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ABSTRACT

This paper examines rates of return to Indian private
financ{al savings Instruments after personal taxation. A sample
of about 30 assets is considered, including the most popular
savings Instruments. It is found that the ranking of assets after
income taxes differs across tax brackets, which implies a distor-
tionary tax system. Furthermore, tax deductions favour upper
bracket rtaxpayers the most, 8o much so that tax incentives for
savings may end up discouraging saving in higher brackets due to
excessive subsidies. It is also shown that the term structure of
interest rates displays only a weakly-lncreaslng pattern as the
holding period increases. The treatment of assets under current
tax practice is also compared to proportional expenditure taxes
using the Index of Fiscal Privilege. Budgetary implications of
tax concessions are analysed and found, in many cases, to be a
cause for concern. Some comments on the implications of these

findings for {nvestment and government debt are alsc made.



PERSONAL TAXATION AND PRIVATE FINANCIAL SAVINGS IN INDIA

1. ]utroductiog

The objective of this study is to analyse the implications
of current direct tax provisions Iin Tndia for rates of return to
financial savings ifustruments and to analyse the consequences for

the structure of financial returns and the government budget.

The most widely known financial saving instruments in In-
dia are mainiy various government bonds and equity shares or
debentures from the private corporafe sector. The rates of return
to government bonds, to the extent that they are influenced by tax
treatment accorded to them, have implications at five different
levels. First, the after-tax return toc savers as opposed to the
pre-tax return is relevant for evaluating the cost of bond-
financed expenditure. As will be seen, the true cost of Gbnd
financial debt often diverges greatly from the announced interest
rates when tax concessions are taken into account, Secondly, to
the extent that tax concessions lead to divergent rates of
return for individuals in different tax brackets, with these rates
of return differing from the pnst—tax yleld that would prevail in
the absence of concessions, there is an effect on the progres-
sivity of the tax system as a whole.” There are also implications
for the relative progressivity of taxation of capital and labour
incomes. Thirdly, the rates of return have implications for
private saving behaviour and relative post-tax rates of return
have {mplications for the mix of public and private sector assets
in iadividual portfolios. Fourthly, tax treatment has implica-
tions for capital market distortions which get reflected in the
investment mix in the economy and in the efficiency of resource
allocation. Finally, actual rates of return to pgblic and private
sector assets as also the mode of finance of interest payments on
government bonds have implicatiouns for crowding out of private in-

ves tment.



The analysis in this paper permits some conclusions to be

drawr about each ¢f, these aspects.

The plan of the paper 1is ag follows. Section 2 contains a
description of the various tax benefits under the wealth, gift and
incone tax Acts for the assessment years (AY) 1987-88 and 1988-89.
Further, tihe assets considered in the study are presented and in-
come tax treatment of each asset 18 outlined. A broad overview of
the wethodology 1s presented in section 3. Section 4 presents the
computed post~tax rsates of return taking into account the income
tax on different assets. The pattern of fiscal favour and {im—
plications for the structure of interest rates are analysed in
section 5. The revenue and budgetary iwmpact of concessions is
studied in sectioa 6, while private saving and crowding out {m-
plications are commented on in sect{on 7. Section 8 concludes the

paper with some policy suggestions.

2. Tax Treatment of Financial Assets under the Income,
Wealth and Gift Tax Acts

Income taxes: The sections of the Income-tax Act under
which tax concessions on financial assets are given to individuals
are Section 10(11), 10(12), 10(i3), 10(LS5), 48, 54K, 54F, 80C,
80CC, BOCCA and 80L. Of these, Section 10(153), 80C, 80CC, BOCCA
and 80f, are of the greatest Ilmportance to the majority of tax-

payers.

Briefly, tax concessions to saving fall {nto three
categories: tax concessions of the “yield exemption”™ type
{Sections 10(11), 10(12), 10(13), 10(15) and 80L], tax concessions
of the " immediate deduction” type (Sections 80C and 80CC) and tax
concessions to long term financial capital gains [Sections 54E,
54F and 48(b)}. Finally, the 1987 Finance Act introduced an as-
set, the National Savings Scheme, which enjoys immediate deduc-
tion, but will add back amounts withdrawn to taxable income (i.e.
“netting” treatment) under the new Section 80CCA.



Wealth taxes: Section 5 of the Wealth-tax Act exempts a
number of assets from annual taxable wealth with or without ceil-
ings. Of particular note is section 5{1A), which contains a list
of assets which in sargregate are exemnt from wealth tax upto Rs
5,00,000. Post office savings bank acccunts, recognised or public
provident funds, canrital {investment bhonds and certain bonds of
public sector undertakings are some of the financial assets exempt

from wealth tax without limit,

Gift taxes: Besides a standard deduction of Rs 20,000
from the total amount gifted in e&n assessment year, certain types
of gifts are exempt from the gift tax under Section 5 of the Gift-
tax Act. A few government bonds are included among assets ex-
empted from gift tax.

It should be noted that the gift tax has lost much of its
rationale due to the recent abolition of estate dutlies. With es-
tate duties both asset transfers after death and inter vivos are
taxable. However, gift taxes alone still make wealth splitting to

lower current (capital) income and wealth tax liabilities less at-
tractive.

Basic tax rates: Table 1 gives details of tax rates for
AY 1987-88 and AY 1948-89 for all tirree direct taxes.

Assets considered: A list of selected financial assets
and thelr tax treatment is given In_Table 2. A selection:of 32
agsets from this table, which includes most of the important
financial assets to taxpaying households, is taken up for quan-
titative analysis. Brief cowments on some other assets are also
made in the text. The list of assets includes two assets newly
introduced in AY 1987-88 and three newly introduced in AY 1988-89.

The majority of assets conaidered here are government
bonds with administered rates of vreturn. Others, llke assets of
the Unit Trust of India, are issued by Government undertakings.

Even commercial bank deposits have interest rates fixed by the



TABLE 1

Harginal Tax Rates of Income,Wealth and Gift Tax
for Assesment Years 1987-88 and 1588-89

{(Rupees)
Range of base Margioal Tax collection at
L tax rate o
Mininun Maximus (%3 Mininom Max imum

s ot e A o o o A SR o A Ml A L B i Rkl ek o S e <A ey . Sk gt et i o 2 S o e ks o e, s 2 e W o o

Turome Tax

0 18, 0G0 0 0 0
18,000 25, 004 25 G 1,750
25,000 50, 609 30 1,750 9,250

50,000 1, 00,000 40 9,250 29,250
1,090,000 - 56 . 29,250 -

Wealth Tax
0 2, 5,000 4] 0 4]
2,50,000 10,090,600 6.5 0 3,750
10, 06,000 20, 00, 60O ! 3,730 13,750
20,00, 00¢ - 2 13,750 -
Gift Tax

0 20,000 0 o 0
20,000 -




TABLE 2

Characteristics and Tax Treatment of Selected Assets for
: Asgsessment Years 1987-88 and 1988-89

3T Name of Tasset T T it fer~  TIncome Mealth Remarks T TTTTTTTT TR
No. tive tax tax '

holding beanefit benefit

period u/s ufs

{Honths}
5 A -5 S & B -5 R R £ S

National Savings Schemes ) Tt | TTTTTmTmmmrment

1. Post Office Savings Bank Accoung H 16¢19) (LA} Half Yearly Compounding. Lottery
based prize scheme for accounts with
balaace of at least Rs 200/-

2. 15~Year Public Provident Fund _ 186 10(11), 5(1} Annual Compounding; Loans After
] o 80C - One Year; Partial Withdrawals Afrer
- 5 Years.,
3.  National Sawvings Certificates 72 20C, 5(1a) - Cumulative; Half Yearly Compound-
(V1 l1ssue) 30y inp; 80C anot available in last
year oa reinvested interest.,
4. Hatlonai Savings Certificates 72 anc, 5{iA) tion Cuouiative, Half Yeariy
(VI Issue) 30y Coapounding .
5. Post Offjice Time Depusits 12-60 10(19) 5(ta) falf Yearly Couwpounding; Promoture

encaghment permitted with 2%
penaliy after 1l year

6. 5 Year Post Office Recurring 60 10015 5¢iA)} - Half Yearly Compoundiag
"Deposit Account
7. 10 Year 3¢clsl Security 120 Ne tax  No tax dai{ Yearly Ceampounding. Tax
Certificates ) beneftt  beneflt Treatment follows lateat NSO -
. - Brochure. ’
LB indiru Vikas Patra 3¢ ar Nt Bearee Bonds, Money Dnubles {o
exempt 9 Years.
9. Kisan Vikas Patra 6h 124 Maney Doubles in 5 years; Tattoducod

in 19K, .
10. National Deposit Scheae (Sevies i) 48 0L 3(iAY Hop Cuaulative; Half Yearly
. ‘ interest. Interest deduction
upte Rs 12,000, .
1. Hational Deposit Scheme (Series 1{; 48 ~do~ NISY.Y Camulative; Half Yearly interest
Compounding., Interest deduction
upto Rs 12,000.

12. Naticunal Savings Scheme 18 80CCS 501) Tax deductible at time of purchase
. ‘ and withdrawsl added fo taxable
fncome. Annuval compoundfag. BUL
deductible and 507 of withdrawal
liable ty tax in AY 1987-88.
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TABLE 2 (CONTU.})

;3 5 T
13, Post . Office Monthly income Scheme 12 801,
Uuit Trust of lodia
4. Units Schene, 1904 8 30L
15, 10 Year Unio Linked lusurance 120 a0,
Plan, 1471 S0
16: Mastershares, 1980 ) HOL,
: 4R
Commercial Bank Deposits
L7, Savings beposits . G 804
18, Fixed Deposits . 160 KoL
Public Sector Ronds
19, {aterest Exenpt ‘Bonds~(10 Year) 0 Fully
e ompt
) I acome
20, Interest Deductible Ronds (7 Year) G 834
Private Sector Boads
21, Fixed Deposlt Schedes LZ %o tax
benet it
42, Convertible debentures (Reliance, 12 —d
- Beries U7}
23, Deheatures U ~do-

S{1a)

(1A}

FIGAY]
LA}

~du

~-do-

%

rata dividend 8%

introduced o 1988,

80l available to Rs i0,000; Sale
price per Rs 10 unit: Ry 14,35,
Bepurchase price Rs L3.4@ in
Februacy, 1987 and 14.68/13.6 in
bocenber, 83, Dividend per Rs 16
uait 15.25% and 16.3% in July 87
July 88.

ROL available to Ks 10,00G; Sale
nrice per Rs (0 unfr Rz 14.30;
Repurchase peice Rs 11,90 in
Februavy, B and December 1984,
Dividend 13.53% per Rs 10 unit in
July 1948.

80L available to ¥y 10,000; 13%
dividend in 87-88. Yetl asset value
R 14.26 in July 1988 per Rs 10. Pro
in 1986-37.

Y
Nalf yeurly coapounding.

fluarterly coupounding; Preastare
withdrawal perasitted at 2% faterest
peaslty for all fixed deposits.

Byy back ar par for hoidings

af fess than Rs 40,000 u{lurl
vears. Transferabiec and gquoted.
Buay back at par for lwidings

of fess than ®s 40,000 after 3
years. Transfecable and guoled.

Wl yoarly Interest. taz

bunetit uader B0L Tor boads of
housing finance coupanies.
Convertible into 2 equity shares
after ove yvear; Haif yearly isterest
Tax benefit under 80L for debentures
2f housing finance companies.



TABLE 2 (CONTD.)

e e VR e e o a8 W o Wk e 0 e L
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. P el

Life losuraace Corporation

L )

) N (1) tonies recelved not taxable.
g = .- 014 »ad) B S(1) ' i N |
2- Eg }Eﬂ: ;ﬂdﬂt“§“fy?:i;§:y 5&; soe » S Preaiua payable varles with age of
5. 20 Year Honey Back Poliilc) i ’ purchaser. -
fquity .
_ g - te1A) Assumed dividead rate 105, Assunod
26. Short Te Cauity 3] 8GL 4 ) . . .
26. Short Term Lquity ¥ copltal gain rate, 7.8% (RBI share
27. toop Ters Equily S 43 5(1A) price lpdex averapge (or 1979-14988).
oo Remm Reth #OL Fither 5(1) or 5(14) wealth tux
o i s Ex el benefity on vew issues. Dvidend
R. wligible Hew issues by such,  Rxead ; ’
z Liigs 4 indue W8 ensapt lon upto Re 10,000 uis 804
from AY [9B3-89,
a4
Ocher Assets
79. Contributory Pruvident Funds 748 BOL Bl laterest rate as in Feb. 1987 {or
e ( ) {Assumed; 10£12) HIPEP rmployees Fondzs.  Matchiog
’ contvibutions by oepioyer. Limited
loan facilities.
2 ¥ {‘. 1 % ‘
. 74 Capital Investwent Honds 104 F0(15) 541? Gift tax exeapt.
31. National Rural Developaent Bonds g1 501, 5143

&
37. Spetial bearer 8ondu, 1994 & oL 5(1) CLrt tax exenpt. Bund pays 1204
. aof face value in 1991. Bonds are
reportedly traded at = premium in
the open satrket,

3%, Comgercinl Bank Mutwil Funds 12 45, S{1A3 AN, availablie to Rz 19,000, Canara
{7 year} BOLG Bank " Canshare’ declared maiden
TN dividend of 1/.4% in july, 88
Notes: 1. Unless wentioned otherwise, BOL concessions aveilable to Bz 7, 000.
2,  buonds purchased through investwent firms wsually have additiounal

benclits &y way of prased dows coemissign.

-



Reserve Bank of Indiz. Furthermerve, commercial bhanks are mainiy in ~
the public sector. Tinally, even prlvate sector bonds are subject
to interest rate ceilinge which are wsually binding. Thus the
basic rate etructure for financial asgets is essentially ad-
rinistered with equity shares being the significant exception.
This pattern of inierest rates Is true of the forwal financial
sector in general and is not limited o the assete covered in the

study.

3. QOwverview of Hethodologrz

The following ten pointa nutline the main features of com-

putations v the next three sections.

w
a. For each asset, three rates of return are computed:

1. The rate of return before tax (Rppy)
it. The rate of return after tax (Rppgr)

131. The rate of return after tax under the assumption
that no tax concessions (or penalties) are present

(Rye) *
b. Rates of return are coaputed for each income tax bracket

geparately.

c. The annual tax revenue loss per rupee of asset purchased
by an individual is computed from the rates of return

above. This is defined as RPOST - RNC‘

d. Current tax treatment and rreatment under expenditure
taxes are compared using the "Index of tiscal Privilege”
vhich is defined as

Ronep = R
POST NC
x 100

Rpge = Pne

While this statistic {s discussed further in Das-Gupta
(1968), the following features of the Index are worth noting:



i. For proportional expenditure taxes (complete tax
offset) the Index taxes on the value 100.

if. For partial tax concessions the Index lies betwsen 0

and 100.

iii. Index values over 100.indicate that there is a subsidy

element to tax concesaiors, so that the post-tax
return exceeds the pre-rax retura.

iv. For tax penalties the Index is negative.

V. The statistic may b interprected. us “the nuaber of
rupees of tax revenue sacrificed as a fraction of nor-
mally collectible tsx revenues (wmulti{plied by 100)".

vi. The Tndex-measures relstive tax sacrifice as opposed

to absclute tax sacrifice discussed at (c) above and
i8, congequsnily, useful for inter-assget comparisons.

The rates of return Rppep and ng are defined as the in-
ternal rates of return of the after-~tax cash flow as-
sociated with an asset. Pppp is the internal rate of
return of the pre-tax cash flow. Justification for using
the internal rate criterion as opposed to a present value
criterion is to be found in Auerbach (1982).

For section 30C, under which immedlate deduction incentive
is available in slabs, it is assﬁmed that tax concessions
are avalled of at the maximum rate or not at all. 1In
general, rates of return and govermment tax sacrifice are
both lower for lower deduction slabs.

No attempt is made to adjust for the riskiness or
liquidity of assets. For the assets in the sample - even
equity shares - this does not affect the results
waterially. The proper interpretation of the equity
return i{s the long-term return to an investor who holds
the market portfolioz. Liquidity premia should, of

course, be reflected in the term structure.

For equity shares, the annual trend growth rate for the
RBI equity price index for 1370-86 (7.8%) 1is taken as the



cauvlital gain rvats (v computations. A wnlform dividend

rate of 10% per annum has heen ssaumed.

i ?aaafna seriods covsidersd arve offeetive boldinp periods.
That 1s the miniouw pericd for which an asset has to be
held without sreranticg interesi penalties whether due to

tax ilaws or oiberwlee,

Js Beaides the Index of Fiscal Privilege, Spesroan rank cor-
relation coefffcfents betwzern holding pericds and aftie
tax returns and between aftec~tax retarns 1o different tax

brackste are used to assese digtortioas.

4. Comparizom of Pre-tar and Post-tax katea of Return for
Different Income Tax Prackets

We oow digscuss the impact n»f the various iancome tsx con-

cegsiong.
(i) Assets enjoyiong proportional expsaditure tax treatsent

.1f tax rates &re unchanging over itime, then proportional
cxpenditure taxes ensure that pre- tax and post-tax reterns are
identical. This may be seen by noting thar expenditure tax trest-
ment or “netting” affords 1007 deduction of saving and 1002 add
back of dissaving to the tax base. Thus, 1f t is the (tax
inclusive) tax rate and v i& the anuual foterest raite on a cone-
year bond costing Re 1, the rate of return ig {(1+r)Y(1-t)/(i~-t)-
l=2(14r)~1=r which i8 the pre-tax razte 2f veiurn., The extension to
many period sssets is straightforward. Therefure, proportional
expenditure tax trestment has the same Impact ss yield exeamption
which also leaves the pre-tax and post-tax rates of return equsl.
However, if the tax rates at the tise of saving and dissaving arc
ot the game {gs may happen wiih progrezzive taxes), netting
treatwent is unot the same as yield exemption. The latter con-
tinues to leave pre-tax and post-tax returns equal while the
forzmer results in higher post-tax returne 1f the tax rate at the

rime of saviug {1z higher than that at withdrawal and a lower pust-

Py
[



tax return if the reverse ls true.

Tables 3 and 4 1list n~ssets which enjoy yield_exemption-
treatmeat in descending order of rates of return for AY 87-85% and
AY 88+89 respecrively. For comparison, post-tax rates of return
iu the absence of tax concesslone are 8150 presented. The table
also lists the effective holding period for each asgset. The fol-

lowing chservations may be made about the results.

i. For ell assets ia the table, yleld exemption or netting
implies an Index of Fiscal Privilege of 100 while the con-
cession applies and zerc cfter the ceiling of the conces-
glons {1limited concassions are given by Section 80L).

1. There 1s no one-to-one relation between effective holding
periods and rates of return. This 18 so even when ome
separately considers assets with only partiel yield exemp-
tiom up to a limit or to assets with unlimited yield ex-
emption. This {8 evidence of a degree of dietortion intro-
duced inoto the term structure.

iii. As ig obvious 2 priori, the difference between the no con-
cegsion return and the actual post tax return increases
with the tax bracket. The progressivity of the tax systenm
is, consequently, diluted.

iv. Comparing AY B7-88 and AY 88-89 we gee thar there ig a
general downward trend in {nterest rates st the upper end.
Commercial bank deposits appear to have gained relative to
other assets for deposite of upto twe vears due to recent
interest rate changes.

(11) Assets eligible for fsmedizte deduction

Tables 5 and 6 give detafls of pre~tax returns, actual and
no concession post-tax returns and the Index of Fiscal Privilege
for these assets. This catugory of assets {ncludes the most
popular assets from the investor”s point of view - as well as the
agsets with the largest revenue sacrifice from the govermment’s
polnt of view, The main reason for this state of affairs is due
to the operation of iamediste deduction type incentives (under
sections 80C, 80CC). Immediate deduction (as distinct from
netting) will, in ggnerai, lead to post—tax rates of retura higher
than pre-~tax rates of return. For the one-period bond discussed

above, the break-even value for partial immediate deduction can be

11



TABLE 3

Rates of Return for Selected Anrsets Entitled to Yield Exemptf{on
(Asscsssent Year L988-89}

Sil” ¥ R N I B e
. Live (A3 ae e
hotdiny  cession TR L " RO T
perivd (Ns
{rmonths)
1. latecest Deductible Soads of 12 A 14.49 14.49 HER S A Y 14.4%
Putiic Sector Undertakings H 14.49 10,87 Yo 14 8.59 7.25
7. Post Dffice Timc Deponits 60 A 11.83 1.8} Lesd i1.R} LAY
(5 Year) 5 1], KBy K57 ¥, 24 .10 S,z

(]

Post Office Recurring Deposilys 1-H A iL. 46 .46 Jl.ap 11,406 11,46
<9 Year) : B 1,60 8. 6 .07 #.88 5.7%
4. Commercial Bank Fixed Deposity 113} A i1.460 11.46 tl.46 11.46 t1.46
(5 Year) N 1i.46 8.60 B.O0Z  h.8E 5.73

5. Post Office Time Deposits it A 10.74 i0.78 10,78 10,78 10.78
(3 Year) N 1. 78 . 0OR 6.47 5.39

6. Units, 1964 12 A 10,48 10,48 14,48
N}

€

10048

P4 48 7. 86 6.29 3.24

7o Lomaercial Bauk Fixed Leposits 3o A §0.38 10. 38 PGOR 1G58
15 Tear; N 145,38 1.7Y 6.23 .19

d. Pust Offlce Time Deposits 24 A 19.25 10,25 L2Y 10.2%
(2 Year) t fas TouY 019 5.4

%. Tax Exempt Boads of Public i3 A 120 ] 10.25 10025
Sector Undertakings H 13,25 TEQ 5.19 5.1

10, Post Office Time beposits 3 A 3.73 ¥.7) 9.73 ?.73
{1 Year) . N 3.73 7.3 5. 84 4.K7

il Cotmersial Bank Flxed Doposits U9 G, 31 g, 4031 9.31
(2 Year) N 4. 51 5,59 Qb

12, Comperclal Bank Fixued Bepasite 12 X 4,7 %, 77 H.il
(1 Year? N Ro7Y .26 4,39

13. 72 Capital {avestaeat Bauds 100} A 7,00 ;o0 7.00 .00
% PRV Belh 4.0 3.50

4. Pust aftice Saving Bask 0 A S. 55 54050 ) 3.5
Accounts h 9. 50 4.19 3 2.75

15. Conacraital Bank.Savioygs 0 A h.0b 3,0 5.4 5.06
Accounts } G0 .82 3 2.53

1. Special lim:t on deduwtions /s 30L fur unlts.

2. Index of Fiscal privilege is 00 in all cas

3. Post office savings accounts provide 523@{]’,;[ bewst it

4. For units, 1964 sale and purchase prices are asvumed to be fdentlesd to the quoted
purchase price.  The sdale peloe iy normslliy lower Zhan the purcbase price to
the saver, However, the discounted purchase price normally oftered In the month
of July s lower than the sale nrice [n utiwr wonths.

Notes:

while yleld eaonption contlinues.
in

noeertaun aases,

12



TABLY

4

Rates of Return for Selected Ausers Entitled to Yield Axemption
(Asseasaeat Yoar [988-89)

A ——— 1

Ko.

ane of esset T T i re T
Lave
holding
verivd

(Munths

Post Oflice Honthly locowe
Scheme

Intercst Dedwtgible Lomis ot
fublic Sectnr Undertahings
Faasr 2fflce Recurring Depunity
(% Year)

Post M Iloe Tiwe Deposits

{5 Year)

tatiy, (964

Pust OfFice Tlwe lepunite

(3 Year)

Comaercial Bank Fixed Depusnits
(2 Yra. and above)

Poat Offize Time Depos!ty

(2 Year)

Post Offlce Time Deposits

vl Yesw;

Cosgercial Bank Flxed Depusits
(1 Yeor;

Interest Exsupt Bonds of Public
Sector Undertakings

Couaercial Bank Fixed Deposits
(% TS B

72 Capltal fnvesiment Bonds
Poet Uttice Savings Bank

Comwery jal Bank Saviags dank
Accounts :

Notes: Zee previjous tahle.

72

14

%

&l

bi)

L0

.
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Actuai
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suion{i;

oz
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[t
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Lhoat
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1.2
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10.78
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.31
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.23
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.73
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TARLE 5

Bates of Keturn for Selecied assets Entitled 1o Jmmodiate Deduction
Ausoasmment Year 1987-4AR

A o s WAL . M AN A 8 o st s s

1. Name of asset Btfec- Thetonl 7
NG . tlve tAY, no .
hoiding  conce 0 38
perlicd selon (N},
{wonthe) IFP (3}
I, uligtble Hew Equity lsxuce & A 16,45 [ 20,45 IL.%5 23.5% 4
M 16.60 12.80 {2.00 4 K. 80
r Vode~ (80,26 1870 186,29 108,10
fined
Z. LIC 20 Year toney sack Poltcy 240 N 1789 19.00 2166 2518 3
vith Protits {lavestment M i3, 64 y. 19 §G.33 5,58 YOS
Cumponent ) 1 Vi i 2h9.3 2 Inl.YY 0 ZVi0100 295026
’.i!ni'{!
3. &Y Yeasr Coatributocy Provideoy 240 A 13.¢% 1.4 16,3 7.5 16.9 7
kund M 13.9 10.6 16.¢ 5.9 7.8
i Uprde- LISV 18 126,00 140,98 15017
tined
4. Nattonmal Saving (ertifirates e A 12,20 REN ) 24,35 34,70 i
(V1 issue) M 12,04 9.7 Toal 6. 18
: { 113, 5¢ 413 37 LG, 67
5. Notieonz2l Saving Tertificates 7z a 19,5 AR R 2.2 2
(vil Issue) . N Q.27 P04 Fo&2 ok
1 IAi.0% 356.0h BRGLGG O AR
€. iS5 Yegr Public Pravident Fund 184 A 17.6 19,06 E)
N 6.4 3
i U379 213,53
$ined
7. UTI 19 Year Unit Linked L2 A A0LLE 163G L%. 06 22.¢0 .
insurance Plan (1971) N G.1) 6.4 9.2 4.0
i Unde~ 265,53 26000 2%3.%%
flned
8, LIC 20 Year Endowaent Policy 240 A 8.80 11.14 11.72 12.9) ih. 38 8
Without Frofits [Investment N 8.50 1.37 T.04 4.6 $. 60
Caupoaert) e Uuder 203,64 265,91 26%.26 274,38
fined

Notes: l. For assets entitled to benefits u/s BOU, the case of LOGX deduction is ghown.
. Assets are ranked [on descending order of the pre tax return.

. All beneflits to which assets are ent)tled and not juy? immediate deduction
taken into account.

IFP : Index of Fiscal Privilege.
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TABLE &

“Rates of Returu for Sviected Asscts Futitled to Immediate Deductfon
Apzscumment Year 1988-89

§i7  Rane of anset T TR Cec~ Actual T T T T Raeginal Income tax Tate CEY T T T Rank T T Taterest
No. tive {A}, no — eeemman thange vate
helding  conce-  E X S Vs R Y 50 for %0% chanpe
period saion (N}, tax
(meaths) IFP ({7 raie
) Same No chunpe
1. Elfgible New Equity Issues 60 A te 60 19,23 20,45 21.9% ?g q T st
N 16,60 12.890 12.00 1G.aV 1“9:10 )
[ Unde- 180.26 183.70 166,29
fleed
i N 25. 32 Siante  Sgie
2. LIT 249 Year Endowment Folfcy 240 A 13, Kir 184.05 19,16 21.48% 7.92
withaut Mrofits (lnvestueat W 13. 84 11,02 L042 g, 20 293,92
Couponent j 1 Unde-  285.24 255,58 27L.70
fiaud
. 8.9 Same No change
J. 20 Year contrlibutory Provident 240 A 13.5 15.8 16.3 17,5 17.8 asa;mcd
Fund N 13.5 10,6 160 £.9? 56,17
4 Uide- UIB.18  126.00 14C.98
fined
.6 Same Saue
4. 15 Year Public Provideat Fund 318G A 1e.ind Ln.2 15.9 17.6 l.; 3 !
N 12,00 8.6 8.0 6.6 5
- 13.43
i Gnde- 194,18 157.50 203.70 2
fincd
: $72.5 sairn Do
5. Natlupal Saving fCeebifleates Fi ) 130 .7 R B ’5_; i
(VI issue) ¥ 1 6Ly 79 4.8 b 10
. Y . . Ofe -
i Unde- Y .0f e, 9 /220002
flavd
30,4 Sawe  {mWl
6. Natiousal Saviug Cervificatres 7z A 11,30 16.5 20,4 a8 ‘5 ? THEE
(VII lssue} N .50 8.3 vy 68 T0g
RN - o ).
1 Unde= 334l 3o, 91 410"
{ined
- ; 72,649 Same  ip
7. UTT 10 Year Unit Linked 120 A 10,45 15.46 1660 1934 TRl
Tasurance Plan (1%71) N 16,45 716 6. 52 5.4 28813
{ Unde~ 258 36 25K.G2 “71.95 LR
{ taed
S 14.38 Same  Same
B. LIC 20 Year Endownent Policy 250 4 B.RC  1l.14  )i.72 12.93 kq o0 ’
Without Profite {Inveetment N 8. 40 7.37 7.04 636 27;.38
Component) 1 Vade-  263.64  265.91 26%9.26
. fined

o
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Note: For notes see previous table.



determined from (l-xt} = (1+e{i~t))/(i+c) or x = r/(l+r). Here x
is the fraction of the purchase price which Is deductible. Thus
for the winimum 2lab of E06C deductions (40%Z) the provisioas of
this section lead to higher posi-tax rates of retura ou a one-
pericd bood, provided its vate of interest does not exceed 67%}
The value of imuediate deduction decreases ae the holding period
of the bond Increasses. In fact, {or & perpetuity, 1007 immediate

deductlon is equal to yisld axemption3,

In the Indian case, immediate deduction {(via section 83C
or BOCC) is coupled with full or partial yield exemption (via sec-
tion 10(11), 10(12); 80L or 48(h)} which makes the assets even
more attractive. 1In fact, in the special case of Naticnal Savings
Certificates, VI Issua, immediate deducticn is not only combined
with yield exemption (under eection 80L) but also yield deductlion
{for the first 5 years) since Interest income is deemed to be
reinvested! This of course favours upper bracket taxpayers to a

very handsome degree.

The main features cevealed by the tables is as follows.

i.. There is, once more, no cune-to—oane link between the hold-
ing period and the effective interest rate.

ii. Tax favour to unper bracket taxpayers 1s much higher than
for yleld-exempt assets as cempared to lower bracket tax-
payers whether one examincs the difference between actual
and nc concession rates of return or whether one examines
the Index of Fiscal Privilege. The progressivity of the
income tax 18, therefore, even acre adversely affected
than fo. yield-exempt assets with the caveat that there
are lower ceilings on immediate deduction compared to
yield exemption under current tax law.

i, For the assets with the highest post tax returns, National
Savings Certificates, returns for those in the 40%Z and 50%
brackets are higher than even informal loan rates. Infor-
mal loans are reportedly available at 2% per month or
26.8% annualised. Thus there are opportunities for
profitable arbitrage.

(111) Long-term assets enjoying capital gainas tax benefits

Section &4B(b) ensures that capital gaios are taxed at a



lower rate than other Income providedztﬁe f!nanﬁe aaaai is ﬁeiﬁ
for more than three years (ovy f{or nmore then ane year in the case
of equity from AY 1982-39%). Sectiouas 54 and 54F provide for fur~
ther tax relief if the szles proceeds are reinvested in specified
assets. These provisions uave presumably been enacted to curtsil
the so-called “lock-in" effect of capital gains taxes whereby

"
L

funds get locked into a low yield assetr since high taxes on sale
of the asset result in a sizeable Jdiminuzion of the asset holder’s

funds position‘.

The provisions of section 54F, which provides for progor-
t{onate exemption of capltal gain if sales proceeds are invested
in housing, ensure that partial tak concesslions are given lo capi-
tal galns reinvested in housing. When cowbiued with section 43(b),
proportivnal expendirure tax treatment is possible provided most

of the sales proceeds are invested in housing.

Section 54E provides for prepoitionate exemption of capi=-
tal gains 1if sales proceeds are investsd in specified government
bonds for a three-year lock-in period. Thesz bonds {such as Na~-
tionzl Rural Development Bonds and Units under the Capital Gains
Units Scheme, 1983) typically pay low interest or dividends. Thus
they represznt the imposition of an iamplicit tax on capital gains
by forcing lock-in of funds for three years at a low yields. The
extent of such tax depends on the rate of return on the alterna—-
tive aséet that could have been bought {f funds were not locked
up. Thus, these bonds are more beneficial if the motive for sale
of a capital asset is consumption rather thap investment in a

highiy profitable venture.

Regarding assets which enjoy capital gains benefits under
section 48(b}, three assets in our sample, the Indira and Kisan
Vikas Patras and equity sharec held for more than 12 wonths fall
into this category. The latter enjoy limited dividend exemption
upto Rs 10,000 in AY 85-89 and Rs 7000 in AY 87-88 under section
801 as well. Rates of return for these assets are given in Tables

7 and 8. As can be seen, thess provisions result in partial tax



concessicing with a figeal privilege index of about 50, In fact
for purchases of less than Rs 10,000, the Indira Vikas Patras i

s
wealith tax. The same is trus of

capital palns upto Rs 10,000 and dvidends upto Res 7.9G0 for long-

Gus, upro oo vimie oof Es 10,000 of capital gain,

vield cremptlian {restmaent results f{or these and orther assets

PRI S - ¥ RN T SR o P i
viclding ooly dividends apd caplial gains.

{iv}. Other zsucts in the sauple

Fuue olher guantitatively assessed assets rvemain in the
sampie, decaiis of which arc iv Tables 7, 8 and 9. Of these, com—
pany f{ixed depogits and -social security certificates enjoy noc tax
benefits. Short-term equity holidings enijoy dividend exemption un—
der section 80L but no benefits on capital gain. The former two
assets do not bhenefit from figcal coaceesions at all (Index of
Fiscal Privilege zer:) while short—term equity receives treatment

less favourable than egpenditure tax treatwent, since only the

dividend component qualifies {nr vield exemption.

The National Savings Scheme is in a special class, being
the only asset in the sample {and one of two ass=:ts in the
population) entitled to netting treatment. Since the pre-tax in-
terest rate ls a low [1% per ancum (9% in AY 87-88) this asset is
mainly attractive to those wha erpect to be in low tax brackets at
the time of dissaving and are curreatly In high tax brackets. As
Table 9 shows, thisz asset has the highest yield in the saaple If
held fér the minimum lock-in period of three years f{or these in
the 407 or 50% Income tax brackets at the time of purchase. The
conment oun arbitrage possibilities made above in conuection with
National Savings Certificates applies with greater force here.
Furrhermore, the asset being, high light, of the immediate deduc-
tion tvpe, given that most purchasers will be those who enpect to
be {n lower tax brackets at the time of dissaving, clearly
goes far beyond expenditure tax treatment with its fiscal conces-
sions. The progressivity implicaticns are especlally adverse

given that the newly introduced section 80CCA (which governs this

18
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TABLE 7

Rates of *utuvn for Selected Other Assets
(A= sement Year 1987-88)

LS
Live
holding
perlon
{wonths)

Actual “Marginal

(A}, oo

Cnc e ¢ 29
gglon (N},
ve (1)

. e A e e @ s

incowe tax rate (4)

3077740 50

Short term equity holdings A 17,80 15,85 19.46  14.68 13,90
N V7,80 13.85 12.46 10,68 8,90
I Unde-~ 56.18 56.18 56.18 56. 18

. fined .
Equity Shares Lligible for lé A 17,146 16.506 16.30 16,10 15.8¢
Long Tera Capital Gain ’ N 17.10 13.1¢ 12.20 1G.60 8.9C
Treo tment 1 Unde- R5.00 383.h07 84.62 84.1%

fined

Company Fixed Leposits i2 A 15586 .67 10,89 9,34 1,78
N 15,55 11.67 10.89 9,34 7.78
tide- 0,00 G.0G 0.00 0.00

fined
Indira Vikas Patra 60 A 14.5 13.7 13.5 13.0 120
N 6.9 11.8 1.2 9.9 5.4
i Unde- 61.2¢ 62.16 62,40 63.08

¥ ined
Post Ulfice 10 Year Sacial 120 A tl.ed 8.7 8.12 6.97 5. KL
Scourliy Cereificates H Piotl B.1e 8.12 6.97 5.6
{ Unde= .00 Q.40 0.00 DN Y]

fincd

N e e 8 —— Y kit e o 8 AR S o

Additional benefit L case of company Yixed deposits whea purchased fron
tavestment brekers pogsible by way of rebuied commission,

2. Post office 19 year gucisi security certlficales are not licted as yield
exenpt i+ the latest Bacional Savings Drgenisation Brochere. They are
treated as yield exempt {n Das-Gupta (1987) and 2leo Patwardhon (1948).
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TABLE 8

Rates of Keturn for Selected Other Assets

Npue of assel

3T, tec

No.

Liee

hera sy

1. Short tern equity holdlugs

2. Equity Shares blipibie for 12
Long Terw Capital Caln
Treatment

i}

Indira Vikas Pstia D

4. Compuny Fixed Deposits 12

5. Kisan Yikas Patra b

6. Pust Office 10 Year Sociasl
Secuvity Tertitivates

Note: For notes see previcus teble.

A tual

{A), nu

ronece

(Maseummmnt Year 1988-89)

e Lax zate (4)

Marginat o«

gnion (N},

IFd (1

[l

=

—~

¥
V7. 80 5. BY kA 0K &£31.%
179,80 1245 12,46 10.¢68 8.9

N

S56.18 4h.08

Uraie~ 5618
fianed

56, 14

17.80 17,02 TEOBG 16,5 16,24 Inceense

17.8G 45045 12.46  10.648 £.90
indem 8247 Rz.67 K747 82.47

fined

14.9 13.7 i35 t3 6 i2.5 Same
16.4 1i.86 1.2 4.4 £.4
Unde- 61.29 hI.lh 62.00 63.0R

T4, 4Y 10,87 i0.14 8.69 7.3% Becreasne
14,49 PoLM? 1. 14 £.6% .33
Umdpe~ G, 00 4,06 . DO G.00

11,63 i.l.38 HPAPR S T W 4 11.4% -
13.4% 16,93 JRVER 5,92 o653
Unde- 61,40 tl.52 6l.08 b2 82

f hied

A il.61 8.70 &.12 6.97 5.8 Saze
N 1i.61 B.70 2012 €.97 5. 81
I Unde~ G, OB .00 0. H0 Q.50

fined



TABLE ¢

Rates of Return to Maticeal Saving Schome

e rate of Line »F pyrelaen (73

Mavaloal Tocose

Case Fkffec-  Actusl

tive (A}, po L .
nolding SR YT o iy 33 3 LQ IR
peviod snion ()0
{moarhsl jRP (3
{4} Agsessment Y¥nar 19H7-8%
: 16 A .60 13.56 15,57 17.42 9.9/
N g, QU 6.75 6.30 5.40 4. 50
. . “ - b4 oy 11 A 7
1 d e Y20, 44 L 324,81 1313.39 343 .78

fined

N 12.96 10,66 LL.23 1L.37
5.75 ’ 5. 20 5.49 4. 50
3202, 44 139. 24 161.%4 52.67

pod

Lan G~ Ay
=
-

(B} Assesswent Year 1988-89
39.85

5.5)
624,535

i
6.
8

L ~Noun
. s

(W B N ER )
e D e

36 A 1L.00 22.17

i 11.00 8.2
Unde— 6H.18 52
fined

A

-
i

O o
[ W e I

26

U
>

b
B

S

I 36 A WA 22.17 13.58 16.58 - 17.95
N N.A 8.25 7000 6.60 5. 50
i N.A 506.18 173,18 232.95 226.55
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Notes: 1. Tax treatment {8 equivalent to yield exeaption if tax brackets
at the time of purchase and sale are identical.
2. Case 1 : Zero tax tracket at the time of sale.
Case JT : Tax bracket at ths time of sale one lower
than at the time of purchase.
J. For no councession returns, it {s :asswned that the higher
tax bracket applies till the day previous to the date of sale.
4, IFP : Index for Fiscal Privilege.

\
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asget) provides an additional Rs 306,000 of de facto 100X immediate
deduction (for some individuals) over and above deductions avail-

able in other seciions of the Incomg Tax Act.

Of the assets uut quantitatively assessed, privale sector
convertable debenturces and comiercial bank and Unit Trust mutual
funds deserve to be noted. Convertible debentures, while risky,
have very high average yields given the normally wide difference
between rhe craverslon cate for debentures into equity and the
warket price of equity shares. ¥or example, Reliance Series "G~
debentures are est:mated to have 2z potecutial return (for a one-

year holding perifod; in excess of 2002%.

Public sector close-ended mutual funds, being entitled to
the same immediate deduction benefits s new equity issues and
yield exemption upto Ra 10,000, are likely to be high-yielding as-
sets without the high risks usually associzted with equity invest-
ment. For example, the Unit Trust of India s Mastershares
declared a 13% dividend in July 1988 and bhad a net asset value
(computed by the Unit Trust) which jmplied an annual rate of capi-
tal gain of about 197%7. Mutual funds clcarly result in additional
tax favour to upper income brackets while convertible debentures

are more egalitarian.

5. The Pattern cf Fiscsl Favour and Distortiomary
Consequences cf Tax Provisioas

(1) Fiscal privilege

A consequence of the diverse pottern of fiscal concessidns
for different assets Is 3 widely varying pattern of fiscal
privilege hoth across assets and across tax brackets or concession
slabs for the same asset. Table 10 provides details of fiscal
privilege for assets in the sample, raunked according to the max-
imum value taken on by the Index of Fiscal Privilege during AY
1986-89. The table shows that of a total of 26 assets or groups
of assets, 9 assets (34.6% of the sample) have Index values at

maximum in excess of {090 which 18 the benchmark non-distortionary
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TABLY 10

Rankys of Assets by Index of Filscal Priviiepe Alter income Taxes

Wank Short name Sf astoet
. e
Miy
i, Nptlonal Having Schene

19,
L1,
il.
it.

16,
l&.

16.
16.
16.
21.
22,
23.
25.

29,

National 3Saving Certtficare VI lumue

Matloual Saving Cercifleate VIT Tasue
LIC 20 Year Money Back Folicvy

Unit Linked Insurance Fian (10 Year)

LIC 20 Year Endowaent Policy
19 Year Public Provident Fuad
Zilglihle New Tquity lssues

20 Yesr fontribytory Frovident vand
Post Offfce Reourrlng Deporits
Fost Dfflce Time Lepusicts

Tax Pxewpt Hoods of Publin Seviat
Post Oflice Zavings Bank dccuaitn
Pont UEfice Moathly lacrme Scheme
[ntevest Deduc tabla Bonds of Public
Sector Units

Jufra, 1%64 (Cousol)

7% Capltal investuent BSondu

Comgercial Bank Savings Deposite

Loy, Verw Eguity Shares

Indira Vikas Patra

Kisan Vikas Fatrs
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vaiue. A further 6 assets (23.1%) have Index values at maximum
below 100. Of the vemaining assets a further 4 (15.4%Z) have Index
values at einimum egual to zero. Thus, only 19.2% of assets in
the sampla have rates of return that are everywheve undistorted by
facome taxes. More revealing is the fact that the top 8 assets in
terms of the Yandex avre public sector saving insﬁruments whiie 3 of
the bottom 6 assets, with au Index of Fiscal Privilege everywhere

below 100, are from the private sectcr.

Comparing AY 1988-3% with AY 1987-88, the one striking
change is the sharp increase in the already high index value for
the National Savings Scheme. This is due to the increase in de-
ductibility from 50% to 100%Z for this asset. No other asset has
an improved rank.

Finally, one unexpected finding i{s the marginal decrease
in fiscal privilege at maximum for long-term equity. The change
reflects the shortening of the micimum eligibility period - from
one year to three years - for long-term treatment and occurs due
to the lower assuwed rate of capital gain as compared to
dividends. For a three-year period (as in AY 87-88), lenient
capital pains taxation has less relative importance in such a case
than dividend taxatiov {a comparison with a one-year perfod (as in
AY 88-89). Therc would be no difference in the case of egual

rates of dividend aud capital gain.

{(11) Consequences for the term structure of rates of

return

The impact of tax treatmeat for the term structure of
rates of return can be studied by examining rank correlations of
after-tax rates of return and holding peviods. Spearman correla-
tion coefficients are given for this in the first three rows of
Table 11. Ranke of pre-tax rates of return snd rates of return in
the 530% tax bracket are alsc plotted versus holding period ranks
in Figures 1 and 2. The most lmportant couclusions whichk can be

drawn are the fcllowing.
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i Figure 1 wau v fiib\. row 9f Table 11 show that ad-
ministered intetest rai have little correlation with
holding periods. The wl t‘n;;- tion has improved amarginally

from AY 198788 to AY 1988-%9 as o vesult of recent

changes lp sone iaterost ratew.

tgtertiopury inccme ta

o lmnrove the cgrrelation between p
&

[N
.

j3t)
B

’

Given pre-existing distostiosas
concegs Lons ot 5L

c
J

3

tax interest rutes and holding periods as is reveal
the second and thicd rows of Table 3}, doweves, as shown
in figere 2, vask reversals stili wake place even in the
& tax bracket. UOuece again, the situation in AY 88-89 is
marg inaily betior than In AY R7-88,

208
3
M

The finaiog regarding the pre-tax tern structure, though

0t the relatvive impreovencnts i{n the terw struciure at higher tax
brackety, mist de treated with csution due to limitations of the
financisl rates cof return used. The most important limitations

are the following.

i. Certain assets, Tijke units and provident funds, can be
ased as security for loans at iuterest rates lower than
bank lending rates. This has the effect of ralsing the
implicit rate of return due to lower liquidity losses.
This would be true even for risk-neutrsi investors with
uncertain future consumption demands.

it. At least one pair of assets in the sample, the Indira and
Kisan Yikas Patras, have rates of return which are made to
differ deliberately by varying the holding period. The
shorter duration asset, the Indira Vikas Patra, is a
bearer bond with attendant risk of theft, loss or mutila-

tion, while the Kisan Vikas Fatra is not.

However, against this, several pieces of evidence can be
cited to show that deliberate distortioens exist {n rates of

raturn. A few examples will suffice.

i. Compercial bank fixed deposits have had their rate struc-
ture made flat above a two~year period in the current
assessment year.

ii. The National Savings Certificates VII Issue, a 6-year bond
with 6-monthly interest and limited facilities for use as
loan collateral, has a lower pre-tax interest rate than
the newly introduced post office Monthly Income Scheme
which is also a 6-year bond.

iii. L1C 20-year money back policies are more liquid than LIC
20~year endowment policies since the faormer pays back por
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TABIR il

Selected Spearman Rank Correlation Coefficlents

517 Name of first " ""Rame of second  Spearman Rank Gorrelat="
No. varlable varfable fon Coefiicient (%)
Ay [987-88 "AY 1988-3%

1. Effective holding period Pre tax rate of retura 15 5

2. Effective holding period Rate of return for 25% 39 45

' incouwe tax bracket

3. Effective holding perlod Rate of return for 507 52 55
Incoae tax bracket

4. Pre tax rate of return Rate of return for 25% 82 78
{ncome tax bracket

5. Pre tax rate of return Rate of return for 507% 63 61

- incone tax bracket

6. Rate of return for 25% Rate of returu for 50% 93 g6

income tax bracket income tax bracket

St A 7o ] D D B e ke i A A D el e eV S i M s et Al A M b il A A Bt Al W A e O e A A A A A i A G i

Notes: 1. Tied ranks assigned mid polat value.

2. For assets with the same return, the asgsat with the
longer holdiag period is ranked below the asset with
the shorter holding pericd.
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tions of the endownent sum every 5 years. However money
back policies have the higher rate of rerurn.

iv. Post office savings bank accounts offer higher interest
and better tax benefits thsa comrercial bank saviangs ac—
Ccoianlis.

Thus, degpite the limitations inhercot in using unadjusrted
financial rates of return, it is safe to conclude that the Lem
structure of returns is arbLftrary and without a carefully thought
out rationale. To the extent that vost of the assets in the
sanple are successful, significaut informational Imperfections In
Indian asset markets, even in the ovganised seguent examined here,

can be inferred.
(ii) Distorticns in asset ranks acrous tax brackets

Finally, the dictertionary potential ~ and impact - of the
complicated savings incentives in the lucome-tax Act are revealed
by an examination of rank correlstions of assets across tax brack-
ets. These are given in che last three rows of table 11 and in
Figure 3. Given correlations as low as 61% and the rank reversals
evident in Figure 3, income tax concessions &re seen to have sig-
nificant distortionary potential. While the most serious distor-

tions are created by capital gains taxarion6

titls floding takes
on significance in view of the fant that tax concessions have
been extended to a wider group cf assets in AY B88-89 with the pos-

sibility of further widening over the next few years.

The main conclusion of this anslysis must be that current
rateg of return, which are wostly administered, and current tax
incentives lead to a pattern of asset ylelds with no clear

rationale.

6. Revenue Impact of Tax Coocesgions

Two criteria are used for analvsing the revenue impact of
tax concessions in the absance of quantitative information on the

agpregate value of tarx concessions. The first is the minimum



governaent discount rate necessary to¢ make the overall budgetary
impact of the asset nou-negatlve. The second is che annual tax

sacrifice, ir rupecs, per Re 100 of the agsets.

The einimem governuent _discount rate is a suitable
eriterion for evaluating goverument or public secter boads. The

figure itseli 1s simply the after~tax rate of return on the asset,

This may he understood as follows. Since the rate of retarn on a
public sector asset Is iLhe return given hy rthe government to the

asset holder, 1t represepts the annmual cost to the governmeut of
these borrowed funds, taking into account both direct interest and
amortisation costs and the indirect cosis of tax concessions {that
ic, the entlre budgetary dmpact over the life of the asset).
Clearly i this cost exceeds the govegnment”s financial discount
rate, this makee the asset a money losing preopesition for the
government. If the {inancizl discuent rate 1s close to the sccial
discount rate, the asset wiil alsc cause an intertemporal soclal
welfare loss (since social welfare judgements are reflected in the
social discount rate). To the extent that the soclal discount
rate exceeds the financial discount rate, some loss-making assets
will stil) be socially worthwhile. However, this is unlikely to
be the case for the most high-yielding assets, especially since
only persons in upper tax brackets can benefit from the high
rates. Assuming a discount rate about equal to the nominal trend
growth the rate of GDP (say about 12%), the top 10 public sector
assets in Table 12 as well as the Natfonal Savinge Scheme would
appear to be loss makers. Thus, any savings euncouraged by these
assets is at too high a cost to the government and rerhaps

society.

For private. sector assets, an approupriate yardstick is the
annual tax sacrifice (the difference between actual after—-tax
rates c¢f returu and rates oé return in the absence of tax
concessions). It is a moot point as tu whether the level of
sacrifice revealed 1n the table te encourage savings made avail-
able to the private sector is justified, especially in view of the

high and growing level of public borrowihg and interest payuents
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TABLE 12

Revenue lapact of Tar Concoesgions for the WL Tax bBracket : Selected Assets

AR R LI YR ST e
nunt tate (i) nypr wireg
187 58 PUNF-ER
{007 28A47 T T

1. XNatlounal Savings Cernificates VLo (ss 2.8 PG5 18.G7

2. Natiomal Saviags Cartiticates VI Tusue 30 .8 6.0

3. LTC 20 Year Monoy Back Foljoiey 29082 Nols 12 4%

4. YNew Equity Share Tssuc: - - - 14,0759

S0 10 Year Unit Linxed Iosarisce Poan 2.z LAY VA | 1020

6. 1% Year Pudblic Provident Fumd 194 C 39,00 4o

7. 20 Year Coatribytary Frovident dund gy {39 0.0 it

. Loy Tera £quity Sharey - . - 6, Wy t. 9

G0 L0 20 Year Cadowment Poilcies té. 34 V. 38” [FRRIE 5.7 0noou

i anert Torw Jqulry Ghares - - - .60 4,

1. Post Office Hoatily fncone - 13, o8 . -

1a. Tags vedact.ble Public sector % 14 4y P42 & (3. 045

i, dudirs Vikas Parrea 1. VAN 4,400 G409

ThL Pant Uftice Recurring beposits (3 yeav) 11,99 PiL b 5.7

L. Pant GLtice e Deposats (Y Year) 1.4 AN T4 SR

PhXKisan Vikas Patlra ~ Pl.2R 1.63

1i. buits, 1954 IS ] A 3.62

A, Natiouasl Savinygs Schene RN Lot 5.5

V3. Ponst ftice Tlae Depoasits (3 ; E RO 5.39
Comaevy tal Bank Fixed Deposite - 1034 T

DV Post Citice Tige Depositys (2 Yvar) Piids R

2. Pont Cliice Time Doposits (1 Year) 3.7 4,8

3, Couneectal Bank Fixed Gepuslts {1 Year) .3 4. Gk

24, Tax Exempt donds of Publie Soector ERNAY] 4. 89

Undertakingy

JS. Lowsere il dank sed Deposlits (18] - G2 - - doil ~
20, Conpany Fixed Depouoity - - - H ] 0.46G9 G2
27. 7% Lapital lavesiaent I 000 1050 1o

2B, Pust Dffice Savings ba Avecunty 3.0 .05 2.75 2Py

29. Cowdercial bank Saviags Azuouatu 3. 06 .Ul B 2.5%

i. National Saving Scheae discontiaucd when 19.97 39.8% 19.88 15.47 34.35 14
purcharer iz is G tax bhrackel

1I. National Saving Scheme disconttnued when 11.77 17.96 &.%9 6.87 12.4% 5.59
purchager {s in 40X tar bracket

hotesy d. Tax sacriflce takes place for Couwpany Fleed Depuelis of Housing Floance Companivs.
2. Nat{unsl Saving Schemiz at Row (18} is wheu tdax bracket on purchase

and sale are {dentical.
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on public debt. That only the persoual income tax 1s being

studied here should alsn he recalled.

The case of commercial baok deposits is a hybrid one. For
the portion of comaercial bank deposits available to the govern-
ment, the minimgm rate of discount criterjon 1s relevant (this
should be higher than given {f the rote of interest charged from
the government exceeds thai pzid to borroweys). For the portion
not going teo the pgoverpmsni, the tax sacrifice criterion is ap-

propriate.

In assessing the {mpact of tex concesslons oo deficits and
governnent debt, thret specific polnts are particularly nctewor-
thy.

i. The absolute increase in the ann;al interest rate on the
national debt per 1% increase in the national debt is equal to 1%
of the differential between the interest rate on new debt and that
on the existing debt’. Thus, for example, given an assumed cur-
rent interest rate of even 15% on the debt, a 1% increase in debt
through the sale of HNational Saving Certificates, VI Issue, to
persons in the 50% income tax bracket railses the annual interest

rate to 15.18% or by 1.2Z. There is thus a significant impact on

the interest burder of ithe debt.

it. To the extent that interest rates offered by the govern-
ment exceed borrowing rates - two examples of this were given in
section 4 - savings incentives need not result in any net {ncrease
in savings since profitable arbitrage may be used simply to in-
crease current consumption. What i{s worse, little or no addition
to net resources with the government may result. An example will
clarify this. Yo AY B7-88, National Saving Certificates, VI
Issue, had a post-tax return of 34.25% for persons in the 50% tax
bracket. Furthermore, they could be used as collateral for com-
mercial bank loans at an interest rate of about 18% with banks ad-
vancing upto 70% of the purchase price of the bond. Thus a Rs

1000 bond could be purchased with an out-of-pocket expense df Rs
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500 {the remaining 500 being tax saviw:} and then be used to zet a
bank loan of Rs 700 resulting in a clear gain of Rs 204, after
meeting bank intergst obligations the individual would also
receive Reg 122 back frum the bank in the sixthk vear. The reduc-
tion in bank loanable funds would be reflected either ia reduced
accommodation of the goverament or i reduced bank finance to the
private sector. If 5G¥ of the Ry 700 is the extent of decrease in
government accommodation, the net cash receiost to the government
would be Rs 150 (Rs 1000 less the Rs 500 tax gebate less Rs 350 in
bank loans). The cost of this loarn of Rs 150 to the goverament,
given further taex relief and interest cbligpations, would be in

excess of 70% per anaua.

The case with employee or contributory provident funds is
even worse since cheap leans agaianst a high fraction of fund
balances are given tc membere. For saving certificates financed
out of provident fund loans the govermment has a net funds outflow

even in the first year.

The two points discussed above and the general aﬁalysis
preceding them make it clear that the budgetary impact of at least
some public saving instrumcnts is almost surely adverse. 1In fact,
for such instruments, lowerlny the effective yields would in all
probability fmprove resource generation. It is unfortunate that
no detailed data are avaiiable te make feasible a quantitative

asgsessment of the magnltude of the resource ilmpact.

7. Private Saving and Private Investment

(1) Impact on private saving

Once again, in the absence of adeguate data only two

qualitative observations on incentive effects are made.

First, the examples of arbirrage in the preceding
paragraphs make it clear that the impact of arbitraged purchases

on the purchaser s to endow her with a rnew intertemporal budget
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line everywhere outside the Initial budget iine. An increased
slepe, dmplylog less attractive current cossumption, wiil also
result. This change can be decomposed into {i) a parallel outward
shift of the budget line snd {{1) a rotation with the current com -
sumption axis as the focus. The parallel shitt will clearly
result ir lncreased current consumption {if current covsumption is
a normal goed)}. The rotatio will alsc have 2 positive income of-
fect on current consumption but a negative substitution effect so
that the total effect is uncertsain. However, the coabiaed cffect
!s clearly a greater blas cowards current consumption than without
arbitrage possibilities. Since, fa the agpregate, an i{ncrease in
current consumption wust ®ean a decrcase in national saving and
since govermment saving iu India is currently negative, a decrease
{n private saving is the most likely outcome for arbitraged trans—

actfious. -

Secondly, the well known point that increased saving‘ in
public seving instruments may simplv reflect a portfolio readjust-
ment and not & net Iincrease in private saving, needs to be

reiterated.
(i1) Implications for crowding out of private investment

In a regime in which interest rates are largely ad-
ministered, the pre-emption of investible funds by the public sec-
tor 1s the main consideration in analysing crowding out. Atten-
tion in this section is restricted to such pre-emption. Two ways
in which the range of public secteor ascets analysed crowd out
private investwent can be identified, one obvious and the other

less so.

First, the direct wopping up of household saving either
because of forced saving in assets such as provident funds or be-
cause of high rates of return on govermmeat bonds is the obvious
and arguably most important rethod of pre-empting household
saving. It should be noted that household saving mopped up by the

government has implications net only for funds available for
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private fnvestment frowm the organised sector but alse for informal

rredit and the cost of {nfsvaal credit.

A second wav ol vre—empting investible funds is when asset
reouras are bigh snpougb o iead to eddailtioral consumption {(as witch
the assots discussed in connectien with arbitcape opportunities).
Tn such casas, aver 1Y the povernment does nov wotilise any addi-

1,

icnar resources, there will be a shrivcage in the pool of avall-

[l

able resources feor privars seclor iunvesiusut.

A thivd, velated K factor [s vhen bhanks lend tc housebhoids
zgainst the security of government bhonds. 7To the extent that such
loans are for consumption and to the extent that the government
has priority in borrowing from natiocnelisad hanke, crowding out

results.

In sum, while the magnitude of the effect of goverument
debt instruments on private saving snd investment is not es-
timated, some observations have been wide which indicsve that, at

least for some debr instrunents, the effect mav be adverse.

8. Folicy Suggestioes and Conclusions

{1} Policy suggesrions

The purpose of saving incentives, as also the array of
government bonds, is presumably to prouncte saving and make current
regources available for current povermment expenditure, provided

such resources do not entail excesszive future repayment costs.

If this is so, then an almost irresistible conclusion is
that the return to the moet lucrative govermment bonds from the
saver’s point of view should be scaled dowm. Since such bonds
consist entirely of bouds which enjoy immediate deduction treat-
ment along with the National Saving Scheme, it is clear that im-

mediate deduction benefits should be cuibed.



This canp ve doune in varlous ways. 1f the government
wishes’tb retain provisions conferriag immediate tax relief when
savings are made, thsn ! can switch to a system of tax credits
instead of immediate deduction. This will ensure that any fiscal
favour is uniform across tax brackets (up to the amount of taxes
paid) and will also make saving 1locentives progressive. This
suggestion Is, of course, an old one in the public finance litera-

ture.

Two second best measures which could be implenented in
lieu of tax credits are, to lower - -the extent of immediate deduc-
tion to taxpayers_ in upper tax brackets cr to increase the lock in
‘period for government bonds entitled to immediate deduction for
these tax brackets. 1t may be recalled from section 4 that im-
mediate deduction at the rate r/(l+r) is equivalent to yleld ex-
emption for a one-period bond - provided no other tax benefits are
permitted. Since natlonal saving cextificates have an annualised
interest rate of 11.3%, and have a holding period of 6 years, im-
mediate deduction of 54% for the 50% tax bracket provides yield
exemption equlvalence - provided other concessions are removed.
Alternativély, as mentlioned in section 4, lengthening the holding
period reduces the value of immediate deduction benefits whether
alone or as part of a netting scheme. For example, an effective
return of about 20X would result for a saver in the 50% tax
bracket who 18 not taxable when dissaving and who saves in the Na-
tional Saving Schewe, provided its holding periocd is lengthened to
9 years. A similar result will obtain if the holding period for
National Saving Certificates is increased to 10 years for persons
in the 50% tax bracket. Whichever method of amending asset
characteristics or tax laws is chosen, 1t is clearly the case that
a careful examination of secticns 80C and 80CCA of the Income—tax
Act and algo characteristics of assets entitled to concessions un-

der these sections, is called for.
{11) Conclusiouns

An examlnation of current financial savings incentives and
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capital gains concessions under the Income-tax Act In conjunction
with & sample of about thiviy government and private sector finan-
cial {nstrumerts has berr carried <ut. The examination has
revezled a4 structure of asser returns with po apparvent overall
raticnale. Amonyg the more disturbing specific findings are the

following.

il Relatively greater {avour is accorded to upper bracket
taspayers - and, of course, none to non taxpayers — which
erodes the progresusivicy of the tax system.

}os
e

. Relatively greater favour is accorded to government bonds
as compared to privats sector assets.

tid. Excessively high after-tar returns to soue sssets for up-
per bracket taxpzvurs lead to the possibility that savings
may actually he disciuraged in these cases.

iv. Some government bonds lead to adverse long-run government
budget implications while others may not yield additional
resources even in the short run. Such bonds have adverse
implications for the effective interest rate on government
debt.
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1.

ROTEES

A detailed expositinn ¢f ihe wetncdelsgy ls olven in a tech-
nical appendix to the earlicr srudy {Bag Supta, 1327), whish
also contains calculaticns of the of . »ef Uf wealth taxes and
gift taxes in additicn io income taxeg. These cosputations
are not repovrtea here to save space siyne conclusions are
qualitatively unafizcrea. ‘

This dces not preclinde vepeated purchases aod sales If rthe
investor elects o wske use of 2¢ treatment accorded to
short-term egquity. Thux there Lo no incoasistency from the
point of vilew of tux analysis.

Thus, for example, providear f[unds for porsons nearing
retirement wilt yleld wuzh higher besefits (up te 331% for
contributory provideat funds in +he last year before
retirement) than for persons starting out in their career.
Figures given are for & twentv-year holding pericd which is
near ihe middle of the range ¢f possibilitiss.

Bandoupadhyay and Dsepupta (19%38) suggest that the opposite
may in £act be the csse and reconmmend removal of such conces~
sions.

See Bandoupadhyay ard Dassupnta (1988) for furtber detatils.

If 1 and d1 are reaspectively existing and incremental inter-
est payments and N and 4N nare the corresponding flgures for
the national debt then the interest rate increase 1is
(T4+dI)/{N+dN) ~ (I/N). This equals {[c¢u/(N+c¥)] x {S-r),
where § = dI/dX 15 the intevest rate oa ncw debt and r=I/XN is
that on existing dabt.
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