOP after a
deduction has been allowed to it, the amount on its return is
deemed to be the income of the recipient (Sub-section(3)).

Section 45(1), amended by insertion of Sub-sectiom (6),
provides that the difference between the repurchase prics of the
uriits and the amount invested by the assessee will be decmed to be
capital gains and taxed in the year in which the repurchase takes
place or the plan is terminated.

Under Section 194F tax is doducted at scurce at 20 per
cent at the time of payments referred to in Section 80CCB(2).

This concession has becn stated in the Finance
Minister's budget speech in 18801 to be based on the "netting”
principle. The annual return on investment in the ELSS will be
eligible for tax concession under Section 80L. On the returm of
any amount an which a deduction has been allowed to the taxpayer,
either by way of repurchase or termination of the plan, it will be
taxed as income and the excess over the cost of the units will be
taxed as capital gains in the year of receipt. This provision will
eventually replace the existing deduction under Section 80CC.
Section 80CC has been substituted by Section 88A which allows a
tax rebate instead of & deduction for AY 1880-91 only.

4. Part B, Para 85.
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(h) Section 80L

Section 80L provides for a deduction from gross total
incorz of an individual, HUF or specified AOP/BOI of (a) interest,
(b) dividends and (c¢) income from a mutual fund. The basic
deduction is Rs. 7000, which is increased by a maximam of Rs.
3000 if the conditions in the first proviso below sec 80L(1) are
satisfied. If the conditions laid down in the second proviso are
also satisfied, the deduction gets enhanced by wpto another Rs.
3000. Incomes eligible for deduction arc:

Iuterest income from -

i. Instruments issued by Central or State
Govermments [Sub clauses (1) & (ia)];

ii. Deposits in schemes framed by the Central

Government {sub clauses (iia) & (iii)];
iii.  Deposits with the Post Office, Public Sector or
Cooperative Banks {sub clauses (iiia) & (vi)];

iv. Deposits with approved banks or industrial
finance corporations [sub clauses via) & (vii)];
V. Deposits with approved public companies

registered in India giving housing finance [sub
clause (x)];

vi.  Deposits with Statutory Housing Boards {[sub
clause (viia)];

vii. Notified bonds issued by an institution or public
sector company or cooperative society [sub clause
(i1)3;

viii.Deposits with a non-banking cooperative society by
a member [sub clause (viii)].

Dividend Tncome from

ix. An Indian Company [sub clause (iv)]1;

xi. Units of the Unit Trust of India [sub clausc
V)1

x1i. A cooperative society [sub clause (ix)];

xiii. An approved compary registered in India providing
housing finance [sub clause (x)].

Income from

xiv. Units of a mutual fund approved under Section
10(23D); [sub clause (va)].

Under the first proviso, income not deductible under
Sub-section (1), will be allowed subject to a ceiling of Rs. 3000
out of interest or deposits in the National Deposit Scheme (sub
clause (iia)) or income from Units (sub clause (v) or (va)) or
interest on dividends from an approved public company registered
in India giving housing finance (sub clause (x)).
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Under the second proviso, income not deducted under
Sub-section (1) and the first proviso, will be allowed subject to
a maximm of Rs. 3000 out of interest on deposits in the National
Deposit Scheme (sub clause (iia)) or on dividends (sub clause
(iv)).

Sub-section (3) makes it clear that if the assets are
held by or an behalf of a firm, AOP/BOI, no deduction will be
allowed in computing the total income of any partner of the firm
or member of the AOP/BOI.

Table 2.3 presents figures on deductions claimed and tax
relief under this section.

(1) Section 88

The subject matter of this scetion had been dealt with
earlier by Section 87 as originally enacted, the original Section
80A as introduced by the Finance Act 1965 WEF 1.4.65 and Soction
80C introduced by the Finance (No.2) Act 1967, WEF 1.4.68,
operative till AY 1990-91.

Under Section BOC, the tax incentive to promote savings
takes the form of a deduction of the whole or part of the funds
invested or deposited in life insurance policies, deferred ammuity
rolicies, provident fimds, superannuation funds, and so on. The
" deduction pernissible is at 100 per cent of the first Rs. 6000
invested, at 50 per cent of the next Rs. 6000, and at 40 per cent
on the balancc. The maximum amount of savings eligible for
deduction is Rs. 40,000 but in the case of authors, playwrights,
musicians, actors and sportsmen (including athletes), the eligible
amount is Rs. 60,000.

Under Section 88 which takes effect from AY 1991-92, an
assessee Will be entitled to a rebate of 20 per cent of the amount
invested or deposited in specified channels from the income tax
payvable on his total income. The maximumm rebate is Rs. 10,000 (on
investment or deposit of Rs. 50,000), except in the casc of
authors, playwrights, musiclans, actors and sportsmen (including
athletes), where it is Rs. 14,000. The new section is a redraft of
Section 80C, except for two minor modifications, with a more
logical arrangement of subject matter.

Scction 87 lays down the manner of computing rcbate
admissible under Sections 88 & 88A. Sub section (2) lays dowm
that the agegregate amount of deduction under Sections 88 or 88A
(this should olwiously read 88 and 88A) shall not exceed incom:
tax chargeable on total income prior to such deduction.

Statistics of deductions claimed under Secticn 80C for
assessment years 85-86 to 87-88 are in Table 2.4.
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(3) Possible Probloms with Section 88

i. Certain abuses ty sz exployers in the madntenance of
provident and superanmuation firids noticed earlicr with respect to
Section 80C have been sct right by Sections 43B and 36(1)(va).

ii. Under Section 88(2)(xv) (corresponding to Section
80C(2)(h)(1ii)), upto a maximum of Rs. 10000 is admissible for tax
rebate if it is paid for the construction or purchasc of a
residential house property, the income frow which is chargeable
(unless self-occupied) to tax under the head "Income from house
property”. Eligible payments are, inter-alia:

a. Instalment or part payvoment of an amount due under
a self- financing scheme of any development
authority, housing board, etc; [88(2)(xv)(a)l;

b. instalment or part payment of an amount due to
any company or co-operative society of which he
is a sharcholder or member towards the house
property allotted to him, [88(2) (xv)(b)i;

C. rcepayment of amounts borrowed from banks, cte,
excluding expenditare admissible under Section 24
(88(2)(xv)(c)).

Circular No. 498 issucd on 4.11.87 by the CRDT specifies
that this deduction (tax rebate now) can only be claimed in the
vear in which property income ic assessablce. As a result, a
person who finances the bouse parchase  himscelf may, at best, get
only one deduction in the year of completion (because all payments
have to be mede before possession). However, a person who borrows
funds for the investment gets tax rcbate not only for the
principal under Section 88 bul also doduction for inlerest under
Section 24(1)(vi).

(c) Contributions by employees to provident funds have a
triple benefit - two direct and one indirect: Firstly,
cantributions by the employee are eligible for tax rebate under
Section 88(2) and the contributions by the employer and accrued
interest are also exempt (Provident Fund Act 1925) or exempt upto
specified limits (Rule 6 Part A of Fourth Schedule) in a
recognised provident fund. Secondly, payments made from these
funds are again exempt wnder Sections 10(11) and 10(12). Thirdly,
interest on securities and capital gains of a provident fund to
which the Provident Fund Act, 1925 applies and any income of a
recognised provident fund are also exempt under Sections 10(25)(1)
and 10 (25)(i1).
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(k‘) Section 8684

The provisions of Section 80CC operative till AY 1990-91
(inserted by the Finance Act 1978, from AY 1979-80) provided for a
deduction at 50 per cent on investarnt in shares forming part of
an cligible issuc of equity capital, or wnits issued under any
schen: of a matual fund or the UTI, if the amount mobilised under
the scheme is invested only in cligible issues of capital. There
was a celling of Rs. 20,000 on the total amount qualifying for
deduction under this section. Thus, the maximum deduction
permissible was Rs. 10,000, In order to retain the benefit of
this deduction, the taxpayer had to hold shares for a minimum
period of three years. The scheme of Section 80CC has been
incorporated in the new Section 884, which will be applicable for
AY 1991-92 only.

Under this section an individual, HUF or specified
ACP/BOI is entitled to tax rebate at 20 per cent of the amount
invested out of his incone chargeable to tax in equity shares of
an eligible issue of share capital (the offer for subscription for
which is made before 1.4.91) or units of either a mutual fund
notified under Section 10(23D) or of the UTI, provided the mutual
fund or the UTI invests suns wobilised under the schene: in an
eligible issue of capital within six months frow the close of
subscription to the schem:. Pending investment in the eligible
issue of share capital, the funds can be invested in approved
government securities. The tax oconcession will not be admissible
to a schemwe if the subscription closes after 30th September 1980
(Sub-section(l)). Investent upto a maximun of Rs 25,000 by a
taxpayer in a previcuis year qualifies for rebate [Sub-section(2)]5
The other sub-sections arc the same as in the existing Section
80CC, except for the insertion of the word “"unit” where nceded.

Table 2.5 sets out statistics of claims under Section
80CC. Data on equity capital issued by the companics to which
Section 80CC applies arce not rcadily available.

5. Investment is to be made through a matual fund or the UTI.
The newly inserted section 271BB provides that if the fund
fails to invest any amount of subscription received under
the scheme in an cligible issuc of capital within a period
of six months, penalty of 20 per cent on the amount not so
invested can be levied.
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2.3 Tax Concessions for Income From Capital Gains Exclusively for
Individuals & HUFs

(a) Section 53

Under the provisions existing before amendment by the
Taxation Laws (Amendment) Act 1984 WEF 1.4.85, capital gains
arising fron the transfer of buildings or land appurtenant whose
income was chargeable under the head “Income from house property”
werc cxempt from tax provided the consideration for the transfer
did not excced Rs. 25,000 and the aggregate fair market value of
all such capital assets owned by the asscssee immadiately before
the transfer did not cxeeed Rs. 50,000.

The section now provides that long-term capital gain
arising from the transfer of a residential howse will be cexempst
frowm tax in cases wherce the consideration does not exceed Rs. 2
lakh. If the consideration exceeds Rs. 2 lakh, the resulting
long-term capital gains will be excmpted proportionately. This
exemption is available only if the assessee does not owm any other
residential house on the date of transfer.

The EBconomic Administration Reforms Committee (EARC)
noted in its Report No. 7 (1882) that it has been recogndszed in
the fiscal legislation of most countries that an s=ssessee shoudd
be entitled to exemption from direct taxes in respect of one
residential house propertly. In India, Section 54 provides for
exemption of capital gains arising from the sale of a residential
property subject to certain conditions. These conditions are not
applicable if the property is sold for a consideration of Rs.
25,000 or less and the value of all residentisl propertics sold is
less than Rs. 50,000 (in accordance with Section 53 before
amendment). The EARC obwserved that considering the current values
of bouse properties, Section 53 serves no parpose and should be
deleted (para 8).

(b) Dection 54

Under the section as amended by the Finance Act, 1987,
long-term capital gains from the transfer of a residential
property (the original asset), are eligible for a deduction if the
assessee has purchased within one year before or two years after
the date of the transfer, or constructed within a period of three
years after the date of the transfer, a residential house. The
deduction permissible out of capital gain is to the extent of the
cost of the residential house purchased or constructed (the new
assct). If the new asset is transferred within a pericd of 3 years
of its purchase or construction the exempted capital gain on the
old asset is subjected to tax in the ycar of transfer of the new
asset as laid down in the section (Sub-section (1)).
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Prior to amcndment by the Finance Act, 1987 long term
capital galns arising from the transfer of a residential house
(Saction 54), land used for .agricultural parposes (Section 54R),
and other capital asscets (Section 54F) were exempt if such gains
were reinvested in new asscets within the time allowed for the
purpose. Whenever the taxpaycr failed to acquire the
corresponding new assct, the original assessment required
rectification.

To dispense with the need for such rectification,
amendrents made to Sections 54, 54B & H54F provided a new schene
for deposit of the amounts meant for reinvestment in the new
asset. Consequently where the amount of the capital gain or the
net consideration (Section 54F) 1s not appropriated or utiliscd
by the taxpayer for the acquisition of the new asset before the
date of filing the retuum of income, it has to be deposited by hin
on or before the date for furnishing the return under Section
139(1) in an account with a bank or institution and utilised in
accordance with a scheme framed by the Central government.® The
amount already utilised, together with the amount deposited, will
be deemed to be the amount utilised for the acquisition of the new
assct. If the amount deposited is not fully utilised for
acquiring the new asset within the stipdated period, the capitad
gain relatable to the unutilised wwount will be treated as copital
gadns of the previous yerr in which the 3 year period explires. In
such a case, the basic deduction of Rs. 10,000 as well as the
deduction under Section 53 wiii not be admissible. [(Sub-section
(2), proviso and Explanation].

Prior to its amendment by the Finance Act 1987 WEF
1.4.88 the definition of the word “transfer” in Scction 2(47) did
not include transfer of certain rights accniing to a purchaser by
becoming, inter alia, a member of (or acquiring shares in) a
cooperative society, company, or association of persons. Such
transactions do not require registration under the Registration
Act, 1908. These arrangements, which confer the privileges of
ownership without the transfer of title in the flat or building
are a common mode of acquiring flats particularly in
multi-storeyed constructions in big cities. The earlier
definition also did not cover cases where posscession is allowed to
be taken or retained in part performance of a contract, under
Section 53A of the Transfer of Property Act. Sub-Clauses (v) &
(vi) inserted in Section 2(47) cover such transfers of rights.
Section 2(47)(vi) covers what are commonly called “Power of
Attorney ™ arrangements, which are adopted where transfers of
ownerships are not legally permitted, like transfers or purchascs
of Delhi Development Authority (DDA) flats. Such a transaction
could be either a purchase or construction as the case may be.

6. Capital Gains Accounts Scheme 1988 notified on 22.6.88.
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The CBDT had occasion to consider whether the
acqisition of a flat by an allottec under the Self-Financing
Schetny: (SFS) of the DDA amounts to parchase or is construction by
the DDA on behalf of the allottee. Under this scheme, an
allotment letter iz issued on payment of the first instalient of
the cost of construction. The allotwent  is finad waless it is
cancelled or the allottec withdraws from the schewe. The allottoe
gets title to the property on the issuance of the allotment
letter. Payment of instalments is a follow wp action and taking
possession a formality. If there is failure on the part of the
DDA to decliver possession of the flat after completing
construction, the remedy for the allottec is to file a suit for
recovery of possession. The CBDT stated in ciraudar No. 471 dated
15.10.86 that, in thesc¢ circumstances, the DDA takes up the
construction work on behalf of the allottee and that the
transaction is not a sale. For the purposes of capital gains tax
the cost of the new asset is the tentative cost of construction.
This principle can also be extended to companies and cooperative
societies if the conditions are similar.

A three years period is normally a reasonable period for
constructing a residential house. However, cases may arise where
the taxpayer intends to acquire the flat from a company or
cooperative society and makes payments for this but does not get
possession if the construction of the malti-storeyed building is
not camplete in 3 years. It would be incquitable to the taxpayer
if an attempt is made to withdraw the deduction already given
under Section 54 on the ground that the construction is not
completed within the period of 3 years specified. Appropriate
amrndment of this provision and the similar provision in Section
54F may, therefore, be considered. Table 2.6 provides some
statistics on long term capital gains declared by income tax
assessees.

(c) Section H4B

Under this section where capital gains arise from the
transfer of land which was being used for agricultural parposes by
the assessee or the assessee’s parent for 2 years impediately
preceding the date of transfer ( the old asset) and the assessce
has parchased within a period of 2 years after that any other land
to be used for agricultural purposes (the new assct) , a deduction
to the extent of the cost of the new asset is allowed from capital
gain on the original asset. The new asset mist be held for at
least 3 years to retain this concession. The Capital Gains
Account Scheme also applies to this section as in Section 54.

Prior to the amendment made by the Finance Act, 1970,
the definition of "capital asset” in Section 2(14) excluded from
its scope agricultural land in India. It was felt then that
agricultural land situated in mmicipal and other urban areas was
essentially similar to non-agricultural land, in its
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potentialities for use, due to rapid urbanisation and
industrialisation. The Finance Act, 1970, therefore, ameadded
Section 2(14) to exclude froam its scope only agricultural land
which is not situated in the Jurisdict.i(m of & mumicipality or
Cantonment Board with a popalailon of not iess than 1,900,000, The
government, was aut}sris:\i o r::tify any area cutside the limits of
such a municipality or Cantonment Board upto a maximum of 8
kKilometers from such limite for the puposes of this provision.
As a result of this amcndment, capital gains arising from the
transfer of agrioultural lands situated in municipal and other
urban areas would have been liable to taxation even if the land
was used for bonafide agricultural purposes. Section 54B was
inserted to provide relief from the buarden of taxation in such
cases.

Ninety three mucdcipalities and Cantormmoent Bowrds wore
notifled by Notification No. SO77(EY dated € 2.73.

(d) Section B4F

Section 54F provider for excmpilon of capital gain
arising from the transfer by an individual or a HUF of any
long-term capital assct cother than a residential housce to the
extent that the net consideration 15 used to by a residential
house within onc year before or two years after the date of
tranafer or construct one within three years after the: date of
transfer. Exemption of long-term capital gains is granted
pro-rata, based on the ratio of the cost of the residential house
to the net consideration of the asset transferred, subject to a
maximm of 100 per cent.

This concession is not available to an assessee who owng
any other residential housc on the date of transfer, or who within
two (three) years thereafter purchases (constructs) another
residential house (Sub-section (13;). Furtherwore, the house
mist be held for at least 3 years. The Capital Gains Account
Scheme, 1988, is also applicable to reinvestment under this
section as in Section 54.

The objective of this provision is stated to be
“"encouraging house construction”. If that were so, why is it
necessary o withdraw the concession if another house is purchased
within 2 years, or constructed within 3 years of the date of
lransfer particularly as there is no bar to acquiring a housc
ihercafter?

Two rcasons had becn glven by the EARC in favour of
investment of the net consideration on sale rather than copitad
gainz. The first is that a mere change in the natwce of asscts,
when there is no increase in the disposable income in the hande of
the assessce, should not be subjected to tax: capital gains should
be taxed when realised. The second is that when investment ic
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made in a like asset, the chances are that o pood proportion of
the nominal gain on the original assct gets absorbed in the
acrpisition of the new asset whose real value may be no higher
than the value, at the time they were originally acoudred, of the
assct s0l1d7?,

2.4. Concessions to Bousing Under the Income Tax Act

The sections of the Income Tax Act under which tax
oconcessions are given to housing are Section 23, 24, 48, 53, 54,
54K, bH4F, 88, 88A and 80L. Briefly, tax concessions to housing
fall into three categories: Tax concessions on incones from house
property (Sections 23 and 24), tax concessions to long-term
capital gains (Sections 53, 54, 54E, 54F and 48) and tax
concessions on investment in housing or the housing sector
(Sections 88, 88A and 80L). A description of these sections as
they apply to housing, 1is given below to supplement the general
discussion for some scctions made in connection with saving
incentives and capital gains.

(a) Section 23(2) and Section 24

Sub-section (2) of Section 23 was substituted by the
Finance Act, 1986 WEF 1.4.87. According to this awmcndmrnt, the
Annual Value of a house occupled for his residence by the taxpayer
(and which has not been let out nor any bencefit derived from
there) 18 to be taken as nil. If a property is porticdly let out
or let out for a part of the year and the rest is used for
residential purposces, a pro rata deduction is given for
self-occupation. If the taxpayer utiliscs more than one house as
his residence, the concession will be applicable to onc house
specified by him. Income from the other properties will be
determined a=s if they had been let. The new construction
allowance is not admissible if the house is used for residential
purposes.  Subsection (2) of Section 24, substituted by the sam:
Act with effect from 1.4.87 provides that deductions under Sectdon
24(1) (for repairs, insurance premia against risk, gromd rent,
land revenue, collection charges, etc.) will not be admissible to
a self-occupled property. However, an cxception was made in the
case of interest on funds borrowed for constructing, repairing,
renewing or reconstructing the property. Such interest is
deductible subject to a ceiling of Rs. 5,000 (Section 24(i)(vi)
and proviso below Section 24(2)). It may be mentioned that till
AY 1986-87, deductions under Section 24 were permissible in the
computation of incomc from a self-occupied property. 1In
particular, interest on borrowed funds was fully admissible under
Section 24(1)(vi). The sum of the deductions including interest

7. Sece paragraph 10.3, EARC Report No. 7.
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could have led to a negative income in some sclf-occupied
properties in those years.

There arc e pablic circulars of the CBDT on whether
claims for self occupation of a house property can bte mode by
rersons other than individuals and HUFs. swever, as statistics
published by the All India Incomez Tax Statistics (AIITS) show,
such claims have been preferred and accepted by the Income tax
Dopartment. It had been held that occupation of the owner for the
parposes of "hls own residence” shows that the ovmer mast be
natural peregon, that is on inddviduweds,

The accompanying Tables 2.7 to 2.9 contain statistical
particulars of incow: from self- occupled and other properties,
status-wise for AY 1985-86 to AY 1987-88, based on returncd
figures, Even thowgh in an yeor returns arce filed for that year
as well as for carlier yearz, the statistics relate to the
returns filed for that particular assegsment year, for example,
for AY 1987-88 in the financial year 1987-88. Definition of sone
expressions used are as follows:

Gross income: Retumed income plus previocus year’s losc
sel off plus deductions claimed wnder Chapter VIA.

Average rate of tax: The ratio of tax payable to
returned income

Gross tax: The product of gross income and the average
rate of tax.

Average tax rate: The ratio of gross tax to gross
incomé.

For AY 1986-87 and 1985-86, where the grass income per
return excceds Rs 36,000 the deduction under section 23(2) for
self-ocoupation is taken at Rs 3,600 per returm or taxpayer. Where
the gross income 1s less tlen Re 3,600, the deduction is token at
that figue because the deduction permissible was hdf the annuad
valuc or Rs 3,600 whichever is less. In the latter case the
deductions permissible under section 24 arc ignored. The
deduction in colum 6 of Table 2.7 is comwuted in this manncr. It
may be seen that for AY 1985-86, the (estimated) income from
self-occupied property before the deduction under Section 23(2) is
Rs. 161.8 crore and (estimated) tax on this is Rs. 38.1 crore. The
income figures for AY 1986-87 arce Rs. 357.8 crore and Rs. 121.7
crore respectively.

8. CIT V. Mohd. Amin Tyamboo (1980), 125 ITR 375 (J&K).



(b) Capital gains

Some concessions for reinvested capital gains have
already been discussed. A brief recapitulation of the reclevant
provision that apply to housing would be useful:

i. Section 53 provides for exemption of capital
gains if the sale consideration of a residential
house is Rs 2,00,000 or less. Pro-rata exempticn
is allowed where the sale consideration is more
than Rs 2,00,000;

ii. Section 54 exempts capital gains arising from the
transfer of a residential house to the extent
that they arc reinvested in another residential
house;

iii. Section B4E provides for exemption of capital
gains from the transfer of a long-term capital
asset if the net sale consideration is invested
in specified financial asscts (including
debentures of the National Housing Rank).

iv. Scction 54F exenmpts capital gains to the extent
that the net sale proceeds from long term
capital assets other than housing are invested in
housing; and

V. Section 48(2) provides that only 50 per cent of
the long-term capital gain exceeding Rs. 10,000
from the sale of a house property (and certain
other assets) is taxable.

(c) Section 88

Under this section payment of instalments due under a
self-financing scheme of a housing development authority, or due
to a campany or cooperative society of which the asscssec is a
member or a shareholder towards the cost of the house allotted to
him, or repayments of amounts borrowed for purchase of
canstruction of a house is eligible for tax rebate. The limit on
qualifying instalments is Rs 10,000 per year. Incomz from the
property should be chargeable to tax wnless self-occupied.

(d) Section 88A
Among eligible sharc issues under this section
arce also the shares issued by companies formed and registered in

India for carrying on the business of, or providing long-term
finance for, construction of residential housing.
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(e) Section 80L

Interest on deposite 2ith Statutory Housing Boards and
interest on deposits or dividends from a company registered in
India with the main objective of carrying on the business of
providing long-term finance for construction or purchase of
residential houses in India are eligible for a deduction, subject
0 a limit of Rs. 10,000, wndcr this section.

2.5. Incentives to encourage flow of foreign exchange remittsnces
into India

Incentives to encoursge forelgn exchange inflows are of
two main types. Firstly, there are provisions granting exemption
from taxation tc interest on wwvestiwents made in foreign currency.
Secondly, there are provisionc which allow concessional taxati
of income earned abroad by Indian residents.

(a) Section 10(4)(1)

Under this sub-ciause as substituted by the Direct Tax
Laws (Amendment) Act, 1987 WEF 1.4 89, interest and premium on
redemption of notified securities or bonds are excempt from
taxation. By Notification SO 3331 dated 19.1065, the 4.25 por cent
National Defence Loan 1968 und the 4.75 per cent National Defence
Loan 1972 have been notified under this sub-clause. No other
security or bond appears to have been notificed thereafter.?®

There are no data regarding either the investment or
the revenue sacrifice on account of this concession.

(b) Section 10(4)(1i)

Under this sub-clause as amended by the Direct Tax Laws
(Amendment) Act 1987 WEF 1.4.89, interest income of an individual,
who is a person resident outside India as defined in Section 2(q)
of the Foreign Exchange Regulation Act, 1873 (FERA), on balances
of a Non-Resident (External) Account in any bank in India is
exempt. This sub—clause is a re-draft of the earlier clause 4A.
Section 10(4A) was inserted by the Finance Act 1965 WEF 1.4.65.
The EARC observed-in its interim reportl!? that the version of
Section 10(4A) existing at that time causcd problems for Indians
going abroad. A person treated as a non-resident under FERA and
allowed to have a Non-Resident (External) Account could be treated
as resident under the Income Tax Act and therefore lose the

9.  Taxmann (1988).
10.  EARC Report No. 6 dated 5.1.82, para 3.8.
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exemption. It recomended exemption of interest in a Non-Resident
(External) Account to any, person permitted to have such an
account under the FERA. Following the EARC recommendation Section

10(4A) was substituted by the Finance Act 1982 WER 1.4.82. The
balance in the Non Resident (External) Account is  cxempt under
section 6 of the Wealth Tax Act. A gift made by a person resident
oatside India (as defined in Section 2(q) of the FERA) from his
Non Resident (External) Accaunt is exempt under Section 5(1)(iib)
of the Gift Tax Act.

The purpose of this sub-clausce is to encourage
investments in India by non-residents. The provision has been in
operation since AY 1965-66. Data on forcign exchange inflows wnder
this section arc given in Table 2.10.

Funds in Non-Resident accounts can be invested in
securities of Central or State Govermweents, units of the UTI and
National Savings Certificates without the permission of the RBI if
parchases are made through the bank maintaining the account.

(c) Section 10(4B)

Under this clause interest on notified savings
certificates issued by the Central government is exempt in the
hands of a citizen of India or a person of Indian origin, who is
a non-resident, if the subscription to the certificates is made in
convertible foreign exchange remitted into India under the FERA.

This clause was introduced by the Finance Act 1982 WEF
1.4.83. Under Notification No. SO 653(E) dated 8.9.82, National
Savings Certificates VI & VII Series have been notified wider this
clause.ll These 6 year certificates carried interest at 12 er
cent, per annum (compounded or payvable half yearly). From 1.4.87
the  interest rate has becn reduced to 11 per cent per anmun.  The
exemption is only admissible to the original subseriber of the
savings certificates. The value of these certificates is cxempt
under Scction 5(1){xvic) of the Wealth Tax Act. The value of
gifted certificates is exempt under Section 5(1)(iid) of the Gift
Tax Act. By the Finance Act, 1983, these sub-clauses in the
Wealth Tax and Gift Tax Acts have been expanded to include foreign
exchange assets as defined in Section 115(2)(b) of the Income Tax
Act. ‘

The object of this clause is to encourage the flow of
foreign exchange remittances into India from non-resident Indian
citizens and foreign nationals of Indian origin.

The fall in investment in 1988-89 apparent in Table 2.11
appears to be due to the introduction of a new instrument, the

11. Taxmann (1988).
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Kisan Vikas Patra, with 13.5 per cent compound interest per
annum. Figures in Table 2.11 are total receipts giving no
indication of investment made’ in foreign exchange. They include,
inter alia, investment by taxpayers and non-taxpayers. Among
taxpayers, individuals, government companies, corporations and
cooperative societies are included.

National Savings Certificates (RSC) of Series VI and VII
have been withdrawn and a ncw series, NSC VIII, has been
introduced WEF 1.4.83. As this scries does not agpear to have
been notified under Section 10(4B), tax concession under that
clause will not be available from AY 1990-91 onwards. Interest on
certificates of this series is not eligible for dedwtion under
Section 80L.

(d) Section 115C/ Chapter XI1-A

Section 115C consists of definitions for the purpose of
Chapter XII-A. Besides the definition of a forelgn exchange
asset the main definition concerns the scope of “specified
assets”:

Specified asset means (1) shares in an Indlan company;
(i1) debentures in an Indian public company; (iii)
deposits with an Indian public company; (iv) any
security as defined in the Public Debt Act; (v) any
other notified asset (Section 115C(f)).

Chapter XII-A was introduced by the Finance Act, 1983
WEF 1.6.83, following the recommendations of the EARC.12 The
object of the chapter is to encourage the inflow of foreign

exchange remittances and investment in India by non-resident
Indians (NRIs).

Circular No. 4AD (MA Scries) dated 11.12.87 of the
Reserve Bank of India (RBI), Exchange Control Depart- ment,
clarifies that bonus shares will be treated as foreign exchange
assets if the shares on the basis of which the bonus shares have
been issued arce "foreign exchange assets”. Rights shares will be
treated as forecign exchange assets only if they are purchased or
subscribed to in foreign exchange. Salc of rights 1s not covered
by Chapter XII-A. No other asscts appear to have been notified
under Section 115C(f)(v) so far.13

An irregularity noticed by the RBI is as follows. RRBI
approval is required under the FERA for purchase of shares or
debentures by NRIs in any stock exchange under the portfolio

12. EARC Report No. 18 dated 18.1.83.

13. Taxmann (1988).
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irivestment scheme. One important condition imposed for eranting
approval is that purchases on a stock exchange be limited to 1 per
cent per investor with an overall ceiling of § per cent for all
investors. The RBI has come across cases where, after obtaining
gpproval, purchases are effected by NRIs from stock exchangeo
without the knowledge of the bank through which such transactions
should be routed. Monitoring the ceiling limits, as well as
considering requests for permission to remit sale proceeds, is
thus made difficult. The RBI has requested broker members of
stock exchanges not to purchase shares or debentures on behalf of
KRIs without involving designated branches.14

(e) Section 115D and 110K

Under Section 115D no expenditure or allowance is
allowed under any provision of the Income Tax Act in computing
investment income of a NRI (Sub-soction (1)). If a NRI has only
investwent income or income from capital gains (or both) no
deduction will be allowed under Section 48(2) or wnder Chapter VIA
(Sub-section (2)(a)). If, on the other hand, his gross total
income includes investment or capital gains incomez, it will e
reduced by such income, and deduction will be allowed under
Chapter VIA on the balance as if this was his gross total incour
(Sub-section (2)(b)).

Under Section 115E if the total income of a NRI omnsisto
of only investment or capital gains income or both, tax will to
payable at a flat 20 per cent rate (Sab-section (1)). On the
other hand, if the total income of a NRI includes investmwent or
capital gains incomez, the aggregate tax payable is 20 per cent on
his investment or capitual gains income and income tax on the
balance as if it were his total income (Sub-section (2)).

It may be mentioned that under Section 32(1)(aa) of the
Unit Trust of India Act, a non-resident’s income from units
parchased cut of their external funds is exempt from tax and is
also free from tax deduction at source.

Under Section 5(1)(xvic) of the Wealth Tax Act, an NRI
is entitled to exclude any foreign exchange asset as defined in
Section 115(b) of the Income Tax Act from his net wealth.

A person resident ocutside India (as defined in Section
2(q) of thc FERA) can make a gift from a Non Resident (External)
Account in accordance with the FERA, without attracting gift tax
(Section 5(1)(iib)). Also, a gift of convertible foreign exchange
remitted from outside India in accordance with the FERA, by a NRI
to a relative (as defined in Section 2(41)) in India attracts no
gift tax (Section 5(1)(1ic)).



‘ Forecign exchange assets gifted (as defined in Section
115C) to a rclative as defined are also exempt from gift tax
(Section 5(1)(iid)).

Under Chgpter XVII-B, tax is deductible at source from
the incone of a NRI for AY 1991-92, inter alia, at 20 per cent on
investent income and long-term capital gains, at 15 per cont on
income from a tax-frec security and at 30 per cent on other
incomes.

(£) Selected Incentives for NRI Investment: Provisjons and
Problems

A brief discussion of various incentives to NRI
investment is in order here.

The EARC had recommended in its 18th Report (1983) that
a reasonable rate of taxation of a NRI on income and capital gains
from shares and securities acquired ocut of extermal funds would be
10-15 per cent (paras 20 and 29). It further recommended that tax
should be fully deducted at source, and that such deduction should
be treated as a final assessment on such income. Remittance of
such income to the NRIs should be allowed thereafter without the
requirement of a tax clearance certificate (para 21). It has also
recommended that the flat rate system should be confined to
transactions of investment income and capital gains which arc
effected through designated branches of a bark, who should be
responsible for the deduction of tax at source (paras 33 & 34).

From 31.7.86, to facilitate prompt remittance of
dividends, authorised dealers have becn granted permission by the
RBI to remit dividends to a non-resident shareholder irrespective
of the face value of cauity sharcs or the percentage of issued
capital held by such a non-resident, without prior approval for
non-FERA companies. Remittance of dividends from FERA comparnies
s5till requires approval fraw the RBI. Since 1987-88, authorisced
dealers are also allowed to repatriate salce proceeds of shares
(effected under Scction 19(3) of the FERA) abroad, or give credit
to the Non Resident (Extemmal) Rupees Account of sellers after
payvment of taxes in India.

According to a Press Information Bureau release on
31.7.83, the Minister of State for Industrial Develorment informed
the Rajya Sabha that: (a) NRIs have been given the bencfit of
repatriation of capital and income wpto 40 per cent of the total
pald up capital for non-priority projects and wpto 74 per cent
for priority industries. (b) NRIs are also eligible for incentives
for the import of capital goods, components and raw materials for
setting wp industrial wunits in accordance with the Import and
Export policy, 1983-81. (c¢) NRIs investments are allowed for all
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activities except for rcal estate business or for agricultural and
plantation activities.

In 1986-87 tie: facility of direct investment under the
40 per cent scheme of NRIs was extended to companies engaged in
development of software and oil exploration. Besides, the Rs. 40
lakh ceiling under the 40 per cent schemc for investments in India
in private limited companies was removed. From 1987-88
applications for loans against fixed deposits of NRIs held in Non
Resident (Extemal) Accounts, or Foreign Currency (Non-Resident)
Accoumts can be considered as investwent in India, subject to the
condition that investrent cannot be made in commeorcial activities,
agricndtural /real estate business or portfolio investment.

According to a policy paper dated 31.5.90 anmouncing a
new industrial and foreipgn investnent policy, wto 40 per cent
equity investment will be allowed antomatically kecping in view
the need to attract effective inflow of foreign tochnology. In
such proposals also, the landed value of imported capital goods
should not cxceed 30 per cent of the value of plant and machinery
(para 16).

NRIs with shares and debentures made a representation to
the government that, due to the fall in the value of the rupee in
relation to other currencies in which investments were made by
them, they were adversely affected on sale of shares or
debentures. Section 48(1) was therefore amended by the Direct Tax
Laws (Second Amendrent) Act, 1989 WEF 1.4.80. Capital gains on
investiwent by NRIs will now be computed as follows: The cost of
acquisition, consideration for transfer and expenditure in
connection with the transfer «ill be converted into the foreign
currency in which the investment was made. Capital gains computed
in foreign currcency will be reconverted into Indian currency. The
conversion and reconversion will be at the telegraphic transfer
buying rate, on the dates specified in Rule 115.

Data on  inflows into the Non Resident (Extermal) Rupec
Accounts and Foreign Currency (Non-Resident) Accounts have been
given in Table 2.10. Data on NRI Investments is given in Table
2.12.

Somr problems relating to treatarent of NRI investments
arc as follows:

(a) The CBIT, in a reply to a chartered accountantls
stated that deposits made in a nationalised bank
will be treated as a specificd asset under
Section 118C(£)(iii), "if the said bank fulfills
the conditions of an Indian comwny under Scction

15.  In its letter dated 29.9.1989, F.No. 478/15/89/FTD.
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2(26) of the Income Tax Act”. Both the Banking
Companies (Acquisition and Transfcecr of
Undertakings) Act 1970 and Banking Companices
(Acquisition and Transfer of Undertakings) Act
1980, say (in Scctian 11) that a bank would be
deemed to be an Indian company and a company in
which the public  arc substantially interested

. for the purposes of the Income Tax Act. It is
not.,, however, clear swhether the banks will fall
under the definition of an Imdian compamy under
Section 2(26)(iia) which speaks of a corporation
established under a Central Act; this is because,
after their nationalisation, tbey may no longer
contime to be registered as Indian companics
under the Companies Act. A clarification appears
to be necessarv on this point.

(b) Deposits with an Indian public company arc
specified assets under Section 115(f)(iii). When
the deposit is renewed, in theory it involves a
return of the amount to the depositor and a
redeposit of this amoant by him. As the latter
is not made in forcign currcncy, it could be
arpued that the bencfit of section 116E is not
available on renewal. A clarification appcars to
be necessary since such a move does ol appear Lo

(g) Scction 115K

Under this section long-term capital gains will not be
charged to tax if the entire net considerationl® received or
accruing is invested or deposited by the NRI within 6 months from
the date of transfer in any specified asset or notified saving
schetre under Section 10(4B): (Scection 115F(1)(a)).

If the invested amount is less than the net
consideration, exemption from tax on capital gains will be allowed
in the same proportion as the aggregate invested amount bears to
the net consideration (Section 115F(1)(b)). The new asset so
acquired should be held by the NRI for 3 years. Otherwise, the
capital gains not charged earlier will be deemed to be long-term
capital gains and- taxed in the year in which the "asset is
transferred or converted into money (Section 115F(2)). Sections
2(29B) and 2(42A) define long termu capital gains and long term
capital asscts.

16. Full value of the considerution received on transfer mious
expenditure incurred wholly and exclusively in conncction
with the transfer.
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If a NRI invests in a specified aszset following the
preéscription in Section 115F(1l), the long-term capital gains
becomcs exempt as laid down therein. However, the income from the
specified asset will be  taxable, in the normal manner, since it
has not been acquired in convertible foreipgn exchange and is
therefore not a forcign exchange asset. The other option is
investment in notified savings certificates wnder Section 10(4B).
After the withdrawal of the VI and VII scries of NSCs, NSCs of the
VIII series do not appear to have been notified under Seoction
10(4B). So if investment is made in this series, income from the
investment is not exempt. If the intention is that in the
circomstances mentioned in Section 118F(1), specificd asscts arce
to be decmed to be foreign exchange assets, Section 115F may
require amendment..

The EARC observed in its 18th Report that to obviate the
possibility of funds being brought in by NRIs purely for the
purpose of making short-term capital gains and withdrawing themn
immediately thereafter (which could mean considerable cost to the
country in forelgn exchange), it may be necessary to consider
whether investiments by NRIs should be subject to a condition that
the shares and securities should be held for, say, 2 to 3 years
time (para 31). Sections 115K and 115F met this point by according
concessional treatment to long-term caplital gains. After the
arendoent, of the definition of short-termm capital asset as sharcs
beld for not more than 12 wonths WEF 1.4.88, the theoretical
possibility pointed out by EARC could become reality. If the view
that the NRI gets relief only on taxation of capital gains in
Scection 115F(1), while income from specified assets continues to
be taxable at normal rates is correct, remittance of sale proceeds
becomes relatively attractive. Remittance of sale proceeds and
re-remittance teo India for acquisition of a forcign exchange
asset, (incore from which would be taxable at a concessional rate)
becomes a distinet possibility.

(h) Sections 115G & 115

Section 115G provides that NRIz with only investment
income or long-term capital gains, from whose incomre tax has been
deducted at source will not be required to file a retuum wnder
Section 139(1). A NRI may, however, elect not to be governed by
the provisions of Chapter XII-A for any assessment year. For this
purpose he will have to furnish to the Assessing Qfficer his
income tax retuium for that assessment year under Section 138,
declaring there that the provisions of this chapter shall not
apply to him for that assessment year. If such a declaration is
filed by a NRI, tax will be charged in the normal manner (Scctian
1151).

Section 115G is based on the EARC s reconmendations in
para 27(b) of its 18th Report. EARC also recommended the
remittance of investment incowe to parties abroad on deduction of
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tax at source without the requirement of a tax clearance
certificate (para 27(d)). From 31.7.86, to facilitate prompt
remittance of dividends, authorised dealers have been granted
permission to remit dividends to non-resident shareholders,
irrespective of the face value of the equity shares or the
percentage of issued cquity capital held, without prior approval
of the RBI in respect of nen-FERA companics.  Similar provision
does not appear to have been made for income from debenturcs,
deposits with Indian companies (including banks), and sccurities.
Section 1151 is also based on the EARC’s recommendation (para
27(e)).

The objective of Section 115G is to remove irritants
like having to file a retium and dealing with the bureaucracy.
Section 1151 is designed to help a NRI whwse Indian income is so
low that his tax liability is negligible so that he can f£ile &
retiun and obtain a refund of tox deducted at souree.

(1) Section 11584

Where a NRI becomes assessable as a resident special
provisions of Chapter XIi-A will continue o apply in relation to
the investment income from certain forelpn exchange assets
(debentures of an Indian company, deposits with an Indian company,
any specified sccurity of the Central government and any other
notified assets) if he furmishes a declaration in writing to this
effect along with his retwumn for the assessment year for which he
is so assessable. Once a declaration is furnished, the provisions
of Chapter XII-A contimue to apply to the investment income from
such assets for that and subsequent years until the transfer or
encashment of such assets.

The EARC recommended that a NRI's foreign income should
not be subjected to tax in India on his return to India, but
should continue to be exempt for a period equal to that for which
he has been non-resident immediately prior to his arrival, subject
to a maximum period of 8 years.1? Furthermore, tax cexemption on
income from FCNR/NR(E) accounts, Units of the UTI and concessional
and simplified taxation of income from shares and sccurities
should continue for a period for which there is a tax exemption
on his foreign incomc (para 26). Investmenl in shares and
securities should also be exempt from wealth tax as long as he is
non-resident (para 36) and excmption on shares, securities, units
acquired out of external funds and on the balance in FCNR/NR(E)
accountys should continue for & period cequid o the period for
which thoy were non residents before thoir return, subject to o
wodmm of 7 years (para 37). In implomenting this recomvendiation,
dividends {rom shares of Indion companics have been omitted. This
restriction require re-cexamination.

17. Paragraph 11, 18tlr Report of the EARC.



(3) Scction BOR

Under this scction, professors, teachers or research
workers of Indian citizenship working in a foreign university,
educational institution or other association or body were entitled
to a deduction of 50 per cent of their remuneration in the
computation of their taxable income till AY 1990-91. The
concession was limited to a period of 36 months t3ill AY 1990-91 if
the individual rendered continuous service abroad for a period
exceeding 36 months. The concession spplies to residents. From
AY 1991-92 the deduction admissible is 50 per cent of the
remmeration or 75 per cent of such remuneration brought into
India under the FERA, whichever is higher; the provision limiting
the deduction to a period of 36 months has been deletcd.

The EARC noted in its interim report on incone tax,18
that, as assessment of foreign incame of an individual depends
upon the length of his stay in India, it tends to encourage
taxpayers to artificially manipulate the date of departuwre or to
stay abroad for langer periods than necessary. It recomaoended
full cxemption of foreign income earncd by cmployment or by
rendering professional scrvice even for residents (para 3.6). No
special restrictions were felt to be necessary for employces in
the private sector, as, in all such cascs, the opening of offices
or posting of persomncl abroad is controlled bty the RBI. To give
relief to Indian citizens who are employed or render professional
service abroad, the Finance Act 1982 deleted clause (b) in Soction
6(1), and added an Explanation WEF 1.4.83. This was further
liberalised by the Direct Tax Laws (Second Amendment) Act, 1989
WEF 1.4.89. Clause (a) of the Explanation, inscerted by the
Finance Act 1982, provides that an individual will be resident in
India if he had been in India for 365 days in the four preceding
years and is in India for 182 days or more in the year in which he
leaves India to take up employment outside India (it is otharwise
60 days or more). Clause (b) of the Explanation as amended by the
Direct Tax Laws (Second Amendment) Act, 198919 provides that an
Indian citizen or NRI who visits India in any previous year, will
be treated as resident if he was in India for 365 days or more in
the four preceding years and is in India for 150 days or more.
Thris the EARC's recommendation was partially met by extending the
period of stay in the year of departure or visit for reckoning
residence.

18. Report No. 6, dated 5.1.82, para 3.5.

19. Specially amended for the convenience of RNRIs, who
represented that the existing periods of 60 or 90 days were
too short.



The change in the deduction permissible from AY 1891-82
is stated to be to induce the bringing in of foreign exchange into
India. The rationale for the decletion of the 36 months period is
that with the deletion of the test for determining residential
status on the basis of maintenance of a dwelling house in India
(clauze (b) of Section 6(1)) a person lcaving India for employment
abroad and serving therc continuously for more than 36 months
bocomes a non-resident, and is therefore not subjoct to tax on his
foreign income.

The objective of the predecessor Section 80F introduced
by the Finance Act (No. 2), 1967 (which was substituted by Section
80R HWEF 1.4.68) was to relieve hardship in meeting higher living
costs and other essentlal expenditurc in forelgn countries. Table
2.13 gives data on deductions claimed under Section 80R. Foreien
remmeration earned in AY 1987-88, according to these statistics,
is & meagre Rs. 1.84 crore (twioe the doduction claimed) against
income from salary declared in India of Rs. 3006 crorc.

(k) Section 8S80RRA

Under this section, an Indian citizen who derives any
remmeration from a foreign employer or Indian concern in foreign
currency for services rendered outside India is cligible, from AY
1975-76, for a deduction of 50 per cent of the remmeration, or 75
per cent of such remmeration brought into India under the FERA,
whichever is higher. Till AY 1990-91, this dcduction was
admissible only for a continuous aggregate period of 36 months
(Sub-section (1)). For government servants, services outside
India shauld be sponsored by the Central government. Otherwise the
individual should be a technician (as defined in the Explanation)
and the terms and conditions of his services outside India shaudd
be approved” by the the Central government or the prescribed
authority (Sub-section (2)). The prescribed authority is the
Foreign Tax Division, Department,of Revenue. Under a clause which
rermitted the CBDT to prescribe, in addition, any other field, it
prescribed the fields of actuaries, banking, insurance and
Jourmalism. From AY 1091-92, the maximuw period of 36 months

laid down pemitting the deduction was deleted by the Fixmxm Act,
1990.

The EARC noted in its 16th Report (1983) that Scctions
80R>eand 80RRA provide the same type of relief to two different
categories of assessees. It recomended that Sections 80R and
80RRA be cambined into a single section, allowing exemption of
all salaries earmmed ocutside India, as well as fees and rovalties
received from approved and notified institutions, etc. (para 25).

Table 2.14 gives data on deductions claimed under this

section. Foreign remuneration earned in AY 1987-88 is
approximately Rs. 7.4 crore (roughly double the deduction claimed)
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against incaoe from salary of Rs. 3006 crore in that year. This
is, once again, surprisingly low.

(1) Section B0RR

Under this section a resident individual being an
author, playwright, artist, musician, actor or sportsman
(including an athlete) who derives income by the exercise of his
profession from the Government of a foreign State or a
- non-resident was entitled tec a deduction of 25 per cent of such
income reccived in or brought into India under the FERA in the
comqputation of his total income. From AY 1991-92, he is entitled
to a deduction of 50 per cent of such incom: or 75 per cent of the
incomz brought into India under the FERA, whichever is higher.
Professional activities include activities like publication of
books, giving music performances, exhiibiting paintings, ete. The
CBDT has cxtended the definition of artist to include
photographers and television camecramen.
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TABE 2.1

Financial Instruments Kligible for Interest Excmption
Under Section 10(15)(1) of the Income Tax Act

from AY 1983-90

oW N

[eoBE s eI &)

11,

12.

<13.

14.

Instrument

Maximan amxwnt of

excrpt earning

12 Year National Savings Annuity
Certificates

National Defence Gold Bonds, 1980

Special Bearer Bonds, 1991

10 Year Trcasury Savings Deposit Certi-
ficates

5 Year Post Office Cash Certificates

10 Year National Plan Certificates

12 Year National Plan Savings Certificates
T & 12 Years Post Office National Savings
Certificates

Post Office Savings Bank Accoounts
Public Accaunt referred to in
item 8 of the Table below rude

4 of the Post Office Saving:
Account Rudes, 1981

Post Office Cualdative Time
Deoposite 1981

Wholce

© Schemes of Fixed Deposits governed

by the Govermment Savings Certi-
ficates (Fixed Deposit) Rules, 1968
Schemes of Fixed Deposits governed
by the Post Office (Fixed Deposit)
Rules 1968

Special Deposit Scheme, 1981

No limit

—do-
-do_
~do-

~dor-

G-
do
d(,‘

1
i

Rs. 5,000

of the wiroaat

do -

Ao

- dor-

46



TARIE 2.2
Savings Mobilised by Selected Schemes Kligible for
Excemption under Section 10(15)(1)
of Income the Tax Act

(Rupees Crore)

1986--87 1987-88 1988-89

P.0. Savings bank deposits,
cumilative 10 year time deposits,

recurring deposits and time
deposits (1 to 5 years) 4,127 4,730 5,434

6 Year and 7 Year National 3,176 3,430 2,445
Savings Certificates

TOTAL v 7,303 8,160 7,879

Saurce : Reserve Bank of India: Report on Currency and Finance,
Various Issues.

TAHLE 2.3
Deductions and Tax Relief Claimed Under Section 80L
(Rs crore)
Assesspent Years
1985-86 1986-87 1987-88
Section 80L Deduc- Tax Deduc- Tax Deduc: Tax
tion relief tion relief tion relief
claimed claimed claimed
Deductions from 110 23 113 21 181 34
dividends
Deductions from 79 14 138 22 264 44
Interest
Deductions from 0.24 0.03 1.2 0.3 1 0.2
unclassified income
TOTAL 189 37 252 43 446 78

Source: All India Income Tax Statistics.
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Deductions Claimed Under Section 80C

TABLE 2.4

(Rs crore)

Asscssment Year

87-88

Section 80C 85-86
On Life insurance premia 485 571 792
On Provident Funds 131 142 261
On Investment in NSCs 69 T8 117
On Investmont in Undits of UTI 8 b 102
Unclascified 168 220 214
TOTAL 861 1026 1486
Source: All India Income tax Statistics.
TABLE 2.5
Deduction Under Seclion 80CC
(Rs crore)
Assessment No.of Companies No.of I.T retwans Amount Tax
Year which issued in which 80CC of deduc- relief
80CC Shares deduction claimad tion
claimed

(1) (2) (3) (4) (5)_
1984-85 56 38495 11.1 1.8
1985-86 52 27430 9.5 1.4
1986--87 96 58918 24.7 3.0
1987--88 73 28.4 4.5

73386

Source: Except column 2, All India Incomr Tax Statisties.
Colwrmn 2: Income Tax Ready Reckoner bty K.G. Mehta.



TABLE 2.6

Long term capital gains declared in thve: returmns
filed by Individuals and HUFs

No. of Gross Gross No. of Gross Gross No. of Gross Gross
retums income tax returms income tax retums income tax
filed returmn- there- filed retuam- there- filed retum- there-

ed on ed on ed on
Indi-
viduals 15103 21.1 4.5 26635 63.1 12.1 35274 97.8 22.7
HUFs 1762 4.1 0.8 2367 9.7 2.2 4315 11.2 2.9
TOTAL 16865 25.2 5.3 28002 72.8 14.3 339589 109.0 25.6

Notes: Gross Income = Retwumned income plus previous year’s loss set off plus
dedactions wnder chapter VIA.
Average tax Rate = Ratio of tax payable to returmed income.
Gross tax = Product of gross incame and Average tax rate.

Source:: All India Income Tax Statistics.



Statistical ‘Particalars of Retaraed Income froa

TABLE 2.1

Self-occapied Properties

Status fo. of returns Gross Income 8ross tax Average Average Deduction Tax  Gross Gross
filed returned thereon  imcome tar rate under sec- effect income tax
per tax- ((3})/ tion there- before there-
payer 4))  242) on at giving on
aver- effect
age  to sec.
Rs. i Is. 1 rate  23(2)
1) (2) (3) (4) (%) (6) n (8) (8)
ASSISSEEIT TEAR 1987-88
Individuals 1,59,565% 105.5 20.8 6,611 184 - - - -~
RoRs 11,153 17.0 {6 15,243 211 -- - --
REs 928 2.4 0.2 25,862 8.3 -- - --
Others 101 1.3 0.4 18,545 3.8 -- -- -
Companies 1, 169.6 69.6 5,09,1% 410 - - - -
TOTAL 1,15,678 295.8 9.3
ASSESSMENT TRAR 1986-87
Individuals 2,66,512 110.1 18.3 4,1 115 95.9 16.8 206.0 36.1
BOFs 22,962 14.6 2.1 6358 18.5 83 - 1% 2.9 4.2
Ris 929 3.2 0.3 34,448 9.4 0.3 0.03 15 03
Others 1,809 2.8 9.9 13,096  36.0 0.1 0.3 .2 1.2
Coapanies 1,381 121.1 19.6 8,74,910 65.5 0.5 0.3 122.2 189
TOTAL 2,983,703 252.1 102.8 105.1 18.9  357.8 121.13
ASSESSNERY YEAR 1965-86
Individaoals 2,316,829 69.0 15.1 2,91 2.8 69.0 15.1 13.8 3.4
BO¥s 16,363 114 13 6,967 5.9 1.1 17.3 5.0
s 1,291 1.8 0.2 13,818 0.5 0.1 2.3 0.3
Others 4,935 2.4 0.8 4,863 1.8 0.6 12 14
Conpanies -- -- -- -- -- -- --
T0YAL 2,59,42 84.6 20.0 17.2 18.1  161.8 381

Bote: Cols. 2,3,6,7,8 & 9: Rupees crore.

Soarce (of Cols. 1,2 & 3): All India Income Tax Statistics.
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TABLE 2.8

Statistical Particulars of Retamed Income from Properlies
Other tham Self occuplod Property

Status No. of Gross inconme Gross tax Average Average
returns retured thereon income per  tax rate
filed retaan (Rs)

(1) (2) (3) (4) (5)

Individuals 2,27,719 268 .6 50.3 11,795 i8.7
HUFs 33,620 51.2 10.2 15,229 14.9
REs 2,260 5.3 0.6 23,461 11.3
Others 1,306 2.8 0.9 21,440 32.1
Cotmpany —- - - - - -
TOTAL 2,64,905 327.9 62.0

ASSESSMENT YEAR 1986-87
Indivudals 1,988,667 198 .4 34.4 9,987 17.3
HUFs 24,062 23.6 4.1 9,812 17.4
RFs 2,724 8.3 0.9 30,470 10.8
Others 836 1.3 ’ 0.4 15,550 30.8
Companies - - - - -
TOTAL 2,26,279 231.8 39.8

ASSESSMENT YEAR 1985-86
Individuals 1,46,341 118.7 24.6 8,180 20.6
HUFs 15,774 16.0 3.2 10,143 20.0
RFs 1,827 4.0 0.6 20,757 15.0
Others 5,833 4.5 1.2 7,585 26.7
Companies 1,543 27 .4 16.6 1,777,576 60.6
TOTAL 1,71,518 171.6 46 .2

Note: Cols. 2 & 3 : Rurees crorc
oource (Cols. 1,2 & 3): All India Incom: Tax Statistics.
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TABLE 2.9

Statistical Particulars of Income Returmed from Property

Status No. of Gross Gross Average Average
returns income  tax income per tax rate
filed returmed thereon return thereon

Rs. %
(1) (2) (3) (4) (5)

ASSESSMENT YEAR 1987-88

Self-occupied 1,75,678 285.8 95.3 16,838 32.2
Others 2,64,905 327.9 62.0 12,378 18.9
TOTAL 4,40,583 623.7 157.3

ASSESSMENT YEAR 1986- 87

Self- occupied 2,93,703 262.1 102.8 8,584 40.8
Others 2,26,279 231.6 39.8 10,235 17.2
TOTAL 6,19,982 483.7 142.6

ASSESSMENT YEAR 1985-86
Self-occupied 2,59,424 84.6 20.0 3,261 23.6
Others 1,71,518 171.6 46.2 10,004 26.9

TOTAL 4,30,942 2566.2 66.2

Note: Cols. 2 & 3 : Rupees crore.
Source (Cols. 1,2&} 3): All India Income Tax Statistics.



TAHLE 2.10

Foreipn Exchonge Inflow to Non-Resident Accounts
Spocificd in Section 10(4)(41)

(Rupees crorc)

1884-85 1985- 86 1986-87 1987-88 1988-89

Non-Resident(External)

Rupee Account 358 287 483 300 245
Foreign Currency (Non

Resident) Accoumt 275 1151 1169 1398 2075
Total 633 1438 1652 1698 2320

Source: RBI: Report on Currency and Finance, Various Issues

TAKE 2.11
Receipts and Payments in Securitices Specified in Scection 10(4B)

(Rupees crore)

Financial Year N.S.C. VI Series N.S8.C. VII Series
Receipts Payments Receipts Payments

1982-83 844 nil 118 nil
1983 84 1345 nil 2056 4
1984-85 2338 31 260 a
1985-86 2883 a4 274 24
1986-87 2903 135 244 38
1987-88 3214 691 186 119
19838-89 2310 10556 114 138

Source: RBI Report on Currency and Finance, Various Issucs



TABLE 2.12

Value of Approvals for Investment ly Non-Residents
of Indian Natiomality/Origin

(Rs Crore)
Calendar Direct Investment Portfolio Investment Grand
Yoar @ o - total
ended On repatriation Total On non- Total On Rep- On non- Total 6+9
basis 243 repatri- 445 patri- repatri- 7+8
———————————————— ation ation ation
40% 60% basis basis basis

1985  201.5 16.7 218.1 34.2 252.3 6.2 0.2 6.4 258.7
1886 255.0 8.6 263.6 64.0 327.5 4.9 0.4 5.3 332.8
1887 211.9 9.3 220.2 56.9 277.1 €.0 0.% 6.5 283.6
1988 174.7 18.1 182.8 42.8 235.6 7.5 0.4 7.9 243.5

Note: Figures rounded off to the first decimal place.
Source:RBI Report on Currency and Finance, 1988-89.
TABIE 2.13

Deduction Under Section 80R

(Rupees Crore)

Assessment Year No. of returns Aggregate Amount Tax Relief
filed claiming of deduction
relief under claimed

Section 80R
1985-86 1336 0.40 0.05
1986-87 883 0.50 0.06
1887-88 2965 0.92 0.14

Source: All India Income Tax Statistics.
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TARE 214
Deduclion Under Seclion 80RRA

(Rupces crore)

Assessment year HNo. of retarns Aggregate Amount  Tax Kelief
filed clainming of deduction
relief wider claimed
section 80 RRA -

1985-86 1504 0.72 0.16
1986-87 637 1.00 0.32
1987-88 3177 3.70 0.83

Source: All India Income Tax Statistics.



CHAFPTER 3
REVENUE LOSS TO THE EXCHEQUER FROM SOME SAVINGS SCHEMES

3.1, Imbroduciion

Sare provisions in the Indian Income Tax Act allow tax
concessions for savings and investment in specified assets or
schemes. The objective of this chapter is to estimate revenue
loss o the exchequer due to schemes designed to promote savings.

3.2. Scowe of the Stady

Estimation of tax savings of taxpayers in any year
reqguires informwation on the income class-wise distribution of
exenplions and deductions taken advantage of by taxpayvers.
Information on exemptions not being available no attempt is made
1o estimate tax savings due to exemptions in the personal income
tax. Tax savings of taxpayers due to deduction provisions
covered by Chapter VIA, Section 23(1) and Section 24(2) of the
Income Tax Act 1961 are estimated.

The luatest year for which the required data are
available is AY 1987-88. We have thereforc estimated tax saving
of individual taxpayers for this year. An attempt is also made to
obtain an estimate of tax saving for the year 1990-391 (AY
1991-92) by projecting findings for AY 1887-88 under some
assumplions.

3.3. Estimation of Tax Saving

Our sample of individual ‘ltaxpayers for AY 1987-88
consists of 50,074 assessees from conputer tapes supplied by the
Income Tax Department. These tapes conlain data on sclected items
from income tax returns. The A11 India Incowe Tax Statistics
(AIITS) gives the distribution of taxpayers for a significant
nunmber of taxpayers by 10 income classes. The Beport of the
Comptroller and Auditor General of India (RCAG), gives Lhe
distribution of the total population of income taxpayers by three
income classes.

Sample taxpayers are classified into different income
classes with different marginal tax rates. The income class-wise
distribution of their income and deductions is given in Table 3.1.
A Multiplier for each income class is calculated using the AIITS
and the RCAG to obtain aggregate estimates from sample data. The
distribution of all taxpayers as in the RCAG and also tho=se
covered in the AIITS are given along with the implied
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AIITS-to-all-taxpayers maltipliers in Table 3.2. Multipliers
derived to obtain aggregate estimates from sample estimates using
the RCAG multipliers derived in Table 3.2 and also sample-to-AlITS
miltipliers are presented in Table 3.3. Estimates of incowe and
deductions of all taxpayers are obtained from sample estimates by
multiplying sample data for different income classes by the
respective multipliers (colunn 6 of Table 3.3). Figures relating
to deductions are further maltiplied by the respective marginal
tax rates (colum 31 of Table 3.1) to obtain tax savings of the
taxpayers. This p sss of estimating tax saving assumes that the
marginal tax rate of a taxpaycer would remain unchanged even if the
deduction was not taken. It is, however, possible that marginal
tax rates of some taxpayers may have been higher without
deductions claimed. Estimates of tax saving arce, consequently
conscervalive, having a downward bias.

3.4. Estimates

Deduction and tax saving estimates for taxpayers by
broad deduction categories are in Table 3.4 and the corresponding
income class-wise distributions are in Table 3.5. Deduction and
tax saving classified by different sections of Chapter VIA are
reported in Table 3.6. The Income class-wise distribution of
deductions and tax saving under selected sections in Chapter VIA
is in Table 3.7.

For AY 1987-88, Table 3.4 shows that deductions claimed
by individual taxpayers under Chapter VIA, Section 23(1) and
Section 24(2) work out to Rs. 3565 crore, resulting in tax
saving of Rs. 1165 crore (Colums 3 and 4). This equals about 40
per cent of income taxes (other than the corporation ‘tax)
collected during the financial year 1986-87. It bears repetition
that tax saving due to exemptions and other tax concessions is not
included in this estimate. Tax saving due to tax concessions for
newly constructed houses and for self-occupied houses does not
exceed 1 per cent of the figure given (Colum 6). The distribution
of deductions with respect to each of Lhe three categories is
found to be progressive. Deductions claimed by the rich form a
lower percentage of total deductions as compared to their income
share (Table 3.5, Columns 2,3,5 and 7). Distribution of tax
saving, however, is found to be progressive ordy in the case of
the deduction for sclf-occupied property (Table 3.5, colums 2 and
8). Tax saving in the casc of newly constructed property is
distributed in favour of middle income taxpayers in the income
range Rs 25,000 to 50,000 (Table 3.5, columns 2 and 6).
Distribution of tax saving due lo chapter VIA deductions is found
to be regressive (Table 3.5, columse 2 and 4). This is so because
the rich save tax at a higher marginal rate.



Deductions under incentive provisions introducced to
prowle savings and invesloent in specified assets (Sections 80C,
80CC and 80L) amunt Lo Rs. 2978 crore which account for more than
84 per cent of deductions claimed under Chapter VIA (Table 3.6,
Colums 2 and 4). This results in tax saving of Rs. 953 crore
accounting for about 83 per cent of tax saving under Chapter VIA
(Table 3.6, Colums 3 and 5). From Table 3.7, it may be noted
that the distribution of deductions under Chapter VIA which is
dominated by the deductions due to Section 80C is progressive
(Colums 2 & 3). Under sections 80CC, and 80L deductions Ffavour
taxpayers in the income range Rs. 25,000 to Rs. 1 lakh (Colums
2,5,axd 7). The distribution of deductions under Section 80T! is
highly regressive (Colums 2 and 9) implying that the rich avail
of a higher percentage of deductions on account of long term
capital gains in relation to their income. Distribution of
deductions umder other sections is regressive. The distribution
of tax saving is not progressive even under Section 80C (Colums 2
and 4). It is clearly regressive under section 80T (Colurms 2 and
10), and favours taxpayers in the income range of Rs. 25,000 to
Rs. 1 lakh, under sections 80CC, and 80L (Columns 2,6, and 8)

3.5 Projections for Assessment Year 1931-92

It is possible to obtain a rough estimate of tex saving
from tax concessions prevalent in 1990-91 (AY 1991-92) under somc
assumptions. We do this in two steps. First, we obtain tax
savings that would have been made, in AY 1987-88, if tax incentive
provisions of the year 1990-91 had prevailed in AY 1987-88.
Second, from the resulting estimate of tax savings for AY 1987-88,
a forecast is made for AY 1991-92.

To obtain estimates of tax saving in AY 1987-88, given
1990-91 tax incentives, samplce data for AY 1987-88 are adjusted as
follows. Returned income of each individual in the sample is
adjusted by adding back deductions under Sections 80C and 80CC. A
tax credit on investents which had qualified for deductions under
Sections 80C and 80CC in AY 1987-88-is then calculated at the rate
allowed in AY 1991-92. Investment eligible for deduction under
section 80CC is double the amount of deduction under that sectiom.
Computation of investment corresponding to the deduction under
Section 80C is more complex?.

1. Since neplaoed by Section 48(2).
2. Sce chapter 2, Section 2 for details.
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X To obtain total tax relief, sample taxpayers are
classified on the basis of adjusted returmed income into 11 income
classes as given in Table 3.8 (columm 1). Individuals with
adjusted returned income not exceeding Rs 22,000 arc not taken
into account since the exemption limit for 1990-81 is Rs 22,000.
Deductions and investments of sample taxpayers in different income
classes are miltiplied by the weights given in Table 3.8 (colum
2). Combined figures for all income classes are presented in Table
3.9 (colum 39, serial Nos. 1 to 3). Tax relief due to deductions
is then computed by maltiplying the deductions by the marginal tax
rates of taxpayers in different income brackets given in Table 3.8
(columm 3). Aggregated figures are, once more, in Table 3.8
(colum 4, serial Nos. 1 and 3). The tax rebate on investments
eligible for rebate under sections 88 and 88A is at 20 per cent of
the investment (Table 3.8, colum 4, serial No. 2).

Interest deduction for self occupied property is
computed only with respect to taxpayers reporting negative income
from self occupied property. This class of taxpayers consists
mostly of taxpayers who have only one self occupied property
financed, at least partly, through borrowed funds. The estimate of
tax relief due to interest deduction allowed to self-occupants is
given in Table 3.9 (colum 4, serial No. 4).

The total amount of tax relief in AY 1987-88 given AY
1991-92 tax concessions (in Chapter VI-A and in Sections 88, 88A,
23(1) and 24(2)) is estimated to be Rs 1117 crore. If a growth
rate of 10 per cent is assumed, tax saving in the year 1990-91
will work out to be Rs 1487 crore which is about 27 per cent of
the budget estimate of non—corporate income tax for 1990-81.
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T4BLE 3.1

Bistribation of Sample Individwals aad their Iacomes and Dednctions for

Assessaeat Taar 1987-88

Retured
inconc
class
{Bs.
{housand)

Ruaber
of
indivi-

dunls

Gross
facone

Gross
totul
focome

Chupler

L)

deductions

Returned

fncome LIC

1sC

18-21
22-25
25-30
30-50
§0-108
100-200
206-300
300-500
$00-1000

above 1000

15147
4848
9638

10682
1218
4724

918
496
236
158

357256600
150897100
202873500
524853800
594303800
711882300
248870806
188988100
174055400
410680100

356355400
156227900
202261500
923264500
991566700
109168100
248489600
188384800
173893800
410616500

63542080
36310740
48254080
114821300
101245100
83982200
25960880
14011760
8806066
1287880

292811300 23517570
113817200 13087260
154007200 18264660
408343000 39051810
490322000 29848500
625171700 20032640
222528800 4014447
184313100 2150322
164187700 1249725
358318600 1119351

8565713
5461784
5151862
13302170
10631628
6934838
1608411
1271743
396289
364543

2651766
1393188
1549481
6842669
4151112
2847308
£34702
382304
18974
42189

(Rupees)

L1814 Others

{10) {11)
4542151 8522293
3121262 5064547
3507291 6881188
6447743 14664840
4000840 9666870
1572085 9841571
180222 2166515
£860 850206
2500 433826
0 154376
23381156 58351532
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TABLE 3.1 (Contd)

Rcturned  Total Deduc- Dednction u/s 8QL for  Deduction- Deduction Deductiom  Deduction  Deduction Deduction
income Deductions tloms Divi- Interest OUnclussi- w/s 801 tion ufs 3088 u/s 80BBA  w/s SOHEB w/s 8OHEC
class u/s 80C  ufs 80CC  dend {ied for loag  u/s 80Gf  for wnits  for uaits  for for
(Rs. - tera for in backward in rursl forcign  caporis
1donsand) capital dona- projects
guins iions
{12) {13) (14} (15)° (16) (1N (18) {13} {20) {21) (22)

18-22 47799553 105558 2938323 5613884 25878 - 1022382 183610 0 0 ] 0
22-25 28138042 356104 1501811 3053799 10992 433802 101680 11362 ) ] 230409
25-30 35854684 433055 2348017 4512343 37426 308467 204831 1000 0 0 230
30-50 80308232 1362133 7338216 11813300 72980 2983312 567134 45829 13006 ] 162247
30-100 58899202 1355120 8119269 11985480 38000 3778662 736303 60780 24654 0 {14217
100-200 41228543 1000770 0261657 8386852 35832 4561346 1006816 47816 24359 ] 175879
200-309 8415287 262233 2002758 1452286 1642 4541067 185385 41448 1713 0 1701189
300-509 4217538 138061 §56430 763871 1000 3279234 172414 34686 0 0 §23181
500-1000 2161324 8150 469358 338674 ] 1653044 176881 0 0 ] 561830
sbove 1000 1685458 22800 414588 338830 14000 18112180 882352 12874330 1000 Q 2018440

1088048811 5748785 35350527 48270825 243920 41327486 4218116 13114012 71382 ] 5199382
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TaBLR 3.1 (Contd)

..............................................................................................................................................

Returned Deduction  Deduction  Deduction for foreign income/ Deduciion Deduction Divi-  Interest HMurgimal tax
incone /s 801 u/s 80 teaanerkiion o/a u/s 231} u/s W) dead  Income tox rute in
¢lass for new for new 80k soke J0kRA for new  for self inmcome years
(Bs.thousand)  uniis naits construc- occupled 00 eeeeeieeeeeiees
tion house 1987-88  1980-31¢
(23) (24} {28)  {26) {21) (28) {(28) (30 {31) (32) (3
18-22 133193 24564 15380 0 28987 160214 SI8TH66 11507240 34983780  0.25 0.00
22-28 33284 0 23786 0 4824 130810 2356114 3251834 10115850  0.25 0.20
25-30 $831% 3062 2816 12622 12631 222588 2095185 5518822 16120710 0.3 0.20
30-50 194927 ] 84818 0 183958 493890 4878512 17000420 48870400 0.3  0.3¢
30-100 645850 22158 14482 15803 212661 IARRTH J685647T 30700780 66024760 0.4 0.40
100-200 228864 16165 15950 2 423865 47118 JIS1035 40408340  T06T2210 0.5 480
200-300 112023 ] $888 0 188324 234286 718871 27380220 21624050 0.5 0.50
300-500 YA 0 0 12000 0 4284 521654 18583100 16718820 0.5  0.50
$00-1800 224668 2500 0 180 85800 0 102418 13688580 10156500 0.5  €.50
kbove 1000 12101510 2500 0 0 0 0 0 22467000 14736460 0.5 0.50
14386238 1550 252280 44687 1208187 1966558 23014072 181503046 310124700

fote: B surcharge of 12 per ceat on tax compiled is applicable if returned imcome exceeds Bs 75,000,
Source: delurns based data from Computer Lapes supplied by the Income Tax Depariment.
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TABLE 3.2

Distritation of Total Romber of Individuuls for
Asscssmeart Yeur 1987-88

Returne Bumber of individuals AIITS to

income Covered in Total 1total

range AIITS matiplier

(Rs.thousand) (3)/(2)

(1) (2 (3) (4)

18-100 2596018 3935638 1.52

100-500 62078 72102 1.16

Above 500 1579 3461 2.19
2659676 4011261 -

Sources @ Colurms (2) and (3) are taken respectively from All
India Incore Tax Sluatistics (AIITS, 1987-88) and Report
of the Comptroller and Auditor General of India (RCAG,
1888).
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TABLE 3.3

Distritation of Sumple and AIITS Individuals for
Asscssment, Year 1987-88

Retarned Number of individuals Sample to AIITS 10 Sample 1o

income covered in AIITS totlal total
range Surple  AIITS mltiplier maltiplicr maltiplier
(Rs.thousand ) (3)/(2) (4).(5)
(1) (2) (3) (4) (5) (6)
18-50 36326 2127635 53.57 1.52 83.80
50-100 7215 468334 64.92 1.52 93 .47
100-200 4724 47738 10.12 1.16 11.7%
200-300 918 8324 10.16 1.16 11.80
300-500 4396 4955 g9.99 1.16 11.60
500-1000 236 957 4.06 2.19 8.89
Above 1000 159 22 3.91 2.19 3.57
50074 2659676 - - -

Nole: Colum 5 is bused on Table 3.2 (Colum 4).
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Selected Deductions and Tux Belief of Imdividual Twxpayers

TABLE 3.4

for Assesament, Yeur 1987-88

S.No Particulars Amoumnt of Tax Deduction Tux relief

of deduction deduction reliefl us per- us per—

Rs.lukh) (Rs.1lakh)  cenluge centage
of total of total

(1) (2) (3) (4) (5) (6)
1. Chaptler VIA 353033 115405 99.03 99.10
2. Newly const- 1270 413 0.36 0.3%

ructed property

[u/s 23(1)]
3. Self Occupied 2163 640 0.61 0.55%

property

{u/s 24(2)]

TCTAL 356466 116458 100.00 100.00

TABLE 3.5
Income Class-eise Deductions asd Tar Belief as Percentages of
Peductions and Tax-RBelief of 411 Individual Taxpayers for
bssessment Year 1887-88
Returned Gross Chapter T4 Rexly Constructed Self Occupled
incone income = ce-memmm-meeeeoo—- Property Property
class Deduc- £ £ SR
{Rs. "000} tions relief Deduc- Tax Deduc- Tax
tions relief tions relief

(1) {2) (3) (4) {5) {6} {1) {8)
18-25 2414 25.12 19.21  20.35 15,65  43.65  36.90
25-50 34,57 41.04 .66 50.52 46.63  41.46  42.07
50-100 31.28 28.2) 35.5¢ 2305 28.36 12.26  16.59
tbove 100 §.99 5.62 §.59  6.08 8.3% 2.63 444
148 106.00 100.00 100.090 100.00 100.00 160.00
100.00



TABLE 3.6

Istinatcs of Chapler VIA Deductiions and Tax Relicf of
Individuz] Tuxpayers for Assessacat Year 1987-88

Sho. Section fasont of  Tex Deductions a5 Tux relief s
deductions  relief percentiage pereenluge
(Rs lskh) {Bs. lukl) of tolel of totul
{1 (2) {3) {4) {5}

| 84C 235299 74348 66.65 64.42

? 800C 4100 135¢ 10 11T

2 801 48383 18558 £6.54 16.95

{. Sub-Tolal 291142 85256 84,35 82.54

5. 801 11668 §435 3.30 1.8¢4

£ 806 1816 685 §.54 .58

7. §088 1230 598 §.3 §.52

& 8088 {6 15 0.2 4.8t

¢ 8OR4R 9 & (.80 .00

10 JORKC 718 348 {22 .28
11 861 2164 93¢ §.6! .81
1. 8¢J 4 16 §.92 .01
13. 80K 114 1 §.06 0.06
14, 8RR 28 10 4.0t §.01
15 80RRA 547 Al §.1% §.17.
16. Others 36614 12844 1¢.37 1.1

17 10111 383033 115408 100.00 100.00

Note: The category others consisis of Chapler V1A of the Imcome Tux Act, 1961 except
the sections 1isted in his Table.
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TiBLE 3.7

Income Class-wise Deductions and Tux-Relief as Perceatage of Deductions
and Tax-Relief of all Iedividuazl Taxpayers for the dsscesacat Teur {987-88

{Per cent)
fcturned  Gross Onder Section Onder Section Onder Section  Ouder Section Olhers
incost Incose 80¢ 80CC 8oL ] A
ClEss 0 emmmmeeeeees meememmeeiees meeceeeeeo eeoeeoeeeeoes Deduc- Tex
(Bs. Deduc-  Tax  Deduc- Tux Deduc- Tax  Dedue- Tux tions Relief
thoussnd) tions  Belief tions Belief tions Relief tioms Relief

18-25 .14 28.86 22.67 22.9% 1441 2007 1248 11.81 6.15  16.70 11.58
25-50 3057 43.88 41.67 40.31 38.04 3919 3. 28.83 23.14 30.64 25.48
50-100 31.29 24.64 3119 32.83 40.44 38.58  48.36 31.85 3403 36.28 40. %
bbove 100  9.99 2.83 448 417 6.5 0.61  0.95 27.02 36.08 16.38 22.70

Kote: The category ‘others’ consists of Chepler VIL of the Income Tux Bet excepl sections 84C,
§0¢C, 80L and 807.

TABLE 3.8

Income Classes, Marginal Tuax Rales amd Welghis Used in
Similation Excercise for the year 1930-91

Adjusted Weights Marginal tex
retumed income: rate
(Rs thousand)

(1) (2) (3)
18-22 - :
22-25 88.80 0.200
25-30 88.80 8.200
30-50 83.80 0.300
50-75 98.42 0.400
75-100 98.42 0.448
100-200 11.75 0.560
200-300 11.80 0.560
300-500 11.60 0.560
500-1000 8.89 0.560
Above 1000 8.57 0.560

Note: Welghts glven in colunm 2 are based on Table 3.2 (colum 4).
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TABLE 3.9

Estimated Tax Reliefl of Individual Taxpayers for
Assessment Year 1987-88 under Tax Provisions of
Assesspent Year 1901 92

5. No. Particulars Section Amount of

Deductiorn/ Tax relief
investment(¥) (Rs lakh)

(Re lakh)

(1) (2) (3) (4) (5)

1. Chapter VI & deductions 80 105962 39807
80L 5372 19401
80T 10686 4344
80G 1799 636
80HH 211 662
80HHA 40 17
8OHHR 0 0
80HHC 775 389
801 2065 1001
80J 49 1@
80R 713 7€
80RR 29 11
30RKA 523 204
Others 34848 . 12887

2. Tax Kebmte on Savings 354637* 10827
83 346800* 63372
884 TTT* 1585

3. Deduction for Newly 23(1) 1105 380

Constructed Property
4. Interest deduction for 24(2) 2048 618

self occupied property

Figures marked with an asterlsk represent investents rather theo
deductions.
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CHAPTER 4
Evaluation of Concessiony Under the Personal Income Tax!

4.1. Inmtroduction

Tax concessions are provided through the income tax to
pramote savings in desired channels2. Tax concessions may take
different forms, and accrual of tax relief may be immodiate or
spread over the holding period of an asset. Immediate tax relief
is generally given in the form of an income deduction or a tax
credit. Tax relief over the holding period of an asset is usually
in the form of yield exemption or deduction or concessional
taxation of yield. An income deduction or a tax credit under
investment schemes which provide for accumulation of yearly
returns may also be treated as reinvestment eligible for tax
relief. Based on these forms of tax concessions, various schemes
of different durations have been designed from time to time to
attract savings by taxpayvers.

Under most schemes, the extent of tax relief that
differcnt investors can avail of is not readily apparent.
Substantial and unintended tax relief to investors is, therefore,
a possibility. For schemes which were available during 1985-86 and
1986-87, 1t has been shown that post-tax rates of return from
these schemes are distortionary, wdildy high and oould have

1. The author of this chapter is grateful to Amaresh Bagchi for
stimilating discussion on the subject under consideration.
Disucssions with Arindam Das—Gupta, B.N. Goldar, M.C.
Purchit, Tapas Kumar Sen and Rita Pandey were also useful.
Praveen Kumar provided adept secretarial assistance.

2. Satisfactory evidence on the effectiveness of tax conces-
sions in promoting savings and investment is lacking. For
an attempt at analysing the role of interest rates in
promoting household savings in India, see, for example,
Bhattacharya (1985). There, however, is some evidence
availlable about the positive effects of some income tax con-
cessions given to the Indlan corporate sector. See Aggarwal
(1989 and 1991.)
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~ adverse budgetary implications?. These rates differ widely across
schaemes and categories of taxpayers.

The Finance Bill 1990 has initiated the process of
rationalising schemes of tax concession for savings and
investment. The major step in this respect has been the shift
from income deductibility to tax credits based on savings in
specified forms. This has changed the extenlt of tax relief to
different categories of taxpayers on their savings in specified
channels. Some new incenltive schemes have also been introduced.

This chapter aims at estimating rates of return to
different categories of taxpayers under seloected savings schomes
available in 1990-91. From the rate of return structure that
eperges, we have attempted to draw some: inferences about the
following:

(i) Extent of tax concession and subsidy built in into
the savings schemes cligible for tax concessions,

(i1) Effect of the savings =chemes on the pre-tax
distribution of income,

(iii) Adequacy of the structure of savings schemes, ard
(iv) Budgetary impact.

The plan of the chapter is as follows. Section 4.2
describes the tax rate schedule for individuals for 1990-91 and
tax provisions goverming saving schemes. Rate of returm and tax
concession concepts are discussed in Section 4.3. The methodology
employed is presented in Section 4.4. The interest rate structure
that emerges from savings schemes is presented and discussed in
Section 4.5. Inferences with respect to the effect of the savings
schemes on the distribution of pre-tax income are drawn in Section
4.6. Estimates of the extent of tax subsidy built in into savings
schemes are presented and relevant budgetary implications are

discussed in Section 4.7. Policy imperatives are discussed in
Section 4.8. :

3: See, for example, Bandoupadhyay and Das-Gupta (1988) and
Das-Gupta (1988 & 1990). For a lucid discussion on savings,
tax concessions and effective rates of returm, see Hills
(1984a, 1984b, 19884c).
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4.2. Rate Schedule, Tax Concessions and Savings Schames

The Income tax rate schedule for individuals in force
during AY 1990-91 is given in Table 4.1. The marginal tax rate
varies between 20 per cent at Rs.22,000 and 50 per cent at income
exceeding Rs.1,00,000. A surcharge at the rate of 12 par cent is
levied on the tax computed if taxable income exceeds Rs.75,000.

Salient features of 32 selected schemes eligible for
deduction, tax credit, exemption or long term capital gains
treatment once are given in Table 4.2.4.

From Table 4.2 it is apparent that the 32 sclected
savings schemes have minimm holding periods varying from 0 to 15
years. Given this feature and also the varied tax treatment these
schemes are eligible for, they broadly represent the gamut of
savings schemes.

4_.3. Rate of Retum Concepls

Three concepts of the interest rate (or rate of returm)
are used: Administered, effective, and benchmark rates. In
gencral, intercst rates in India are adminisitered?. When
adninistered rates are accompanied by tax concessions, the rate of
return to the investor differs from the administered interest
rate. The rate of returm to an investor is called the effective
rate of interest. The effective rate of returm is the result of
tax concessions and the administered interest rate. The
difference between the effective and administered rates of
interest measures the extent of tax concession in the effective
rate of interest. Whether the effective interest rate is high or
low cammot be judged in relation to the extent of tax concession
or administered interest rate since a scheme with high tax
concessions may be accompanied by a low administered interest rate
and vice versa. For this purpose, the effective interest rate has

4. Sece Chapter 2 for a comprehensive discussion of savings con-
cessions

5. The interest rate or rate of retium on investments in some

assets, however, is not administered such as on investment
in equity or mrtual funds.
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to be comguared with a benclusuak rate of interest.®. The benchisark
rate of intercst may be taken as the administerced rate of returmn
on an asset nol eligible Lo tax concessions such ac
non-convertible debentures or fixed deposits of public limited
companies. The difference between the effective rate of interest
and benchmark rate of intercst is a subsidy to the investor.
Further, the administered, effective and benchmark rates of
interest are defined as pre-tax and post-tax, where a post-tax
rate of interest is taken as the pre-tax rate multiplied by the
factor ‘one minus the marginal tax rate of the investor” . The tax
concession and subsidy based on pre-tax rates of interest cam be
termed the pre-tax tax concession and pre-tax subsidy
respectively. Similarly, the tax concession and subsidy based on
post-tax rates of intereslt can be called the post-tax tax
concession and post-tax subsidy? . For the concepts discussed
here, the following notation is used:

Rap(Rapo): Administered pre-tax (post-tax) rate of

interest.

Rep(Repo): Effective pre-tax (post-tax) rate of
interest.

Rop(Ropo): Benchmark pre-tax (post-tax) rate of
interest.

TCp(TCpo): Pre-tax (post-tax) tax concession.
S5p(Bpe)  Pre tax (pwost-tax) subsidy.

COp(C0po): Pre-tax (post-tax) compensation for low/high
PR dinistered tax rate.

t, : Marginal tax rate of an investor.
Rapo = (1-t)Rap
Repo = (1-t)Rep
Rvpo = (1-t)Rop

The administered interest rate, with or without tax
concessions, results in a stream of post-tax returns to the
investor during the holding period of an asset. This gives rise to
an internal post-tax rate of return. This intemal post- tax rate
6. This would normally be "the market rate of interest”

However, with administered rates of interest, capital market
imperfections and imperfect intemational mobility of capi-
tal flows, a single market rate structure is hard to iden
tify if at all it exists

7. To understand the concepts of pre-tax and post tax
subsidy/tax concession it should be recogniscd thai a
subsidy/lax concession can be taxable. For example, Central
investment subsidy to the companies in the backward areas
can be taxable or non-taxable.

12



of return depends on tax concessions associated with the
investment and may also depenrd on the marginal tax rate of the
investor. This rate of return is referred to as the effective
post-tax rate of return (Repo). For an investor, the effective
post-tax rate of return is equivalent to sore pre-tax rate of
return with no tax concessions. This pre-tax rate of return is
denoted by Rep. Clearly, these effective pre- and post-tax rates
of return are related as Repo = (1-t) Rep. A rational investor
would be indifferent between an effective pre-tax rate of return
‘Rep’ and an effective post-tax rate of return "Repo” holding
constant other features of the assct.

The difference between the effective and administered
pre-tax rates of retiirm (Rep-Rep) gives the tax effect implicit in
the effective pre-tax interest rate. A positive value of this
difference would imply a tax concession and a negative value would
mean a tax penalty in the rate of retiumn. The tax effect can be
decomposed into two parts as follows:

Rep — Rap = (Rep - Rvp) + (Rvp - Rap) (1)

The second component on the right of this equation can
be interpreted as the adjustment or compensation for a low or high
administered intercst rate in comparison with the benchmark rate
of return. A positive value of this component implies a
compensation for & low administered rate and negative value means
an interest penalty for a high administered interest rate. This
component does not depend on the marginal tax rate of the
investor. The first component on the right side of equation (1) is
the interest subsidy to the investor. This subsidy may vary with
the marginal tax rate of the investor. Variation in this term is
attributable to variation in effective pre-tax rates of return
‘Rep’ of investors.

4. 4. Methodology

Effective post-tax rates of return on investment in
various savings schemes can be comgmuted as post-tax internal rates
of return on investments in these scheomes8. These rates of return
can be translated into effective pre-tax rates of retium by using
the relation Rep = Repo/(1-t) where t is the marginal tax rate of
an investor.

8. A justification for using the intermal rate of return
criterion as opposed to a present value criterion is in
Auerbach (1982).
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The relative distortion in the interest rate or rate of
return structure can be analysed in terms of variation in the
effective pre-tax rates of returmn across different categories of
investors and across different savings schemes.

Inferences about the influence c¢f the interest rate
structure on the distribution of pre-tax income can also be drawn
from the effective pre-tax rates of return. If this rises with the
marginal tax rate of investors this would mean higher interest
rate subsidy to the rich. Such a subsidy can be said to be
inconsistent with income redistribution policies which the
developing countries generally advocate. This would have an
adverse effect on the distribution of pre-tax income. A constant
Rep for all the investors irrespective of their marginal tax rates
can be said to be distributionzlly neutral. A subsidy that resulis
in Rep falling as the marginal tax rate of investors increases can
be said to have potential to redistribute incom: in favouwr of the
relatively poor.

The tax concession per rmagpec of investment in an asset
with & holding period of n yecars can be computed as
(1+Rep)n-(14+Rap)n, the benefit available to an investor after n
years. Itz present value to the investor, using Rep as the
discount rate, is [(14Rep)n-(1+4Rap)n]/(1+Rep)n. This can also be
decomposed into tax subsidy and compensation for low or high
adnministered interest rate as follows:

————————————————————————————————— +(—————————————~—— (2)
(14Rep)n {14Rep)n (14Rep)n

As in equation (1), the first term on the right side of equation
(2) is subsidy to the investor for investing one rupee for n years
in a specified asset. This may vary with the marginal tax rate of
the investor. A positive (negative) value of this component means
a subsidy (penality) to the investor for investing in the
specified asset. The second term is, as before, the adjustment or
compensation for the administered interest rate in comparison with
the benchmark rate of return which is independent of the marginal
tax rate of the investor.

Altematively, the subzsidy per rupee of savings in an
assct with a holding period of n years can be conputed as follows:

1.(14Rb,pre)n = X. (14Re,pre)n (3)
Here, X is the required investment in an asset subjected to
concessional tax treatment leading to the same amount after n

years as’ from a one rupec investment at the benchmarx rate of
interest. (1-X) then measurcs the amount of subsidy given per
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rupee of savings invested for n years in the specified asset. Note
that the subsidy, (1-X) i the: same as the subsidy component in
equation (2). )

It is clear that the subsidy in cquations (2) and (3)
depends on the holding period of the asset. It is, therefore,
camparable across asscts only with same holding period. It would
also be useful to estimate yearly subsidy in order to permit
comparison across asscts having different holding periods. The
yearly tax oconcession or subsidy cam be obtained by putting n = 1
in equation (2). This gives:

****** T mmmmmm— 4 e (4)
14Rep 14Rep 14Rep

Equation (4) translates tax benefits available at the end of the
year into the present value of the benefits to the investor.

An interest rate structure or interest rate subsidy that
is neutral or inequality reducing will have adverse budgetary
implications as comparcd to an interest rate structure that raises
inequality. This is because the same (positive) interest subsidy
to the rich means less net cost to the govermment given that the
rich pays tax at a higher marginal tax rate. This net cost
criterion is directly applicable in analysing budgetary
implications of the subsidy. To analyse budgetary implications,
equations (2), (3) and (4) can be reuritten in terms of post-tax
rates of return as follows:

(14+Repo)n (14Repo)n ‘(i+R;po)n
(14Rbpo)n = X* (14Repo)n, and (6)
Repo-Rapo _ RepoRvpo | Rbpo-Rapo. s
14Repo 14Repo 14Repo

where (1-X*) is the post-tax (or net) subsidy.

In equations (5) and (7) the terms on the left side are
the post-tax (or net) tax concession, the first component on the
right side can be interpreted as post-tax (or net) interest
subsidy and the second component on the right side is the net
adjustment for administered interest rates. The net interest
subsidy is the policy variable so far as budgetary implications
are concermned. This may vary across assels and hence different
portfolios, depending on tax concessions available on different
assets and across investors depending on their marginal tax rates.



Regarding tho benchmark rate of returm "Rep” it may be
noted that investment in non-~oconvertible debentures of companies
is not subject to any tax concessions and is approximately as safe
an investment as assets receiving concessional tax treatment
studied in this chapter. The maximm rate of interest payable on
non-convertible debentures is therefore taken to e the benchmoark
rate of return. The maximum interest rats allowable on these
debentures is 14 per cent cumlated monthly. This amounts to a
14.93 per cent per armum annual compound rate of interest. For
brevity, the benchmark rate of retum payable yearly can be taken
to be 15 per cent.

4.5. Intercst Rate Structure of Savings Schemes

Effective pre-tax and post-tax rates of return are
computed for 26 selected financial assets, including 21 assets
centitled to tax concessions. These financial asscts cover a
variety of scheies based on different forms of tax concessions and
with different holding periods. Effective post-tax and pre-tax
rates of return arc computed® for investors with different
marginal tax rates, and ithese are presented respectively in Tables
4.3 and 4.4.

Table 4.4 shows that effective pre-tax rates of retum
differ widely across different assets irrespective of the holding
period. Also, with respect to a given assct, these rates differ
across investors in different marginal income tax bracketslo. The
range of variation for different holding periods is, furthermore,
fluctuating. The rates of return vary from 8.24 to 45.98 per
cent. This clearly shows that the interest structure is highly
distortionary. The prevalence of such an interest  structure can
be attributed to hidden and almost surely wnintended subsidies. To
same extent, distortion in the interest structure is apparent from
the interest rates (Colum 4) applicable to non- taxpayers (i.c.,
investors with zero marginal tax rate) buat this gets ignored as
the tax concession schemes are not really geared to this class of
investors.

9. To comute the internal rate of returm of a savings schome,
it is assumed, wherever necessary, that the marginal tax
rate of the investor remains unchanged during the period of
the scheme. For specific assusptions and the formulae for
campitation of internal rates of return (post-tax), sce the
Armexure to this chapter.

10. There are some exceptions such as non-convertible deben-

tures, fixed deposits of companies and post office 10-year
social security certificates.
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From Table 4.3, it can be seen that effoctive post-tax
rates of return, like effective pre-tax rates of return, vary
widely across different assets. This reaffirme the finding that
the interst stucturre is highly distortionary. Note, however, thatl
for a given asset, the effective post-tax rate of return, unlike
the pre-tax rate of return, generally remains unchanged or
declines with the marginal tax rate of the investor. This simply
reaffirms the fact that Indian personal income tax is progressive.

4. 6. Distritution of Income

From Table 4.4 it can also be observed that, for a glven
asset, rich investors have higher effective pre-tax rate of retuars
than othersli. The rate of retuwrn rises with the marginal tax
rate of the investor (columns 4 to 8). This sugpests thot the
intercst structare of savings schemes has an adverse effect on the
distrilution of income. This is contrary to the goal of mitigating
econonmic inequality that is generally advocated by developing
coumntries.

It may also be noted in the succecding section that the
interest structure of savings schemes results in a system of
subsidy that rises with the marginal tax rate of investors. This
reaffirms our finding that the interest structure is distortionary
and adversely affects distribution of incame.

Though, apparently, the pre-tax interest rate structure
and its effect on distribution of pre-tax income appear notional,
this is not the case. Assume that the govermment borrows Rs. Z
through savings schemes receiving tax concessions. Let the .
average pre-tax interest rate on these borrowings be denoted by R.
Now let us have an alternate scenario of borrowing by the
governimenit wherein it pays pre-tax interest rate at R per cent but
with no tax concessions. The alternative scenario of borrowing
would, in fact, result in a distribution of pre-tax income that is
more equal as compared to that assoclated with the system of
borrowing through the savings schemes eligible for tax
concessionsle,

11.. See footnote 10.

12. The alternate scenario may, however, give rise to other
policy issues such as whether or not the government wondd be
able to borrow Rs 7 by paving the pre tax intercst rate R
or, if R or any lower rate necessary to borrow Z is higher
than the interest rate fixed for borrowing by the private
sector, which in fact would be truc, then the intorest rate
allowable on borrowings of the private seoctor, hos to te
simltancously raised. This however does not reduce the im
rortance of the fact that the altermative scenario of bor
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4.7. Tax Subsidy in Savings Schxms

Subsidy with reference to the benchmnk pre-tax rate of
return (15 per cent) is computesd for all 26 asscts and investors
with differemt marginal tax rates. Tie subcidy (in present value
terms) for the full period of holding of different assets is
computed by using equations (2) and (%), and the ycarly subsidy is
comguted by using equations (4) and (7). Estimates of effective
pre-tax subsidy for the full holding period obtained by using
equation (2) are given in Table 4.5 and those of the yearly
pre-tax subsidy computed by using eguatim (4) are presented in
Table 4.6. The estimates of effective post-tax subsidy for the
full holding period of different assets obtained by using equation
(5) are reported in Table 4.7 and those of the yearly post-tax
subsidy obtained by using equation (7) are given in Table 4.6.

a. Analysis of pre-tax Suhsidy

Table 4.5 shows that there is substantial variatian in
pre-tax subsidy across investors with different marginal tax rates
as well as across assets having the same holding period.
Distortions in the system of subsidy are vivid. In general, the
subsidy rises with the maginal tax rate of the investor. In fact,
low income persons (particularly rion- taxpayers) get negative
subsidy so that they are penalisced if they hoappen to invest in tax
incentive schemes designed to lure the taxpayer.

The level of subsidy is of serions concermn. For example,
under the 15 year provident fund scheme, an investor with a
marginal tax rate of 20 per cont is required to invest only Rs. 64
to get (after 15 years) an amount that he would have received by
investing Rs. 100 at the benchmark rate of retwrn. An investor
with a marginal tax rate of 50 rer cent however hac to invest only
Rs. 17 to get the same amount after 15 years. It may, however, bte
noted that level of subsidy iz a function of the holding period.
Consequently, the yearly subsidy estimates in Table 4.6 are more
informative.

From Table 4.6, it would be noted that there is
substantlial variation even in yecarly pre-tax subsidy across
differenl assels as well as across investors with different
marginal tax rates. The pattern of variation is similar to that
observed in the case of effective pre-tax rates of return (Table
4.4). This again confirms the finding that the interest structure
is highly distortionary and has an adverse effcecct on the
distribution of income.

rowing would result in a more equal distribution of pre- tax
income.
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Among asscts considered, the element of subsidy is
highest for HUDCO capital gain debentures (1990), followed, in
decending order, by the National Savings Scheme (for a person due
to retire after threc years), 10-year Unit Linked Insurance Plan
(1971), Dhan Varsha II (1990), 15-year Public Provident Fund,
7-year interest deductible public sector bonds, 7-yeczar Monthly (or
Cumlative) Incowme Unit Scheme of the UTI (1890-11).

b. Analvcis of post-tax subsidy

Table 4.7 shows that therc is substantiadl variation in
post-tax subsidy across investors with different marginal tax
rates. The variation in post-tax subsidy is, however, lower than
the: variation in pre-tax subsidy (Table 4.5). The variation in
post-tax subsidy, like that in pre-tax subsidy, is associated with
higher subsidy to the investors with higher marginal tax rates.
Investors with higher marginal tax rates enjoy higher subsidy
inspite of constant or lower post-tax rate of retuun of investors
with higher marginal tax rates (Table 4.3) because the post-tax
benchrmark rate of return is lower for investors with higher
marginal tax rates. Post-tax subsidy, like pre-tax subsidy,
varies across assels even among assets with the same holding
period. Yearly post-tax subsidy is also found to vary
substantially across different assets ard across investors with
different marginal tax rates (Table 4.8). Across investors it
moves from negative to positive as the marginal tax rate
increases. Across assets, the subsidy for an investor with a
marginal tax rate of 50 per cent varies from -1.60 to 23.13 per
cent.

The level of effective yearly post-tax subsidy to
taxpayers is unduly high under some savings schemes cligible for
tax concessions. Note that the subsidy is in addition to what
taxpayers wouldd have normadly received st the benchmoak rate of
interest. From Table 4.8, the ycarly post-tax subsidy for
investors with a marginal tax rate of 50 per cent is 12.468 per
cent of the amount invested in HUDCO capital gain debentures
1990 (serial No. 15, colum 8). Several other schoemes are also
famnd to be highly subsidised. High levels of post-toax suboidy
built-in into savings schemes eligible for tax concessians will
obviously have an adverse effect on badectary resoarces.

Fram the discussion above, it is clear that the level of
post-tax subsidy is high and the structure of intcrest rate
subsidies is highly distortionary and in favour the relatively
rich. A reduction in the level of subsidy as well as in the
extent of variation in subsidy across specified assets and
investors with different marginal tax rates appears to be
desirable. This should be achieved through reduction in tax
concessions particularly for schemes which result in relatively
high pre-tax rates of retum.
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4.8 Policy Imperatives

- To correct the prevalent interest structure and make it

less distortionary and morv egalitarian, the following rules of
thumb are proposed.

1)

ii)

iii)

As far as possible, different incentive schemes should
be s0 designed that there is no variation in rates of
return, under these schenes;

Dependence on tax concessions should be reduced, and
wherever necessary, administered interest rates may bo
raised.

To the cxtent reliance on tax concessions is considered
desirable, concession shouldd be given in the forme of a
tax credit (such as under Sections 88 and 88A) instead
of in the form of a deduction or exemption (such as
wnder Sections 10 and 80L).
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TABLE 4.1

Marginal Tax Rates of Income

© Taxable Income  Marginad tax Rate
(Rs. thousand) (Per cent)
R
0 - 22 0
22 - 30 20
30 - 50 30
50 - 100 40
Above 100 - 80

Note: A surcharge at the rate of 12 per cent on the tax
computed is levied if taxable income exceeds Rs. 75,000.
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Table 4.2

Charactaristics and Tan Treatment of Selected Assets for dssessmeat Year 1391-92

Toldiag
period
(rears)

tax beae-

detasl

pre-tax
isterest
rate (%)

PPy srts

1. Savings sccount

2. Time deposits

3. 5-Tear recarring deposit

4. Batiomal Savings g;iele

©

5. ladra Vikas Patra

6. Iisan Vikas Patra

1. Bational Saviags Certificates
{Series 1111}

8. 18-Tear social secarity
certificates

9. 15-Tear pablic providest {and

18. Joathly income achame

Cossercial Raak Mesoxiis

11, Savings nccomat

12. Tipe deposits

3 or more

5.8

{ or pore

10(15)
16(15)

16(15)

$4CCA

Bose

¢

Toxe

8, 10(11)

11}

"
11

82

§.5-11.0

1.0

11.4

12.4

12.0

1.9

59
8-16

Payable half yearly.

Interest rate for 1,2, and 5 year deposits are respectively 9.5, 14.¢
10.5, sad 11.9 per ceat. Melf yearly compoundiag; presstare escashmeat
pernitled with 2 percentage poiat peanlty on the rate applicable for tbe
period lapsed.

Quarterly componadiag;, & moathly deposit of Rs. 10/- for § years fetches
Bs. 060/20.

Tearly conpounding. Deposits ia the acconnt are dedwcted froa and
withdrasls added to Laaable income.

Rosey doubles ia § years, bearer boads.

Noaey doubles in SY years.  Preasture emcashoent permitied after 2.5
years.

Balf yearly componsdlag.

Bosey triples is 18 years. Tax is payable on yearly tax credits. O
death of the bolder before matarity, the target asomat {i.e., triple) is
paid to the nonlmee etc.

Tearly cospoanding.  lLoans are persitted after 3 years and partisl
withdrawls are pernitted after T years.

Boathly compouading or payable moathly, plss 18 per ceat boaus o
saterity.

Ialf yearly componndiag.

Quarlerly cospomadlag. Interest rates for 1 axd 2 years deposits are §
and § per cest respectively aad that for 3 or sore years deposits is 14
per ceat. Premnture eacashaenl peraitied with 2 percestage point
pesslity on the rate applicable for the period lapsed.



13, Recurreat deposits { or more
14, 1-Tear mtoal fonds -1

bl Trasi of India

5. Baits scheme, 1884 ]

8. Nasler Shares, 1888 ]

7. 1-Tear woathly/camalative {acome
it schene 1888 (I1) -1

1. 18 Tear wait liaked issurasce

plar, 191} 18
18. 15-Tear oait 1isked fasarance

plaa, 1074 1§
Pablic fecior Boads

207 Tear Isterest deductible bonds  8-1

21, 18-Tear iaterest exempt boads 3140
brirase fecior Scheses

22. Coavertible debeatares -3
23. Bon-convertible debentares -9
U 1-Tear [lxed deposit i
25, 23) Tear fixed deposit 23
hife Insarance Corporation
26. Dhan Tarshe I1 (1890) 5.8

L1

80CC, 800

LA

.18

1149

88,800

88,401

1113

Toze

Tose
Tone

fore

0L

83

13

12.5-14.0

Sane as for time deposits of comsercial dasks except the clanse of
conpoanding.

Noathly cospounding, two bomuses is 3rd & Sth Tear and capital
appreciation. Transfer uader cussalative scheme peraitted.

lall yearly composndisg. Bupback at par after ) years. Tramsferable and
quoted.

131! yearly cospounding. Buybach at par after 3 years. Tramsferable aad
quoted.

falf yearly compounding. Interest rate and terss of comversion rary
between conpanies. Transf{erable and quoted.

Bal! yearly cospounding. Trassfcrable, quoted and sccured.
Ralf yearly compoundinag.

falf yearly cospounding.

Quarterly conponnding plus appreciatios.



7. Short ters

28 Long ters

29 Bligible issue of sew companies
Qlber Rasels

10 General provideat fuad

1. Costribatory provident fuad

CBUDCO Capital gains debestores

e

801
48,80L

48,80CC, 80L

88,800, 10(12)

88,804,10(12)
S48, 80L

84

9

Balf yearly compounding or paysble dalf yearly.
Rs. 1,000 grows to &s 1,302 on matarity

Uader camulative scheme



TABLE 4.3

Effex-ive Posttzx Butes of Betirn oo Sclected Fimmeisl
Assets Brldtled 0 Tux Corvscssions

S.No. Asuet Holdirjxg Murgingl income tex rule (per cent)
Yi(ox@i  ~--mmmrr e e e e s e e
s 0 20 30 40 50
(1) (2) (?) (4) - (52 B (6) L g'_f) ______ (82 L
1. 1% u: < duciibl
ﬁ‘r AT ﬁon € 0-7 14.49  14.43 14.49 14.49  14.49
2. Yeur Qmul
Unit, Schens: of UI‘I (18(?0 11) 0-7 14.37 14.37 14.37 14.37 14.37
3. 10 Year Interest Exempt Public .
Sector Bards 0-10 10.25 10.25 10.25 10.25 10,77
4. 5 Year Non-Convertible
Dt:bcnmm of Companicse g0-5 14.49 11.58 10.14 8.69 7.24
5. Post Office Time D\,pu., 1 g9.73 9.73 9.73 8.73 Q.73
6. Comoercial Bank Fixed Dupu.db 1 8.24 8.24 8.24 8.24 8.24
7. Fived Derosit of Companite 1 5% 0% 8% 88 g5
8. Post Office Time Deposit 2 10.25 10.25 10.25 10.25 10.25
9 Camercial Bank Fixed Deposit 2 g9.21 9.31 9.31 9.81 2.31
10. Fixed Deposit of Compenies 2 14,49  11.58 10.14 8.63 -24
11. Post Office Time Depou 3 10.78 10.78 10.78 10.78 10.78
12. Comercial Banh F Depo.,it 3 10.3 10.gg 10.38 18.3 10.38
13. Fixed of 3 14.4 11. 10.14 .6 7.24
14. National Sa s Schene 3 11.00  19.57 25.01 31.60 39.85
15, HUDCO Cepitel 1 Debentures
(1880) 3 9.20 13.86 16.67 18.66 22.99
16. Post Office Time Deposit 5 11.30 11.30 11.30 11.30 11.30
17. Copeercleal Bank Fixed Deposit 5 11.45 11.46 11.46 11.46 11.46
18. Indra Vikas Patr 5 14.87 11.82 10.356 3.87 7.43
19, National Savings Schene 5 11.00 1$.21 17.80 20.86 24 .59
20. Kisan Vikas P 5.5 13.43 12.58 12.16 11.72 11.28
21. Dhan Varsha II (1990) 5.6 14.74 14.74 14.74 14.74 14.74
22. Post Offloe HMonthly Income
Schieme € 13.68 13.58 13.58 13.58 13.5¢8
23. thional Savings Certificates
(Series VIII) 6 12.38 16.21 14.79 13.37 11.96
24. Post Office 10-Ycar Social
Seourity Ocrt, ficates 10 11.61 9.28 8.13 6.97 5.81
25. 10 Year nsurance
Plan-197 10 14.25 18.80 18.80 18.80 18.80
268. 15 Year Public Provident Fund 15 12.00 14.74 14.74 14.74 14.74
Note: The marginal tex rate of thc investor is taken to remain um,har cd during the period
of a savings scheme except in the case of National Saviré chemne whcrein it is
gsé?mmd that the mar bax rate of the investor falls to nil oy msturity of e
wAIX:



TABLK 4 4

Kffoctive Pmﬂax Eﬁl(ﬂ Rert*m g' &zl‘t.)ftaug Financial

S No. A:;::;'.:L o ” ‘ h Holoigg !‘Luzinul inootm tax ra(c (prr ouxL) .
orl : : diaa w2
) ’lyw) 0 20 0 40 50
o @ R I ) M e
1. nteres tibl
gu{'f?é %., ¢ 0-7 14.49  18.11 2070 24.15  28.98
2§ Yoar Smilaie
hene of UIT (1990 11)  0-7 14.37  17.96 20.53 23.95  28.74
3. 10 Year_Interest Exempt Public
L0 yearpInterest Exemy N 10.26 12.81 14.64 17.08  20.50
4. geYear Nan-Canivertible A
Lenmtures of Compenies G-£ 1449 14.49 14 .49 14 49 14 .49
b Bost Office Time Depusit ) Q73 12.16 13.90 16.22  19.46
6 Commercial Bank Fired Doposit | g2h loa 1 195 186
7.  Fixed anc>51t of Companics 1 13.42 13.42 13.42 13.42 13 .42
8. Post Office Time Deposit 2 10.25 12.81 14.64 17 20.50
9. Commercial Rari post,posit 5 o ifer 145 HB 8y
10, P fal ek Fixed Depo 5 14786 14.44 1249  14.26 14 45
11 Bost Office Tine Doposit 3 1078 13.47 15.40 17.97 21 56
12. rcial Bank Fixed Deposit 3 10.38 12.97 14.83 17.30 20.76
13 Fixed D Depasit of Companice 5 R ISR Y
14, Natignal Savirgs Soheme 3 11.00 1957 2401 3160 3985
15. tai ‘ﬁgan Debentures
(1990, @ 3 a2i 17.45 23.81  32.77  45.98
16 Post Office Tine Dopocit ‘ 11.30 14.17 16.14 18.83 260
17, Commercial Bank Fixed Dopocit & e 143 183 1% %%
18, Indre Vikee Patre 4 1487 1487 1487 1487  14.87
19. National Savingz Sechem. ¢ 1100 1521 17.80 20.86  24.59
20. Kisan Vikas P T 12,437 1574 17.37 1954  22.56
5 Do verers 4%000) A 1274 1842 2106 2457 5648
22. Post Office Manthly Incom:
Schemo € 13.58  16.98 10.40 22.64  27.16
23. National Savings Certificates
(Scries VII) 6 12.39  20.26 21.13 22.28  23.92
24. Post Office 10-Year Social
scmntyICeruﬁ‘c’aaf& “ 10 1161 116 116 11.81 1161
25. Yw Unit Linked Insurance
B s 10 14.25 2350 26.86 31.33  37.60
26. 15 Year Public Provident Fund 15 12.00 18.42 21.06 24.57  29.48

Note: Corne_.pcnding effecLive pucttax ruu:., Qf mburn are given in Tablt_ 4.3.
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TABIE 4.5

tax Subrs
m Tax

sions

an Sclected Financial

1. 7 Year Interest Deduc(_ bl
gu lic r Bondg
2. ative

Unif?%%észésg

of UTI (1990

3. 10 Year Interest Exempt Public
Sector Bonds

o

5 Year Non-Convertible
cbentures of Cong

ranies
Post Office Tlmf: Deposit
pervial Bank F

Post Offio:: Tmr: Depo.,lt.
Commere

Fixed Duposlt of
Post Office Time
Comree

o

it of

vt O~
b ot o
&
&

Post Office Time Deposn.
Commercial Bank

Indra Vikas Patra
National Savings Schem:

Kican Vikas Patr:
Dhan Varsha 11 (1990)

[SSLCIST TS
O WM

NN
[FUR & ]

(St:riec VIII)

ity C(:I'tlflCdtL_,
0 Year Unit

lan-1971

€

I

ixcd Deposit
Fixed Deposit of Companics

ed Deposit
e oaniee

Deposit
1zl Bark Fixed Deposit
€8

Debentures

Fixed Deposit

Po:;t Office Monthly Incowe
onal Savings Certificates

Post Off.lce 10-Year Social
Securi

ed Insurance

15 Year Public Provident Fund

-11.

~03.
-03.

-52.

16
92

to g'm'co;l
R ST

.17

-21.

[l

[ IR
Bl OOWLY O Hhh O

}

—

{e]

23.

S0 AR &

40 )
("N (8)
41.49 55.20
40.82 54 .62
16.41 37.32
-2.25 -2.25
1.0% 3.73
-1.12 1.28
-1.38 -1.38
3.52 8.92
0.30 .01
-0.89 -0 83
7.36 15.33
§.77 13'%3
33i%3 45:40
35.02 51.11

15.11 27.
16.07 2832
~0.57 20 B7
22.00 33.00
19.1 29.54
35.5? 47.81
32.02 45.29
30.81 36.12
-34.88  -34 88
73.49 83.37
69.85 83.12

1. The benchmark ammal
rersons, and actual effec

Rxie

2. Subsidy is computed for the maximm holding period.
3. Subsidy figures are expressed as a perventage of present valuce
the scheme.

87

tax rate of retuum ic taken to be 15 per
e pretax rates of retum are as given in

L for all t
Flle'dd™ 7°

of investmont in



TAHIK 4.6

Percentag: of Effuﬁlda:uz%arg _Fn:l&: Gulrsidy an Selected Asscts
BX

wxessions

k;k_)d;x:’.'.’;ct o ~ T Hé]ridh Ma;éu:m‘ mourL tax rabe (pr*r oan)
_________________________________ year) ¢ 20 30 40 50

(1) (2) (3) (4) (5) (6) (7) (8)

1. g nteres! Deductible
ic r E 0-7 -0.45 2.63 4.72 7.37 10.84
2. Y ative
Ut Scheme of UTT (1996 11)  0-7 055 251 453 7.22  10.67

3. Year I tete_.t. Exenpt Publi
80 fear In i Yt 431 1.9 031 1.78 4.5€
4. 5 Year Non- Convertlble
Debantires of Cagaaies ot U145 -0.45% O 4% -0 45 -0 45
5 Post Offloe TU!I: Depogs 1 -4.80 -2.53 -0.97 1.05 3.73
§. &m Dwoqn 1 -6.25 -4.26 -2.86 -1.12 1.27
. vo'flt, of 1 -1.39 -1.39 -1.38 -1.39 -1 39
8.  Post Office Time Deposit e ~§431 -1.94 -0.31 1.78 4.56
< riial Bank Fixed Deposit .21 3.01 -1.50 0.4% 3.05
10, Fived Derosieof Ozt g 04 045 0a 04 547
%% Post Offloc Tnu. D’ga»_,ll): . g ~3,(131 »%.35 O.iig\ 12.52 5,4’9
. .‘l - . e . - Al . ' [
13, Fix ”f& 15; arine k| 84? —0.42 8 4t Ggg 3.4{-
14 Natior vir s Schzm: 3 -3.60 382 801 1261 17.77
15, HUDCO Capital Gain Debenitores
(1890) < -5.31 ARGY T.12 13,36 21.22
16. Post Office Time Deposit 5 -3.32 -0077 C.ac 222 €.2¢
17. Comeercial Bank Fixed Depocit & -3.18 0 oha 1 18 344 €.44
18, Indra Vikas Patra 5 -0.11 -G.11 -0.11 -0 1} v*O.%l
19. National Savings Schem: £ 3.60 0.18 2.38 4.80 7.70
20. Kisan Vikas Patra ) f.5 -1.38 0.64 2.02 3.80 6.17
21, Dhan Varsha 11 (1990) 5.5 -0.23 2.89 5.01 7.68 11.18
22. Post Office Mouthly Incom
Scheme: ~-1.25 1.63 3.68 €.23 9.5¢
23. National Savings Certificates
(Series VIII) € -2.32 4317 508 58 7.20
24. Offi&rm Year Suual
25 10 -3.04 -3.04 -3.04 -3.04 -3.04
) lan-1971 10 -0.66 88 9.35 12.43 16.42
?6. 15 Year Public Provident Fund 15 -2.68 2.89 01 7.68 11.18
Notes:

1. The benchmark anrual V‘etax rate of return is taken to be 15 per gent for all the
personc, and actual effeclive pretax rates of returm are as given in Table 4.4.

2. Subsidy figures are expressed ac a percentage of the present value of investment
in the schem:.

ee



TAHE 4.7

Reromtag: Sha Bt oo 1 s Betoetd

S.Ro. A=sct ?g%gégg
year) ¢ 20 30
(1) 2) o (3) (4) (5) (6)
1. 7Y terest Deductibl
\ ;ubeic {é%tﬁr Boagg cHible 0-7 -3.16  14.27 21.99
" Onit g§16¥1 Q1 1) 0-7 -3.92 13.63 21.42
3. [t ¢ Interest t Publi
L0 Yoarpinterest Bremy € 010 -52.47 -17.06 -2.29
4. Year Non—Canyertible
beritures of es 0-5 -2.25 3.74 -1.65
. Post Office Tire Deposit 1 -4. -2.07 -0.70
g. CknnzxciaEeBank Fixed Deposit 1 -g.gg —%.47 -2.09
. Fixed Deposit of é%;(anies 1 -1.39 -1.14 -1.01
8. Post Office Time Deposit 2 -8.80 -3.20 -0.45
8. al Bank Fixed Deposit 2 -10.68 -4.98 —3.19
10. Fixed Deposit of Compenies 2 -0.89 -0.74 -0.65
11.. Post Office Time Deposit 3 -11.87 -3.34 8.76
12. Comoercisl Bank Fixed Deposit 3 -13.089 -4.47 -0.33
13 Feronal Savings Sreme® 3 1136 1hEh 308
. \'4 - . .0l .
lg. EEB%SHSépitainﬁgin i:xgntures
(1930) 3 -16.80 5.07 15.04
16. st Office Time Deposit -17.76 -3.1 3.54
B Sk A v Yot o AT 16.97  -2.45  4.33
18. Indra V Putra g -0.57 -0.8 ~0.gg
19. RNatd vings Scheme -11.36 13.18 27.
0. Vikas Patr. 5.5 -7.85 2.85 7.87
0. Bisanyiis 1895000y B3 1132 154 18im1
22. Post Office Monthly I :
Schewe mrocme 6 774 8.06 15.21
23. National Savings Certificates
(Series VIII) 6 -14.77 19.86 20.22
24. Post Office 10-Year Social
Security tificates 10 -34.88 -27.75 -24.21
25. &0 Yeag Onit
1an-1971 10 -6.76 44.54 51.53
26. 15 Year Public Provident Rund 15 -48.66 69.59 43.15
Notes:

1. Subsidy is camputed for the maximum hol
2 Benchmarkfpasttax rates of retum are
or

respective persons with
The co Y actual

in

posttax ra

89

ding od.
e perlod 32 30
tax rates of 0, 20, 30,
of return are as given in

40 50
(7 (8)
23.11 35.66
28.58 35.18
10.78 22.32
-1.43 ~-1.22
Q. .
8% BB
~-0.88 -0.74
2.25 4.93
0.57 3.28
-0.57 -0.48
g.?4 9.62

.10 .62
-0.86 -0.73
43.18 54.58
24 42 33.22

9.91 15.
35 BY
-0.60 -0.33
40.34 52.18
12.68 17.31
24.59 30.13
21.88 28.11
21.01 21.64
-20.68 -17.17
57.72 63.18
53.69 62.38

.59 and 7.5 per cent
40, and go t.
Table 4.3, per cen

3. thSubsidy figures are expressad as percentages of the present value of investment



TAHIK 4.8

Parcentage of Kffec&&&gsrtlg ?;Lﬁ idy on Selected

S.No. Asset Holdag Harginal income tax re's (par-oéni.)A
year) 0 20 30 40 50
LS S 2 U -2 SO b U -2 NN A > SRS 0 SN -2
1. terest Deductible
, L;u?f?é Lntere % 0-7 -0.45 217 348 4.8 6.1
T Unit Schcne o (ﬁl (1 11) 0-7 ~0.55 2.07 3.38 4.70 6.01
3. 0 Year Interest Excempt Public
~tor Bonds 0- 10 -4 3 -1 B4 -0 24 1.13 2 .49
4. £ Year Non-Convertible i R
Debentun:.) of Cumganies -4 -0. 4% G.37 0.32 (.26 0. 24
5. Post Offi Timz Depos, 1 -4 80 -2.07 -0.70 0.66 2.03
8 Commorcial Baok Freid boposit 1 48 &8 98 9% 5
7. Fixed Deposit of Compantes 1 1.39 -1.14 -1.01 -0.88 -0.74
8. Post Office Time Deposit z -4 .31 ~1.59 -0.23 1.13 2 .49
9. Commercial Bank Fixed Deposit Pl ?.21 54{; -1.08 0.28 1.66
16. Fixed Deposit of Campanies 7 ). 45 -0.3 G.33 0.28 -0.24
11. Post Office Time Depos 3 -3.81 -1.10 0.2% 1.61 .96
12. Commercial oeBav.k %)epo..n K} -4 14 147 -9, i) 1.25 %.61
13, Fixed sit of 3 -o.gs —8.37 -0°33  -0.78 -0.24
14. aational vmﬁ;in hcﬂne 3 ~-3.60 .33 11.61 17 .17 2213
15, Capital Debenturces
{1890} 3 -5.31 1.72 5.29 8 91 12.59
16. Post Office T Deposit 5 -3.32 -(.63 12 2.07 2.4)
17. Commercial Bark Fived Deposit b —8.1§ 08 88 4% 3 8
18. Irdra Vikas Patra 5 -0.11 -0.16 -0.14 -0.12 ~-0.06
19. National Savings Schene 5 -3.60 2.79 6.20 g9.81 13.72
20. Kisan Vikas Patra 5.5 —6.‘38 052 1.48 2.43 3.40
21. Dhan Varsha 11 (1990) 55 -0.23 2.36 3.70 5.00 6 31
22. Post Office Monthly Income
Scheme [ -1.2¢% 3¢ T 4.03 £.35
23. Natlon.al Savmg.a Certificates
{Series VIII) 6 -2.32 3.62 3.70 3.85 . 3.98
24. Post Office 10-Year Social
Security Certifica 10 -3.04 -2.48 -2.18 1.90 -1.60
25. 10 Year Umt 1nkr:d Insur&rm
}an 197 10 0.6€ 2.1 6.%39 8.25 2.4
26. 15 Year Public Provident L\md 15 -2.68 2.3 3.70 5.00 6.31

Rotess:

1. Beu,huirk .,tft..ax rates of zt}:luun mlw&;;n oL } 5, 20 1:(3)05 g and 755 per
iv or pe s with marging rales o per
oent. ’ﬁé& by l % pos L- tax rat(t._. ol retum are as glven in 'l'dbie 4 3.

2. Subsidy figures arc expressed as percoentages of We present value of investo:nt
in the schenr .
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CHAPTRR 5

5.1. Introdxtion

Housing In India is subject to two categories of direct
taxes: Taxes which enter into the cost of construction such as
registration fee and stamp duty, and texes on income derived from
housing including the income tax and mmicipal tax or property
tax.

To promote ownership housing, the personal income tax in
India provides certain concessions. Tax corccessions reduce the
after tax price of housing services W taxpayers or increase the
net financial return from housing which tends to induce people to
invest more in housing. These tax incentives, however, also have
implications for the govermment budget, private saving behaviour
apart from housing investment, the progressivity of the tax system
and demand for bousing.

The objective of this study is to analyse the implications
of vurrent tax treatment of investment in housing for the price of
housing services to homeowners and to analyse the consequences
for:

i. The quantity of housing services demanded;
ii. tenure choice;

iidl. revenue implications for the cxchequer; and
iv. the progressivity of the personal income lLax.

5.2. Subsidies to Investment in Housing Through the Tax Code

Income tax trealznent of housing has already been discussed
in Chapter 2. Property taxes are generally levied on the basis of
the rateable value of a house as assessed by local bodies. For
rertal housing, actual rental realised is assessed.

Briefly, owner-occupied housing in India 1s deductible from
taxable income in respect of payments of mortgage interest and
mortgage repayments upto a specified limit in any financial year.
Inputed rent from a single house is excluded from taxable income
and the capital gain from a house sale is taxed lightly. If
comprehensive income were the tax base, net inputed rent would be
included in taxable income. In effect, the personal income tax
system seems to encourage taxpayers to hold larger stocks of
assets which yield imputed rather than cash income.
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If inoome frow investment in housing was taxed like income
from other investments, say investment in plant and machinery,
homeowners would have to report as incone the gross imputed rent
on their house. Like other investors, they would be allowed
deductions for maintenance, depreciation, interest and property
taxes as expenses incurred in carning this income.! The
difference between gross impuled rent and these expenses, that i.)
the net rent, would be included in taxable income.

It is useful to express the difference between “normsl” and
existing tax treatment algebraically. Let NI be the net imputed
rent, GI be the gross imputed rent, M be maintenance costs, D be
depreciation for tax purposes, T equal the property tax and M1 I
the mortigage interest. Then

Nl=GI -M¥M-D-T- - M1 ()

If the houseowner’'s income tax rate is t, then, with a
comprehensive tax base, the tax payment on net imputed rent is
L(NI). Under the current tax regime the individual has a tax
payment of

(T) - (£t HI™ + u'MR). (2)

In (2), u” is the rate of tax credit on mortgage repayment
(MR) and MI" is the amount of mortgage interest which is
deductible. It may be noted, further, that the income tax
component in (2) is negative. The limits on MI° and MR are
respectively Rs 5,000 and Rs. 10,000 in a financial year under
current, tax provisions.

Subtracting (2) frow t(NI) the element of subsidy is seen to
be :

t(NI) - [ T - (WMI" + u'MR)] (3)

Ouners of let out houses are 3l1lowed to deduct local
property or house taxes and the Rs. 3600 new construction
allowance (NCA) from the annual rent recelved., The lulier is
avallable for at most b years (Sec Chapler 2). The balance =o
obtained would be the annual leliing value of housc. From Uhe
annual letting value the houscowmer is allowed to deduct expenses
Incurred on waintenance and repadr, payments of mortgage intlerest,
‘rent collection cluwpes, insurance premium paid, cte. In addition

1. Investment i plant and machinery is also allowed certain
tax conxcessions. Thise is only for illustration.



to this houseowners are allowed the deduction for mortgage
repayiente as with self-occupied property. Thas, the owner of a
tenant oocupied house pays in tax

T+t (NI") - (uMR), where (4)
NI =GI - T - M - MI - NCA. (5)

Subtracting (2) from (4), the element of subsidy for
owner-ocaupled housing vis-a-vis tenant-ocoupied housing is:

(T) - (t.MI” +uMR) - [{ T+ t(NI") - u'MR ].
On rearrangament of the expression above we get
t (MI° + NI"). (6)

In such a situation there will be uan incenlive for households to
invest more in self occupicd housing rather than rental housing.

While algcbraic cexpressions are useful to form an idea of
the structure of tax favour to owner-occoupied housing vis-a-vis
tenant occuplied housing and other asscts, empiricadly relevant
numerical estimates of tax saving are necessary to quantify the
impact of tax concessions on the cost of and damand for housing.
Following Leeuw and Ozarnce (1881), net present value calceulations
are used to assess the impact of tax provisions on the price of
owpner ocapied and tenant-occupled housing. The procedure for
calewlating the net present value is discussed in section 5.4.

5.3. Owning Vs Renting - The Qrestion of Cholce of Tomare?

In the previous section it has been argued that exclusion of
imputed rent from taxable income makes income tax treatment of
owner-occupied housing more favourable than treatment of rental
housing and, possibly, other assets. This is likely to adversely
affect the supply of rental housing and the level of rent in the
rental housing market. FRurthor, this will also have a bearing on
the choice of tenmure. This section attempts to analyse the effect
of lax comeessions on the choice between owning and not owning a

2. For a detailed and lucid discussion of this question see
NIUA (1888).



Factors influencing the choloe between owning and renting
can be divided inbo two groups: cconomic and non-economic
variables (Gupla and Pandey, 1980 and NIUA, 1988). Important
coonomic variables are: '

i. Income and wealth of the houschold;

ii. availability of credit and credit tenns;

1311, the velative price of owning versus renting;

iv. tax concessions available to ownership and rental
housing and other govermment policies relating to the
Wwo typres of housing;

v. the expected rate of inflation of house prices;

vi. uncertainty relating to future levels of rents and to
frequency of relocation; and

vii. the prevalance of practices such as “key’” moncy.

The likely influence of each of these factors on the owning versus
renting decision is obvious and does ot require elaboration.

Besides economic factors there are non-economic
considerations due to which a premium exists for homeownership in
most societics including India. Among, these the more important
ones are social status allached to ownership and the security that
ownership of a house confers.

All factors mentioned above, except for those relatling to
affordability, till the household’s decision in favour of owning a
house to renting.

If non-economic considerations which favour ownership
housing are ignored, houselolds would make the decision o own or
rent. on the basis of Linancial considerations alone comgparing the
cost of owning to that of renting. Why should differences in
costs of the two types of tenmares exist?  Theoretically, in the
event of differences between the cost of owning and renting,
housoleslds and prospective rentiers would have the incentive to
arbitrude between market segments by changing tenure. But this is
very unlikely to ocour rapidly in developing countries duc o long
lags in housirig markets, which are faced with severe supply side
constraints such as lack of infrastructure, and a poor financial
systemw. Even otherwise arbitrage is not costless. Thus,
differences in costs arc likely to persist.

Financial considerations apart, a premium exists for the
ownership right of housing. Hence, individuals ure penerally
likely to prefer owning to renting if they can manage the
financial aspects of ownership. In our view, tax concessions
would have & limited role in the decision making process about the
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choice of tenure.2 For this reason and also because of the
limited scope of this study, oouparison of coste of renting and
owning is not attempted here. However, two considerations which
way tilt household decisions in favoar of rental housing are nowd
briefly discussed.

Unlike ownership, relatively low initial cost is involved in
renting. In the absence of “"pugree”, the initial cost is near
ZEYO.

Expectations of rising inflation would gencrally boost the
demand for osmership. However, empirical evidence suggests the
opposite (Follain, 1982). As inflation and a fixed payment
mortgage combine to reduce the size of furds  that can e borrowed
for the purpose of buying a house, given the importance of
morltgage finance the quantity of ouwnership housing demanded
decreases. However, inflation also has the effect of increasivyg
thy: operating cost of bousing.  Although increases in anticipated
inflation also increase anticipated capital gains that houseowners
receive at the Lime of sale of the house, if demand is more
sensitive to operating costs than it is to capital gains the
balance will tilt in favour of rental housing. Due to the paucity
of similar studies for developing countries the empirical validity
of altemative hypotheses cannot be verified. However, for many
households in India, who view housing as one of the basic
necessities of life and normslly do not indulge in it for
speculation, the decision to own a house shaould be more sensitive
to the operating cost than to the accrued capital gains of owning
a house.

Since a large percentage of population in urban India lives
in rental housing4 and since the demand for rental housing will
not decrease in the forseeable fulture, supply side problesns in the
rental housing market shoudd receive attention in policy making
3. This, however, shauld not be taken to mean that taxation has

no impact on demand for ownership housing. More important to
the individual is the change in the ahsolute price of
ownership rather than the relative prices of owning and
renting. Another way of looking at it is this: If Lax
concessionz result in declining prices, demand would
increase to the extent that the earlier prices inhibited
ceffoective demand for ownership housing. This relationship
iz, however, expected to be mwore evident in the case of low
or middle incom: group housing and less important for high
incom: group and luxury housing. Furthermwore, other factors
like locatlonsl advanlages are likely to intervene 0 modify
the relationship described.

4. See NIUA (1989).



for urban housing. Schenes that foaus on increasing the rental
stock should be given due welghtage. One way of increasing the
rental stock would be through fiscal concessions.  We now study
incom: tax concessions available Lo owners of rental housing.

5.4 The Presoml Value of Housing Investmmt

Benefits and costs in each time period of an investment are
discounted using appropriate discount factors for each item of
cash inflow and ocutflow. These year-by-year net financial flows
are used to arrive at presenl values. The major advantage which
the net present value method liis over the rental cost of capital
method (Jorgenson, 1983) is thal it allows a distinction between
short-run and long-nm price effects to be made.

Consider the case of investment in a new owner-occupied
house:.  The benefits and costs of investment in an owner--occupied
house accrue in three stages. In the first stage there is full
payment of the price of the house and certain transaction costs;
in the scoond phase imputad rental income accrucs while operating
costs, property taxes, mortgage interest, mortgage repaymenl and
certain taxes less tax saving allowed under current tax law have
to be borne. In the final phasc when the house is sold, sale
proceeds net of lransaction costs and certain taxes less tax
savings arc reccived. To compute present values the following
assumptions have been made.

Assumptions
Iten Yalue
1. Initial cost of the house or 2,560,000

price received by the seller (Rs.)

1.1  Break up of the cost into

a. Land 40 per cent
b. Construction 60 per cent
2. Ratio of imputed rent 10 per cent
to initial cost
3. Ratio of operating costs 1.5 per cent
" to initial cost
4. Holding period (years) 25
5. Ratio of loan to initial cost 0. 40
6. Terms ;)f loan
a. interest rate 14 per cent
b. Term (years) 15 years



7. Expoected annual rate of incresse in

a. Imuted rent ) 8 per cent

b. Land 16 per cent

c. Structare Depreciates at 2 per centb

d. Orerating cost 8 per oend.
8. Individuals’® marginal income tox rate 30 per cent
g. Ommer’s real after tax rate of

returm or opportmity onst 4 per cent
10. General inflation rate 8 per cent

The ocontribution of ocutflows in the first period to the
present value of the housc miy be represented as

~ {1 -m+ (1-u')c ] Vo (7

where Vo is the purchase price of the property, m is the
ratio of mortgage to parchase price, ¢ is the ratio of transaction
costs to purchase price ardd u” represents the rate of tax credit
allowed under Seclion 88. Clearly, (7) represenls investor’s
equity.

During the holding period the contribution of total cash
inflows and outlays both actual and inputed o present vaiue can
be represented as the sum of the following terms:

Ri Qi P

————— e Eteb for i=1,..25, and
(34r)i  (14r)s (1+r)i(1l4p)i

- MIi - MRi tq u’B
------------ T T S

(I+r)i(1+p)i (14r)i(1+p)i (1+4r)i (1+p)i (1+r)i (1+4p)i
for i=1,..,15, where:

= Imputed rent
Operating cost
Property tax
Mortgage interest
Mortgage repayment
Marginal income tax rate of the houseowner
Amount of Mortgage interest an which deduction is
allowed
= Rate of tax credit

e} cr%g‘:go:c
(O I I A TR T

o
1

5. The useful life of the structure is assumed to be 50 years.

a1



B = Amount of mortgage repayment an which tax credit is

allowed
Y = houseowner’'s real discount rate
p =z general inflation rate.

The subscript 1 denotes the year and rans from 1 to n, the
holding period for investment. In the example above, a 15 year
repaynment and 25 years holding perioq is assumed.

The contribution of the year in which the house is sold is
given by

(1-s)Vn - at
(14r)n{1+4p)n
where
8 = ratlo of selling costs o sale price
Vn = sale price
a = taxable fraction of capital gains

Present value calculations are also carried out for
tenant-ocoupled housing. The division of cash inflows and cutflows
into thiree periods is mxch the same for tenant-occupied housing
as for owner-occupied housing. The tax calculations for
tenant-oampied housing, however, are more complex as rentals
flowing from rental housing are subjected to tax under the current
laws. The net pruscnt value ( npv) expression for such housing is
fomd by summing the following terms:

R1 Oi PTi
- {1-mt(1-u’)civo + e - e - e
(14r)i (14r)i (1+r)i (1+4p)i
t(NI)
- mmemme— for 1-1,..,25;
(1+r)i(1+4p)i
-MIi ~MRi u'B
——————————— + ommmmmmme e 4 s e for i-1,..,15; and
(1tr)i 1+p)i (l+4r)i(1+p)i (1+r)i (14p)i
(1-s)Vn-at
(141)25(14p)25

‘where NI is net taxable income from house property.
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Assugptions for tenant-occupied or rental housing, except
mumbers 2 axd 7(a), are the sam: as for owner-ooccupied housing.
For rental hausing the ratio of rent to initial cost and the
anmual increase in rent are assumed to be 12 per cent and 10 per
cent. raespectively, 2 percentage point higher than that for
owner-ocaupicd housing.

5. 5. Uses and Limi tations of Net Present Value Calculations

Net present value is calculated for each income tuax brocket
separately. Major assumptions to which results could be sensitive
such as for the interest rate, discount factor, rale of land
appreciation, land/structure ratio and the proportion of loan in
the totad cost of the house have been variced for NEV calculations
of both ower-ocoupled and tenant-ocoupiced lvasing. Investment
of black income is also analysed.

For a given opporturdty cost (or discount rate) a zero NPV
would imply that the value of the house to the owner equals the
initial cost or price of the house. The sum of the price of the
house and the NPV (whether positive or negative) would be the
price which the investor would be willing to pay for the house. We
call this price his ‘demand price’. For a positive (negative) NPV
the “dasad price” woudd be hdgher (lower) than the vrice of tix
house by an amount cquivalent to the present value of the net
benefils (costs).  The “demsnd price” measurcs the short-ran asset
price effects of tex concessions.

To a positive NPV, the market would respond in the
following way if it Punctioned with reasconable efficliency. Market
foroces would lead to growlh in investment in housing resulting in
growth of the stock of housing. This may cither be in the form of
more new construction or better maintenance of the existing old
stock. In either case there would be addition to the existing
stock of housing. The increase in the stock of housing will have
the cffect of lowering the price of housing services. As a result,
the return on housing will alsc decline. Similarly, a wnegative
NPV ingiies the value of the house to the owner/investor falling
below the cost/price. This would effectively mean a disincentive
Lo investment in housing and cventually lead to an increase in the
price of hausing services.

The analysis of present value employed in this study is
limited in that it does not offer any clue about the form of
changes in the stock of housing or the point upto which the rate
of return from housing investment would tend to move as a
consequence of a change in tax provisions or other economic
conditions.



NFV calculations can also be wsed 1o find out the required
change in rent for a glven discount rate and also the rent &t
which the present value equals zero under variced tax regimes. The
long-run rent/cost ratio so obtained is used to estimate the
effeet of o change in the price of haeing services on quantities
of housing demanded. To do this estimates of price elasticities
of dasand for housing are required. These estimates have been
taken fraa Dholakia (1980).

Price and quantity demanded estimates can be used to
estimate the revenue consequences of housing tex incentives.

5.6. Interpretation of Variables used in Net Present Valuce

a) The initial cost, Vo, is taken to be the price received by
the :«ller - being development authority, housing board, etc.
Clearly, this is not the price prevailing in the market for
similar housing. We now bring the question of black wealth into
NPV calculations. In housing, black wealth is interpreted in terms
of underreporting of tlic value of the property or house. Black
wealth is associated with both undervaluation of new private
construction and with underreporting of the =s:le procceds of the
old or new house. Such wealth is introduced into the model in the
following way.

For new private construction, valuation is problematic and
the value reported by the owncer cannot be taken to be its true
value since, in most cases, black resources which cannot be jat é&n
record arc invested in housing. A lower valuc is pormally
declared® to cevade several taxes - wealth tax, income tax on
incomes corresponding to housing, property tax and registration
expenses - since the chance of delection of black income is low.
At the same time investment in housing is expecled to earn a
relatively high return comparcd to safe financial assets.
Identifying black income genvrated through sale of houses is
relatively less problematic.

Assumc that there are individuals who are willihyg to sell
new houscs recently allotted to them by some housing authority.
Let us also consider that there are buyers in the market for these
houses and that these houses comnand a promium in the market. If
both sellers and buyers are dishonest, which implies that sowe
fraction of sale proceeds must go unrcecorded, both buyers and

6. Scee Acharya and Associates (1986).
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sellers would have the incentive to underreport the true sale
proceeds . Buyers ™ incentives to declarc a lower price on the
sale deed have been discussed above.

Sellers’ incentives include - 1) evasion of capital gains
taxation and 2) access to black money which may be used for
investment in assets where such funds are necessary or where
chiemees of detection are mdnimal. Informstion on the true sale
price of a sample of houses in one colony in Delhi was obtained by
interviewing brokers and households.? For the black component of
these prices we have relied on available estimates of white and
black wealth in real estate. According to one estimate,® the
proportion of white and black wealth in real estate is 60:40.
Using these estimates the component of white wealth in the true
sale price of property is calculated. This is then used to split
owner’s equity (Vo) into black and white components.

b) Land and construction components of the initial cosl are
taken as 40 per cent and 60 per cent respectively.$

<) Armual impuled rent is taken to be 10 per cent of the value
of property.1® The rental strean during the holding yesrs begins
abl 10 per cent of the indtial cost ad is reduced in subscequent
vears by depreciation of the structure.l! In terms of the model
described earlier, the increase in the value of house (the capital
appreciation) is notional till the house is sold and the gain is
actually realised.

Thus, in effect, increases in rent keep pace with the
increase in value of the house to the extent that the increasc in

7. This may not necessarily be a representative sample.
Market price of similar houszses may be lower or higher
elsevhere - even in the same city.

8. Acharya and Associates (1986).
g. See NCAER (1967) and Gupta (1885).

10. Rent to value ratio may be higher for lwurious houses or
those at prime locations. Given the cost of houses assumed
here 10 percent inputed rent is justified.

11. The value of structure declines over time in the absence of
any replacement of the depreciated value of structure. As a
result, rentals also decline over time. It may be recalled
Chat the usceful 1ife of the house ls asousd o e B0 vesrs.
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value is due to general price inflation.!2 This implies that the
major gain then comes from capital appreciation rather than from
rentals.13

d) The annual operating cost is taken to be 1.5 per cent of the
initial cost. This includes expenditure on repair and
maintenance and house insurance premium.

e) The house is expected to be held for 25 years. That is, the
legal transfer of the property will take place at the end of the
twenty fifth year from the date of possession.

£) Quite apart from the problem of assessing the potential
profile of rental income from a given house, there are knotty
questions regarding land appreciation.  Because of variation in
individual preferences for various housing attributes - important
among them being location and size - determination of appreciation
in land value becomes very difficult. Data on land prices in
Delhi is avallable from twe sources; one of them is the New Delhi
Mumicipal Corporation (NDMC) and the other source is a study by
the Town and Country Plamming Organisation (TCPO) for the period
1980 to 1982. The average land price for the period 1870-71 W
1988-89- as reported ty the NOMC hase shown about a 22 per cent
growth per anmum. The latter source puts the minimm increase in
land prices &t 16 per cent per amgmws.  Given the long data serles
used by the NDMC we would have preferred to rely on this data. It
12, In the case of let out housing the rent is taken to be 12
percent of the initial cost. RMarther, the rent increases
annually by 10 percent. Growth in rent is taken to be a
little less than the average growth in rent, 12.5 percent
per annum for MCD area of Delhi, to make it representative
for Class one cities where the level of and growth in rent
is lower than that of in Delhi.

13. Alternatively, an increase in rent roughly proportionate to
the increase in the value of the house can be hypothesised
if the houseowner calculates the rate of return, not on his
equity or the initial price paid, but on the new higher
market value of the house. Most recurring costs such as the
property tax, cost of maintenance and repair will also have
to incresse with increasing value of the housce, which may
also Le added to the rent. However, avallable data on
average rent for the MCD area in Delhi does not support the
latter view of rent determination. For instance, while Lhe
average rate of growth in rent per square foot has been
12.50 percent per annum, growth in land prices and
construction cost per unit were reported to be about 22
percent and 10 percent respectively for the period 1970-71
to 1988-89.
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mway, however, e mentionced that none of these data reflect  the
true market prices of land. While the: TCPO estimales, which are
based on data obtained mostly from government agencies (and
therefore reflect either pre-delermdned or controlled prices, or
prices reported on sale deeds), would be lower than market prices
and, at best, represent the price paid in while mwoney, the NDMC
prices would be auite close to the market value of land. Given the
white comporient of land value (taken to appreciate at 16, 18 or 20
per cent in altermative simalations) the NIPFP study is used to
compute the market price of land. This is then used 1o calculale
the market rate of land appreciation. The former rate of
appreciation is likely to be observed when both buyer and seller
are honest whereas the latter would prevail when both parties are
dishonest.

€} Mortgage terms of the HDFC and employers (other than
government and public sector) are used here. Accordingly, ihe
range of interest rates is taken o be 10 per cent to 14 per cent
and the repayment period is set at 15 years. The Home Loan
Accoant scheme of the NHB is also discussed and incorporated in
NPV calculations.

1) It is assumed that all inveslors are able Lo raise a
morigage loan equivalent to at least 40 per cent of the initial
cost.

i) The registration fee, stamp duly ad so on at the time of
buying and selling the house are taken to be 2 per cent of initial
cost and 6 per cent of the sale proceeds respectively.

J) The property tax and incoixe tax are taken as statulory lax
rales. As is well known, at the individual level, taxation of
capital gains significantly increases the effective tax rate.
Additional increase in the marginal 1lax rate occurs if inflation
pushes taxpayers into higher brackets. The effect of inflation as
well as capital gains on individuals™ marginal income tax rales
is, however, ignored though, in principle, il can be incorporated
into the model.

k) The inflation rate, p, 1is taken to be the chiange in the
wholesale price index.

1) The discoant factor, or investor’s opportunity cost, r, is
proxied by the after tax real rate of retium on investmenl with
the same risk as investment in housing. This is taken to be 4 per
cent, The opportunity cost could vary across incom: tax brackets
and is likely to be higher for low income bracket households.
Therefore simulations are also carried oul with a 6 per cent
discount rale.
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m) Some parameters to which results are sensitive expected
rate of land appreciation, mortgage interest rate, ost of house
to loan ratio, structure to land ratio, discount factor and the
investors’ marginal tax ratc are varicd for NPV computations.
Computations are carried oul with:

i.  Land appreciation at 16 per cent, 18 per cent and 20
per cent,

i1, mortgage interest rate of 10 per cent to 14 per cent,

111, a loan to total cost ratioc of 40 and 60 per cent,

iv. land to structure ratios of 60:40 and 40:60,

v. discount factors at 4 per cent and 6 per cent and

vi. the owners” marginal incom: tsx rates from 0 to 50 per

cent.

Simulations are also done with allernstive tax treatment of
housing.

5.7 Results

We first discuss the results for owner-occupicd housing.
Results for tenant-occupied housing are discussed later.

(a) Tax concessions and owner-occupied housing

Conmputed results for owner-occupied housing are displayed in
tables 5.1 to 5.3. [Estimales of the effects of changes in the
rrice of housing services on the quantity of housing demanded are
in Tables 5.4 and 5.5, The following important features of the
resuits are apparent.

i. Tax concessions currently avallavle to investmoent in
housing have significanitly increased the net retum
from this form of invc-_-;lm:nt‘.

ii. The tax favour to upper income brackets i= higher than
that. to lower bracket tax payers: The difference
between the NPV with nio tax concessions and the
actual post tax NV increases with the tax bracket.

i1i. As is obvious a priori intercut deductibility and
concessional capital gains taxation reduce the
progressivity of the tax system by giving more
generous concessions to house-owners in higher tax
brackets.

104



iv. Both morteare interest deductibility and concessions

for housing under Section 88 arcv blused in favour of
debl financing.

v. Tax concessions to capitul gains are found to be
relatively more generous than other tax concessions
for housing in terms of loss in rcvenue.

vi. A relatively low interest rate, long repayment period
and high rate of land appreciation result in making
investoent in lpusing wore attractive,

vii. Invesurent in land is foumd to be more profitable than
investment in construction of structare (housing).

As 1is apparent from Table 5.4, the demand price and
conscequently the value of the haize to the investor is more than
the cost of the house under the current tax lavws as well as in the
absence of tax concessions.  On comparing the demand price with
the cost of the house, the fommer is found to be higher by 64.70
per cent and 45.11 per cent under the current tax laws and in the
absence of tax concessions respectively. The long nn rent/cost
ratio for the given opporbunity cost of the investor 1s compated
to be 5.28 per cent which is nearly 47 per cent lower than the
initial renl/cost. ratio. This implics the existence of downward
ressure in the price per undt of haousing services (rent) wlto a
point where the doasand price equals the cost of the house and the
investors® real after tax return of 4 per cent is also restored.
Such rant eoudd e §.29 per cent of the cost.  As oxpected, the
long~run rent/cost ratio incrcecases in the absence of tax
concessions. The 8th row of Table 6.4 presents percentage changes
in the avount of housing per hkaaschold as & result of changes in
long-run rent/cost ratios. Estimates underlying row 8, colum 1
imply that a 47 per cent decrease in the rent would be accompaniced
by about a 35 per cent increase in the quantity of housing
disaended. Estimates in row 10 imply that in the long-run «hlle
disallowance of mortgage interest would cause a 5.8 per cent
decrease in the amount of bousing per bhousehold, withdrawal of
Section 88 and concessions to capital gains would be accompanied
by a 6.2 per cent. and 18.3 per cent decrease respectively in the
quantity of housing demanded per household.

Table 5.5 presents estimates of the long-nun rent/cost ratio
and short- rnmnm demund price when the investor’s opportunity cost
increased from 4 per cent to 6 per cent. As expected, this results
in a lower demand price implying a mach higher increase in the
long ran rent/cost ratio in the abscce of tax concessions than
with a 4 per cent discount rate.



The main conclusions to be drawn from this analysis are:
Firszt, +tax conceasions arce favourable to owner-ocaupicd housing
as they increasc their NPV, The tax advantages, however, vary
wrler alternative caditionsz such as the investors® discount rate,
ratee of lad appreciation, loan/cost ratio, interest rale and the
investor’s marginsl incom: tax rate. Second, under curronl tax
lawz, the osmer-occupant needs to earm a rental of 5.29 per cent
of the indtial cost of the house for the investaent to be viable
at a discount rate of 4 per cent. However, with no tax
concessions, he will be required to earn a rent of 6.7 per cent of
the initial cost of the house which is lower than the assumed
rent/cost ratio of 10 per cent.

{b). Revenne Impact of Tax Concessions to Owner OQocupied Housing

The annual tax sacrifice, in rupees, per rupee of investment
in bousing or the annual tax saving to the house-owner is given in
Table 5.6. The most imporiunt firkling is that, in this model, 30
ver cent income tax bracket investors recover an amount equivaient.
1o nearly 40 per cent of the mortgage loan while a 50 per cent
income tax bracket investor recovers about 52 per cent of the
mortgage loan through tax saving due to interest deductibility and
Saction 88. Further, an investment of Ks. 100 in self-occupied
housing results in a total nominal tax saving of Rs. 232.67 cover
25 years. 83 per cent of this, comes through liberal taxation of
capital gains realised by the owner in the final year. Tax saving
due to interest deductibility and Section 88 are respectively Re.
18.20 and Rs. 20.00 per rupecs 100 of mortgage loan or Rs. 7.68
and Rs. 8.00 per Rs. 100 of inveslwont in housing. Clearly, this
would increase with a higher loan/cost ratio.  Tax saving due to
interest deductibility riscs with the marginal tax rate of the
investor. For instance, for the 50 por cent tax bracket and o 40
prer cent loan/cost ratio it ig about Rs. 32 per Rs. 100 of
mortgage loan. This suggests that the structure of thesc tax
concessions has an adverse impact on incone distribution as well
as on tax revemie to the excheqguer.

One interesting observation is about the effective cost of
mortgage loan. On comparing the present value of mortgage
interest and repayrent with the present value of the maximum tax
saving associated with the loan plus the loan amount, the latter
is found to exceed the formar. For instance, on a loan of Rs. 1.5
lakh the present value of total tax gain is Rs. 24,564.41, the
present value of mortgage interest is Rs. 84,362.68 and the
vresent value of mortgage repaymant is Rs. 66,960.83. Thas, in
real terms, a borrower receives Rs. 1.5 lakhs and pays back little
wore than Re. 1.61 lakhs so, that the effective cost of loan funds
is about 7.3 per cent in the absence of tax concessions. The
actual post tax effective cost of the loan is however -8.83 per
cent. Distortion in the cost of funds is to a large extent caused
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by, besides tax oconcessions, the fixed payioent mortgage.  These
distortions have irm»licatiom for tlx: size of the mortgage loan
market .

(¢) _The Effect of the Home Loan Account Scheme (HLA) of the
National Hosine Bl thee Pr] £ O Ocenpiod Hous]

With an HLA the NPV of self-occupied houwsing is found to be
15 per cent higher than the NPV in the abscnce of the above
scherm: .

In brief, the HLA rcquircs a member to save regularly
(monthly or quarterly or anmally) for a mindmuas pericd of five
years. Deposits earn interest at 10 per cent per annum. After
the suhecription period the member is entitled to a loan equal to
a mltiple of accumidated savings at concessionsl intercst. (Ses
the annexare to this chapter).

I this cxercise we have assumed that the individual saves a
constanl amoumt annually. As the cost of house is taken to be Rs.
2.5 lakhs, the person plans his savings in such way that he gets
Rs. 2.5 lukh after § years. The NHB advises an individuad two save
onie twelfth of the cost of the house per year as a thimb rule (see
the armceonare).  Accordingly, he saves Rs, 20,8141.33 per amun for
b gears. His conteilbutians end interest thercon are eligible for
tax concession under Section 88 wunder the schiem>. Therefore, his
gross return on deposits would be interest plus tax saving under
Section 8%.

Now assume that his after tax nominal rate of discount is 12
per caent. The difforcnes boetween gross retumrm al 12 per cent and
the gross retiun on HLA deposits is Liken to be the subsidy to HLA
deposits. This may be subtracted from the present value of
interest paid on the loan. Adding rejpuyments and deducting tax
saving under Section 88 and tax saving due to interest
deductibility, gives the cffcective cost of the HLA loan. The
cffective cost of funds works ocut to -5.4 per cont in the absence
of tax concessions, lower than the effective cost of 7.3 per cent
in the general situation examined earlier because the cffective
rate of intercet to be paldd on lomns iz lower in the HLA schero:.
The actual post tax effective cost is around -40 per cent with the
HLA scheme against -8.83 per cent in the absence of this scheme.

(d) Effect of Black Wealth on the Net Present Yalue of owper
occupied housing and its Tmplications for Revenuce loss 1o the
Governent.

We now discuss two cases of investment in housing where

black wealth is involved both in buying and selling the house and
where black wealth is generated whon the bouse is sold. Other
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assumptions of section $.4 continuc to be applicable. In line with
the discussion is scction 5.6, Rs. 6 lakh is taken to be the
actual (market determined) sale price. Of this Rs. 3.6 lakh, is
assumed to be white. This is, roughly the situation for houses
sold at Rs. 2.5 lakh by housing authorities according to real
estate brokers. The property tax and also the income tax (if the
house i let) are based on the reported price of house. It may be
mentioned that, since the rate of appreciation of rents lags
behind the rate of appreciation of property, this house will earn
rent lower than of 10 per cent of the market value. We assume
that this house can earn only as much rent as other similar
houses. In such a scenario the rental earnod would be 6.9 per
cent (3.6 per cent) of the reported value of the hause (the true
purchase price). This, implies a reduction in inflows during the
operating years. However, the nct gain will increase in the
terminal year when the house is sold, given that the true sale
price of the house is wnderrcported. If 16 per cent is the white
appreciation in land value, untaxed black appreciation woaild e 40
er cent. of the total sale price. The present value of housing
investment in this case is Rs. 2.8 lakh for a 30 per cent bracket
taxpayer compared to Rs. 1.6 lakh for an all white sale.

Underreporting of the sale price by 40 per cent is found in
this case to rusult in evasion of tax of a little more than Rs.
4.5 lakhs which is about Rs. 75 per Rs. 100 of investment.

Consider, next, the case where a dishoncst person gets a
house from a ablic housing authority. He sells it after holding
it for 26 yeuruv a3 in the earlier casc.  Since he 13 dishonest he
does not declare the full capital gains camed from the sale of
the house. The net present value of his investwent in housing is
comgarted to be shout, Re. 3.06 lakh. In thiz case cevasion of tax
is cven higher than the in previous case at Rs. 160 per Rs. 100
of investment.

(e) The Effect of Tax Concessions on Tenant-occupied or Rental
Housing

Tables 5.7 t0 5.9 émsent the computad results for short run
price effects of tax concessions on réental housing. The main
conclusions drawn arc:

i. Taxation is less favourable to investment in rental
housing than to investment in owner--occupied housing.

ii. Under similar economic conditions while investment in
self- occupicd housing is profitable, investment in
rental housing is found to be making losses. (sec
Tables 5.10 and 5.11)
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iii. As in the case of self-occupied housing, tax
oconcessions favour high income groups more than than
low incom: bracket taxpayers and, obviously, do not
favour non taxpayers at all.

iv. Capital gains concessions are, once again, more
liberal than other tax concessions. This concession
dilutes the progressivity of the tax syaton.

V. Taxation 1is biased in favour of debt financing.
Furthermore, debt financing is more favonrable (o
higher income bracket investors.

He now analyse the computed results of a specific case of
investment in tenant-occupied housing as described in section 5.4.
On comparing Tables 5.1 and 5.7, it can be scen that under similar
economic conditions the rate of return from investment in
self-occupied housing is more than from investment in rental
housing. Further, Tables 5.4 and 5.10 show that for 30 per cent
income tax bracket investors, other things being the same,
investment in self-occupied housing is profitable while investioant
in rental housing makas a loss of Rs. 4,434, On comparing the
differcnce betwoen actual post tax NPV with pre-tax NPV for both
types of housing, the difference is seen to be lower for rental
housing which indicatse that the tax system accords greater
favour to investment in owner-occuppied housing.

When the concession to capital gains is disallowed, the tox
saving resadting frow it becomes zero and the vadue of the house
to the taxpayer goes down further by Rs. 29,659, When Section 88
is also withdrawn the value of the houze to the lnvestor fall by
more than Rs. 44,000, Glven the likely fall in housing swoply,
the long ran equilibrium rent/cost ratio worked out to 12.3 per
cent (Table 5.10) which is 2.46 per cent more that the initial
rent/ cost ratio. Table 5.10 indicates that, in the short-run, if
tax concessions are withdrawn the NPV will go dosvmn further by over
Rs. 39,500. This would lower investment in rental housing which
would, in turn, result in incressing rent (row 6, column &),
However, the increase in rent would eventually lead to a
reduction in the quantity of housing demanded per household  (row
8, colums 3 and 4). Withdrawal of both concessions mentioned
dlove would cause an increase in the rent/cost ratio by 24.45 per
cent which would consequently be accompaniced by an 18.26 per cent
reduction in the quantity of housing demsnded per household.
However, if concessions are withdrawn, the long-run reduction in
quantity of housing demanded would be 16.03 per cent.
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Table 5.11 presents computed results for a  discount factor
of 6 per cent instead of 4 per cent. As expected, the NPV falls to
Rs. (-)64,493.44 and the long run rent/cost ratio goes up to 16.9
par cent which is 40.8 per cent more that the initial rent/cost
ratio assumed in this study.

5.8 Revene Impact of Tax Concessions to Rental Bousing

On examination of the estimates in Table 5.12, it is
apparent that the major tax gain to the investor is due, once
again, to liberal taxation of capital gains on housing. Estimates
in the final colvumm of Tables 5.12 and 5.13 show that an
investment of Rs. 100 results in o tax saving equivalent to Rs.
224 .94 or Rs. 15.84 in present value tovms over 25 years. As has
been mentioned carlier, most tax saving comes in the 25th year.
Annual saving during the holding period is about 53 paise per Rs.
100 of investment.

5.7 Recoamendations

To exm.lfage home ownersidp, the lucome tax system provides
various tax concessions. In this context the following
observations have been made.

i. There is a case for limiting tax benefits anjoyed by
owmer—-ocaupants under existing incom: tax law.

ii. Tax concessions which accord greater favour to upper
income groups arc unjustified. This particular
feature of the present tax system needs rectification.

iii. There is no apparent reason for relatively heavy
taxation of rental housing vis-a-vis self-occupied
housing especially whore the supply of rental stock
needs to be cnhanced in view of the considerable
financial barriers to entry for most potential home
OWners.

iv. There is need to remove the bias in favour of debt
financing vis-a-vis cquity financing in the tax
systlermn.

On the basis of thesec observationsj the following
recomendations can be made. '

i. Saction 24(2) (interest deductibility) which has
created a situation of negative income tax for owner
occupicre may be withdrawn. Its withdrawal would
affect high brackets taxpayers - in terms of tax loss

110



1.

iii.

iv.

-~ with little effect on low income groups. Withdrawal
of Sertion 24(2) would help to achieve equal treatoment
of self occupled and. rental housing and would also
reduce the bias in favour of borrowed funds.

Insofar as tax concessions increasc with the marginal
tax rate, they necessarily provide larger subsidies to
high bracket houszeholds. In order 1o correct this it
is suggested that concessions in the form of tax
credits rather than tax deductions be given under
Sections 48(b) and 24(2) even if imediate withdrawal
of Section 24(2) is considered too abrupl. As pointed
out elsewhere in the reporl (Chapter 1) concessional
treatment of long term capital gain has no particular
merit.

Our results show that rental bousing yields relatively
low returms vis-a-vis sclf ocoupied housing. Further,
there are situutions where rental housing is
unprofitable even though similar self-ocoupicd housing
is profitable. This calls for measures which would
improve the retuum from this form of investment. In
the majority of OECD countries, rental housing 1s
provided depreciation which can be set against gross
rental income. However, rules of depreciation differ
across countries.

India and the UK arc unusual in treating housing
(offored by households in the rental markeb) as an
asset with an infinitc life for tax purposes and
allowing no deductions for depreciation, though
depreciation 1s sllowed for both residential and
non-residential buildings in India, if these happen to
be industrial and comeercial assets. A 10 per cent
depreciation rate is applied for non- residential
buildings and a 5 per cent rate for residential
buildings. A 20 per cent rate is admissible on
buildings with dwelling wnits each with plinth area
not exceeding 80 squurc meters. In order to correct
this inconsistency, it is suggested that depreciation
at the rate of b per cent to individual owners of
rental housing be permitted. A more generous
depreciation allowance may be considered for Low
Income Group (LIG) housing.

Relatively favourable tax treatmevit to debt financing
vis a vis financing through own funds is expected to
discourage housing oriented savings. To mobilise
houschold savings for the housing soeclor, housing loan
linked saving schemss vweaed o be encouraged.  One such
scheme is the Home Loan Account (HLA) of the National
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vi.

Housing Bank. Contribution: o HLA arc allowod a tax
credit under Section 88 of the Income Tax Act.
Extension of this benefit to all recognised housing
linked saving schemes other than the HLA of the NHB is
rccomended.  This is expected to induce people to
save more and this reduce dependence on borrowing for
house puuchase or construction.

However, as our results show, the HLA scheme of the
NB is unduly generous. Concessions to the scheme
should be reduced in elther of thx: following ways:

1. by limiting the benefit of Soction 88 only to
contributions to the HLA a= opposed to both
contributions and the interest earned on
contributions.

Ok

2. by charging the same rate of interest on the
loan taken through out the repayment period
rather than on 3 slab basis as at present!4.

Section 54F provides for exemption from capital gains
tax if sale proceeds of any long-term asset, not being
a residential house, are invested in the purchase or
construction, within a stipulated period, of a
residential house. However, this concession is
withdrasm if another housce is purchasced within the
prohibited period prescribed for investment of capit-d
gains under this section.  As recommended in Chaptoer
2, this conditlon appears tw e needless ad mwy be
withdrawn. .

e . S e e e o g ety s . 8 s i e 4 2

We have been unable to obtain clarification from bank
officials as to the exacl method of reckoning interest for
different slabs. It is clear however, that different
interest rates are charged on different slabs. In the
calculations reported earlier, it has been assumed that
lower intcerest rates apply after early slabs of the loan
have been repaid.
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TABLE 5.1

Yot Presesl Valoc of Self Oceupied Housing Snder Aetoal Tax Legilsalion

Loan and Land dpp-  Land Component 40 Perceat of the totsl cost Land Componcat 60 Percent of the tolal cost
Interest Terns reciation R e R R EEEE R B R Colf as ¥
{perceat  Re lukb ks percentage of Col-l 8s.1akh s percentage of Col-§ of Col. 1
PET GRUR) <-s-cmomeveesiesseoonen emesemesssssoosasoneeesesecesnoosisioosooecosiscisoooooeses
Narginal Tax Rates {pereeat) Karginal Tan Rales {perceat)
0 20 3 40 50 ] 20 39 i 50
1 2 3 { 5 6 1 8 § 10 13

[ Loan 40 percent of the cost

1. Interest 14 percnet i6 t.n 97.59 83 51 3.4 85 36 2.90 94 88 9075 86.53 §2.31 167 44

2. Interest 14 percaet 18 2.85 94,61 9018 8514 813 .58 8315 8864 8414 79.63 160.58

3. Interest 14 percuet i {54 92.90 88.26 8362 1897 T4 92,03 1.3 82,67 1148 156.65
II Loan 50 percent of the cost

1. lnterest 14 percaet 16 1.1 98.94  94.85 9077 86.68 2.88 9576 9153 8130 8301 168.18

2. Interest 12 percaet 18 2.95 95.56 9121 86.98  s2.70 467 8378 89.36  84.95  80.54 158 .65

3. Interest 10 percuet I8 1.46 9568 §1.53 8738 8323 479 93,90 §9.58  85.26  80.93 156,50
[T Loan 60 percent of the cost

I Interest 14 percnet 16 1.69 10029 9618  92.07 87 96 D48 9660 9230 8R0S 8380 168 44

2. Interest 12 percnel 13 2.9% 4635 1.8 87.82  81.86 Cf8 9428 B3.88 8548 81 08 158 48

3. lnterest 10 percoet 18 3.08 96.48 92,38 88.2%  &8.20 L8 %2 901y 8hss 81 S8 156.02
[V Loan 70 perceal of the cost

I, Interest 14 percnet 16 1.67 140.33 96,19 92.05 87 8t 280 8.8 222 3801 8378 16912

2. Interest 12 percuet 18 2.85 96.37 92,12 87.87 8362 468 3430 8991 ghAD O 8113 158,51

3. Interest 10 percael 13 1 96.53 9248 8L UL 80M L% T T ¥ [ 8566 8170 155,58



TABLE 5.2

Bet Present Value of Self Occupied Housing Onder Actsal Tax Legislatios and Alternative Tax Teras
(Land Component 40 Per cent of the cost)

Loan as 2 Land betual Tax Legislation Interest Deductibility In the abseace of Concessions for capital
Percentage Appre- disallowed Tax {redit gains taxation disallowed
of cost Clabion  wormmmom e e s e
and {¥ p.a) Block | (Rs. lakh) As a percestage of Block | As a percentage of Block ! b5 a percentage of Block !
interest ~ eeeeeseeesensecsccciiicos eecccciceiie e e e AR D
rate (p.a) Narginal Yax Rates (%) Barginal Yar Rates {%) Karginal Yax Rates {%) Narginal Tax Rates (%)
02 3 4 50 20 30 40 50 20 39 4 50 20 30 40 50
{ 2 J 4 5 b 1 § g 19 i 12 13 4 15 i6 i1
Loan: 40 %
Interest 14 1 16 173 169 1.62 155 148 96.30 94.20 91.92 §9.41  M.12 93.86 93.5% 93.28  88.29 81 .86 T4 44 66.5:
Interest 14 % 18 2.85 2.70 2. . 2.32 97.68 96 30 44 89 93.28 16.32 96 14 85.94 9572 88.50 81.31 T4 6% 66.5¢
Interest 4% 2 £.54 421 4,00 379 1.5 98.52 9786 G570 A5 64 164 97 57 9738 9723 88.64 3706 T4.7% 56 49
Loan: 50 %
Interest 14 % 29 452 422 4.00 3.80 3.58  98.49 97.74 96.64 95.56 971D 97.10 96.8( 96.6! 88.60 S2.18 1479 §6.65
Interest 10 ¢ 20 470 4 44 423 402 381 98.61 97.81 96.93 95.94 47 26 97.13 96.3%& 96.81  89.22 83 02 76.18 68.57

Interest 141 20 0507422 400 3.80 3.5 9B.47 9759 96.61 9552  36.59 96.41 96.22 96.00  88.66 8111 T4.83 £6.70

..............................................................................................

Fotes: 1. L1l Computation assume a 4 per cent discount rate. .
2 WPY for tero marginal tax rate is not repeated since it is same for each hlock.

14



TABLE 5.3

Bet Preseat Value of Self Occupied Nonsing sader heteal Tax Legislation and with Bo Tax Concessions
(Land Componeal 40 perceat of the cost)

Loan and Land detoal Tax Legislation Yo Concessions
Taterest Terss APPIes el e
ciation Block 1 (Bs. lakh) bs a percentage of Bloch |
(Per CoBl) - o e
Narginal Tax Bates (Per cent) Marginal Taz Rates (Per ceat)
] 2 i 10 50 2 16 i 50
1 2 3 { § 3 ! 8 9

1. Interest {4 Per cenl 18 1.1 1.69 1.62 1.55 1.48 18710 6913 S84 9.2
2. Interest 14 Per cent 18 2.85 2.70 1.9 245 2.3 8250 M 6546 5593

11 Loan 50 Per cent of the cost

1. Interest 10 Per ceat 18 1.94 1.92 1.84 tn 1.1 8010 1230 6388 5418

2. Interest 14 Per ceat 18 1.06 2.43 1.80 2.61 2.%% 8313 1512 6160 5468
TIl  Loan 40 Perceat ¢

of the cost

1. Interest 14 Per cent 16 0.64 0.66 9.6} .58 0.56 919 2% 9 1.0

2. Iaterest 14 Per cent 18 [P !] 1.29 1.2 1.18 1.08 13.65 6191 485 N4
v Loan 50 Perceat ¢

of the cost

1. Iaterest 10 Per cent 18 0.85 0.8 0.86 0.82 9.78 67.61  S5.84 4307 2914

2. laterest {4 Per ceat 18 1.55 1,52 1.45 1.38 1.3 6.3 66.67  §5.97 4412

Note: Computed resalts are for 4 perceat discoant rate except Lhose marked ¢,
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TABLE 5.4

Iffects of the current tax law and of changes
is the tar teras oa ouner-occapied bousisg

Rupees)
[len Tax Teras
detual Tax Korlgage Cobuesiions o the absence Ko
Lreatsent deductibiiitly sader Seelion of copcessivns  Cugveision
aol allowed 88 vithdrawn i respect of
Taxation of
capital gains
{ (2) (3 (4 {8
{. , NPy 161748 65 152370, 60 151320 54 132089 .48 112783
2 Desaad Price 41174865 402370 00 401320 84 382089 48 152783
3. Perceat difference §4.89 60.54 50 53 52.84 [
frow faitial cost
Lang Rup
[} Denaad Price ¢ 3 [y }
5 Percest differesce ] bl { 3
fros initial cost
6 Fent/cost ratio{X} b 2941 5 5870 §Lg3)s 615721 5.7
i Fercent diff- ATS 4l (1IN B HR
erence fros 0.10
“initial reat/
cost ratiol
8 Effect of long: 300 03303 viE Q2 +28.39 ei4 33
run change in reat
toe amount of bous
1ag per housebold
§ Fercent diff I ¢ 2 vho4h o6 3 48
erence froa 5 2941%
i0. Affect of longrus i -3 8§ [ 12178 ST

chauge 1n rest on the
asount of bousisg
per dousehold

Yote Compatations assuse a 4 per cent discount rate
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TBLE 5.5

I{fects of the carreat Laz law and of chasges
is the laz Lerms o owacr-occupied housleg

{Rupees)
[tea Taz Teras
deteal Tax Nortgage Concessions {n the absence o
treatuent deductibility  uader Section of Concessional Concessions
not allowed §8 aitbdrasn tazation of
capital gains
() () (1) (4 ()
1. L1g] 62508 §4025.318 §3511.99 14086081 26606
2. Denand Price 312508 304025.318 303511.593 294086.081 218608
3. Percent difference 25.00 21.61 21.40 17,83 10.84
fron initial cost
Long fua
{. Demand Price - 0 0 0 0 0
5. Beat/Cost ratio (3) 1.80812 6.103 8.12103 8.45199 9.06517
6. Perceal difference 2.0 -19.0 18,19 ’ 15.5 44
fron 0.10 (Iaitial
reat/cost ratio)
1. Blect of loag rus +16.43 4,19 Hen +11.58 +6.98
chasge in rest on
the amount of bous-
ing per dousehoid
8. Percest difference 0 3.8 4.0 3.3 16.1%
fron 7.80512%
9. Itfect of long run 0 Rl -2.98 -§.20 -12.06

change in rent on
the amount of bous-
ing per housebold

fote: Estinates are for a § per cent discount rate.
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TABLE 5.6

Ansual Tax saviug {rom
self{-occupied Boasing

(Figures are in Rupees)

fear  Section Due to Section Sum of Concessions bnual
38 [aterest 38 columns in respect total
deducti- of capital tax gain
bility gains taxation per 85.100
r 3 { 3 aed & 3 ¢
0 5460 4.4
t 1500 1333.33 2831.33 113
2 1500 1333.23 2833.33 143
i 1500 1333.33 2833.33 113
§ 1500 133343 2833 .33 '3
5 1569 1333.33 1833.33 RN
8 1500 1333.33 283333 113
1 1500 1333.33 1833.33 1.3
8 1504 1333.33 2833.33 113
g 1500 1333.33 2833.33 L3
14 1500 1333.33 2833.33 113
1t 1400 1333.33 2733.33 {1
12 1120 1333.33 2453.33 0.98
13 840 1333.33 217333 0 86
i 569 1333.33 1893.33 0.7
15 280 1333.33 1613.33 0.64
& SU484.30 | 216.58
Total 1500 19209 2000000 1920000 541484 .32 23267

Note: To siaplify computations, constant repayment of principle is assumed. The wain results of

the study remain unaffected if interest is calculated on a declining balance basis.



T4BLE §.7

et Present Value of Tenent Occupied Bousing under Actual Yax Legislation

{8s lakh)
Loan and Interest Lund app- Land Component 40 percent of the cost Land Conponent 60 percent of ihe cost
teras rectalion ----rmcrmme e eemiiiin ettt e ColBasal
{percent  Bs lakh  As percentage of Col-1 s lakh ks percestage of Col-6 of Col.l
PEL ABRUR] --v---emomeeemeeeeeeeeciciciciis eeeoeeeeieieaieaiassiicacameeaineeeas
Harginal Tax Bates (%) Karginal Tax Rates ({X)
0 2 N 40 50 0 20 30 40 50
t 2 3 { 5 b 1 8 § 10 i
I Loan 40 Percent of the cost
1. Interest 14 percent 16 0.35 3433 -12.54  -59.41 -106.28 1.42  75.717  60.16  44.54  28.93 401.35
2. Interest 14 percent 18 1,48 76.68  61.65  46.63  31.60 300 8348 7364 63.79. 53.94 210.23
3. Interest 14 percent 20 316 83.78 1411 6443 BLTS 5.63  86.42  78.74  TL.07  63.40 178.12
I1 Loan 60 Perceat of the cost
. Interest 14 percent 16 0.32  54.95 9.65 -35.65 -80.95 1.38 81.66 67.29  52.91  38.53 437.35
2. Interest 14 percent 18 1.4 82.32  68.47 5483  40.78 3.06  86.25 17.02  67.80  58.51 213.12
3. Interest 14 perceat 20 312 8647 1740  68.33  59.26 5.9 87.94  §0.63 13.32  66.00 1719.01
{. Interest 10 percent 16 0.5¢  69.50  41.85 144 -13.13 1.65 82,42  69.27  S56.12 42.97 282.02
5. Interest 10 perceat 18 111 §2.98  10.26  5T.54 4482 3.3 86.25 17.22  68.1%  58.15 195.26
6. Interest 10 percent 20 1.3 86.47  717.58  68.70  59.82 5.86 87.87  80.58  73.28  65.99 112.18
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TABLE 5.8

Bet Present Value of Temeat Occupied Housing under Actual Tax Legislation aad Alternalive Tax Terms
{Land Component 40 perceat of the Cost)

............................................................................................................................................................

Loan and Land app- dctual Tax Legislation In the Absence of tax Credit foncession in respect of Capital
interest ~ reciation : gains taration sot allowed
terss (PERCOmY o rmmmre i
per agnum) Block | (Rs. lakh) 4s a percentage of Block | 85 4 percentage of Block !
¥arginal Tax Rates (percent) Nargioal Tax Bates (percent) Nargiunal Tax Bates {pecceat)
0 20 30 40 $0 20 30 40 50 20 30 40 50
l 2 3 4 5 6 1 § 9 10 1t 12 {1

I Loan 40 percent of the cost

1. Interest 14 percent 18 0.35 012 004 -G71 0 -0.38 18,23 -323.81 -147.25 -126.41  -62.86 -768.30 -288.22 -231.82
2. Interest 14 percent 18 1.48 113 0.91 0.68 (.47 91.23  88.09 &84T 78T 12.38  48.86 9.84 -656.28
J. Interest 14 percest z 2.85 2.34 2.04 113 86.25  95.76  8L.1Z 94.26 §1.92 6834 5297 3.8

Il Loan 60 percest of the cost

1. loterest 14 percent 16 0.32 0.03 g.1t .26 1710 -3712.02 -227.79 -156.28 13.90 -872.75 45015 -293.3¢
1. Interest 14 percent 18 144 1.18 0.98 0.59 87.84  85.38  81.68  75.46 73.80 5215 2103 -nn
3. Interest 14 percent 20 1 2.1 2.42 2.13 1.85 94.67  94.04  93.26 92.22 §2.27  70.28 5512 153
{. Interest 10 percent 16 . . §.25 0.08 -0.08 64.63  &1.41 -70.56 -287.2 5141 -20.74 -368.67 -742.9%
5. Interest 18 percent 18 1.7t 1.42 1.20 .98 0.17 89.84  88.00  85.35  81.19 78.11  61.22  36.86  -1.32
6. Interest 10 percent 20 3.39 2.93 2.63 2.33 2.03 95.08  94.53  93.83  62.9¢ 83.68 7271 58.81  41.08
fote: Estimate of net percent value for zero marginal tax rate

is sot repeated since it is same for each block.
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TABLE 5.9

Bet Preseat Value of Tenent Occupied Housing Oader Actual Tax Legislation and with mo Tax Comcession

(Land component 40 percest of the cost)

(Bs lakh)

................................................................................................................................

Loan and
interest Terns

bppre-
ciation
{Perceat
per anaus)

0 20 3 40 50

.....................................

.....................................

Narginal Yax Rates {perceat)

..............................................................................................................................

..............................................................................................................................

[. Loan 40 percent of the Cost

1. Interest 14 percent
2. Interest 14 percent

II. Loan 60 percent of the Cost
. Interest {4 percent
2. Interest 14 percent

Loas 40 percent of the Cost t
1. Interest 14 percest
2. laterest 14 perceat

IT. Loan 60 percent of the Cost #
. Interest 14 percent
2. lIoterest 14 perceat

16
18

16
18

16
18

16
18

! 2 i { 5
0.35 0.1z -0.04 021 -0.38
1.48 1.13 0.91 0.69 0.47
0.56 0.34 0.01 -0.18
1.68 .35 2 0.89 0.66

-0.39 -0.53 064 0.16  -0.88
0.31 0.10  -0.05 -0.20  -0.35
-0.18  -0.31 -0.43 0.5 0.68
0.52 0.32 0.16 0005  -0.1%

20 30 40 30

§ 1 8 )
-144.63 -992.83 -335.48 -251.94
63.81  31.85 -4.53  -81.91
{.98 -155.63 -5890.26 -439.48
§1.93  41.48 16.56 -35.16
-140.20 -142.52  -144.12 -143.31
-187.84 82516 -334.41 -261.86
-175.21 -168.20 -164.27 -161.16
£.82 -147.36 -10620.56 -489.10

Kotes: Computed resalts are for 4% discount rate except those marked 8,
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TABLE §.10

Kffecls of the Gurrenl. Tax Liwm and of Changes
in the Tax Terms on Tenonb-oocupied Housing

(Rupecy)
Item Current In the Concessions No
Lo laws absenee in respecl  concessions
of Scction of capital
88 gains Lax
nol allowed
(1) (2) (3) (4) (5)
1. NPV 4434 31 -14362 41 -34093 4% -44021 .59
2. Demand Price 245565 69 235637 .59 215806 .52 158087.3
3. Percent diff- -1.8 5.7 -13.6 -17.6
ervence from
initial cost
Long-Run
4. Demand Price 250000 250000 250000 250000
5. Percent difference 0 0 ¢ 0
from initial cost
6. Rent/cost ratio (%) 12.295¢6 12.957 14.273 14.9349¢
7. Percent diff- 2.46 7.8 18.94 24 .45
erence from 0.12
(initial rent/cost ralio)
8. Effect of long-run ~-4 .52 -5.83 ~-14.1% -18.26
change in renl. on
the amount of housing
rer household (Per cent)
4. Percent difference H.4 16.08 21.4¢€
from 12.2956
10. Effect of change -4 .03 -12.01 16.03

in rent/ cost ralio

on housing peyr house-
hold when base rent/cost
ratio is 12.2956 per cont
rather than 12 per cent.

e et e e e e e e e

Note: Computed result are for a 4 per cent discount rate.



Table 5.11

Effects of the Current Tax Law and of Changes
in the Tax Terms on Terumt-occupied Housing

(Rupees)
Item Current In the Capital gainsNo
tax laws absence of tax concess- Concessions
. Section 88 ions not
allowed
(1) (2) (3) (4) (5)

1. NPV -64493.44 -T73490.31 -82915.82 -91912.70
2. Demand Price 185506.56  176509.69 167084.18 205978.406
3. Percent diff- -25.79 -29.40 -33.17 -17.61

erence from

initial cost
Long- Run
4. Demand Price 250000 250000 250000 250000
5. Percent diff- 0 0 0 0

erence from

initial cost
6. Rent/ Cost ratio (%) 16.9 17.6 18.3 18.988
7. Percent difference 40.8 46.7 52.5 57.5

from 0.12 (initial

rent/cost ratio)
8. Effect of long -30.48 ~34.88 ~-39.22 -42.95

run change in rent

an housing per house-

hold (Percent)
9. Percent diff- 4.1 8.3 12.36

erence from 16.9%
10. Effecl of change -3.06 -6.20 -8.23

in rent/ cost ratio

on housing per house-
hold when base case
rent/cost ratio is 16.9%

Note: Compaled results are for € per cent discount rate.
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TABLE 5 .12

Anmial Tax saving to the bouscoomner and reverme loss
1o the exchequer

Year Section 88 Concessions in Arrual total tax
respect of capital gain per Rs. 100
gains lax )

0 1000 0.40

1 1333.333 0.53

2 1333.333 0.53

3 1333.333 0.53

4 1333.333 0.53

5 1333.333 0.53

6 1333.333 0.53

7 1333.333 0.53

8 1333.333 0.53

9 1333.333 0.53

10 1333.333 0.53

i1 1333.335 .51

12 1333.333 0.53

13 1333.333 0.53

14 1333.333 0.03

15 1333.333 0.53

25 541484 .32 216.59

Total 21,000 541484 32 224 .94

TABLE 5.13

Present value of total tax saving Lo the houseowner

Section Concessions in respect  Tolald Tax gain

88 of capital gains tax per Rs. 100
invested

9928 .11 29660 .62 39586.73 15.84
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Appendix

A.1 Income Tax Concessions with Special Reference to Savings and Housing in
Selected Countries: A Comparative Chart

Key to Abbreviations Used in the Chart

1. BITR : Basic income tax rate

2. CG : Capital gains

3. CGT : Capital gains tax

4. D : Deductions from taxable income

5. Di : Dividends

6. E ¢ Exempt from income tax

7. H : Maximum holding period

8. I : Investment

9. In : Income

10. Int : Interest

11. IRA : Individual Retirement Account (USA)

12. L : Limit in local currency on concession or as a percentage
of amount

13. LI ¢ Lock in period

14. LO : Loss offset

15. 4 : Months

16. NR : Non-Residents

17. P : Pensions/Pension Funds

18. PEP : Personal Equity Plans (U.K)

19. PPS : Personal Pension Scheme (U.K)

20. PS : Pounds Sterling

20. PSS : Profit sharing schemes

21. SAYE : Save As You Earn

22. T : Taxable at

23. TC : Tax credit

24. TI : Taxable income

25. TESSA : Tax Exempt Special Savings Account (U.K)

26. WAH : Individuals aged 65 and over, widows with dependent children
and handicapped individuals

27. Y : Years
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Part A: Dividend/Intenst NMamings from or oo

Count ry Barks Govermment Ret i rawent /Social lavestment {n Mutual Funds, eto. Profit Sharing Plans/(xhers
Securities Security Contributions  Speclfiad Sectors
(¢ (2) (3) (4) (3) (6) N
1. Federal Republic Fixed Interest a. 100 MM of I [n (200 M cauples) : &
of Gemmany Bords © L b. Di : 9/16 TU
2. France F Securities Savings Accamts: a. Postal Savings : [
TCM !5 per cent of 1 upto b. Savings Accounts for Hause Construc-
1750 Ffr (single) anl 31500 tion : [
Ffr (married). c. I In: 5O per cemt TC
d. Di:E/ L: 800 Ffr (single), 16000 Fit
(cauple)
3. Indonesia a. National leve-
lomaent Savirgs
(TABANAS): ©£
(Irdividuals only)
b. Time Insurance
Saving (TASKA) : E
(Individals
only)
4. Japanl'2 a. Deposits by WAH: Nat ional /Local Spec {fied a. Debentures with WAH: 2/ [ Yen 3
E/ L Yen 3 Million goverment bonds Exployee Savings million of capital
of capital by WAH/ L Yen 3 Plans: ©/ L Yen b. Int/Profits of joint operztion
b. Curremt deposits:E million of capital 5 million capital trusts by school studants: E
5. Korea National Saving Di : TC/ L 1 per cent to 6 per cent
Assoc fation
Deposits:h
6. Malaysia Spacified Savings Saving Certifi- a. Specified non-bank savimgs
Deposits :E cates: E deposits: L
b. DI of unit trust: E/ L M$5000
7. Pakist‘mi a. Savings Accounts a. Specified a. Natfonal [nvestment (iait) a. Approved debentures: E/ L Rs 5000
© E/ L Rs1000. Securit fes: Trust: £/ L Rs15,000° b. Participation Tem Certificates:
b. &)relgn)fljrrerny £/ L Rs5000. b. Mutual Furds: t/ L RslS‘ClDA. E/ L Rs5,000.
Bark Accownts: £ b. Spevial Savings c. Post Office Savings Bank: E
Selames B d. Di from campanies: E/ L Rsl5,000
(Listed/specifiad) 385,000
(Unlisted)
8. Stagijon- . a. Di fraa protits ot specifiat
campanies : E
b. Post Office Savings Bank: E
" ¢. Asfan Dollar Bonds of NR:E
d. Asian Qurrency Units funds of N2
9. Taiwan B/ L Nr$270,U(X)7 Treasury Bonds: Savings Trust a. Di of listed companies: E/ L

(Republ i

of (hina;

£/ L NT$270,0007 Furds: °%/ 1. NTS
270,000
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NC$270,0007

b. Oorporate Bords: £/ L NIS270,0007

le]

. Deposits with financial

Institut fons: B/ L NIS270,0007



Count ry

Barks

Goverment Ret { rement /Soc {al Investment {n Mutual Runds, etc. Profit Sharing Plans/Cthers
Securities Security Contributions Specified Sectors
(1 (2) 3) 4) (5) ) @)
10.United a. Nat{omal a Stocks with SAYE: E Building a. FEP: E for (0G/ L 4, 800PS
Kingdom Savings Bank: NRGE PPS: E Sccieties: E of 1 D1 is E/ Int T BIR
£/ L 70pS. b. Goverrment Trust Schomes: upto BITR b. @ for pension schemes/
b. Deposits: E Savings [ Unft Trusts: E
upto BITR Cert{ficates: E
c. TESSA: E/ L
9.000PS ard
5¢/ L I 5Y on capital
1. United Tax Exempt a. KEOH Plans: . Qulifying loans to Employee Stock
States Munictpal E till with- Qwnership Plans : E/ L 50 per cent
of Bodies : B drawal . Di from ESCP : E
America b TRA: E tfll . (breessional tax for PSS fund/esployer’s
distribution
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A1, Part B: (outribat ions

Country Ret {rement /Soc fal Security Runds Deferrad Annaities Matual Runds Orher Securities
(¢9] (2) ) (%) (5)
. Federal e~ Pensions Plans: D
publ ic of
Germany
2.  Frane a. Employees Pension Plans: D/
spec{ fled conditions
b. French Social Security: D
¢. Pension: D
3. Indonesia a. Approved Pension Runds: D
b. Workers Social Insurance
Programne {ASTEK): D
4. Japun a. Social [nsurance Pranium Qualified Annuity Ingsrance: D/ L Yen 5,000
(self and deperdents): D ,
5. Korea Cortribut ion by Employer to Swings through National
National Pension Fund :D Savings Association: TC 15 per
cent.
6. Malaysia a. Under Widows ard Pension
Ordinae: D
b. Approved Provident #Hund : D
7. Pakistan dpproved Provident /Pension_Rund: a. For goverment e'qfxlowcs D/ Lo 20 per 3. Special Govemga'tt Savings
D/ L 20 per cent of salary cent of salary™. Sclemes @ D/ L
. b. Approved old age schams @ D/ L 5 per b. 4pproved S’\ages ard Deberr-
cent of In upto Rs 5000. tures : D/ L7 and LI 3Y
¢. Conpany Part icipatgm Term
Certlficates: D/ L
8.  Singapore a. Qm/Pdrents” Provident Hund:
. D/ L 15 per cent of TI upto
$510, 0.
b. Employer Contributions to 6
Provident Fund: D/ L $$5,000°.
c. Wjdws/l)g)mgs Pension Scheme :
D/ L $55,000°.
10. United a. Pension: D D/ L 1l/6th upto 1,500PS {f assessee RP : D/ L 6000PS tmployer purchase of PSS:
Ki ngdan b. PPS: T at BITR upto 17.5 per cent has no Eaploywe Pension Furd. on palifying 1 K/ 16,0000 or 10 per cent
: of specified In Employer Contribu- of silary/ Minimum L 2,00005.
tion: £
10, Jnited a. Deferrmad Pay Plan: D/ L § 7627
States of b. Section 457 Plans: D/ L 1/3rd In
America upto § 7500
2. Keogh Plans: D

d. RA: D/ L $2,000 reducing to
z2ro & In $35 000 (Individual)
and In $50,000 (couple)

e. Simplified Employee Pension Plan

by Ecployers: D/ L 15 per cent of employee’s

In upto $30 000
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A1, Part C: Expeases

Country Mortgage Mortgage Gcher Housing Life [nsurance Ocher Lnsurance Prania Ocher
Repaymnents loterest Expenses Pramia
1. Federal a Health : D
Republ ic b. Unaoployment : D
of
Ge rmarty
2. France D Hexae lmprove- D Unauployenit @ D a Interest : D
ment. : D b. Alfwony/Childcare : D
J. Indonesta A Aprovad accupat ioal /
business expenses of
employees: D/ L 5 per
cent In upto Rp 360,000.
4. Japan D/ L : 100 per cent Casualty: D/ L Yen 3,000 a. Major (specified floor)
upto Yen 25,000 (Stort term); Yen 15,000 medical expenses : D/ L
premium reducing to (10 years or more) Yen 2,000,000
Yen 50,000 on pre- b. Specified farm In :D
mitn above Yen c. Unreimbursed casialty
100, 000. loss (specifted floor) :
5. Korea a. Medical : D a. Some taxes : D
b. her : D/ L 260,000 b Medical expenses edua—
Won tlonal expenses amd {n=r
rarve prenfa : D/ L.
6. Malaysia E/ L 70 per cat of

7. Pakistan

8. Singapore

9. Taiwan
(Republ e
of hinma)

10. Unfted
Kingrlam

11.United States
of Awrica

D/ L NT § &),000

P/ L 30,0003

capital sun assurad
upto M §3,500 of
promium.

o/ L°

D/ L. $55,000°

D/ L NT$24,000.

D/ L 1/6th of In pto
1, 500P3 on spec{tial
{tens.
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A 1, Part D: Other Specified locomes

Country Gifts Bequests/Inheritances Life Insurance Ocher Insurance Ccrer Incane
Praceeds on Teath Proceads
m (€3] oy (%) (5 (6)
2. France Materinity allowance : T
3. Indonesia E {f unrelated to
profession of
{ndividual
4. Japan Zmplovient Income : D/ L on
sliding scale, 100 per cemt at
Yen 70,000 In to S per cent
plus 2,095,000 on In over Yen
I @il foxn
5. Korea Severence Indemnity: D/ L over
N per cent deperding on
durat ion of ampl oyment.
6. Malaysia Quilifying retirement

. Pakistan

S{ingapore

. Taiwn

{Republ ic of
hina)

iucdnitad

Ki ngdoam

1l Tnfred

States of
America
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gratiuities @ £

Incrre from House property
(in:luding rent) : E/ L.

4. Pension incame : B

b Retirement /Death gracui-
ties : £

<. Suns froa peasion coamr
tation : O

4. Awvaal pensfon @ [

b. Haintenarce allowance for
specified categories @ E

c. Salaries of specified
teaxlwrs, etc. : E

d. lumpsum pension: E/ L S0

mer cent
v Sea fishig In 0 £/ L 30
per Cent.

frading In fram futures/
opt s With peasion schemes.
unit fruses o E.



Notes: L In Japan certain kinds of interest and profits are taxed separately from other incanme through a final withholding tax.

2. The limit of Yen 5 million of capital for pension plans ard savings for house purchase is a joint limit.

3. The limit of Rs 5000 applicable to interest on govermment sccurities, approved debentures and profits of participation
term certificates in Pakistan 18 a joint one.

4. The Rs 15,000 limit in Pakistan applicable to mutual funds, unit trust listed/specifted companies and scheduled banks is a
Joint limft.

5. These {tems (Pakistan) have an aggregate investment limit of 1/3rd of total incase upto Rs50,000.

6. Trese deductions (Singapore) have an aggregate investment limit of S$$5,000.

7. These exemptions (Taiwan) have a common aggregate limit of NI'$270,000.
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A.2 Tax Concessions o Housing in Counlbrics of the Organisalion
for Economic Cooperalion amd Development (OECD)

A.2.1. Owper Goaualion

All countrics of the OECD offer substemitial subsidics to
owner occeupiers as part of a general sulcidy to housing or as &
special incentive. Subsidies are mainly Ullirough low inlerest
loans for house purchase or tax concecsions to home-owners. Tax
expenditures (exemptions/deductions/tax credits or rate reliefs)
are important for housing subsidy in practically all OECD
comtries. At present, the main housing tax expenditures are for
mortgage interest payments and imputed incom:z; wealth and capital
gains; property taxes; sales taxes; and income from saving
schemes .

The OECD countries can be grouped irvds three categories
based on their income- tax treatment of owner occupier housing.

i, Countries which tax imputed reutal income and
allow tax deductions on loan intercst payments
{Denmark, Finland, Greece, Luxembourg,
Netherlands, Norway, Spain, Sweden).

ii. Counttries which do not tax imputed rental income
and allow tax deductions on loan interest
payments or housing costs (Federal Repuablic of
Germany, France, Japsn, Portugal, Turkey, United
Kingdom, United States). '

iii. Countlrics which do not tax imputed rental income
and do not allow Llax deductions on Poan inberest
payments (Australia, Canadz, New Zealand).

Two methods of allowing deduction of mortgage intercst
paymentls are prevalent if such deduction is allowed. Loan
interest is cither allowed to be set against gross income or, as
in France, a tax credit is given. This tax credit may imply a
negative tax liability residting in a receipt to taxpayers in some
comtries.

In most countries tax concessions -are confined to the
owner s main residence. The following are the main exceptions:

i. In France, tax concessions are restricted to the
early years of the loan (for 5 to 8 years) and
are linked to family size.

ii. In Germanmy, reliefs are restricted to once in
the borrcwer’s lifetime and to early years of
the loan. Reliefs are also related to family
size.

iii. In Japan, tax relicf is restricted Lo a
proportion of loan inborect
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iv. In the United Kingdom, tax reliefs may be
restricted by stipulating a maximum loan size
for interest deductability.

v. In the United States of America, concessions
extend to a fecond house.
vi. A few countries restrict reliefs to only low

income groups.
A.2.2 Health and Capital Gains

In practically all OECD caumtries, wealth held in the
form of owner occupier housing and the capital gains realised
through its sale are exempt from taxation. UOsually, these
exemptions are subject to specified conditions.

A.2.3. Rental Housing

Private rental housing receives subsidies in the fora of
low interest loans (for example, in Canada, Japan and the USA)
or, in most countries, preferential tax treatment through various
deductions and exemptions, in comparision with commercial or
industrial investment.. The main cost item on which preferential
treatment is allowed is depreciation which can be set against
gross rental income. The method of assessment varies. Examples
of this are as follows:

i. France and the Netherlands: Gross rental income
receives a 15 per cent flat rate deduction for
depreciation throughout the life of the
property.

ii. Germany: Housing completed after 27th July, 1981
is allowed depreciation at 5 per cent for the
first 8 years, 2 to b per cent for the next 6
years and 1 to 5 per cent for a further 36
years.

iii. The United Kingdom: Housing is treated as an
assct with an infinite life for tax parposes and
no deductions are allowed for depreciation.

iv. The United States of America: The period of
depreciation of housing investment is normally
20 years. For housing sold since 1lst Jamary,
1981, taxpayers may opt either for lincar
deprcciation or for accelerated cost recovery.

Most countries also allow private landlords to deduct
general operating costs such as maintenance and repair costis,
insurance and management and loan charges, from gross incoms. In
some countries (for example, Canada, Germany and the USA),
operating costs in excess of gross property incame can be set
against other income of the taxpayer. Olher countries limit the
use of property deficits on the gramd that they encourage tax
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evasion. In France, for example, property deficits may only Le
sel against propertly income for the first & years following
acquisition.

Some countries allow specific tax deductions Lo
encouraging investment in rertal housing, particularly low incom:
housing. In France, for example, a deduction from gross income of
5 per cent of the investment sum up to a specified ceiling is
allowed.

A nuanber of comntries offer tax cxemplions on income
fram certain types of rental housing. In the USA, for example,
Real Estate Invesument Trusts are taxed only on non-distributed
profits, provided that at least 95 per cent of gross income is
carned from real estate and that at least 95 per cent of current
income is distributed within one year of the years of accrual.
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For all
Countries

France

Pakistan

Singapore

[ha ]

10.

12.

13.

14.

Sourves of Informtion

Govermnmmont Finance Stalistices Year Book, 1887
and 1989, Washington DC : International
M o n e L a r y F u n d

Corporate Taxes, A Worldwide Summary,
Informalion Guide, 1989, Price Waterhouse.

Individual Taxes, A Worldwide Summary,
Information Guide, 1989, Price Waterhouse.

Tax News Service, 1938 and 1990, Amslcerdam:
International Burcau of Fiscal Documentation
(IBFD),

Doing Business in France, Informabtion Guide,
Bpril, 1985, Price Waterhouse.

Investmwent, Licensing and Trading Conditions
Abroad (IL & T), Business International
Corporation, New York, June, 1983.

The Taxation of Companies in Eurcope, Guides lo
Buropcan Taxation, Volume I1, Binder 2:
Amsterdam, IBFD.

Doing Business in Malaysia, Infomation Guide,
Januvary, 19381, Price Watcrhouse.

IL & T, December, 1887.

Bulletin for Intermational Fiscal
Documenlation, 19%), 44(7): Amsterdam, IBFD.

Taxes and Investment in Asia and the Pacific,
3, Amsterdam: IBED.

Income Tax Ordinance, 1879 (fourth edition,
1987), Government of Pakistan, Central Poard
of Reverme.

IL & T, Dat:emb@l‘, 198_7.

Taxes and Investment in Asia and the Pacific,
4, Amslerdam: IBED.

Doing Business in Singapore, Information
Guide, April, 1934, Price Wsatorlouse.

IL & T, Seplember, 1987.

Taxcs and Investment in Asia and the Pacific,
4, Amsterdam: IBFD.

Bulletin for Inlernational Fiscal
Docuwmentation, 19930, 44(6), Amsterdam: IRFD.
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Taiwan 15.

16.

17.

Thailand 18.

19.

20.

21
Federal 22.
Republic of
Germany

23,

Indonesia 4.

Japan 26.
27.

28.
Korea 29.

30.

Uni ted 31.

Kingdom

32.

33.

United Stales34.

of Amcrica

35.

Taxes and Investment in Asia and the Pacific,
5, 1990, Amstlerdam: IBFD.

IL & T, March, 1988.

Doing Business in Taiwan, Information Guide,
Jarmary, 1984, Price Waterhouse.

IL & T, May, 1988.

Taxes and Investment in Asia and the Pacific,
5, 1889, Amsterdans, IBFD.

Corporation Tax Rates Procedures, 1988,
Amslerdam: IBFD.

Taxes and Investent in Asia and the Pacific
A berdars, IBET:

Doing Business in Germany - Information Guide
July, 1983, Price Waterhouse.
IL & T, July, 1937.

Doing Business in Indonesia, Information
Guide, December, 1985, Price Waterhouwse.

IL & T, Jwwmary, 1988.

Doing Business in Japan ~ Information Guide,
Febirwary, 1983, Price Waterhouse.

An outline of Japanese Taxes, 1987, Tax
Bureau, Ministry of Finance, Japan.

IL & T, May, 1938.

Doing Business in Korca, Information Guide,
Jarmary, 1987 , Price Walerhouse.

IL & T, Avgast, 1937.
Tax News Service, S5th April, 1988, Amstoerdam: -
IBFD.

Doing Basiness in the UK., Infonmtion Guide.
Sepdentxer, 19383, Price Waterhowso.

IL & T, August, 1987.
Doing Business in the  United States,
Information Guide, September, 1987, Price

Waterhouse .

IL & T, September, 1887,
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36.

37.

United States Master Tax Guide, 1988, Chicato
. Commerce Clearing House, Inc.

Orban Housing Finance, OECD, 1988.
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Annexure 1o Chapter 4

Compulation of Post-Tax Rates of Retuarn

The structure of various savings schemes considered for

computing internal post-tax rate of returm is given in Table 4.2.
In computing these post-tax rates of return, the following
additional assumptions are made:

1.

[Sa

Marginal tax rate (t) of the investor is assumed to
remain unchanged during the period of a savings schene
except in the case of National Savings Scheme wherein it
is assumed that marginal tax rate of the investor falls
o nil on matarity of the scheme.

Wherever interest is deductible under section 80L, it is
assumed  Lhat the amount of interest from savings schenes
i wilthin the limit of the amount deductible under
sec:iion 80L.

For the 7-Year Camalative Income Undt Schene of the UTI
(1990113, it is asswexd thal there will be 10 per ceut
capilal appreciation on maturity instead of twoe bomuses
in the 3rd and DLh year plus capilal appreciation on
maturity.

For HUDCO Capital Gain Debentures - 1880, it is assumed
that principal (p) in the net consideralion from a long
term capital asset is negligible, and that a proportion
{(d) of the capital gains,( taken to be 0.5) wonld have
becn deductible in arny case under section 48. The fact
that p is taken to be zero implies that the post-tax
internal rate of tax is over estimated.

For Dhan Varsha (19390-11), capital appreciation on
maturity is assumed to be nil. ‘

For National Savings Certificate - Series VIII, a tax
credit at the rate of 20 per cest is allowed on indtial
investienl as well as on interest acerued (but unpaid)
at the specified rates. Interest accrues at the rates
00124, 0,139, 0.15€, 0,175, 0.194, and 0.224 in the 1sL,
Znd, 3rd, 4th, Hth and 6th year regpoctively.  The tax
credit is available for Ghie intercel acorucd in all the
vears except the last. On mabarity, an invecstment of Re.
1 felches Re. 2.015.
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T. For the 10-Year Unit Linked Insurance Plan-1871, a
target amount of Rs. 12,000 is assumed. An instalment
of Re. 1,200 is payable every year in say July. The UTI
pavs Rs. 25 every year lowards Lhe linked insurance plan
and allotls units for the halanse He, 1,176 ples assped
dividend, if any. The price of wnits in the base year
(July 1990) is taken to be Re. 12 and is assumed to
increase by 10 palse every year. The sale price of a
anit on maturity of the plan is taken to be Rs. 12.60
(12.00+41.00-0.40). In July 1990, the dividend declared
under ULIP-1971 was- 13.75 per cent. The dividend rate
is assued to grow at the rate of 20 percentage points
every year. With these assumptions, the number of units
held in the begimning of ith year (Xi) can be expressed

as.

X1 = 1175712

Xz = X1 + (1.395X1+1175)/12.1
X3 = Xz + (1.415X2+41175)/12.2
X4 = X3 + (1.435X3+1175)/12.3
Xs = X4 + (1.455X4+1175)/12.4
X6 = Xs + (1.475Xs+1175)/12.5
X1 = Xs + (1.495Xs+1175)/12.6
Xs = Xv + (1.515X7+1175)/12.7
Xs = Xe + (1.535Xs+1175)/12.8
X10 = Xg + (1.555X9+1175)/12.8
X131 = Xi0 + 1.575X16/13

The number of umits held by the investor on maturity is
given by Xi1 and the sale valuc of these unils is taken
as Rs. X (=12.6X11).

8. In the 15-Year Public Provident Fund, it 1 assumed that
an equal amounb (say Re. 1) is contributed towards the
scheme every year and that no loan or withdrawal
facility is availed of before maturity of the schene.

With these assumptions, the formilae or the cash flows
used for camputing effective post-tax rates of return (Repo) under
various savings schemss considered here can be expressed as given
in Table A.1. The assets in Table A.1 are listed in the same
order as in Tables 4.3 to 4.8. The administered pre-tax interest
rate is denoted by Rap.
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Amexure Table 1

Formulae for Computing Kffective Post tax Rates of Betum

S5.No. Asset Holding

Rnp “Fon-nlla fo; Cumulatim (;f Rnpo
pariod
(year)
1) 2) ’ (3) (4) (5)

1. 7 Year Interest Deductible

Public Sector Bonds 0-7 0.14 Repo = (1+Rap/2)2-1
2. T-Year Cumilative Incone
Unit Schem: of UTI (1990 1I) 0-7 0.13  Repo - [(1+Rap/12)8440.1)]J1/7 1
3. 10 Year Interest Exenptl Patlic
Seclor Bonds G-10 {+. 10 ey {1+Pep/2)2 1
4. L Year Non—Convertible
Debentures of Companies 00 0.14  Kepe = {(1tRap/2)2 13(1-1)
5. Post Office Time Deposit 1 0.08L Kepo = (14Rap/2)2-1
6. Conmr=rcial Bank Fixed Deposit 1 (0.8 Repe: = (1+Kap/4)4 1
7. Fixed Deposit of Companiec 1 0.13 Repo = {(14Rap/232-17(1- t.)
§. Post Office Time Deposit 2 (.10 Repe = (1+Rap/2)2-1
$.  Commercial Bark Fixed Deposit 2 .09  Repc = (1+Rap/4)4-1
1G. Fixed Deposit of Companies 2 0.14  Repo = {(1+Rap/2)2-1J(1-1)
11. Post Office Time Deposit 3 0.105% Repe = (1+Rap/2)2-1
12. Commpercial Bank Fixed Deposit 3 0.10  Repo = (1+Rap/4)4 1
13. Fixed Deposit of Companies 3 0.14  Repo = [(1+Fap/2)2-17(1-1)
14. National Savings Scheme 3 0.11  Repo = [{1+Rap)3/{(1-t)]1/3-1
15, HUDCO Capital Gain Debertures
(1990) 3 $.05  Repo = [1.302/(1-(1-p)d.t)]1/3-1
16. Post Office Time Deposil 5 0.11  Repo - {1+Rap/2)2-1
17. Conmeercial Bank Fixed Depocit 4 0.10  Repc = (1tRaps4)4-1
18. Indra Vikas Patra 2 - Repo - {(2)1/5-17(1-1)
19, National Savings Schenr n 0.11  Fepo = {{(1+Rap)5/(1 t)11/5%-1
20. Kisan Vikas Patra 5.5 - Repo = {2-(1-d)t]irss.5% 1
21. Dhan Varsha I1 (1990) oG 0.14 Repc - (1+Rap/4)4-1
22. Post Office Monthly Incow:
Scheme 6 0.12 Repe - [(1+Rap/12)7240.101/8-1
23, National Savings Certificate:
(Series VIII} 6 0.12 See footnole 1.

(Contd. .)
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Amenire Table 1 (Contd.)

S.No. Asset Holding Rap Formula for Computation of Repo
period
(year)
(1) (2) (3) (4) (9
24. Post Office 10-Year Social
Security Certificates 10 - Repo = (3-2t)1/10-]1
25. 10 Year Unit Linked Insurance
Plan-1971 10 - See footnote 2.
26. 15 Year Public Provident Furd 15 0.12 See footnote 3.
Notes:

1. Based on assumption 6, the following cash flow equation need be solved for
computing Repo(=R):

124 139 .156 .175 .194 2.015-.224¢
S(1-.2)-( e e S e Do UL el Y (1-2) 4 oot
14k (1+R)2  (1+R)3  (1+R)¢ (14R)S (14R)6

2. Based on assumption 7, the following cash flow equation need be solved for
computing Repo(=R):

-1200(1-.2)[(1+R)104(14R)®+_ .. ... .. + (14r)J +X=0
or,
(14Repo)10-1
~-1200(.8) -—~---——--———— +X=0
Repo

3. Based on assumption 8, the following cash flow equation need be solved for
computing Repo(=R):

—(1-.2)[(1+R) 154 (14R) 14+ ... +(14R) J+[(14Rap) 154 (14Rap) 14+ .. . .. + (14Rep) =0
(14Repo)15-1 (1+Rap)15-1

or
(.8 + =0
(-8) Repo Rap
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Aruxmxmtn(l)axﬂerf)

Description of the Bome Loan Account Scheme of the Nationmal
Housing Bank

The HLA is a very special scheme to help individuals to
save specifically for housing. The scheme will be operated by the
scheduled banks throughout the country. After subscribing for a
ninimm period of five years, you will be eligible for a loan to
acquire a new house/flat. It is a scheme to help those who want
to help themselves. It is intended to help the middle class, the
lower middle class and the poor. It will cater to the salaried
employee, the daily wage worker, the professional, the trader and
the farmer.

Why is it Recessary to Save for Housing?

Presently, barks, housing finance companies, cooperative
housing finance societies and govermment/non-government employers
give loans; but, their funds are limited. Please do not take
chances. Joint the schet: and be assured of & loan.

Even if you are sure that you can get a loan from your
employer or some other agency, you can’ t be sure that the amount
of loan they give will be sufficient. This scheme enables you to
get an additional loan upto Rs 3 lakhs.

Again, no agency gives you loan for the full cost of the
house. You are required to provide a margin from your own funds -
which will not be less than 20 per cent of the total cost and,
sometimes, can be as much as 50 per cent. Make sure you have
those funds by joining the scheme.

Finally, the rate of interest you pay now on loans from
mosl of the housing finance agencies is higher by 1.5 to 2.0 per

cent. than the HLA rate. So, do not lose time, Join the schenme
NOW.

‘HLASchmataGlanae

1. The basic feature of the scheme is that if a member
saves regularly for a minimum period of five years,
she/he will be assured of a loan as a multiple of
accumulated savings. A minor can get loan only on
attaining majority. A member must continue to save so
long as she/he does not own a house and needs a loan for
the parpose.
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2. A unique facility of the scheme is that, an account
holder, irrespective of the place of opening the
account, is eligible for a loan for acquisition of a
house/flat anywhere in India.

3. Deposits will earn interest at 10 per cent per annum.
Housing loans up to Rs 50,000 will carry interest at
10.5 per cent, i.e., only half percentage point higher
than the deposit rate. Large loans (ceiling: Rs
3,00,000) will carry higher rates of interest; but there
are substantial tax concessions for all housing loans
which bring down the effective interest rates.

4. A loan under the scheme will not bar a loan from any
other source including a loan from a bank on usual
terms.

5. The amount saved under the scheme is tied to a housing

facility and can be utilised only for building or buying
a house/flat. Howmever, part withdrawals are permitted
for paying registration fees for specific schemes or for
purchase of a plot allotted by a public agency or a
cooperative housing society, subjlect to certain
conditions.

Who can Open a HLA

Any Indian national, not owning a house/flat exclusively
in her/his name, can open a HLA. A non-resident Indian can also
open a HLA through either direct remittance or transfer from
NRE/NRO account. The scheme is an one-member-one acooumt basis.
You can open account in your name and one account each in the
names of your minor children. HNext to sending her/him to a good
school, the best you can do for your child is to inculcate the
habit of saving - by saving on her/his behalf, to start with.
After she/he starts earming, she/he can continue to save in the
HLA till she/he decides to acquire a house or flat.

Bow mxch to Save

You can save as little as Rs 30 per month or Rs 90 per
quarter or Rs 180 every half year or Rs 360 every year (just a
rupee a day). There is no ceiling on the amount you can save.
However, you mist save as long as you do not own a house of your
own and need a loan for the purpose. You can start saving every
month and then switch over to quarterly, half yearly or annual
payments or the other way about. You can vary the amount of
savings as and when you like, but in maltiples of Rs 10.
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The savings scheme is flexible in every way. But, you
should not be complacent. Please remember that your savings
should one day entitle you to a sufficient amount of loan to
enable you to acquire a house.

For a house costing Rs 30,000 you must save atleast Rs
80 per month for a period of five years (see footnotes).

If you want a house costing Rs 60,000 you must save not
less than Rs 160 per month.

For acquiring a house worth Rs 1,20,000, you must save
atleast Rs 400 per month.

If the house is going to cost Res 2,00,000 you mist save
about Rs 700 per montl

.If you are planning a house costing Ks 3,00,000 it is
desirable to save Rs 1,500 per month.

And, if the house is going to cost Rs 4,50,000, there is

1o point in saving less than Rs 2,000 per month.

a. You can save less per month; bul, then, yvou will have to
save for a longer period. The period of b years is the
minimum period under the scheme. It is generally
necessary to save over longer periods to accumulate
sufficient amount of savings. Hence, Jjoin the scheme
well in advance of the decision to acquire a house/flat.

b. If you are saving quarterly/half vearly/yearly, you can
work out the corresponding amowits to be saved.

Do you get Preferential Allotment of a House or Plot

Right now, no agency that gives housing loan guarantees
allotment of a house or plot. HLA scheme also does not guarantee
a house or plot. . However, the National Housing Bank will do its
best to persuade the housing boards and other public agencies at
the State level to give preferential allotment to those joining
the HLA scheme on first-joined, first allotted basis. Funds will
be made available to these agencies for acquisition and
development of land only on that condition.

You can avail of Home Loan Account loan for acquiring a

house/flat,/ploL from any source you like. You are not tied to any
specific agency.
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Bow much Loan can you Get?

The loan that can be availed under the scheme after a
minimun subscription period of fivé years will be a multiple of
the accumlated savings as follows:

For built- up accommdation Kligible amoumt. of loan
Upto 40 sq. mtrs. or 430 sq. ft. Upto 4 times
Upto 80 sq. mtrs. or 860 sq. ft. Upto 3 times
Above 80 sq. mtrs. or 860 sq. ft. Upto 2 times

Sanction of the loan and the amount thereof will be at the
discretion of the bank.

What would be the Interest Rate on loan under the HLA Scheme?

Existing Rate of Interest Under the HLA Scheme
Loan Amount (Rs) Interest (%) Loan Amount (Rs) Interest (%)
Upto to 20,000 12.5 Upto Rs 50,000 10.5
20,001 to 50,000 13.5
50,000 to 1,00,000 14.0 50,001 to 1,00,000 12.0

1,00,001 to 3,00,000 14.5 to 16.0 1.00.001 to 2,00,000 13.5
2,00,001 to 3,00,000 14.5

What will Happen if the Amount of Loan Under the Scheme is not
Sufficient?

You can taken an additional loan from the same bank on a
priority basis at the existing rate of interest.

Bow about. Getting a Loan Before Five Years?

By joining the scheme, you will become our valued
client. We will give you preference for a housing loan, but on
usual terms.

If you are Prudent, You will Plan to save more now

If you save more now, and take a smaller loan later, the
amount you repay as loan (and interest) will not be a burden to
you.

As a thumb rule, if you save every month one hundred and
fiftieth of the cost of the house you want to acquire, the amount

of instalment payment on you loan later will be about the same as
your rate of savings now.
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For a house costing Re 45,000, if you save Rs 300 per
month, the instalment payment on the loan later will also be sbout
Rs 300 per month. For a house worth Rs 1,50,000, if you save at

the rate of Rs 1,000 per month, you will find it easy to repay the
loan later.

If you are saving annually, you are advised to save one
twelth of the cost of the house, that is, Rs 5,000 per annum for a
house of Rs 60,000 and Rs 30,000 per annum for a house of Rs
3,60,000.

Source: Brochure released ty Canara Bank, 1991
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