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FOREWORD

THE importance of the study of Public Finance is well
known, but adequate steps to make that study easy and popu-
lar are not taken in most countries. In countries with a
democratic form of government, the control of the public
purse is vested in the hands of the representatives of the people.
This enables a growing number of persons in such a country
to acquire an intelligent grasp of the financial arrangements
and problems of the country. There is, in spite of this, a
general impression that problems of public finance are things
of mystery and controversy which the layman dreads to
think of. The only way to remove this wrong impression is
to provide the lay pubhc with simple and easily accessible
literature on the sub]ect' which would crea,te both a correct
understanding of it and’ develop an’ mtelhgent; mterest in the
same. Xor this purpose, there should be a mmple ang J.umd
exposition both of principles and facts devoid of techm%a.htles
and controversies.

Professor K. K. Sharma has, in this book, made a worthy
attempt in this direction. He has covered a wide field iga
comparatively brief space. He has aimed at a treatment.of
the subject which will be found useful both to the studeg!‘v‘a,nd
the general reader, who is seeking an intreduction to- the study
of public finance with special reference to the blems of
this country. In view of the growing importance ‘of educating
the public in India, regarding the way in which they are taxed,
and the way in which the money so raised by the State is
spent, it is to be expected that works of this kind will make a
wide appeal.

Sohool of Economics and Sociology, 0. N. VAKIL,
University of Bombay. '






CHAPTER 1

Introductory

THE subject-matter of public finance may be said to be
concerned with the manner in which public authorities obtain
their income and spend it. In other words, it deals with the
income and expenditure of public authorities, and with the
manner in which the one is adjusted to the other. The term
¢ public authorities >’ mainly implies Central or Federal
Governments and Provincial or State Governments; but it
also includes local authorities such as municipalities, district
boards and councils. They differ widely among themselves
with regard to the magnitude of the areas, the range of their
functions, the objects of their expenditure, the sources of pheir
income, and their financial relations with other public autho-
rities, subordinate or superior to themselves. In a b‘&oad
survey of the subject, however, these differences are of second-
ary importance.

The word “fi ’ relates to money matters and their
management, ﬁ] ¢_expenditure, i ts” Tnodern sense,
unphes the existence of a money economy. In modern times,
the income and expenditure of public authorities consist
mostly of money rccelpts and money disbursements.

The main divisions in public finance are:—(1) public
income, which deals with the manner in which public autho-
rities find money for meeting their expenditure; (2) public
expenditure, which has to be incurred by publie authorities
to discharge their functions and duties; (3) -public debts,

- becanse if revenue is insufficient to meet expenditure, borrow-
ing is resorted to in order to make both ends meet; and
(4) financial administration. The last branch has assumed
great importance since the War and it includes the framing
of budgets, audit and the financial work of the legislature.
The right of controlling expenditure and voting supplies is
different in different administrations, but the methods pursued
are largely responsible for the efficient or inefficient working
of the finances of a country. The legislature must keep an
eye over the executive in order to avoid waste and inefficiency.

PuBLIC AND PRIVATE FINANCE

It isj useful and instructive to compare private with public
finance. It is & on tendency to bring to the study of
public finance Me attitude of mind which one brinse-
to bear upon private finance; but it is a mistake to as+<S®
an exact parallelism between the two. i, some e-- bh
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are almost fundamental distinetions in their respective nature
and purpose.

One obvious dlstmchon between private and public
finance centres on the relationship to income. The amount
that can ordinarily be spent by an individual or a company
is limited by the extent of the income available, but govern-
ments and local authorities do not rigidly observe this limi-
tation. They decide first what they wish to spend and then
proceed to obtain the necessary amount of money. In other
words, while an individual adjusts his expenditure to his
income, a public authority regards its expenditure as the
deciding factor and adjusts its income in response to it. This
broad statement is, however, subject to qualifications. To a
certain extent an individual adjusts his income to his expendi-
ture for as his responsibilities increase, he will try his best to
find new sources to meet them; while similarly, schemes of public
expenditure cannot be devised without bearing in mind the
capacity of the taxpayers, and consequently in bad times,
when its income falls off, a public authority may practise
retrenchment as has been done in recent years in different
countries. To that extent, therefore, it is not correct to
say that the expenditure determines the revenue in the case of
public authorities and not wice versa.

Public expenditure should also be differentiated from
private expenditure in the motive foree behind it. Apart
from purely personal expenditure, an individual tries to secure
a surplus of revenue over expenditure and this anticipated
surplus determines whether a particular outlay shall be made.
Public departments are not generally inspired by this motive
excepting the commercial departments like the post-office,
which are intended to be financially self-supporting and possibly
profit-making also.

Another difference springs from the liability of publie
bodies to be influenced by powerful sectional interests in the
manner of spending their income. The defence departments
may be pressing for expenditure on armaments and air forces
in excess of the proposed allowances. This has been the case

in all advanced countries of the world since the Great War.

The investment character of some public expenditure is
also responsible for the difference between private and public

finance. Some forms of outlay are very essential from the
standpoint of the community as a whole ; but private persons
cannot be expected to undertake them, because they cannot give
any monetary return for generations to come, Afforestation
is a case in point. Such schemes must be financed by the
“*ate, because they cannot be expected to yield a revenue for
ation or more,
“stinctiou between the two kinds of finance resolves
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There has been a tendency on the part of the ruling races.
for conferring an increasing measure of control over their
internal and foreign affairs to what formerly were, and to a.
great extent are, still subject nations. These changes have
necessitated the gradual transfer of financial control also along
with the development of democratic institutions with or without.
certain safeguards. Indirectly but in important respects, the
financial aspects of these constitutional changes conferring as
they do an increasing measure of financial control to the legis-
lature form a part of the study of public finance.

The ,increase in public expenditure in recent ycars has.
coincided with a marked set-back to industrial prosperity.
The question is whether the growth of national and local
spending has caused the present depression or both of them
are due to, and symptoms of, a deeper cause. There are some
people who hold that money left in the pockets of the private:
owners is nsed to greater advantage than if it has to pass.
through the public purse. They consider, therefore, that
only a ruthless limitation of the spending departments can
restore the economic situation. On the other hand, there are
others who deny the growth of public expenditure as a
cause of our ecconomic difficulties, though they admit that
exceptional times have entailed a very large increase in certain
types of expenditure.

Questions like these are too wide to be answered in a few
words and the problems to which they give rise form an
important part of the study of public finance. The common
notion that all taxation is & burden should be treated with
reserve. Up to a certain point the benefit of the revenue and
expenditure to the community is greater than the loss to its
taxpayers. The taxes become burdensome only when that
point has been reached. The weight of taxation may be so
mal-adjusted in some cases that it may fall with undue severity
on the producing classes and consequently, it may have very
unfavourable repercussions on production. Thus in a dis-
cussion of such questions, it is necessary to know the character
and composition of the public expenditure and of the nature
and methods of the tax system employed. Taxation, there-
fore, to be seen in its proper perspective, shonld be examined
from all these standpoints, and its effects should be judged
over a long period of time in order to strike out a fair balance
between the total amount of taxation and the national income as.
a whole, and also as between the different types of expenditure..

RELATION OF PuBLIC FINANCE WITH ECONOMICS
AND STATISTICS

It cannot be too strongly emphasised that public finance
is a part of the Economic Science. The subject of pql;lic
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finance presumes a knowledge of other branches of economic
science, specially of the theory of money, credit and banking.
As Bagtable observes, ‘‘an acquaintance with economic
science is, it may be said, an indispensable part of the equip-
ment of the student of finance”.! To take an instance on
the point, it may be observed that a knowledge of the laws
governing value under competitive and monopolistic condi-
tions is indispensable for a clear comprehension of the inci-
dence and effects of taxation on production and distribution.
In a study of public debts with particular reference to the
modes of their redemption, a sound knowledge of money,
banking, ete., is indispensable. It is thus clear that a study
of public finance pre-supposes a knowledge of economic
science.

The science of public finance has also an intimate relation
with statistics. The ground-work of the subject is largely
based on full and accurate statistics. In 2 discussion of the
taxable capacity a comprchensive knowledge of statistics is
necessary. In the preparation of budgets and in estimating
the distribution of taxation among the various classes in a
state, statistical knowledge is indispensable. The “Budget
Estimates’” in India as well as the ‘“Actuals” and “Revised
Estimates” are based on statistical information.

It is largely with the aid of statistics that new financial

policies can be pursued in order to suit the economic condi-
tions of a country. Thus the rival claims of direct and
indirect taxes in the scheme of an adequate tax system can
be carefully weighed and a balance can be struck only with the
help of statistical information relating to them.  The incidence
of customs duties on the manufacturers and consumers can
only be determined with the aid of accurate and scientific
statistical information. The conflicting considerations of
import and excige duties and their effects on home indus-
tries pre-suppose an adequate amount of statistical informa-
tion.
' In modern times the tendency has been to raise a larger
portion of the tax revenue of a country by direct taxation,
because the same falls on the rich. This fact has been proved
with the help of statistics. Thus the old and existing theories
can be criticised in the light of statistical information that
is available. In estimating the yield from the sugar excise
duty, for instance, a knowledge of the per capita and aggregate
consumption of the commodity is necessary, a task which
belongs to the sphere of statistics.

The science of public finance like the science of economics
is in an advancing stage. Finance is a great policy. Without

1 public Finance (London, Macmillan & Co.), 3rd Edition, page 10.
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sound finance sound government is not possible; while with-
out sound government sound finance is also not possible.
Economic welfare cannot be augmented, and even maintained,
without the right type of financial policy, which should make
the people more prosperous and leave an adequate purchasing
power in their hands to improve trade and industries. The
evolution of an adequate type of financial control and adminis-
trative machinery is indispensable for enabling the people
of various countries to have adequate means of economic wel-
fare. Thus the importance of the study of the science of public
finance cannot be over-emphasised both from the theoretical
and practical points of view.



CHAPTER 11
Public Revenue

‘GHE functions of modern governments are increasing in
scope and variety and adequate revenues are required to
-discharge them successfully and systematically. In order to
find out the increasing sums of money necessary for discharging
‘their duties, modern  governments have a tendency to tap
-all possible resourcgb'

A good revenue system should be truly a system securely
‘based on comprchengive statistical information. It should
have the characteristics of a good thx system, i.e., the charac-
teristics of equality, certainty, convenience of payment and
-economy in collection. The subjects of a government should
contribute revenue according to their respective abilities, that
is, in proportion to the revenue which they respectively enjoy
under the protection of the State. Further, the amount should
be certain and not arbitrary, and it should be collected to suit
the convenience of the taxpayers. The collection thereof
should also not be very costly.

A good revenue system should also possess elasticity, which
is of special importance in times of emergency. It should be
capable of increasing automatically with the wealth of its
citizens, and with the consequent demands for more expendi-
ture on the part of governments. In India, for instance, the
Provinces have not got the elastic sources of revenue under
the Act of 1919 and, therefore, they cannot adequately finance
comprehensive schemes of universal primary education and
of public health.

Finally, there are the characteristics of sufficiency and
productivity. The revenue should be sufficient to meet the
demands of the public authority. Hence revenue is generally
raised from a small number of productive taxes rather than
from_a large number of unproductglﬂ'(')‘n‘éé.‘ Too much con-
centfation on a few taxes should be avoided and in order that
the revenue may be productive, the taxes should be scattered
over a large number of commodities. Thus taxes should be
spread over a large number- of commodities. Productivity
is therefore an important quality of a good revenue system.

The income of a public authority may be defined or con-
sidered from either a narrow or a broad poipt of view. In the
broad sense, it includes all receipts including receipts from
public borrowing and from the sale of public assets, such as
war stores. In the narrow sense, it does not include the receipts
from these sources but concerns only with those receipts which
ordinarily come under the category of revenue.
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CLASSIFICATION OF PUBLIC REVENUE

) The classification of public revenue has been discussed
by many writers at great length ; but much of this discussion
is of small practical utility, for the chief purpose of any such
classification should be to throw light on the nature of public
income. Adam_Smith writing on the classification of public
revenue remarks, ‘“ The revenue which must defray not only
the expense of defending the society and of supporting the
dignity of the chief magistrate, but all the other necessary
expenses of government, for which the constitution of the
State has not provided any particular revenue, may be drawn
either, first, from some fund which pocuha,rly belongs to the
sovereign or commonwealth, and which is independent of the
revenue of the people ; or, secondly, from the revenue of the
people. The funds or sourcé’s’s"of revenue which may peculiarly
belong to the sovereign or commonwealth must consist either
in stock or in land...... Public stock and public lands, there-
fore, the two sources of revenue which may peculiarly belong
to the soverign or commonwealth, being both improper and
insufficient funds for defraying the necessary expense of any
great and civilised State ; it remains that this expense must,
the greater part of it, be defrayed by taxes of one kind or
another ; the people contributing a part of their own private
revenue in order to ma.ke up a public revenue to the sovereign
or commonwealth .

Thus he dlvxdeq public revenues into two classes: (1)
property belonging to the so soverelgn, and (2) revenne derived
from the peoples This divirion is not adequately compre-
hengive. Since Adam Smith’s time the scope and functions
of local authorities have grown rapidly and social services have
also developed very much. The property of thes erelgn
is now 3 very insignificant source of arnnual mcomo( the main
source being taxation,Other sources are public undertakings ;
public lands; special assessments ; loanq and migcellaneous
sources_as gifts, fines, et¢)

azey'are compulgory contributions to publie authorities
n)a he people to meet the general expenses of the State
incurred for the public good and without reference to any
special benefits in return. v7All clagses of people get protection
of life and property _from the xﬂachmery of government ; and
ta.xes are thus pald in return forFUch common benefits and the
a.xpayers do Dot ny direct and special advantages for
these pa.yme@ s Prof. Taussig puts it, ‘‘the essence of a
tax, as distinglished from other charges by government, is

1 The Wealth of Nations, Book V, Chap. II.
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the absence of a direct guid pro quo between the tax-payer and

the public authority’’.2
‘\/g 23“8 “are payments made by people to public authorities
printyily in the public interest for special services which people
accept willingly or otherwige. They confer a special advantage
on those who pay the:feegd though this special advantage is
secondary to the primary motive of regulation in the public inte-
rest as in the of registration fees. In this respect they differ
from priceé; gnces are charged by a public authority for specific
services and TOMimodities supplied by it, including the prices
charged for the use of public property. As a general rule, these
prices are paid voluntarily by individuals, who enter into con-
tract with public authoritie:? Thus the difference between fees
and prices is that the formef may be compulsory contributions,
‘but the latter are voluntary ; while both are for special services.

ees also differ from taxes inasmuch as they are payments
for special benefits enjoyed by the payer; while taxes are for
general benefits and not for any direct advantage It is some-
times very difficult to distinguish clearly between fees and
taxes. When, for example, is a licence a fee and not a tax ?
According to Prof. Seligman, a licence is a fee when the licensee
gets a special benefit for the privilege, but where the licence
charge is so high as to bring in a net revenue to the public
authority, it is a tax.® On the whole, licence fces may be
regarded as taxes; bhecause they are ordinarily far more than
the mere cost of service, and the positive or direct service

rend -i8. often .absent.

"Special assessments are sometimes classified with fees ;
bt unlike fees, they are levied especially by municipalities,
once for all to meet some extraordinary expenditure, such as
a specigl improvement to property undertaken in the public
interest:? They are levied on property in proportion to the
regultant benefit. ("According to Prof. Seligman, special assess-
ments possess the\following characteristics ; ‘(1) there is the
element of special purpose ; (2) the special benefit is measur-
able ; (3) these assessments are not progressive but proportional
to the benefits received ; (4) they are for specific local improve-
ments ; and (5) they provide for the capital account to increase,
a8 it were, the permanent plant of the communily)’ A special
asgessment is a device to secure for the treasury part of the
unearned increment in the value of fixed property, which ra.ay
arise in the neighbourhood of newly opened thoroughfaress., It
resembles a tax in that it is a compulsory payment, but ’differs
from it in that the payer has received a definite and' direct
quid pro quo. In the latter sense it resembles a prie, but
2 Principles of Economics, Vol. II, p. 483. "
8 Seligman, Essays on Taxation, p. 411,
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differs from it in that the payment is not voluntary and does
mnot arise out of a contract with a public anthority.

Under “migcellaneous’ fines and gifts are the best
examples’ p@m_}%ke taxes are compulsory contributions
levied by \orities ; but unlike taxes their object is
not to obtain revenue, but mainly to deter people from certain
acts. The revenue should fall if their object is succegsful,
that is, if people.-are deterred from committing those actd.

Voluntary@’gform, unfortunately, only an infinitesimal
part of the incomo¢ of public authorities. Examples are ““con-
science money’’ in the British fiscal system, which is usually
only a delayed part payment of taxes, which have already
been evaded; and gifts in the form of gilt-edged securities,
a8 when certain citizens handed over War loan for cancellation
during the war on patriotic grounds,.

In modern financial literature there has been a tendency
to lay an unnecessarily great stress on the classification of
revenue. The main object of classification is the light which
it. throws on the nature of public income. The object in view
is a practical one. It prevents loose thinking and confusion
of thought, and is of help in dealing with matters of fact. No
system of classification possesses clear-cut lines of demarcation
throughout, and no system is absolutely good or absolutely
bad.

Bastable divides public revenue into two classes : (1) ‘“ that
obtained by the State in its various functions as a great corpo-
ration or ‘juristic person,” operating under the ordinary
conditions that govern individuals or private companies,”
and (2) “that taken from the revenues of the society by the
power of the sovereign .4

This classification is not comprehensive, and fees, gifts,
fines, special assessments, ete., are difficult to classify under
this classification. It has advantages as it is a practical divi-
sion of the two well-known classes of income. In Bastable’s
own words, “These are broadly contrasted and must form the
basis of any division : it is to their discussion that by much the
largest part of any work on the subject must be devoted, and
it is by the way in which he handles them that a writer will
be judged.”’®

According to Adams there are three main groups of classi-
fication with sub-groups.®

I. Direct revenue, comprising of :—
(#) public domains, - 5% ™
(b) public industries,

4 Bastable, Public Finance, Book II, Chapter I, p. 158,

i 1Q5uofelzg by Findlay Shirras in the Science of Public Finance,
PP .

€ The Science of Finance, p. 219 ft,
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(¢) gratuities, gifts, ete.,
(d) confiscations and indemnities.
JI. Derivative revenue, comprising of :—
(a) taxes,
(b) fees, assessments, fines and penalties; and

III. Anticipatory revenue, compriging of :—

(a) the sale of bonds or other forms of commercial
credit, and
(b) treasury notes.

The first group deals with revenue mainly from plﬁic
lands, and public industries ; while the second group has for
its scope taxation, and the third public eredit. These classes
overlap and cannot be said to be clear-cut.

e  Another classification is attempted by Seligman, which is
based on the relative importance of the public and private
purposes in the service rendered by the public authority. All
public revenues are divided by him into three classes as below :(—
I. Gratuitous as gifts;
II. Contractual as prices, including public property and
industry ;

III. Compulsory, (a) eminent domain-expropriation ;

(b) penal power—fines and penalties; (¢) taxing
power, including fees, special assessments and taxes.

This classification depends upon the relative importance
of special to common interest. ‘‘In the one case the individual
is the chief or only factor; in the other case the individual
sinks his own importance in the common welfare of the
community, and whatever benefits he derives come to him
only incidentally as a result of his membersghip in the com-
munity. At one extreme lie prices, which depend upon the
relation of the government to some particular industry or
individual ; at the other extreme lie taxes, which depend
upon the relation of the government to all industries or
individuals ; midway between these extremes lie fees.”7

The proper classification would be to divide the revenue
into (a) tax revenue and (b) non-tax revenue. Tax revenues
should include both special assessments and fees. Iees in
this respect refer to revenue obtained from monopoly enter-
prise as registration; while fees from education and other
social services would not come under tax revenue., Fees in
the technical sense refer to cases where ‘‘there is aspecial and
measurable benefit accruing to the individual together with
a predominant public object”.

Taxes can be grquped into two main classes, direct taxes
and indirect taxes. ( Direct taxes are defined to indicate those

1176Quoted by Findlay Shirras in the Science of Public Finance,
P- .
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taxes which are paid once for all by the person from whom
they are collected and not passed on to others ; whila indirect
tawes_are paid by the producer or importer and: passed on to
the consumer. ) For purposes of obtaining revenu®e 1t has been
found more suitable to levy taxes at the source of income,
and the person upon whom the tax is levied is said to bear
the impact, whereas the incidence is upon the person who
ultimately pays it. Thus when a government is deciding upon
its methods of taxation, it should be fairly clear with regard
to the ultimate incidence of the system and the ability of the
taxpayers to meet the charges. ~When the impact and the
incidence are on the same person, the taX is a § a direct tax ; ; while
if the impact and the incidence are on different persons, the
tax is an indirect one.

John Stuart Mill defined a direct tax as ‘“‘demanded
from the very persons who it is mten’de(T or desired, should
pay it "’ and an indirect tax as one ‘‘ demanded from one person
in the expectation and intention that h¢ shall indemnify him-
self_at the expense of another”.® Tn this case the intention
is that ef the legislator, which may not always conform to
actual facts. For instance, ih the British income-tax under
Schedule A the tax on the ihcome of the landlord from the
ownership of land and buildings is collected from the occupier
of the land although legally imposed upon the landlord. The
oceupier deducts it from rent, and any contract not to deduct
same is void at law. According to tho defihition of Mill, this
tax would ‘be indirect ; but in reality it is direct.

The intention of the legislator is not thus sufficient for
the distinction between direct and indirect taxes. According
to Hadley the distinction between direct and indirect taxation
should be based on the immediate and not on the ultimate
incidence.? According to him, taxes which are not shifted
at all and those which are legally shifted are direct; while
those which are shifted quickly through commercial competi-
tlon among consumers are indirect. According to Bastable

“those taxes are direct which are levied on permanent and
recurring occasions, while charges on occasional and parti-
cular events are placed under the category of indirect taxa-
tion””.'® Generally death duties are regarded as direct taxes
in the terminology of finance; but if Bastable’s definition
were accepted, these inheritance taxes would come under the
category of indirect taxation.

All things considered, direct taxes should be defined as
those levied immediately on the property and income of

8 Principles, Book V, Chap. III, para 1.
9 Economics, pp. 4569-461 (Putnam’s, London).
10 Public Finance, p. 291.
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persons and those which are paid by the consumers to the State
direct. In this way, income and property taxes and consump-
tion taxes directly paid to the State would come under the
category of direct taxes, while other taxes would be grouped
as indirect. Thus those taxes which reach the income and
property of persons through their acts and enjoyments and
also through their consumption of commodities under customs
and excise would be indirect.” This distinction does not depend
upon the intention of the legislator, but the basis is whether
the tax is immediately paid from income or property and
directly by the consumer. Tn that case, it is a direct tax;
otherwise it would come under the category of indirect
taxation.

Most tax systems contain both direct and indirect taxes.
The former are generally imposed on income, house property,
land and estate passing at death, while the latter are chiefly
taxes on commodities, i.e., the customs and excise duties. In
each case there are certain advantages and disadvantages
as compared with the other form of taxation, and, therefore,
attempts are made in practice to utilise both forms so that
the disadvantages of one may, to a certain extent, be neutral-
ized the advantages of the other.

The advantages of direct taxes may be summarised as
below :—

1. Economy in the cost of collection is secured : because
the tax is -paid direct to the State by the taxpayver and no
wastage is incurred.

2. Certainty.—The taxpayer knows what he has to pay;
while the State can estimate the yield with a certain degree
of precision, and it can adjust its finances accordingly.

3. FEquity.—Direct taxes are equitable as they permit
of a reasonably just system of progression, and also enable
certain adjustments to be made to meet individual circum-
stances. Their incidence is not difficult to judge, and as a
general rule, it may be assumed to be upon the person taxed.

4. PElasticity.—The yield from direct taxes increases
automatically as wealth and population increase and thus
they permit of an adjustment between the income and ex-
penditure of public authorities.

5. Social effect.—The social effect of direct taxes is bene-
ficial inasmuch as they develop the civic consciousness of
ta.xpayers,’ and when the latter feel the taxes, they take an
intelligent( interest with regard to the disbursemeunts of the
revenue.§
Theif disadvantages are as follows :—

1. Inconvenience.——The payment of such taxes in, lump
SUMS is not ag convenient to the texpayers as the continuous

payment of very small amounts in the case of indirect taxes.



PUBLIC REVENUE 17

In the compilation_of forms and the supplying of returns to
the tax collectors, the taxpayers are put to some inconveni-
ence. Further, many people prefer to be taxed ‘“in the
dark”; and they are prepared to pay without hesitation a
small tax in the selling price of a commodity. On the other
hand, few persons like to pay a large sum in income-tax as
their contribution towards the fijances of public authorities.
In many cases, the demand for direct taxes may fall at incon-
venient periods.

2. Possibility of erasion.—A direet tax has been caled a
tax _on honesty, and the cogtribution can only be evaded by
frauduent returns: while Tn nany cases the payment ean be
altogether evaded.

3. Inequality.—Tt is diffieult to_frame a just basis of
assessment for all classes of people; and though experience
and care may remove inequalities, any tax system is to a
certain_extent likely to be arbitrary.

On striking a balance we tind that on the whole direct
taxes aye advantageous and the objectiony to them are based
more on the methods of application and administration than

on Tiiatters of fugdamental prineiples. Some of these objec-
tions can be gradnally remeyed as experience of the working

of jhese taxes is acquired
The advantages of indirect taxes are :—

~They provide & great gonvenience both to the tax-
payer and the State. The taxpayer does not feel the burden
as heavily as in the ease of direct taxes inasmuch as he makes
paymeni when_lé purchases the commodity. The State also
collects such taxes conveniently in bulk from importers, ex-
porters_and producers. -

© 3. Elasticity is another advantage of indirect taxes ;

but much depends upon the nature of the article and its
dempand. A tax on necessaries may be very productive if slightly
varied to meel_the circumstances ; while a fax on luxuries may
result in “a diminished demand and & falling off in revenue.
Thus indiréct taxes are elastic when imposed on articles of
inelastic demand, and they tend to be inelastic when imposed
on articles of elastic demand} They are also elastic inasmuch
as their yield usually increases or decreases with the increase
and decrease in population. In particular this applies to taxes
on Ties.

3. Difficulty of evasion.—Such paxes are included in the
prices of commodities purchased and, therefore, their payment
cannot be avoided. - '

1 —Equnity.—They are equitable because they demand a
contributi en _from those with small incomes; while
indirect taxes on luxuries exact-contribution from those who
are best able to bear the hurden of such payments. '
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5. Social benefit.—Indirect taxes on drugs and stimu-
lants perform a useful social and economic service by restrict-
inﬁﬁé”‘é‘c’fﬁsumpﬁon of articles-which are detrimental to
efficiency, and at the same time they produce revenue.

In addition to direct and indirect taxes, speciafassess-
mgpts and fees, certain other confributiens or impositions as
tributes, capital levies-and indemnities should also be included
in {ax revenue. Fines and penalties are more correctly in-
cluded under non-tax_revenue than under tax revenue. As
compared with taxes, fees and prices, they are of little impor-
tance as sources of revenue.

Under non-tax revenue should be included (1) the revenue
from government or public undertakings. This would in-
clude railways, irrigatiom and othér_public works, posts, tele-
graphs,ete. ; (2) the revenue from social services as education,
hospital fees, etc.; (3) revenue from loans when the state is
. & lender_of money; and (4) miscellaneous. In India under

the last head are _included militagy receipts, exchange and
receipts In aid of g_upera,nnuatiofn.ﬁ%‘ -

-



CHAPTER III

Canons and Distribution of Taxation

THE principles of taxation which were laid down by Adam
Smith- in his Wealth of Nations regarding the characteristics
of a good tax system are an indispensable part of any exposi-
tion on public finance. The theory of taxation has indeed
been. considerably extended. since the time of Adam Smith,
but the fundamental truth of his propositions has not been
questioned so far and they form an excellent basis for further
enquiry. He succeeded in_condensing the principles into
such clear and simple canons that none of the later writers
has, to any material degree, improved on these principles or
succeeded in displacing them from the position which they
hold in the science of public finance. Some writers have
indeed altered the relative importance of. these canons ; while
others have tried to introduce new fundamental principles,
but none has been able to displace them. They may be
sundparised as below :(—

1. Equality or equity—"'The subjects of every State
ounglit To contribute towards the support of the government,
as nearly as possible, in proportion to their respective abilities ;
that is, in proportion to the revenue which they respectively
enjoy under the protection of the State. The expense of
government to the individuals of a great nation, is like the
expense of management to the joint tenants of a great state
who are all obliged to contribute in proportion to their res-
pective interests in the estate. In the observation or neglect
of this maxim consists what is called the equality or inequa-
lity of taxation. Every tax, it must be observed once for all,
which falls finally upon one only of the three sorts of revenue
above-mentioned, is necessarily unequal, in so.far as it does
not affect the other two.” @qua.lity in this connection means
equality of sacrifice, and not necessarily of the amount paid.
In the treatment of taxation, much discussion centres ground
the best method of ensuring equity or relative sacriﬁcﬁ

2. Certainty.— The tax which each individual is bound
to pay ought to be certain, and not arbitrary. The time of
payment, the manner of payment, the quantity to be paid,
ought all to be clear and plain to the contributor, and to every
other person. Where it is otherwise, every person subject
to the tax is put, more or less, in the power of the tax-gatherer,

~who can either aggravate the tax upon any obnoxious contri-
Butor, or extort, by the terror of such aggravation, some pre-
!sent or perquisite to himself..... The certainty of what
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each individual ought to pay is, in taxation, a matter of so
great importance, that a very considerable degree of inequa-
lity,...., is not near so great an evil as a very small degree of
uncertamty

taxpayer should be able to know with certamty and
without difficulty how much he will be called upon to pay,
so that he may adjust his expenditure accordingly. The
State should also be able to estimate with a fair degree of
accuracy the yield of a tax, and it should also be able to know
with a certain amount of accuracy when the funds derived
therefrom will be at its disposal. Certainty implies an absence
of arbitrary exaction on the part of the State, and, therefore,
an avoidance of economic wasted which is a characteristic
feature of an uncertain tax gystem. The expression “an old
tax is no tax’’ is expressive of the advantages of a tax which
is well-known and well-provided for in the monetary calcula-
tiong- of individuals and business corporations.

. 3. ‘Convenience of time of payment. “Every tax ought
to be levied at the time, or in the manner, in which it is most
likely to be convenient for the contributor to pay it. A tax
upon the rent of land or of houses, payable at the same term
at which such rents are usually paid, is levied at the time when
it is most likely to be convenient for the contributor to pay ;
or, when he is most likely to have wherewithal to pay. Taxes
upon such consumable goods as are articles of luxury, are all
finally paid by the consumer, and generally in a manner that
is very convenient for him. He pays them by little and little,
as he has occasion to buy the goods. As he is at liberty, too,
either to buy, or not to buy, as he pleases, it must be his own
fault if he ever suffers any considerable inconvenience from
such taxes.” (A convenient tax is justified on the grounds of
productivity and good government, and also from the point
-of view of the taxpayer, particularly when he is poor. . The
principle of convenience should be kept in view, because it
avoids waste of time and of resources involved in the collec-
tion and payment of taxes. Indirect taxes usually conform
to this requirement, because they are paid in very smal
amounts in the price paid by the congumer, and are not, there-
fore, mmced at the time of payment

" Economy.— ‘Every tax ofight to be so contrived a
both to take out and to keep out of the pockets of the peopls
a8 little as possible, over and above what it brings into th:
public treasury of the State. A tax may either take out o
keep out of the pockets of the people a great deal more tha
it brings into the public treasury, in the four following ways
First, the levying of it may require a great number of officers
whose salaries may eat up the greater part of the produse ¢
‘the tax, and whose perquisites may impose another addition:
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taxation or rated only in parts and all above this sum are
taxed proportionally on the surplus, the system is known
as degressive taxation.

THEORIES OF JUST DISTRIBUTION

There arc three theories which have been commonly put
forward regarding the just distribution of the money burden
of taxation: first, the cost to the public authority of the
services rendered to individual taxpayers; second, the bene-
fit to individual taxpayers of such services; and third, indi-
vidual “ability to pay’’ taxation.

The cost of service principle can be applied to the supply
of postal services, clectric light, ete., because the prices of such
services can be determined in accordance with this principle.
It cannot, however, be applied to services paid for out of the
proceeds of taxes as against prices. A tax, by definition, is
a compulsory levy, in return for which no direct and specific
quid pro quo is rendered to the payer. Thus the “cost of
service principle” cannot be of practical application.

The “benefit of service principle” fails in the same way.
Since the cost of services rendered to individual taxpayers
cannot be determined, the benefits for such services cannot
also be determined except in a few rare cases such as old age
pensions. Under the benefit of service principle, the pensioner
would have to return his pension to the Treasury; and if
exceptions are to be made, then it is not clear on what principle
and to what extent they should be made. Thus we come
back to the “ability” or “faculty’ theory.

The principle that taxation should he distributed between
individuals in accordance with their ability to pay seems to be
practical on the face of it. But the question is : what method
should be applied to measure faculty or ability to pay ? If
emphasis is laid on the subjective side, the sacrifice involved
in the payment of the taxes will be clear ; while on the objective
side, the ability or faculty of the taxpayer as measured by
his income will come into prominence.

The three most common principles of sacrifice are those
of “equal sacrifice,” “proportional sacrifice’’ and *“minimum
sacrifice”. Mill states: “equality of taxation, therefore, as
a maxim of politics, means equality of sacrifice. It means
apportioning the contribution of each person towards the
expenses of government, so that he shall feel neither more
nor less inconvenience from his share of the payment than
every other person experiences from his.”? This practical
suggestion, however, that a minimum income should be
exempt from the tax, while all incomes above this should

1 Principles of Political Economy, Book V, Chap. II.
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contribute in proportion, did not go far enough at attaining
equality ; although it implied progression in the amount of
tax with an increase in income. The principle of progression
is, of course, recognised as an important attribute of modern
fiscal systems. '

Regarding the principle of proportional sacrifice Adam
Smith laid down that the subjects of the State should contri-
bute to its support as nearly as possible in proportion to their
abilities, and according to him abilities may be measured by
the amount of revenue enjoyed under the protection of the
State. The general conception of ability to pay may be
accepted ; but ability in this respect cannot be judged merely
by objective or monetary income. If, for example, one-fifth
of all incomes were taken by the State in taxes, a person -
earning one thousand rupees annually would contribute two
hundred rupees; while a workman earning two hundred
rupees annually would contribute forty rupees. It is clear
‘that the sacrifice in the latter case would be much greater
than in the former case. Moreover, the ability to pay of a
man with a large family is less than that of & man having no
dependents but enjoying the same income. Money income
alone, therefore, is not the true measure of ability to pay.

MINIMUM SACRIFICE

“Minimum sacrifice, the direct emanation of pure utili-
tarianism, is the sovereign principle of taxation.....Before
leaving the prineiple of minimum sacrifice, let it be observed
that, under the limitations which have been described, this
principle may also be applied to justify differential taxation
on the ground of differences in other respects besides sign of
income : for instance, difference in the permanence of the
income, differences in civil state, number of children, age and
other attributes.”’?

Thus if it is assumed that utility decreases in inverse
ratio to means and also if it is assumed that the relation
between income and economic welfare is the same for all-tax-
payers, the principle of equal sacrifice leads -te—proportional
taxation, of proportional sacrifice to progressive taxation,
and the principle of minimum sacrifice to a relatively high
level of exemption and very steeply progressive taxation of
incomes not exempt. The principles of equal sacrifice and
proportional sacrifice make all members of the State pay
something ; but minimum sacrifice does not involve this.

Judged from an objective point of view, the ability to pay
can be measured with reference to consumption, property
and income. The test of consumption is clearly inapplicable,

2 Economic Journal, Vol. VII, 1897, p. 556, quoted by Findlay
Shirras in The Science of Public Finance, p. 164.
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because the consumption of the poorer classes is out of pro-
portion to their ability to pay. Property also is not an
equitable basis. Firstly, it differs greatly in productiveness ;
and secondly, people with little property mmay be carning
much, and consequently, their ability to pay may be greater
than that of property owners having small incomes.

Income is adopted as the measure of ability in almost
all countries, subject to allowances and modiftications to meet
the different circumstances and responsibilitiecs of the veci-
pients. The modern conception of the faculty theory allows
for the exemption of a certain minimum for e¢conomic reasons
that ‘“taxation which diminishes the general efficiency of
labour diminishes the whole faculty of the State” (Nicholson).
- The wealthier classes have the power to pay more than the
poorer classes and thus the system of progression is advocated
on this ground also.

THE PROGRESSIVE PRINCIPLE OF TAXATION

The principle of progression achicves the real proportional
sacrifice and the idea that was indicated by Mill was that the
rate of tax should increase with the amount of income subjeet
to tax. This conception is based on the following assump-
tions : first, that the utility of income to individuals generally
may be regarded as equal ; second, that the utility diminishes
with each addition to income and that the amount spent on
luxuries tends to increase with every subsequent addition to
income ; and third, that expenditure on necessaries is more
vital to national efficiency than expenditure on luxuries. The
first assumption does not seem to be very much in accordance
with facts ; while the last two are clearly closer to the truth.

The assumptions, however, provide a working basis for a

progressive system, whose main features are; the exemption
of a minimum income and the taxation of incomes above the
minimum at increasing rates. The main difficulty underlying
the progressive principle is the framing of a scheme involving
equal sacrifices from all taxpayers. The question centres
around the standard with reference to which such relative
sacrifices arc to be judged. We may accept the view that
.equal incomes bring equal utility to different persons, but it
is difficult to make allowances for the psychological factors
involved in the idea of sacrifice and the system of graduation
to a certain extent is bound to be arbitrary. Moreover, the
system of progression may penalisc the property-owning
classes, and thus it may prove detrimental to saving and to
national production.

THE FINANCIAL PRINCIPLE OF TAXATION

The proportional system of taxation is sometimes consi-
dered on financial grounds alone. It is held that the aim
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of taxation is to raise money for public expenditure
and that, therefore, taxation should not be concerned with
principles of equity or ability to pay. The aim of the tax-
gatherer should be to obtain the necessary revenue with as
little trouble and discontent to the public as possible. There-
fore, each person should pay according to his income and the
wealthy should pay more than the poor in proportion in whgch
their incomes are greater. This would leave the existing
system of distribution undisturbed.

A similar financial principle is sometimes described as the
cynical theory of taxation. The maxim of Colbert the well-
known French Finance Minister was “Pluck the goose with as
little squealing as possible”. The principle is based on this
maxim, and the upholders of the theory maintain that the
main object of taxation is to obtain the necessary revenue
with the least possible vexation on the part of the taxpayers.
Thus a tax is good if it brings in an adequate net revenue
without too much protest from taxpayers generally. This
principle is indeed at the root of modern taxation and the
great proportion of indirect taxation is attributable to the
desire to limit opposition to the least possible extent.

THE SoCIAL PRINCIPLE OF TAXATION

People who are dissatisfied with the existing system of
distribution advocate taxation to reduce the glaring inequa-
lities in the distribution of incomes in modern communities.
They maintain that the tax system should be so planned and
designed as to bring about a better distribution of wealth and
to produce revenue at the same time. This object could be
attained if the wealthier classes could be taxed more than in
proportion to their income. This would discourage produc-
tion and penalise saving and would also interfere with economic
progress. There seems to be little possibility of a very sharp
progressive system of taxation ; because the object of reducing
inequalities can be, to a certain extent, achieved by a careful
application of revenue as to improve the economie condition
of the poor. In practice, however, progression does result in
taxing the rich to a much greater extent than the poor, and
to a certain extent it aims at reducing inequality also.

TAXATION TO REGULATE CONSUMPTION

Taxation is also advocated and adopted in practice to
regulate consumption and to reduce the use of alcoholic drugs,
which are injurious to health and which reduce efficiency.
The aim in such cases is moral rather than economic and
financial, and in practice such taxes are very productive of
revenue to the taxing authority. They satisfy the canon of
economy by providing a revenue and by rendering social
service,
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PROGRESSION IN TAXATION AND THE NATURE OF INCOME

The principle of progression as noted above is being used
to a greater extent with the growth in democeracy and with an
increase in the scope of the functions of the State as educa-
tion, public health, social services, ete. Progressive taxation,
as a general rule, should be on the amount and not on the kind
of income, if it is to be applied on a large scale. The best
progressive taxes are income-tax, property taxes and inheri-
tance taxes, and it is these taxes in regard to which the principle
of progression is likely to be applied.

Incomes from work should be taxed at a lower rate than
incomes from property in order to reduce the sacrifice of the
taxpayers to the minimum.  Incomes from work arve regarded
even by those having no socialistic tendency to be on a different
footing from uncarned incomes of the leisure elass. For this
reason unearned inecomes are taxed at a higher rate than in-
comes from work. FIinance Ministers realise the supreme
necessity of raiging the largest revenue with the least possible
trouble to taxpayers and without making the income-tax
an instrument of oppression. KExcess profits and conjecture
gaing are suited for special taxation. In other words, there
is a plausible case on grounds of equity for taxes on * windfall
wealth”.  War profits and uncarned increment in the value
of land are examples of windfall gaing. This type of wealth
has two characteristics. The first is wundeservedness, which
means that this wealth accrues to its owner without his render-
ing any equivalent services in return; and the second is un-
expectedness, that is, the whole of this wealth is not expected
by the recipjent. The first characteristic justifies the taxa-
tion of windfall wealth on grounds of equity ; while the seccond
one justifies it on grounds of economy. According to Adam
Smith, “Both ground rents and the ordinary rent of land are
a gpecies of revenue which the owner in many cases enjoys
without any care or attention of his own, though a part of
this revenue be taken from him in order to defray the cxpenses
of the State, no discouragement will thereby be given to any
sort of industry......ground rents,......, arc altogether
owing to the good government of the sovereign, which, by
protecting the industry ecither of the whole people or of the
inhabitants of some particular place, enables them to pay so
much more than its real value for the ground which they build
their houses upon. Nothing can be more reasonable than
that a fund which owes its existence to the good government
of the State should be taxed peculiarly, or should contribute
something more than the greater part of other funds towards
the support of that government.’’

8 The Wealth of Nations, Book V, Chap. II, Part II, Art. L.
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DoOUBLE TAXATION

Double taxation in the general comity of nations is
far more important than has hitherto been imagined. It
arises when the place of the origin of the income is one country
and it i taken to another country where the recipient resides.
The income would then be taxed in both the countries. The
importance of this sort of taxation has increased with an in-
crease in the volume of international indebtedness and with
an increase in the economic solidarity which binds nations
together. For example, the International Shipping Confer-
ence of 1921 passed a resolution that “Whilst the shipping
industry rccognises its obligation to bear its full share of taxa-
tion, it is economically impossible for the individual ship-
owner to bear that burden in each and all of the countries to
which his vessels sail. 1t is therefore desirable in the interests
of international trade that legislation be cnacted in every
maritime country of the world, giving immunity from taxa-
tion in respect to the ecarnings of foreign shipping in all cases
where similar immunity is reciprocally given.”

The diffienlty of avoiding double taxation arises where the
question is asked which governments should forego revenue
and to what extent 2 On the ground that taxes seem to be
paid by things rather than by persons, many countries follow
the principle of taxing according to origin. The origin is
looked on as the main principle, and residence as a purely
gecondary prineiple. There is a tendency among governments
to be more inclined to give up the principle of residence than
the principle of origin, although origin is generally dropped
in the case of new investments. For instanece, the Dominions
of Australia and New Zealand and Brazil have offered their
securities yielding fixed rates of interest free from all taxation,
present and future.

The League of Nations Committee on Double Taxation
submitted certain draft conventions to avoid double taxation
and fiscal evasion for adoption by members of the League.
In the course of an interview with the Chancellor of the
Exchequer, a deputation from the Federation of British Indus-
tries was informed that the British Government was prepared
to consider any fair and reciprocal arrangement with any
foreign country. According to the Finance Act of 1930, the
British Government was authorised to enter into reciprocal
agreements with any other government to avoid double taxa-
tion of the nationals of one country trading in the other.

There are four methods of avoiding double taxation :
(1) The method of exemption for income going abroad ;
(2) The method of division of the tax ;
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(3) The method of classification and assignment of
sources ; and
(4) The method of deduction for income from abroad.

The first one is based on the theory that the borrowing
country cannot successfully tax the foreigner, but can only
shut him out. In this case, all non-residents are exempted
from taxation imposed on income drawn from sources in the
country of origin. The advantage is that the inflow of foreign
capital increases the economic development of borrowing
countries. This principle is recommended in the Report on
Double Taxation submitted to the Financial Committee of
the Leaguce of Nations. The principle that residence and not
origin of income should be the controlling consideration in
golving the problem could be adopted by countries on a com-
parative plane of economic equality.

A good deal may be said with regard to the second method
of dividing the tax. If countries arce reluetant to abandon
the principle of origin, the difficulty could be solved by a
system of exemption on settled lines. The Royal Commission
on Income-tax in 1920 recommended the prineiple that where
income-tax is charged on the same income both in the United
Kingdom and in a Dominion or India, the total relief to be
given should be equal to the tax at the lower of the two rates
(United Kingdom and Dominion or India) imposed.

The third method may be deseribed as below :—

“By convention it might be determined to attach origin
taxatien specifically and wholly to particular classes of invest-
ments or embodiments of wealth, such as rents of land and of
houses and mortgages on real property, but to exempt the
non-resident in respect of income derived from business secu-
rities. The country of residence would allow the whole of
the foreign tax as a deduction from its income-tax on the
resident in respect of such sources of income, but would charge
other sources in full. The country of origin would retain its
specific origin taxes in full. It would be necessary to give the
country of residence complete power of charging all sources,
except for certain specitied exemptions, so that the scope of
its liability to remit the tax would be easily determined, and
the investor, from his total income-tax demands, would be
able to deduct certain specified taxes on any real property
he might have. It might be desirable to impose some limit
upon the power of the country of origin to levy in future spe-
cially heavy specific origin taxes, which would unduly deplete
the exchequer of the country of origin.” (League of Nations
Report, 1923.)

The fourth method is opposed to general practice and the
whole burden of increased taxation in borrowing countries is
placed upon the creditor country.
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The ideal of double taxation is to exempt income going
abroad. Where it is difficult to adopt, “a plan based on the
classification and assignment of sources and modified by the
division of the tax would appear to offer the best solution of
a very difficult problem.

Tue SINGLE TAX

The single tax is the tax on some one class of commodi-
ties only in the revenue system of a country. Various types of
single taxes have been proposed. The Physiocrats proposed a
single tax on the economic rent of land; because it would
not be shifted and it would not check saving. This idea,
however, involved a false theory of incidence. Henry George
made a similar proposal partly on economic and partly on
ethical grounds.

The objections to a single tax are :—

(1) It would not produce adequate revenue.

(2) It would mean a very unsatisfactory distribution of
the burden of taxation. A millionaire owning no land would
escape taxation ; while a poor man, who had invested all his
savings in the purchase of a house, would pay a proportion-
ately high taxation.

A single tax on income could be devised with advantage.
It could yield adequate revenue and avoid unfairness in the
distribution of the burden of taxation by means of graduation,
differentiation and other devices. There are three grave
objections to such a single tax.

Firstly, it would be difficult and expensive to collect,
particularly in relation to small incomes.

Secondly, it would secure no special contribution from
the inheritors of wealth.

Finally, it would check saving more than other taxes
would do. .

The first objection could be overcome by administrative
improvements and by exempting small incomes altogether ;
while the second one could be overcome by treating inheri-
tances or gifts as taxable income at the time of acquisition.
The third could be overcome by exempting savings from tax-
able income, and thus imposing a single tax upon personal
expenditure in place of personal income. This method will
also involve grave practical difficulties and expense and leave
loopholes for frauds. An easy way to tax expenditure would
be to tax commodities or services direct. But such taxes
would necessarily be multiple ; while no single tax on one
commodity would produce adequate revenue. In case
attempts were made to find out such a commodity, heavy taxa-
tion would drive it out of use in case substitutes were available
for it. In case it were a necessity of life without substitutes,
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it would result in a very bad distribution of tax burden and
would hit the poor very much.

MULTIPLE TAXATION

A multiple tax system is generally preferable to a single
tax system, but too great a multiplicity of taxes would be
undesirable. A large number of taxes, however small, would
involve a large cost and vexation in collection. It is, there-
fore, best to rely on a few substantial taxes for the bulk of the
revenue. Income and inheritance taxes are the best to tax
the rich ; while indirect taxes on a few commodities of wide
consumption, preferably on commodities not necessary to
health and efficiency, should be used to tax the poor.

Another question is whether the characteristic of a good
tax is that it should be felt very much or very little. Some
people argue that the best tax is that which is least felt and
which causes the least inconvenience and conscious sacrifice
to the taxpayer. But others think that political responsi-
bility comes when people fcel the taxes and that mankind
can only learn through suffering. Probably, it is on this
ground that many war indemnities are imposed upon the
defeated countries if they are responsible for wars. It is also
pointed out that if income-tax is imposed upon all, including
the poor, all would co-operate in checking wasteful expendi-
ture and the poor would gain in moral stature. It has, how-
ever, been generally recognised that taxes which are least
felt are the best, and this is a well-known and well-accepted
principle in public finance.
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IT is very necessary to dxstmgmsh between the incidence
and the effects of taxation. The problem of the incidence
of a tax is commonly understood as the problem of who pays
it. !The incidence of a tax is upon those who bear the direct
money burden of the tax. The problem of incidence is : who
actually bears the money burden of a tax % In connection
with the effects of taxation, the question resolves itself to
a discussion of the ultimate cconomic conditions to which a
tax gives rise. In a study of the practical problems of parti-
cular taxes, it is sometimes very difficult to separate the prob-
lems of the effects from those of the incidence. But'to obtain
a clear view of the distribution of the money burden of taxa-
tion, the distinction has to be maide between the two sets of
problems.!

‘A distinction must be made between the direct and the
indirect burden of a tax, and also between its real burden and
its money burden, The total direct money burden of a tax
is equal to the total yield of the tax to the public authorities
which impose the tax. There is a corresponding direct money
burden or_incidence falling upon some to ¢very pie of revenue
raised. { The payment of a rupee in the form of tax means
a greatbr-sacrifice of economic welfare for a poor man than
for a rich man) This is a question of the direct real burden of
the tax and hot of its incidence. In case a family is com-
pelled to consume less sugar when there is a rise in its price
on account of the imposition of a tax, the family in question
has to sacrifice economic welfare. This is a question of the
indirect real burden of the tax and not of its incidence. When a
tax is imposed upon a manufacturer or producer of sugar,
some time has to pass before he can shift it on, and in the
meantime he incurs a loss of interest on the amount of
money given to the tax-gatherer. This is a question of the
indirggt money burden of the tax and not of its incidence.

é‘-:l{us .the incidence of a tax on a commodity collected
fromthe seller may be on the buyer entu'ely, if there is a rise
in its price by the full amount of the tax} he incidence will
be wholly on the seller, if the price does’r(ot rise at all; while
it will be partly on the seller and partly on the buyer, if there
is a rise in the price by less than the amount of the tax.

DI1FrUsION THEORY

| &Sometimes, the view is held that a tax may for some time
stick at or near the place where it is originally imposed, but
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that it is eveWnd again until it spreads
over a large n er of the people, whethcr they may be called
upon specifically to contribute to the State or.not. This is
known as the “diffusion’’ theory of tmatlo‘?) This theory
assumes that in the long run it does not matfer what form a
tax may take or what methods are adopted for its collection.
It is sure to shift from one person to another, until finally.
everybody shares its burden.

1 This theory is shallow and misleading, the former because
it does not consider it useful to trace the mecidence of a parti-
cular tax and thus avoids the real difficulties ; and the second,
because it assumes a state of perfect mobility and competition
which is far removed from actual, practical conditions. The
theory assumes that originally a tax may hit one class of people,
but ultimately it must be borne by the people as a whole. _It
may be said that the incidence of taxes presents some of the
most complicated questions in applied economics and cannot
be dismissed so summarily as is done under the “diffusion’’
theory.

‘'We may now make some observations on the direction
of shifting, the form which it takes, and the manner in which
it is measured. When a tax is placed upon a commodity
which enters into trade, it usually moves forward, that is,
on to the consumer. The movement is in the forward direc-
tion from the seller to the consumer. Whether the whole of
the tax is so transferred or only a part is a question which
will be examined presently. This depends upon a number of
considerations. TFirstly, the economic position of the person
on whom the impact of the tax falls has some bearing on the
question. If the person is engaged in buying and selling the
commodity on which the tax is imposed, he will do his best
to shift it on to his customers, and failing that, he will try to
pass it on to those persons from whom he purchases that
commodity. But this backward shifting, though not rare,
is yet more difficult to accomplishy

Sometimes,__ghifting takes place withqut any outward
change in the price of the commodities taxed? The producers
may not like to risk friction with the public, and may reduce
the quality or size of the commodity concerned. Where
the tax is upon the commodities produced by the manufac-
turer, the shifting is easy, because the consumer is in a better
frame of mind to hear the duty as he knows it. The tax may
be upon raw materials which enter into the production of the
commodity concerned. In this case, it is more hidden, and
the producers will try to shift it by reducing the quality or
the quantity of their goods, leaving the price a8 before. Again,
the price may rise by the full amount of the tax, but a part
of the burden may remain with the seller. TPerhaps his sales

2
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may fall at the increased price, and he is prevented from rais-
ing the price by more than the amount of the tax owing to
the competition of other producers. Turther, the price may
rise by more than the amount of the tax, because the currency
may not be sufficiently divisible to allow of an exact contri-
bution by the consumer ; while the seller in charging a round
figure will select the upper and not the lower limit in self-
interest. For example, if there is a tax of 4d. per dozen boxes
of matches, the price may rise by 3d. per box if bought sepa-
rately.

In some cases it is difficult to distinguish the problems
of incidence from those of effects. The seller may suffer a
reduction in his business or may have to bear a larger interest
charge on his capital. This problem is one of effects and not
of the incidence of taxation. The tax may be one shilling
and the extra charge for interest, etc., may come to one pence.
If the price rises by 1s. 1d. the consumer bears the whole of
the tax as well as the extra charges; whereas if it goes up
only by one shilling, the whole incidence is upon the buyer;
though actually 1d. is being contributed by the seller. In
case the price goes up by 8d., the incidence is upon the seller
to the extent of 4d. in addition to the charge of 1d. These
two charges should be kept separate in tracing and estimating
the incidence and effects of taxation.

The movements in prices may coincide with variations in
the rate of taxation; but to a certain extent they may be
attributable to other factors, and to that extent, may be
independent of the imposition of the tax. They may be due
to changes in the demand for or the supply of the commodity
taxed, or they may be caused by conditions of the currency
system of the country concerned or by considerations of ex-
change, etc. One cannot, therefore, measure the exact inci-
dence of a tax on imported commodities by comparing their
prices before and after the imposition of the duty.

:Secondly, conditions inherent in the tax also have some
bearing upon its incidence, though they may sometimes be
ignored. Shifting may be prevented by the design and struc-
ture of a tax, quite independently of the nature of the article
taxed. A tax may be imposed upon one commodity or upon
a whole class of commodities. The demand for some commo-
dities, say, tea and coffee, is competitive or alternative, and a
rise in the price of one of them may lead to its replacement
or substitution by the other. If a tax is imposed on tea, the
seller may not be able to shift it on for fear of the demand
being diverted to coffee, which is not taxed. But if both
are taxed, the tax can be shifted, though here the amount
of the tax and the comparative effects upon prices must be
taken into consideration. It may, therefore, be generalised
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that a tax which is common to all commodities of a certain group
8 more likely to be shifted than a tax imposed exclusively on a
particular commodity in that group.

] {The magnitude of a tax is another important consideration
in determining its incidence®) A tax of a large amount cannot
pe wholly borne by the seller, though he may bear a part of
it ; but where a tax is of small amount, the force of cireum-
stances_may be such as to make the burden rest on the seller.
'.I‘hel"e 18 some amount of trouble and inconvenience to all
parties every time when a trader increases his prices, and the
resentment of the buyers is great if the duty is not imposed
specifically upon the goods offered for sale. The extent of the
competitive nature of the conditions of the sale determines
the disinclination of individual traders to raise their prices,
because the rise in the price will mean a falling off in
business. It may be said that if the price were to change
only to a slight extent, the aggregate demand might not fall
off, and therefore the seller would not hesitate in shifting the
tax. But this would be true in case all the sellers acted
together even without actually entering into a formal agree-
ment to that effect. But if some of them were to follow a
policy of undercutting prices, the producers who would raise
their prices must suffer a reduction in their sales.

The shifting of the duty on a commodity is also influenced
to a certain extent by its form, i.e.{ whether it is specific or
ad valorem.) Tn the case of a specific duty, the scllers of the
cheapest grades would not be able to bear it as the ratio of
tax to profits per unit is altogether excessive. If they are to
continue in business, the prices of their goods must rise by
the ful]'amount of the tax. In this case, the incidence will
be on consumers. If owing to market conditions, prices
cannot rise adequately to make up for the duty, the producers
of the coarser goods may have to cease production. This
will result in a fall in the supply, in an increase in pricoes and
in the transference of the tax to the purchasers. It would be
a case of long-run effects rather than of direct shifting, but
the outcome is the same from the buyer’s point of view. In
the case of an ad valorem tax the producers of coarser goods
have not to bear such a high ratio of duty to profit per unit.
If they have to bear the burden themselves, they do not suffer
so much as in the case of a specific duty. A specific duty is,
therefore, somewhat easier to be shifted than an ad valorem
duty. In other words, the opportunity of shifting the tax
to the buyers is not quite so favourable in the case of the
ad valorem duty as in that of the specific duty. The duty of
both kinds may be shifted ; but there are greater chances
for the shifting of the specific duty than of the ad valorem
duty. -
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(The capacity for progression in the case of income tax
has some influence upon its incidence.; In the lowest ranges
of income, a proportional income tax is liable to be shifted
like a specific duty on commodities. In the case of the pro-
portional income tax, the tax on very low incomes would be
shifted backward to the employers or forward to those who
buy the products of persons on whom the tax is imposed.
Manufacturers making the smallest profit could not pay a
proportional duty, based on average profits, but would pass
it on either backward or forward or go out of business. But
a progressive tax would not be shifted with the same facility
even in the lower ranges of income. The marginal producers
would not be required to pay at the same rate as those making
la.rge profits and would not thus be impelled to raise their
pnces Thus in the case of progresswc tatatlon, the likelihcod

is that the duty may remain where it is first imposed. z

(Conditions inherent in the objects of taxation “also
determine the nature of the money burden or of the incidence.
An income tax is shifted, if at all, in a different manner from
a tax imposed upon commodities. The income tax is not
intended to be shifted and the payer finds it difficult to transfer
the burden. A manufacturer or trader may try to raise the
price of his goods, but this is rarely practicable. In case he
draws his income as salary, the difficulties are even greater.

Taxes on commodities are usually intended to be shifted.
The fact that the articles taxed enter into exchange facilitates
shifting ; because the machinery for the shifting of the tax
is present. Excise and customs duties themselves vary in
their capacity of transference according to the relative position
of the taxed commodities in the different stages of production.
Duties on producers’ goods can be more easily shifted than
those on consumers’ goods. In the former case, there is an
opportunity of transfer at every stage when the goods change
hands. In the case of consumers’ goods, the tax comes to
stay there ; because the consumer is at the end of the chain
of production. He can lighten his burden by shifting the

tax backwamd which is very difficult.

In the case of a tax of a recurring rature, the incidence
is partly determined by the degree of durability possessed by
the commodity) A person buying the property takes into
consideration the question that he will have to pay annual
taxes thereon, and the price offered is less than it would be if
no such charges were to be borne. The price is the value of
the property minus the capitalised amount of the tax.

The owner of such property at the time when the tax is
first imposed suffers a double loss. His income is reduced by,
the amount of the tax and the value of his property by the
amortised value of the annual taxation. The advocates of thg
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amortisation theory hold that the incidence of the tax is upon
the original owners of the property ; because the purchaser
buys it free of tax himself. The annual payments that have
still to be made to the State are said to be balanced by the
interest from the capital sum that is saved when the property
is obﬁained, and, therefore, they do not represent a net charge
at all.

The elasticity of denmnd)a.nd supply is a more important:
consideration influencing the incidence of a tax than the nature
and form of the tax itself. The demand for luxuries is usually
elastic; while that for necessaries is comparatively inelastic.
Elasticity and inelasticity are not absolute terms, but are
relative only. Those who can buy the most costly luxuries
will not restrict their purchases, if there is a rise in the price
by a moderate amount. Some people buy them merely
because they are expensive and in case they were very cheap,
they would refrain from purchasing them. But the number
of persons, who are just in a position to purchase the article
at the original price, and who, after the imposition of tho tax,
would not purchase it, iy perhaps more numoerous.

The demand for necessaries is not as inelastic as is gene-
rally supposed. There are persons who have a surplus after
purchasing their necessaries. After the rise in price, they
would purchase the same quantity as at the original price.
But those whose income was barely adequate before would
cut down their expenditure on the articles for which their
need was least insistent.

Subject to these generalisations it may be said that the
demand for luxuries is elastic; while that for necessaries is
inelastic; and a tax on luxuries is less likely to be shifted
than one on necessaries. The demand is also rendered more
elastic by substitutes ; and thus if a substitute is left untaxed
or taxed at a lower rate, the demand for the former commodity
is likely to be very elastic. In general then a tax on luxuries
raises their prices by a smaller amount than a corresponding
tax on necessaries. A tax on commodities that compete with
untaxed commodities is more difficult to be shifted than a
tax levied upon the whole range.

The determination of the incidence also depends upon the
elasticity of the supply of a commodity., The greater the
elasticity of the supply, the greater is the bargaining power
of the seller, and the eagier it is to shift the burden to the buyer.
If a tax is placed on a commodity whose supply can be increased
or diminished very quickly, the producer will immediately
reduce the output in response to a possible curtailment of the
demand therefor. He will then be in a more advantageous
position than sellers having fixed stock in his negotiations for
prices with purchasers.
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The elasticity of supply is influenced by the(mobiliby or
adaptability of the capital goods employed in productiony
Machinery and plant may be highly specialised and may be
employed only for the original purpose, or they may be used
for somewhat different purposes, should occasion require. The
latter is the case with machinery intended for making parts of
watches, which can be employed in case of necessity for
Producing delicate parts of other things. If a tax were
imposed on goods produced by these two types of machinery,
specialised and adaptable, assuming the elasticity of demand
for the commodities produced to be the same, the manu-
facturer of watch parts would be in a better position than the
other manufacturer. He can shift the tax more easily than
the other one can.

il‘he comparative mobility of capital is an important
factor in determining the incidence of customs duties.
Producers in a certain country may have invested large sums
of money in specialised machinery to supply goods to a foreign
market. The degree of specialisation will depend upon the
extent of the demand. The country importing the goods
may impose a tariff. The demand in the importing country
may be so elastic that a rise in price by the amount of the
duty may reduce sales considerably. Under these circum-
stances, for a time, the sellers have to bear a portion of the
duty themselves. It is only in rare cases that the foreigner
can be made to contribute to the exchequer of the home
country and this is one of them. The producer cannot use
his capital for other purposes, and he may have no alter-
native market of important size for his goods. Then he will
bear a portion of the tax himself.

An important consideration determining the incidence
" of import duties is whether the foreign producer is in effective
competition with producers in the country levying the duty
and in other parts of the world, or whether he enjoys monopoly
of the supply of goods in question) The competition between
the different foreign producers, even in the absence of compe-
tition from home producers, may be so keen that some of them
may themselves bear the duty rather than risk a reduction in
their sales. If the foreigner is a monopolist and is charging
‘the maximum prices, then he may not be able to raise the
‘prices of his goods. The amount he pays in duties may thus
be less than the loss he would suffer in profit by increasing
the prices of the goods,

But such instances of monopoly are rare. Even in the
-case of exclusive power over production, substitutes may be
available, which provide a check upon the price policy of the
monopolist. If a customs duty is imposed or increased, the
policy of the monopolist may be influenced by the taxation
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of the substitutes. If, however, all commodities of this class
are taxed at a proportionate scale of duty, without involving
any preference or protection, the price may go up by the full
amount. The incidence then may entirely fall upon the
pome consumer. But if the foreign monopolist has to pay
a relatively higher duty than his competitors, he may not
be able to recoup himself by charging higher prices. Then
he may have to contribute something to the exchequer of the
home country.

{(Another condition determining the incidence of import
duties is the comparative importance of the country's market
from the producer’s point of view)} The country imposing
the duty may have a monopoly of the demand of the goods
of the foreign country. The foreign seller will then find it
difficult to raise the price. But if other markets are available
to him, he can sell his goods there, and if the demand of the
consumers of the country imposing the duty is very insistent,
the latter will have to bear an incidence of the import duty.

Thus the incidence will also depend upon the clasticity
of the demand for the foreigner’s product. In case of the
inelastic demand for those goods, the price would be raised
by the amount of the tax without reducing sales, and the
incidence will fall upon the consumers. But if the demand,
besides being exclusive to the pcople of the taxing country,
is of an elastic nature, the foreign seller may have to bear the
whole of the duty himself.

A fourth condition is the extent to which it may be
possible to produce the commodity at home. If the article
cannot be produced at home, the price will rise as a result
of the imposition of the tax, partly because of the tax itself
and partly because of the reduced supplies from abroad. In
case, however, the demand is very inelastic, there would be.
no possibility of a reduction in the supplies from abroad. In.
the past, however, home production might have been restricted,.
not through natural, physical and climatic conditions, but.
because of the early start of the foreigner in that industry,
$0 that only the best home firms could carry on production
and compete with the foreigner. Under such circumstances,
the increased price resulting from the imposition of the duties.
would afford protection to the industry, and producers who
were hitherto below the margin would begin to supply for
the home market. The higher the level of the new prices,
the greater would be the possibility and inducement for such
firms to enter the field and provide for the home market.

.The conditions of varying costs also determine the inci-
dence of import duties) If the commodity is produced under
increasing returns, the larger sales of the home producers may
permit of a reduction in prices. This will, however, depend
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upon the effectiveness of competition among home producers.
If such competition is very keen, prices may go down, the
duty remaining at the original level.

“The conditions of joint demand and supply also deter-
mine the incidence of taxes, If conditions permit, a tax on one
of such articles may be partly shifted to the consumer or pro-
ducer of the other commodity that enters into the joint rela-
tion. For instance, in the case of the demand for wines and
bottles, the wine producer may try to shift the duty to the
consumer. If he cannot do that, he will reduce the price of
the bottles, and thus a part of the burden of the tax on wines
will fall on the makers of bottles. The manufacturer of motor
tyres and other rubber goods will similarly try to pass on the
duty to the purchasers of motor tyres, but if he cannot do so,
he will have to increase the prices of other rubber goods.
Under such circumstances, the incidence of a tax on tyres
would fall partly on consumers of the other joint produets.

He may have already been charging the highest prices
consistent with maximum profits for his several products.
Then he will have to consider other means of dealing with the
problem or may bear the tax himself. Even if he can raise
his prices, it may be argued that as he could have charged the
same prices before the imposition or increase in the tax,
shifting in the real sense of the term has not taken place. The
tax may have a considerable effect upon the policy of the
seller ; but it has not directly entered into price.

Another factor of great importance is the time element in
determining the incidence of taxation) A tax may be of small
amount and the seller may be prepired to bear it himself to
avoid friction with his customers. In the long run, however,
conditions may be different. The supply may be inelastic in
the short period but elastic in the long run. Expensive and
specialised machinery may have been employed and production
cannot be curtailed immediately. The burden of the tax in
the short run will fall upon the manufacturer. In the long
run the supply can be adjusted by restricting the investment
of new capital. Then the prices can be raised by the full
amount of the tax. Thus in the long runm, the incidence
may fall upon purchasers.

INCIDENCE UNDER COMPETITION

The factor of competition is another important considera-
tion determining the incidence of a tax. Many firms with
differences in advantages of production may be producing a
commodity. Some of them may be marginal and others
superior and there would be grades of superiority from the
point of view of the advantages of production. Thus under
competition, there may be a number of firms, each with a
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different unit cost of production, and each with a varying
rate of profit. The selling price of the goods of all may be
at the same level. If a tax is imposed, its incidence will vary
according as it is imposed upon the commodities or upon the
profits of the producers. A tax on the product is likely to be
shifted on to the consumers. If it is of a small amount, the
superior and the more profitable concerns may decide to bear
it themselves, when the marginal firms will go out of business,
because the latter cannot reduce their prices. In the case of
a great elasticity of demand also, the price may not be reduced
for fear of a falling off in sales, with similar consequences to
the marginal producers. As a general rule, however, a tax
on a commodity is shifted to the consumers and the respective
positions of the several firms remain as before.

The incidence of a tax on profits is different. There ig
minimum tax-free income and the marginal firms will remain
unaffeeted by a tax on profits. TIf the superior firms increase
their prices as o result of a tax on their profits, thoy stand the
risk of losing their customers to the marginal firms whose
prices remain unchanged. If the rate of duty goes up in pro-
portion to profits as the case actually is, the difticulty of
shifting the tax becomes e¢ven greater.  Those producers who
make very high profits and thug have to pay the highest rate
of tax are in fear of being undercut by firms whose profits are
taxed at a lower rate. Thus the shifting of taxes on profits
under competitive conditions is very difficult.

INCIDENCE UNDER MONOPOLY

Under monopolistic conditions the consumer may not
have to bear the whole of the money burden of a tax. Under
monopoly, cost and price may not be identical as the mono-
polist can charge as much above the actual cost as he thinks
practicable. The price charged by him is determined by
conditions of demand. e cannot charge a high price if the
amount demanded is likely to be small at that price. Simi-
larly, he will not charge a very low price if he thinks that the
resultant increase in demand would not be sufficient to com-
pensate for the reduced profit. To a certain extent, the price
is also determined by reference to the unit costs of production
at the different levels of output. Generally, the cost per
unit will fall with an increase in the volume of produection or
output. The monopolist thus fixes the price at a point, which
having regard to the conditions of cost and demand, gives
him the highest net profit. The monopoly price is generally
at a higher level than the competitive price.

A tax may be imposed either on the monopolised commo-
dity or upon the profit of the monopolist. A tax on the
commodity may be so small that the monopolist may not

¥
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Tegard it worth his while to raise the price. If it is appreciable,
he may decide to increase the price by the full or by the partial
amount of the tax, even though his sales are slightly reduced
and his unit costs increase. He does not fear the possibility
of being undercut by his rivals, because the commodity tax
affects all equally. Thus the possibility of shifting is very great.

A tax on the profits of the monopolist would be more
difficult to shift. He can raise his prices in this case only if
‘formerly he was charging less than the price which was most
:advantageous to him. If the price is already at the point of
maximum net revenue, he cannot recoup himself by raising
it. The incidence of a tax on monopoly profits is thus
-entirely on the monopolist.

In practice it is not so ecasy to devise such a tax. All
monopolists do not work out their prices as explained above.
Some of them fix up the prices by guess work ; while others
may be charging low prices to avoid potential competition
from becoming effective. Their monopoly may be due to
-efficient organisation and can continue only so long as prices
are kept low. The prices of many monopoly products are
purely arbitrary, and thus the incidence of a tax cannot be
«determined with certainty.

Some people would advocate the taxing of a monopolist
in order that he may return to the public a part of his mono-
poly gains. They argue that if it is true that he cannot, charge
more than he is already doing, his share of taxation may be
increased so that he may return to the public some of his
monopoly gains. Others hold that a monopolist may restrict
‘production and may cut down the total output after climi-
nating competition. To combat such an anti-social policy,
they advocate that the monopolist should be taxed at & dimi-
nishing rate as his output increases. This would let the
‘incidence rest on the monopolist; while it would not be to his
advantage to reduce the output and to charge high prices.

It may be said that the above view is not quite correct ;
‘because the main object of a monopolist is not to restrict the
-output and charge prices higher than under -competitive
-conditions. He fixes the prices with reference to profits. If
he can get the maximum profit at prices lower than under
-competitive conditions, he would do so in self-interest ; while
‘if he can get the highest net profits by curtailing production
.and by charging high prices, he would not hesitate in doing so.
The latter can take place only under conditions of diminishing
‘returns and not under those of increasing returns. Mono-
polies under conditions of diminishing returns are very rare;
while those under conditions of increasing returns are common.
They are due to better organisation, and, therefore, generally
it would not be to the advantage of a monopolist to restrict



PROBLEMS OF INCIDENCE OF TAXATION 43

production and to charge high prices; though it may be so
in particular cases which are, however, rare.

To summarise the factors determining the incidence of
taxes, it may be said, first, that price movements following
the imposition or increase of a tax do not always indicate the
extent to which it may have been shifted. Secondly, the inci-
denceis, to a certain extent, determined by the nature of the tax
itself, by its exclusivenessor otherwise, by its magnitude and
form. Thirdly, the character of the commodity taxed has some
bearing upon the problem. For instance, a tax on consumer’s
goods falls in a different way from a tax on producer’s goods.
Fourthly, the elasticity of supply and demand is a factor of
great importance in determining the incidence, and the time
element is important in this connection.  Fifthly, the incidence
of import dutics need not mnecessarily fall upon the foreign
producer. Finally, the examination of competitive and mono-
polistic conditions shows that the incidence varies nccording
as the tax is placed upon the commodity or upon the profits
of producers. The tax on profits is not easy to move both
under competitive and monopolistic conditions ; while that
on the products can be shifted with comparative casc.



CHAPTER V

Effects of Taxation

HAVING considered the problems of the incidence of
taxation, we may now consider the economic effects of taxes.
(They may conveniently be considered under three heads,
11) effects on production, (2) cffects on distributicn, and (3)
other effects.)

'he effects of taxation on production can similarly be
classified under three heads, (1) effects on people’s ability
‘to work and save, (2) effects on people’s degire to work and
.save, and (3) effects on the distribution of economic resources
‘between different employments and localities.) _

A person’s ability to work will be reduced by taxation
which reduces his efficiency. Thus taxes should not be imposed
‘upon the poor, because that would mean 8 reduction in their
-efficiency. This argument applics to taxes on small incemes,
iincluding deductions from wages, and fo taxes on necessaries.
It also applies to taxes on commodities whose consumption
«contributes to efficiency. ~

Ability to save is reduced by taxes on persons who have
any margin of income and who are thus in a position to save.
The only taxes which do not reduce the ability to save are
‘those that fall on the poor, because they have no such margin.

There is the further danger that high taxation may react
adversely on the payer’s will to save and produce. Some
people may be discouraged from producing ; while others may
‘be eéncouraged to work harder than before. If a man hasg
accumulated a sufficient amount of money to help him without
working, high taxation would reduce his income and penslise
‘further efforts. Another man, having no other source of
income, may be encouraged to work harder than before;
‘because thereby he has the opportunity to earn the extra
‘money out of which he can pay his taxes.

The effects of any particular tax upon the desire to work
:and save depend partly on the nature of the tax and partly
-on the nature of individual reactions to taxation. A person’s
‘reaction to taxation is governed by the elasticity of his demand
‘for income in terms of the efforts and sacrifices which he makes
‘to earn his income. If as a result of increased taxation a
.given effort or sacrifice produces less income than before, the
-desire to work or save is strengthened, if the elasticity of his
-demand for income is small and it is weakened if this elasticity
is very large, He will try to work and save more than before
.n the former case, and less than before in the latter case.
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People, who have dependents to maintain or who are saving
to secure a certain fixed income at a future date, feel com-
pélled by the pressure of increased taxation to work harder
or to save more. DPeople desire not only to be well-off but to
be better off socially than their rivals, They are impelled to
increase their cfforts to save more in order to meet the tax.

Whatever the clasticity of the demand for income of the
taxpayer, certain taxes have hardly any tendency to influence
the desire to work and save. Taxes on windfalls, i.e., taxes
in periods of great economic disturbance or even in periods
of rapid cconomic changes do not effeet the desire to work
and save, and, at the same time, are very productive of revenue.
Inherited wealth is sometimes a windfall to the inheritor,
and inheritance taxes may also fall in the same category. A
tax on a monopolist which gives him no inducement to alter
his output or selling price is another example on the point.
A tax on a monopolist, which makes a larger output and a
lower selling prite more profitable, will increase his desire to
work and save, whatever the elasticity of his demand for
income may be.

In the majority of cases, however, the effect of varigus
taxes upon the desire to work and save depends upon the
clasticity of taxpayers’ demand for income. Let us start
on the assumption that this ¢lasticity of demand is very large,
and then consider the comparative effects of various taxes
upon the desire to work and save of the taxpayers.

Taxes on particular commodities will reduce this degire to
a very small extent inasmuch as the income derived by the
taxpayer from a given effort will have legs purchasing power.
A general tax on income will reduce the desire to save more
than taxes on commodities which fall on expenditure only.
Thus some people advocate the exemption of savings from
income tax in whole or in part in the inferests of production.
A sales tax is also proposed to be substituted with the game
object in view. The chief objection to the substitution of
sales tax for income tax arises {rom considerations of distri-
bution, and also from those of the cost of collection.

Where an income tax differentiates in favour of earned
income, i.e., taxes incomes from work at a lower rate than
equal incomes from property, it checks the desire to save to a
greater extent and the desire to work to a smaller extent than
a tax which, while yiclding the same revenue, made no such
differentiation. But probably the recipients of income from
work have a greater desire to save than recipients of equal
incomes from property; because the former have a greater
incentive to make provision for the future. In other words,
the demand for income is probably less elastic among the former
than among the latter. A moderate degree of differentiation
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in an income tax does not, therefore, introduce any
additional check to the desire to work and save. A very high
rate of progressive taxation will certainly check the desire to
work and save very sharply, and the sharpness of the check
will increase more rapidly than the rate of the tax. Thus
though progressive taxation is to be preferred to proportional
taxation, and almost always to regressive taxation, it is
possible to find instances in which the application of the
method involves an economic loss both to the taxpayer and
to the community. A business man with a large income
may be induced to retire from economic activity sooner than
he would do if the rates of taxation were lighter. He may
think that as he is advancing in years and is already assured
of a comfortable income from investment the net return
after paying the heavy duties is not sufficient to compensate
him for the hard work. The community is the poorer in
case he withdraws from economic activity when he is still
capable of useful production.

From the point of view of its effects on production, a tax
on inherited wealth has certain advantages over an income
tax. If its payment is not insured against beforehand the
inheritance tax checks saving to the extent to which an income
tax does. As regards its actual payment an inhéritance tax
will probably be paid by realisation of securities to a greater
extent than an income tax will be paid out of money which
would otherwise have been saved. As regards the effects of
the expectation of having to pay in the future, saving is pro-
bably more reduced by the prospect of having to pay income
tax each year than by the remoter prospect of one’s heirs
having to pay inheritance tax at some distant date. But if
the payment of an inheritance tax is insured against before-
hand the actual payment is made out of money received from
an insurance company. In Western countries, the habit of
insuring against inheritance taxes is becoming very common.
The effects on saving of the annual premium payments would
be the same as the effects of the annual payments of income
tax. In both cases, saving is only checked inasmuch ag the
annual payments are made with money which would other-
wise have been saved. “If, therefore, an inheritance tax is
generally insured against, it seems clear that it checks saving
to a smaller extent than an income tax yielding the same
revenue.’’

The above arguments apply to an inheritance tax of the
ordinary type, assessed on the total property passing at death.
It is assumed that such a tax checks the desire of persons,
accumulating wealth, to work and save. In the case of a tax of

1 H. Dalton, Public Finance, p. 91.
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the type proposed by Professor Rignano, an eminent Italian
economist, the desire to work and save would be checked to a
much smaller extent, if it would at all be checked. According
to this proposal, the tax on inherited fortune should be gradu-
ated according to the number of times it changes hands *by
inheritance. The greater the age of the fortune, the heavier
would be the rate of the tax. A differentiation would be made
between the wealth of a person which he acquires as a result
of his own work and saving and wealth which comes to him
by inheritance. On his death, the inherited wealth would
be taxed at a higher rate than the earned wealth. This will
give him a stronger inducement to work and save in order
to provide for his heirs.?

Both income and inhemjfance taxes differ in respect of
their effects upon production from another point of view also.
The prospective inheritors of wealth will be less inclined to
work and save if the inheritance which they expect is likely
to be very substantial. They may even begin to run into
debt on the strength of their expectations. By reducing
these expectations, an inheritance tax stimulates work and
saving on the part of prospective inheritors, and the stimulus
will be stronger in proportion to the heaviness of the tax. It
may be concluded that an inheritance tax on the Rignano
plan would stimulate the productive energics of those affected
by it in place of checking them.

We may now consider how taxation may affect production
through its effects on the distribution of economic resources
between different employments and localities. It is generally
held that the diversions of economic regources from their
natural channels tend to check production; but in a large
number of practical instances this rule does not hold good.
It may generally be said that “in the choice of taxes, there is
a presumption in favour of those which cause the minimum of
diversion of economic rcsources. But this presumption is
frequently overthrown by special arguments applicable to
particular taxes.”

Taxes which have been defended on the ground that they
causge little or no diversion of economic resources are those
on windfalls, on the site value of land, on monopolists
which offer no inducement to change output or selling price
and certain others falling with equal weight upon all users of
land. When a person is taxed on the employment of his

2 For a fuller discussion of Prof. Rignano’s scheme and of inherit-
ance taxes, see Dalton, Inequality of Incomes, Part 1V, Chaps. I1X, X ;
and also Pigou, Economics of Welfare, Part 1V, Chaps. II and V1, for
a discussion of the comparative effects of income and inheritance
taxes upon production. Also see Silverman, Tzvation, Chaps. VIII
and X in connection with the effects of income and inheritance taxes.
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resources, he will try to divert them to some other employment
free from or taxed at a lower rate of taxation. This diversion
will be profitable to him only if the loss of income, apart from
taxation due to the change of employment, is less than the
gain through the payment of lower taxation. Such diversion
is, however, very difficult, because capital and labour become
specialised in particular employments. But no such difficulty
stands in the way of the diversion of new resourcez, not yet
specialised, to other employments, which, but for the tax
would have entered the taxed employment. Tt is, however,
the diversion of new resources, rather than of the existing
ones, which is of great importance.

A tax on windfalls gives no induccment for diversion.
Similarly, a tax on the gite value of land, irrespective of the
employment to which the land is put, causes no diversion ;
because its incidence is wholly upon the land owner. The
supply of land is fixed by nature, and no restriction of its supply
is consequently possible. A tax on a monopolist, which does
not give him any inducement to alter his output or selling
price, gives no inducement to diversion. It is because the
monopoly still remains more profitable than the employment.
of resources in open competition.

A tax, falling upon all employments of resources with equal
weight, does not give any inducement to diversion, because no
diversion would be a source of profit. Some people hold that
a general tax on income is non-differential; while others.
arguoe that it differentiates against saving and diverts savings
to expenditure. The reason is that it taxes income when
saved and income subsequently derived from savings. If the
latter argument be correct, a perfect non-differential tax
would be on expenditure only or an income tax which exempts
the income saved. Whether a general income tax causes a
diversion from saving to spending depends upon the elasticity
of the taxpayer’s demand for the future income to be derived .
from savings. If this elasticity is large, the diversion will
take place; if it is small, the diversion will be from spending
to saving ; while there might be no diversion if this elasticity
were of an intermediate size.

Some diversions may be advantageous. A tax on whisky,
which diminishes its consumption, increases health and effi-
ciency, and the diversion will increase production. The tax
on a commodity whose consumption is disadvantageous also
cauges a desirable diversion of resources. A tax on land used
for particular purposes will cause diversion to other purposes,
which may be more beneficial to production. A tax on a
monopolist, which induces him to increase his output and
reduce his selling price, is likely to cause a beneficial diversion ;
because the additional resources employed would be more
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productive than they would have been under competitive
employment.

The case of a protective tariff, a classical example of the
deliberate diversion of economic resources from their natural
channels, may now be considerea. Under certain circumstances
a scientifically devised protective tariff may increase production
in the long run, by developing certain productive resources
faster than would have been the case otherwise.  Some writers
regard this as a bare theoretical possibility. T'r. II. Dalton
in his Public Finance observes, ‘‘The circumstances, in which
such a result is likely, are rare, and can hardly arise in highly
developed industrial communities. Further, even when the
circumstances are present, the likelihood of a protective tarifl
being skilfully devised from the point of view of the com-
munity as a whole, as distinet from that of powerful organised
interests, which eught not to be protected, is slight. Turther,
List’s argument assumes that protection should be temporary,
whereas one of the most difficult tasks in practical politics is
to get rid of a protective tariff once established. And such
a tariff, even if originally justifiable, may inflict far greater
loss on productive power, if too long maintained, than would
have been incurred if it had never been adopted at all.
Sidgwick probably said the last word on this matter, when he
remarked that many people seem to suppose that in theory
free trade is the best policy, but that in practice free trade will
not do much harm and may do some good, whereas the true
situation is the exact opposite of this; in theory a case may
often be made out for protection, but in practice it is far safer
to stick as closely as possible to free trade.  The prevalence of
high protective tariff in modern world is to be accounted for
by the great political power of organised interests, which aided
by certain elementary but widespread confusiony of thought
on the subject of international trade, benefit by protection at
the expense of the unorganised general publie.”?*

Diversion may also take place as a result of taxation from
one locality to another, and production may decrecase in the
locality from where the diversion of resources takes place.
Local diversions are likely to take place in comparatively small
communities, where the pressure of taxation drives people or
capital into neighbouring communities, where taxation is legs
heavy. A tax on the site value of land cannof cause local
diversions and it cannot be evaded even by dishonest tax-
payers.

To summarise the effects of taxation on production it
may be said that heavy taxation must react unfavourably on

3 See pages 100, 101, For a fuller discussion consult also my book
Currency and Commerce, Chapter X V1.
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production. The extent of this check will depend upon the
charagter of the taxes imposed and upon the character of the
taxpayers. The check may be caused, first, through the
effects of taxation on people’s ability to Work and save ; second,
through its effects on their desire to work and save ; and thutd
through diversions of economic resources between differen_t
employments and localities. The check is most serious and
most certain when it is caused as a result of reduced ability
to save. Under the second head, much depends on the
elagticity of demand of the taxpayers for their income. In
this case a check to production is possible. Under the third
head, a wise selection and administration of taxes will deter-
mine whether production will be checked or stimulated.

The proceeds of taxation may be spent in such wise
that economic welfare does not improve or public expenditure
raised by taxation may stimulate production. In the former
case, it would result in a clear economic loss; while in the
latter, it would be conducive to increased production and
economic welfare.

Again, if a tax is levied on a commodity produced under
the conditions of increasing returns and subject to a sensitive
demand, the price is likely to go up by more than the amount
of the tax. The output will be restricted and the unit costs
will rise as a result of the tax. The profit per article will also
be diminished though the consumer will bear the whole of the
duty. Total production will fall as the marginal firms will
eventually disappear from the market. Thus the supply inay
fall even below the new level of demand, and consequently,
prices may go up by more than the amount of the tax.

If, however, the newly taxed commodity is produced under
conditions of diminishing returns, the smaller demand will be met
by a smaller supply at a lower unit cost of production. The
producer will make a larger profit per unit, when the price
rises by the full amount of the duty, but his total sales will
‘be reduced. In this case, there are two conflicting tendencies.
Under competitive conditions, the prices may be somewhat
lower than they were previous to the imposition of the tax.
The fall would correspond to the saving in unit costs. The
producers would like to be compensated for their diminished
‘volume of business by raising prices. On the whole, the
chances of the price ultimately settling at a lower level than
that previously reached are not very bright.

Thus the imposition of a tax upon a commodity produced
under increasing returns is likely to jeopardise the interests
of the industry and to damage production. It does not,
however, imply that instead a tax may be imposed upon
commodities obeying the law of diminishing returns, particularly
if they are food-stuffs. In such cases the economy in the costs
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of production would be more than compensated by the hardship
to which the masses of the people would be subjected.

EFFECTS UPON DISTRIBUTION

Just as in prefering one tax system to another, it should
be seen that it has a smaller iendency to check production ;
similarly, within limits, it should have a tendency to reduce
the inequality of incomes. The German economist Wagner
was the first to advocate the use of taxation to reduce this
inequality, and this view is increasingly adopted in modern
practice.

A regressive tax system tends to increase the inequality
of incomes, and probably, similar is the effeet of a proportional,
and even a mildly progressive tax system. On the other hand,
a very steeply progressive tax system tends to reduce the
inequality and the steeper the progression, the greater is thig
tendency. In the interests of distribution, therefore, the most
sharply progressive system that is practicable might be
adopted. A rough approximation to such a system would be
to cut down all incomes above a certain amount to that
amount, and to leave incomes below that level untaxed. In
the interests of produetion, such o system is highly disadvan-
tageous. The cage for a considerable degree of progression
may, however, be taken to be firmly established. In such
cases, particularly in the case of small communities, the possi-
bility is to drive persons and capital outside their areas to
neighbouring places. This danger will not be serious if the
area over which the progressive tax system is adopted is very
wide, and if the mobility of persons and capital across their
boundaries is small.

A poll tax, equal in amount for cach taxpayer, would
be very simple, and a proportional tax would be very con-
venient if all incomes were equal. It, however, becomes
regressive when incomes are unequal and thus it is unsuitable
for modern communities. Generally, taxes on commodities
of wide consumption are regressive ; because the larger
the income of a person the smaller is ity proportion spent
by him on any one such commodity. Thus taxes on food-stuffs
are generally very regressive. An ad valorem tax on a com-
modity is not so regressive as a specific tax; because the
former difterentiates to a certain extent against consumers of
the more costly varieties of the commodities. A proportional
tax on individual expenditure and a sales tax are algo regressive,
the former because the ratio of expenditure to income fally
with an increase in income. A tax system, including regressive
taxes, can be made progressive by including other taxes which
are themselves progressive, and whose influence on the general
character of the tax system is stronger.
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"Income and inheritance taxes and general taxes on pro-
perty can be made very progressive. An income tax can be
made progressive by taxing larger incomes at higher rates
tHan smaller incomes. The Indian income tax is progressive,
and there ig an additional graduated or super-tax only on
larger incomes. An argument for differentiation in favour of
income from work is that an income from property will givé a
larger amount of economic welfare than income from work.
There is no corresponding disutility in earning income from
property as in regard to income from work. In the latter
case personal efforts, sacrifices, ete., are the subjective costs
which must be debited against the inmcome. TIn tlie interests,
of proportional sacrifice, therefore, thé-income from work
should be taxed at a lower rate than the income from property.

There is the question of the allowances which should be
made for the domestic circumstances of the taxpayer. Under
the British income tax law, the incomes of a husband and
wife are treated as one taxable income, and then allowances
are given in respect of the wife and of children below sixteen.
No such allowances for the domestic circumstances of the
taxpayer are made in India.

A sales tax cannot make any allowances for the domestic
circumstances of the taxpayer. Between taxpayers of equal
income, it falls more heavily on those who have the largest
number of dependents. It cannot also be conveniently made
progressive.

A progressive tax on individval expenditure might be
devised by exempting savings from a progressive income tax.
But it is difficult to exempt savings from income tax and
then to devise a progressive income tax system. The
reason is that savings are large in proportion to income. Ilence
a very stecp rate of progression on income would be required
to devise a tax which should be progressive on expenditure.
Thus it would be very difficult to devise a progressive income
tax system in which savings could be completely exempted
from tax.

An inheritance tax may be assessed and graduated in
various ways. As between different inheritors, it would be
progressive, if on death, it is assessed on a progressive scale
on the amounts inherited by different individuals. Mill
proposed to fix a maximum sum, beyond which no individual
could inherit. This only implies a steeply sharp progressive
tax system. But complications arise when a person receives
inheritances on difterent occasions. For instance, a person re-
ceiving two legacies of Rs. 2,000 each would be less heavily
taxed than one receiving a single legacy of Rs. 4,000. Thus from
the point of view of distribution, it is desirable to graduate
an inheritance tax, not only according to the amounts of
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inheritances received, but also according to the amount of
wealth possessed by them. This principle has recently been
adopted in Italy. In England, the British estate duty is
assessed on a different basis. It is assessed on a progressive’
scale on the total value of the property passing at death,
without regard to its distribution among inheritors. The
British legacy and succession duties are progressive according
to the remotencss of the relationship of the inheritor to the
deceased. These vprinciples do not necessarily lead to
progression as between inheritors. The British estate duty
would fall more heavily upon an estate of £ 50,000, to be
equally divided among five inheritors than upon an estate of
£40,000 going to a single inheritor. Thus an inheritance tax
can be made progressive by assessing individual inheritances
and the wealth of inheritors on a progressive scale. A heavy
inheritance tax also reduces the inequality of incomes by
stimulating gifts from the old to the young to avoid the tax.
This tendency is not, however, so strong as it might be supposed
at first sight; because the recipients.of such gifts are those
who would have inherited a little later. Now that gifts come
to them earlier, the tax is successfully avoided and they are
richer than they would have been if they had to pay the tax.

A general property tax can be made progressive as between
property owners by introducing graduated rates, exemptions
and allowances. The annual value of the property is a more
satisfactory basis of assessment than its capital value; but
a progressive tax in certain cases is better on the capital value
than on the income of the property.

The principle of progression can also be introduced in
other taxes. A tax on land values can be made progressivo
on the total value of land owned by individuals, with a mini-
mum of exemption. Some taxes which at first sight appear
progressive may not be so. A corporation tax progressing
according to the ratio of the profits to the capital of the
business is not necessarily progressive on individual incomes
obtained from business subject to it. TFor instance a dividend
of 5 per cent. on an investment of £5,000 in onc company
would be taxed at a lower rate than a dividend of 10 per cent.
on an investment of £1,000 in another. It would be still less
progressive on individual incomes from property ; because
incomes from public securities or land would escape it, how-
ever large they may be; while even small incomes from
business subject to it would be taxed even below the level of
income tax exemption.

It is claimed that a protective tariff may also be used to
improve distribution by reducing the inequality of incomes.
It might do so in two ways. Firstly, the imported commo-
dities competing with home industries, paying comparatively
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higher wa.geéy mlght ‘be taxed Ht“Would divert production
and employment from .industries with lower wages to these
more favoured _jndustries. Secondly, the imported commodi-
$ies mainly consumed by the rich might be taxed. This would
mean the substitution of such other imports, which would
be more ugeful to the majority of the community.

These results are, however, possible only theoretically ;
but in practice, their attainment would amount to very little ;
while considerable damage might be donc. There are other
direct methods referred to above which can be successfully
used. to improve distribution.

OTHER ErFreECcTs OF TAXATION

Some other economic effects of taxation may now be
congidered. “The cost of collection should be as low as possible ;
because a high cost of collection decreases preduction by in-
volving a waste of labour and materials. The cost of collection
is less for a heavy tax than for a light one. Therefore, there
should be a small number of fairly heavy taxes on commodities
rather than a large number of lighter ones. The cost of collec-
tion is generally higher for ad »alorem than for specific duties,
and specially heavy for elaborate duties, which differentiate
between commodities from different sources of supply. On
this ground, there is a case againgt the introduction of a large
element of discriminatory and preferential duties in the Indian
fiscal system. Such elaborations should, therefore, be avoided
unless they serve really very good and important purposes.

The cost of colleting an income tax or inheritance tax
at a flat rate is the same per taxpayer, whether the tax is
high or low. It is, therefore, cheaper to collect a given revenue
at a high flat rate from a small number of taxpayers than from
a large number at a low rate. In the latter case, there is also
the additional cost of collection with regard to exemptions,
allowa.nces, graduation, etc. The cheapest way to collect
an income tax on wages would be to require employers to
deduct the tax; but the introduction of a tax on low wages
would be very disadvantageous in other ways. It would
damage production by reducing the efficiency of wage earners.

The cost of collection is smaller for income and inheritanee
taxes on the relatively rich than for commodity taxes, which
generally fall on the poor. It is thus better to tax the rich
through income and inheritance taxes and the poor through
a few commodities of wide consumption. In comparatively
thinly populated and industrially backward communities,
the cost of collection of income tax may be relatively higher
than that of commodity taxes and of customs duties.

It is also necessary to see that the cost of collection is
as low as possible from the point of view of taxpayers also.
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certain indirect of#ects.” In the case of an external loan, how-
ever, the wealth of the debtor country is reduced when interest
payments are made to the people of the creditor country.
Dead weight debt is not a creation of wealth, but there are
indirect advantages of this kind of debt also. Sometimes
war debts are necessary to preserve the solidarity of a nation
and for protecting the rights and liberties of the people of %
country.

A public debt tends to encourage the establishment of
banks. Trade follows the flag as well as the bank. A State
may have to borrow money in exceptional circumstances and
this may be a sort of stimulus to industry when these loans are
quickly spent on various objects. It is extravagant.to accu-
mulate debts in periods of rising prices, because the interest
as well as the principal sum may have to be paid in periods of
falling prices when the incomes and the taxpaying capacity
of the people are reduced. If governments do not raise loans
from savings, and if they do not obtain revenue from taxation,
they may create new purchasing power by inflating the currency.
Inflation reduces the real income of the individual without
giving a claim for repayment and, therefore, it acts like a tax
in this respect.

The purpose of the debt should be taken into view in
estimating its merits and demerits. The contraction of debts
by the State does not mean that the capital is unprofitably
invested. It is very advantageous for undeveloped countries
to borrow loans to spend same for developmental purposes.
"This investment of capital increases the national income of
the country by improving its trade and industries. It is
sometimes said that public debts tend to make more permanent
the differences between the interest-receiving and the interest-
paying classes, and they are thus open to a social objection.
But the differences between the two classes are not really so
pronounced as often imagined and the argument is not, there-
fore, of any real significance.

The question then is : what should be the general principle
in the raising of loans ? / Taxation should be raised only as
much as the nation can bear and abnormal expenditure should,
as far as possible, be raised from this source. As compared
with a loan, a tax has the advantage of not leaving any charges
behind it in the form of repayment of the principal to disturb
subsequent budgets. Taxation is preferable to loans if com-
merce and industry are not prejudicially affected by increased
taxation. But there is a limit to an increase in the amount
of taxes, and loans are necessary to avoid too rapid an increase
in taxation. Some systems of taxation can be more easily
adjusted to increasing expenditure than others and an un-
satisfactory system of taxation is a very great impediment
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in the way of raising adequate revenue through this device.
A debt should not be allowed to accumulate to such an extent
that it may consume a very large part of the revenue.
Hamilton and Ricardo emphasised the great importance o
taxation over loans in the finances of a State.

ForMs oF PusLic DEBTS

‘Public debts may be classified in various ways, but the
clagsification cannot be uniform. The various forms into
which public debts are usually divided are, however, given
below :—

(a) Voluntary and Involuntary Loans.—A voluntary loan
is a loan which is issued strictly on business principles and
the creditor subscribes as much as he likes out of his free will.
The advantage of this loan is that the investor pays just as
much as he wishes. The advantage of a tax is that it does not
involve any repayment and does not necessitate any provision
in future budgets. A compulsory or forced loan is one which
is to be compulsorily made by the creditors to the public
authority issuing the loan. Such a loan lacks the advantages
of both voluntary loans and taxes and resort to it is made
only when voluntary loans and taxes cannot serve the purpose.
Such loans are now rare.

(b) Internal and External Loans.—An internal loan is one
held by nationals within a country. The payment of interest
on an internal loan does not affect the national income and it
is merely a redistribution of income. An external debt is one
which iz floated outside the country in question. It thus
means the transfer of wealth from the lending to the borrowing
country when the loan is made, and a transfer in the reverse
direction when interest payments fall due or when the principal
is to be repaid. In the case of external debts a part of the
income of the debtor country has to be transferred to the
creditor country in payment of interest or principal, which
reduces the net income of the debtor country. The burden
of an external debt is specially heavy and unbearable when it
has been borrowed for unproductive purposes and does not
create its own means of repayment or when it is imposed by
the authority of a foreign government as the war indemnities.
Such loans create economic and political complexities of the
first magnitude. The debtor country has to raise revenue by
taxation, borrowing or inflation. Taxation has its limits and
inflation is specially burdensome for the poorer classes ; while
further borrowing may not be possible at times, particularly
when the debtor country is not financially sound. There are
exchange difficulties also which such debts very often produce.
The debtor country has to export goods or gold in satisfaction
of its’ obligations to foreigners.
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sale. A comparison based on the relative proportions of
internal and external debts is also difficult. The conclusion
is that no one method should be adopted by itself as a basis of
comparison ; but a combination of the various methods would
prove useful. Perhaps the most useful are the methods of
(1) taking the ratio of national debt to national wealth and
incomo, and (2) the percentage of expenditure on the debt
service to total ordinary oxpendxtnre

THRE R}:.PAY\IEN'I‘ or‘ PusLICc DbBT

The burden of public debts may be lightened in four ways.
One of those methods is to repay them. In this connection
the chief decision to be taken is how fast repayment shall
procecd. TIn the case of an external debt, the rate of repayment.
depends upon the wealth of the debtor community in relation
to the amount of the debt. The greater the wealth, and the
smaller the debt, the faster should it be paid off, and wice
versa.  The rate at which an internal debt should be repaid
depends upon different considerations ; because here repay-
ment involves only a transfer of wealth ‘within the community.
In this connection there is a strong case for rapid repayment
irrespective of the wealth of the community and of the size of
the debt. Tf the debt is repaid only slowly, the burden of
interest payment will deerease slowly and will continue for a long
time. Thus the check to beneficial social expenditure and to
productivity will continue for a long time. If, on the other
hand, the debt is repaid rapidly by special but short-lived
taxation, the burden of interest payments will diminish rapidly.
The burden of taxation will be heavy while it lasts, but will
not lagt long. The check to productivity and to beneficial
public expenditure will, therefore, be greatly reduced in a
comparatively short period of time.

A second method of escape from the burden of debts is to
repudiate them in full or in part. This is inequitable becauge
it hits hard only one class of property owners; while it leaves
others unaffected. If all contracts involving payments to
property owners are repudiated simultancously, no diserimina-
tion is involved ; but this would entail a social revolution the
effects of which would be harmful for all classes of people.

There are ecconomic consequences also of a policy of
repudiation. The future floatation of loans would become
almost impossible as the credit of the repudiating authority
would be damaged beyond repair. In the case of external
loans, there is a danger of provoking aggressive action against
the repudiating public authority on the part of the aggrieved
foreign creditors. The methods of aggression may be overt
military action, secret support of the enemies of the public
authority, trade boycott, campaigns of propaganda, ete.
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The same arguments apply, though with a diminished
force, to such partial repudiation as a reduction in the rate of
interest or the reduction of the burden of debt by currency
depreciation through currency inflation. Except as a mere
“incident in a social revolution, an effective demand for the
repudiation of an internal debt is not likely to arise. A
movement for the repudiation of an external debt may arise
when the debt is a legacy of war and when the debtor commu-
nity develops a sufficient military strength. The existence
of international indebtedness is, therefore, a source of danger
to the world’s financial stability and to its peace.

A third method of escape from the burden of public debts
is conversion, i.e., the reduction of the annual debt burden
in the form of interest to a minimum. This is a method
pursued by all financially sound countries, which are always
on the alert to sce whether conversion is possible and the
extent to which the rate of interest may be reduced to effect
a saving in debt charges. For this purpose the price movements
of the securities of various public authorities have to be closely
watched.

PRINCIPLES OF CONVERSION

A fundamental principle of conversion is that the financier
gshould keep in close touch with the money market with a view
to reduce the annual burden of debt. Secondly, in considering
whether the policy of conversion should be followed or not,
it is necessary to keep in view the probable course of interest
rates, taxation and prices. Large holders like banks, insurance
companies, ete., should take into account the probable tendency
of interest rates in the long run as well as in the near future.
Thirdly, the capital of the debt in making conversions should
not be increased except for good reasons. Finally, the con-
version should be as simple as possible. A reduction in the
rate of interest if accompanied by a guarantee against a further
conversion for a certain period will ensure a successful con-
version. A variety of loans at varying rates of interest may
be consolidated into a single debt of uniform interest. In
1757, greater uniformity was introduced into the system of
British public debt, when several classes of debt were consoli-
dated into one loa,n be.u'mg a unlform rate of 3 per cent. a.nd
this operation gave rise to the term ‘“‘consols”.

Capital levy is another method of escaping the burden of
public debts. The growth in public debts and the consequently
heavy interest charges have made the question of the repay-
ment of War debts an urgent one. Above a certain level of
exemption, individuals should be taxed on a progressive scale
upon an assessment based upon their net wealth. Wealth in
this case is to be interpreted togmean capital rather than income.
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Such a debt redemption levy has also been described as antici-
pated death duties and as one writer phrases it, a law would
be passed, ‘“by which every man and woman of a suitable
degree of wealth would be deemed to die, and to come to life
again next morning as the fortunate heir to his own property
on payment of an appropriate ransom.* Relief would be
given to trade and industry consequent upon the remission of
taxation made possible by the extinction of debt and the
cessation of interest. This reduction in taxation in the future
would reduce the evil effects of taxation on production and
thus it would be possible to devote money to social services
to a greater extent.

The case for and against a capital levy has been ably set out,
by many writers. The British Labour Party proposed to have
a special levy on accumulated wealth, the limit of exemption
being £5,000. Beyond this exemption, there was to be pro-
gressive taxation. Dr. Dalton in his Capital Levy Kaplained
deals with the whole subject in a thorough manner; while
the treatment of the subject by Prof. Pigou in his Capital
Levy and a Levy on War Wealth is also masterly. A Select
Committee of the House of Commons also in 1920 thoroughly
thrashed out the subject and formulated a case for capital
levy. The arguments for and against a capital levy may now
be set forth in a summary form.

It is argued that it is most unfair that millions of men who
fought in the War must work to provide interest on money
which the lenders were able to lend in large amounts while the
former were fighting. ‘““If it was right that young men should
give their lives, it wag right that rich men should give their
wealth in taxation, instead of being invited to make a profit-
able investment.”’® Another argument in favour of a capital
levy 18 that with a gencral fall in prices the burden of debt
will increase and the holders of Government securities will
gain still more at the cost of the general taxpayer. Thus
a capital levy is regarded as expedient.

Some writers hold that in order to secure a rapid reduction
of the debt, the contributors to such a levy should be encouraged
to pay as soon as possible and should be required to pay in
full within a reasonably short period of time. The normal
period of payment should be extended where payment within
the normal period would seriously injure the business of
individual contributors. Interest will have to be paid on the
sum outstanding at the end of the normal period in such cases.
The amount of the future instalments would depend upon the

2 Dalton, Public Finance, p. 203.

3 Labour and the War Debt, p. 5 (The Labour Party, 33 Eccleston
Square, London, 8.W.1.), quoted by F. Shirras.
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wealth of the contributor at the time of assessment and not
upon his future activities. Thus the payment of these instal-
ments for a longer period would not check production.

The main objection to a capital levy is its effect on capital
and credit. Prof. Findlay Shirras sets out the case against a
capital levy in the following words: ‘‘Traders use War debt
to finance their business, and if the War loan were handed
over to Government they would be deprived of this. Thus
a capital levy would involve a violent deflation of credit, and
in the long run a scaling down of wages and prices. Govern-
ment securities held by banks in the form of Treasury Bills, ete.,
would not be available for industry for the simple reason that
they would cease to exist. Bank deposits would be reduced,
and it would be necessary for banks to ecurtail their loans.
The result of this severe deflation of credit is an equally rapid
fall in prices, with loss to industry and dislocation and probably
unemployment. The trade of a conntry is carried on with
the capital in the hands of citizens, and the destruction of this
capital, if paid in War debt, would certainly lead to a decrease
of credit in the hands of the mercantile community. Tf the
levy is paid in other securities these would probably be kept
for sale by Government, in which case they would depress the
prices of all securities, or their dividends and interest would
be devoted to the payment of interest on War debt.”™

Another adverse effect of a capital levy on an organised
money market like the London Money Market would be to
prevent the inflow of capital from abroad. This would affect
industry and commerce adversely permanently or at least
for a long period. Thus it appears to be better to repay debt
every year out of a surplus which must be made from income
and not from capital. An internal debt is generally spent or
invested in the country which inereases wages and employment,
and thus the interest thereon is not a dead loss to the country.

There are other reasons also why a capital levy should not
be introduced and one of them ig that it penalises thrift. Those
who do not save are not taxed, and at the present time thrift
is indispensable to promote prosperity. ‘“The shadow of
uncertain levies discourages the accumulation of capital, and
industrial expansion is hindered.”

It is also pointed out that the cost of collection would be
high and perhaps assessment would not be possible except by
computing from the income-tax returns. The Committee on
Increase of War Wealth pointed out that though the adminis-
tration of such a tax would involve many difficulties, yet they
would not be insurmountable. At present, however, the question
of a capital levy or of a levy on War wealth does not arise.

4 F, Shirras, The Science of Public Finance, pp. 546, 547.
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The main argument against a capital levy is that it would
imply a violent reduction in values as it would result in currency
deflation to a very large extent. Wages and prices would
fall, and the borrowing capacity of traders would be reduced
congiderably owing to the loss of working capital. What is
necessary at present is a plentiful and cheap supply of capital.
The War debt now being a part of the economic system of a
country, it is doubtful whether at the present time the intro-
duction of a capital levy would be advantageous. “It would
be a case of burning your-house to roast your pig, and it would
be far better to reduce greatly the debt by a sinking fund and
to exercise the strictest economy.” A levy should be kept
only for a time of emergency ; but at the present time an ecasy
money market is necessary and a levy is not efficacious in a
period of trade depression such as is now prevailing. ““The
greater productiveness of industry and the greater well-being
of the community are the real sinking funds which a wise
Government should exert itself to build up and encourage,
and this will be best done by giving all that freedom to industry
that is consistent with right and justice.” The Committee
on War Finance appointed by the American Economie Asso-
ciation in 1918 to consider the proposal for a capital levy
reported against its introduction. The time for a capital levy
was suitable immediately after the War when people had made
fat profits ; but that opportunity was allowed to slip and now
probably the discussion of a capital levy is only of academic
and not of practical importance.
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CHAPTER IX

{ The System of Public Finance in India

(ECON()MIC and social conditions in every country control
the structure of publie finance in a great measure and the
prominent features of the Indian situation which influence
and explain the general financial system of British India may
be assembled before attempting a more detailed deseription.
The predominantly rural character of the country; the vast
importance of the agricultural industry ; the low standard of
living of the masses, and their poverty ; and the long tradition
of centralised administration have deeply affected the nature
of the fiscal arrangements in India.

Though India is recognised by the League of Nations to
be one of the eight principal industrial countries of the world,
more than 70 per cent. of her population still depends on agri-
culture.  The exports consist mostly of agricultural produce ;
while the bulk of the imports consists of manufactured goods.
The isolation of Indian villages is being modified by motor
transport ; ““but motor traffic from TIndian villages is still
confined to passengers, and there has been as yet no marked
extension of mechanical transport of goods. Thus, the Indian
village is still, to a large extent, economically self-sufficient, and
normally consumes what is grown in its own vicinity.””!

The monsoon has a great influence upon the Indian budget,
because in spite of the gecurity against the vagaries of nature
in the form of the organisation of the famine relief operations,
the extension of irrigation arrangements and of railways, the
growth of industries, the mobility of labour, ete., more than
four-fifths of the cultivated area of the country depends upon
a precarious rainfall. When the monsoon is about to break,
its arrival continues to be a matter of deep concern not only
to the cultivator and administrator, but also to the finance
member.

All this has a great influence upon the methods and calcu-
lation of public finance. The central and provincial budgets
are adversely affected by an unfavourable monsoon. This
means a great deal of expenditure on famine relief works and
involves suspensions and remissions of land revenue. It also
implies g fall in the internal and foreign trade and a reduction
in the railway earnings and the profits of commerce. The
loss of revenue continues in the subsequent year also. For

1 Report of the Indian Statutory Commission, Vol. I, Part V,
Chapter I, page 332.
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this reason, the Indian budget estimates have been described
as ‘“‘gambling in rain,” and though the risk has been redistri-
buted by the prevailing arrangements, the uncertainty of the
monsoon i still a serious and disturbing factor in budgetary
calculations.

The standard of living of the masses is very low and poor
as shown by the estimates of the annual per capita income
for British India given below :—

Year Annual per capita income

1901-02 Rs. 30
1920-21 ,, 107
1921-22 ,»» 116 and Rs. 74 for India as a whole.

Thus “even if the most optimistic of the above estimates.
is adopted, the result is that the average income of India per
head in 1922 was equivalent, at the prevailing rate of exchange,
to less than £8, while the corresponding figure for Great
Britain was £95. The contrast remains startling, even after
allowing for the difference between the range of needs to be
satisfied.”

There is a great disparity in the incomes of different classes
of people and also in the distribution of taxation. A cultivator
pays a substantial portion of his income from land to the
State and bears the burden of the indirect taxation while the
land holder in permanently settled arcas ‘“may pay to the
State a merely nominal charge fixed over a century ago and
declared to be unalterable for ever, while his agricultural
income is totally exempt from income-tax”. There is also an
absence of death duties in India. Thus the predominance of
agriculture and the poverty of the masses explain why Indian
revenues are largely derived from land and from taxes on
consumption. The scope of internal excises has been limited
to a few articles as salt, kerosene oil, etc., on account of the
self-gufficiency of the Indian villages; while income tax has
not been as important a source of revenue as in the industrialised
countries of the West. '

The system of Indian public finance has also been affected
by the tradition of centralisation of administration. From
very early times it has seemed natural that the prevailing
financial system should be imposed by the decrees of a distant
authority and applied in every district under the orders of the
Central Government. Thus the Indian villager has been
accustomed to look to the State for help and it is by the orders
of Government that he has been accustomed to pay his contri-
butions. There has been a devolution of power to local bodies,
but an adequate system of local finance has not yet been
evolved. The local authorities are disposed to look for help
to the Government. In British India, local rates of all kinds,
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urb@n~a.s well as rural, produced in 1927-28 £12% millions,
which means a little more than the income from rates in that
Year of the London County Council alone.

INDIAZN FI1scAL SYSTEM BEFORE THE REFORMS

) In the pre-Moghul times, land revenue was collected in
grain. Later on, this system gave place to payments in cash
and the agsessment began to be fixed for a number of years.
The most notable reforms are associated with the name of
Raja Todar Mal, the Finance Minister of Emperor Akbar.
“In the revenue system established by him, we can discern
in faint outline many of the distinguishing characteristics of
the more scientific methods elaborated under British rule,
two centuries later. Akbar had the land carefully measured
and classified according to the fertility of the soil, and introduced
a system of decennial settlements, the assessment being fixed
at one-third of the normal produce commuted into money.”
A chaotic state of affairs came into existence when the Moghul
Empire was in decay. This system of revenue administration
has been described as a ““disorganised scramble for the greatest
amount of income which would be wrung from the land”.2

GENESIS OF PERMANENT SETTLEMENT

This was the condition when the East India Company
assumed the Diwani of Bengal in 1765. Land revenue was
the main source of the income of the State. It was collected
by the zemindars who intervened between the Government
and the cultivators. In 1793 Lord Cornawallis recommended
that the land revenue to be paid by the zemindars to the State
should be fixed permanently, the amount to be determined-on
the basis of the actual collections of previous years. The
Permanent Settlement Regulation I of 1793 was cnacted under
which the zemindars were made full proprictors of the arcas
over which their revenue collection extended, subject to the
payment of land revenue. Their lands were liable to be sold
for failure of payment of land revenue. The agsessment was
also declared to be unalterable for ever. It was 10/11ths of
what the zemindar received from the ryot by way of rent,
the remaining 1/11th being retained as the return for his
trouble and responsibility. The assessments were based on
inadequate data and in the early years the system did not work
well. The result was sub-infeudation under which the zemindars
shared the land revenue burden by subletting the land. .

The low cost of collection and the punctuality of payment
of land revenue were the features of the system which appealed
to the business instincts of the Company. Further experiments

2 Imperial Gazetleer, Vol. IV, p. 206, quoted in the Report of the
Indian Statutory Commission, Vol. I, page 338



94 PUBLIC FINANCE

in this direction in Madras met failures. Meanwhile Sir
Thomas Munro had introduced in certain parts of Madras a
system of direct settlements with the cultivators themselves.
This system, introduced in the greatér portion of the Madras
Presidency, Bombay Presidency and Burma, is commonly
known as the ryotwari system. Its distinctive feature is
that the Government deals direct with the cultivator or the
ryot and the subletting of land is not prevented. The settle-
ment is periodically revised.

In Oudh, there were petty rulers who had been allowed
to contract for 2 sum of revenue and were called Talugdars.
Over the rest of the province, there were bodies of villagers
claiming descent from some common ancestor and they were
in possession of the village area. The British merely recog-
nised the proprietary rights of these individuals and bodies
and made them jointly and severally liable for the payment
of land revenue. In the Central Provinces, under the Mahratta
administration which preceded the British, the revenues of
the villages had been farmed out to individuals, who in course
of time had acquired a quasi-proprietary position. They were
made responsible for payment of land revenue. The Indian
land revenue system is thus largely an inheritance from pre-
British rulers and this factor explains its development on
divergent lines in different provinces.

Other pre-British sources of revenue acquired by the
East India Company in 1765 were royalties on salt, customs
and, internal transit duties. The latter were abolished in
1842, but the former two continued to expand. Land revenue
at the time of the Mutiny was by far the most important
source of income, yielding about two-thirds of the total revenue
of the country, while salt and opium contributed over a fourth.

When the control was transferred to the Crown in 1858,
the Governor-General-in-Council retained complete control
over the provincial expenditure and revenues. Provincial
governments remained entirely dependent on annual allot-
ments by the Central Government for the maintenance of their
administration and even the most trivial expenditure required
the sanction of the Government of India. The financial
history of the next gixty years is very largely a history of the
growth of the financial authority of the provincial governments.
An important feature of this financial devolution was the
development of a system of allocation known as ‘“Provincial
Financial Settlements’”’. The main stages of this devolution
are given below :(—

MRr. WILSON’S REFORMS

In 1850—60 the military charges absorbed over 50 per cent.
of the total Indian revenues and the burden of debt had grown
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very heavy. Budget deficits had become the rule and when
Mr. James Wilson became the Finance Minister of India in
1859, his first task was to restore the financial equilibrium.
He made drastic reductions in the military and civil expendi-
ture, reformed the customs tariff and introduced the income-
tax for the first time in the Indian financial system. He also
created a State paper currency and established a new system
of accounts and audit board. The control of the Central
Government over the provincial income and expenditure was,
however, retained.

DECENTRALISATION

In 1870, the first important step towards financial devo-
lution was undertaken in India. The administration of certain
departments was transferred to the provincial governnvents,
which were given a fixed grant for this purpose, in addition to
the departmental receipts. The provincial departments
including eduecation, police and medical services yielded little
revenue and provided no inducement to the provineial govern-
ments to develop their own resources.

In 1877 a further step was taken under the Viceroyalty
of Lord Lytton. Important heads of revenue, such ag stamp
duties, alcoholic excises and income tax collected in the pro-
vinces, were provincialised and the responsibility of provinces
regarding expenditure was further extended. Fixed grants
continued still in most of the provinces.

The system of divided heads of reyenue was evolved
from 1882. The problem was to provide funds for the Central
Government and for the provincial governments, which were
subordinate to the central authority, but nonetheless had some
expenditure to meet. The method adopted is described
below :—

“To meet its own expenditure, the Government of India
retains, in the first place, the entire profits of the commercial
departments and, secondly, all the revenues whose locale is
no guide to its true incidence, such as the net receipts from
customs, salt and opium. The income derived from these
sources is, however, insufficient to cover the cost of the imperial
services, and an arrangement had therefore to be made by
which the other sources of revenue should be distributed
between the Central and the various provincial governments.”

The provincial heads regarding expenditure in the pre-
vious years were ascertzined and adequate revenues were
agsigned for this purpose. This system of doles made those
provinces better off which exercised the greatest pressure upon
the headquarters and there was no incentive to economy.

The functions of the provincial governments gradually
increased and financial settlements with them began to assume
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a quasi-permanent character. Up to 1921, however, recurring
and non-recurring special grants remained an important feature
of the system. They were utilised for stimulating and con-
trolling the development of provincial services, e.g., education
and sanitation.

FINANCIAL DEVOLUTION UNDER THE REFORMS

The authors of the Montagu-Chelmsford Report, which is
the most important landmark in the history of financial devo-
lution in India, wrote :—

“The existing financial relations between the Central and
provincial governments must be changed if the popular principle
in government is to have fair play in the provinces. The present
settlements by which the Indian and provincial governments
sharé the proceeds of certain heads of revenues are based
primarily on the estimated needs of the provinces, and the
Government of India disposes of the surplus. This system
necessarily involves control and interference by the Indian
Government in provincial matters. An arrangement, which
has on the whole worked successfully between two official
governments, would be quite impossible between a popular
and an official government. Our first aim has, therefore,
been to find some means of entirely separating the resources
of the Central and provincial governments.’’

The object was to estimate the expenditure for central
services and to find resources to meet same. All other revenues
were to be given aver to the provincial governments, which
should be made wholly responsible for provincial services. A
complete separation was in theory regarded as desirable and
the difference of opinion related to the question of carrying
it out into practice. The divided heads were recommended
to be abolished, and subjects were divided into “‘central” and
“provincial”’. Customs, non-alcoholic excise including salt,
income tax, general stamp duties, receipts from railways,
posts and telegraphs were to be assigned to the Central Govern-
ment. Land revenue, irrigation, alcoholic excige, forests,
court fee stamps, registration fees, etc., were to be entirely
provincial sources of revenue.

This would mean a deficit in the Central budget and as a
transitional meagsure the system of provincial contributions
was recommended. Such contributions were to be a definite
proportion of the estimated provincial surplus, i.e., of the
difference between the estimated gross revenue of each' pro-
vince, under the new scheme of distribution, and that pro-
vince’s estimated normal expenditure. Certain subjects of
taxation were to be reserved for the provinces, but the

3 Montagu-Chelmsford Report, para. 200.
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residuary powers of taxation were to be retained in the hands
of the Central Government.

THE MESTON COMMITIEE

The Meston Committee was appointed to devise a scheme
of provincial contributions and it endorsed the conclusions of
the Montagu-Chelmsford Report and advised against a divi-
gion of income-tax proceeds. The initial contributions were
recommended to be assessed on the ““increased spending power”’
of each province resulting from the new scheme of distribution,
i.e., the additional income which each province would get on
the geparation of the sources of revenue. These contributions
were to be reduced or increased over a period of seven years
80 as to conform to certain standard proportions based on the
relative taxable capacity of the provineces.

The Joint Select Committee accepted the scheme of
initial contributions and considered that the ideal proportions
should be reached not by a process of redistribution, but by
a gradual reduction of the aggregate contribution. The aim
should be the abolition of these contributions and not a per-
petuation of gtandard contributions.

The Devolution Rules govern the distribution of the sources
of revenue between the centre and the provinces and the pro-
vincial revenues congist of the following ;—-

‘(1) Receipts accruing in respect of provincial subjects
(which include irrigation, land revenue, forests, excise on
alcoholie liquors and narcotics, stamps and minerals).

“(2) A shareinthe growth of revenue derived from income-
tax collected in the provinces, so far as that growth is attri-
butable to an increase in the amount of income assessed.

¢(3) The proceeds of any taxes which may be lawfully
imposed for provincial purposes.”

The central sources include customs, income-tax, salt,
posts and telegraphs, railways and opium. They also include
an item reserving to the Central Government all matters not
included among provincial subjects.

The Devolution Rules algo provided for the payment of
provincial contributions to the Central Government. These
contributions varied in amount from 348 lakhs of rupees in
the case of Madras, 240 lakhs in the case of the U. P., and
175 lakhs in the case of the Punjab, to 63 lakhs from Bengal,
56 lakhs from Bombay, 22 lakhs from the C.P. and 15 from
Assam. There was no contribution from Bihar and Orissa.
Under emergencies the Government of India with the previous
sanction of the Secretary of State could raise the contribution
of any province.

4
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JOINT v8. SEPARATE PURSE

The Joint Report provided that the provincial budget
was to be framed by the Executive Government as a whole.
The provincial contribution was to be the first charge on the
provincial revenues and the supply for reserved subjects came
next. The Ministers were to allocate the supply for the
transferred subjects, and in collaboration with the Governor,
were also to decide the imposition of new taxes.

The Government did not accept this method and prepared
the division of provincial resources, but the Joint Select Com-
mittee did not endorse the suggestion of the Government. It
recommended that the Governor should allocate a definite
proportion of the revenue to the two sides, unless agreement
could be reached between them without his intervention.
The Act embodied this scheme and in each Governor’s pro-
vince the two sides confer on this matter and try to reach an
agreement on the amounts of the estimates to be put forward
by the different departments. The finance department collates
the various demands and the Governor promotes the spirit of
adjustment. The Governor in no province has had to resort
to this power of allocating the available funds in a proper
manner ; and the two sides of Government have reached
agreements without his intervention.

Fi1sCAL, DEVELOPMENT SINCE THE REFORMS

The provinces were expected to have substantial initial
surpluses with which the nation-building services could be
developed. Circumstances, however, made their realisation
impossible. The construction work suspended in the War had
to be resumed after its termination and the currency fluctua-
tions impeded industrial and commercial development which
seriously disturbed the financial situation. The following
table brings out the consequences of the adverse circum-
stances :—

(In Lakhs of Rupees)
Lstimates by Meston Committee

of increased spending power
gained by the provinces

Actual surplus (4)
or deficit (—)

under its Scheme in 1921-22
Madras . .. -+ 228 — 99
Bombay .. .. + 37 — 191
Bengal . .. 4+ 41 — 215
U.P. . e .. -+ 157 — 148
Punjab .. .. + 114 - 171
Burma .. . + 182 -+ 14
Bihar and Orissa .. + 51 — 15
C.P. .. . + 30 — 24

Assam .. .. + 27 — 24
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The consequence was that financial equilibrium had to be
established by retrenchment and in place of there being any
marked development of nation-building services, expenditure
on the transferred departments at the end of 1923-24 was
less than in the year 1921-22 as shown by the following
figures :—

EXPENDITURE ON TRANSFERRED DEPARTMENTS
(In Lakhs of Rupees)

1921-22 1923-2.¢
Madras - 428 418
Bombay .. 561 178
Bengal .. 3h2 321
U.P. .. 352 314
Punjab .. 307 282

There was a great agitation against the Meston Settlement
and the provinces were very much against the scheme of con-
tributions. The Muddiman Committee observed in this con-
nection as follows :—

“Tt is due to it (i.e., the Meston Settlement) that Ministers
have been unable to enter upon a policy of progressive develop-
ment in the gpheres of administration committed to their care.
If they had been able to do so, they would have been able to
provide an answer to these critics who have reiterated the
allegation that the reforms were a sham, and they would also
have been able to consolidate their position or else have heen
required to make way for other ministers who could have
enunciated a policy more acceptable to the Councils which
would incidentally have assisted in the establishment of the
responsibility of the ministers to the Councils.”

CENTRAL FINANCE

The situation regarding central finance was equally
embarrassing. For three successive years before the introduc-
tion of the Reforms, there were budget deficits aggregating
over Rs. 55 crores. The military expenditure in 1921-22
stood at Rs. 71 crores being slightly more than the entire net
revenue of the Government excludinz the provincial contribu-
tions. In the first Reforms budget, additional taxation
mostly under customs had to be imposed. Later on, the in-
come-tax and super-tax rates were increased and duties on
sugar, machinery, watches, etc., had to be increased. Still
the budget could not be balanced. The result was the appoint-
ment of the Inchcape Committee which recommended retrench-
ment to the extent of Rs. 19 crores in the Central expenditure.
There was gradually an improvement in the situation with the
result that the cotton excise duty was abolished in 1923 and
the provincial contributions in 1928.
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F1scAL CONVENTION

The Joint-Select Committee had recommended that in
the case of agreement between the Government and the legis-
lature in India, the Secretary of State should not intervene in
matters of purely Indian interests. This is clear by the
extract from the report of the Committee which runs as
below :—

“Whatever be the right fiscal policy for India, for the
needs of her consumers as well as for her manufacturers, it is
quite clear that she should have the same liberty to consider
her interests as Great Britain, Australia, New Zealand, Canada
and South Africa. In the opinion of the Committee, therefore,
the Secretary of State should, as far as possible, avoid inter-
ference on this subject when the Government of India and its
_ legislature are in agreement and they think that his inter-

vention, when it does take place, should be limited to,safe-

guarding the international obligations of the Empire or any
figcal arrangements within the Empire to which His Majesty’s
Government is a party.”

This principle was accepted by the Secretary of State as
is evident from the following words used by Mr. Montagu on
3rd March, 1921, in reply to a deputation from Lancashire in
connection with import duties on cotton in India. He said :—

“After the Report by an authoritative Committee of
both Houses and Lord Curzon’s promise in the House of Lords,
it was absolutely impossible for me to interfere with the right
which I believe was wisely given and which I am determined
to maintain—to give to the Government of India the right to
consider the interests of India first, just as we, without any
complaints from any other parts of the Empire, and the other
parts of the Empire without any complaint from us, have
always chosen the tariff arrangements which they think best
fitted for their needs, thinking of their own citizens first.”

As a result of the establishment of the fiscal convention,
the Indian Fiscal Commission was appointed which endorsed
a policy of discriminate protection for the country and declared
itself to be against any general system of imperial preference,
but pointed out “that the possibility of preferential duties on
a llplited number of commodities should be considered by the
Indian Legislature after a preliminary examination by the
Tariff Board.”

After a heated debate in the Assembly the Government’s
resolution to the effect “that India’s fiscal policy should be
l.egxt.lmsytely directed towards fostering the development of her
xpdustnes” was passed. A Tariff Board was appointed and
since then it has been dealing with claims put forward by
various industries from time to time.
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Layton’s Report

THE total annual income of the Rritish people is estimated
at £4,400 millions or £100 per head, whereay the corresponding
figure for per capita income in India is £8 per annum. The
proportion of this annual income spent upon military and naval
defence is £2 10s. per head or about 2} per cent.; while the
corresponding figure for British India is 3s. 4d. per head or
about 2 per cent. of the average annual income. The figures
for expenditure upon education in England and India res-
pectively are £2 15s. and 9d. per head.

The chief features of the Indian financial situation in the
light of the above information are:—

“The mass of the people are extremely poor.

“She is incurring expenditure on the primary functions of
government, such as defence and the muintenance of law and
order, as high in proportion to her wealth as Western nations,

“Ter expenditure on social services such as education,
health, sanitation, ete., on the other hand, is far behind Western
standards and indeed in many directions is almost non-existent.

“The insufficiency of India’s revenues to provide adequately
for the latter classes of expenditure has been a factor of political
importance in that it has created dissatisfaction with the very
small headway that it has been possible to make in the direction
of social amelioration under the Reforms.”

The percentage of taxation to income for Britain, Japan
and India is 20 per cent., 20 per cent., and 8 per cent., res-
pectively. According to Mr. Layton the revenue in India can
increase provided the tax “incidence is adjusted to the capacity
of taxpayers to pay and that heavy additional burdens are
not put upon primary necessities”. Secondly, the proceeds
should be wisely spent to increase the wealth production and
efficiency of the people of the country. The economic welfare
of the country can increase if public expenditure ig so designed
as to give greater cconomic security, better physical well-being
and eduecation.

The reasons for inadequate revenues in India are :—-

Firstly, the elected representatives are not willing to
incur the unpopularity of voting increased taxation so long as
there are no means of ensuring that the revenue will be spent
on nation-building departments to an adequate extent. The
Central Government is not permitted by the constitution to
subsidise the social services falling within the provincial sphere ;
“and in any case there are very definite limits to the extent to
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which an irresponsible Government can force increased taxa-
tion on a poor country.”

Secondly, there is lack of harmony between the distribution
of functions on the one hand and the allocation of sources of
revenue between the provinces and the Centre on the other,
with the result that the functions falling within the provincial
sphere require large expenditure, but the provincial revenues
are inelastic.

Thirdly, the present settlement hag left the provinces very
differently situated financially, which has created dissatis-
faction and the endeavour of the provinces has been to secure
a redistribution of the existing resources rather than to try to
increase the total available funds.

Finally, it is evident “that the dominant factor in India’s
financial gituation is her large expenditure on the army’.
Mr. Layton does not, however, think that a reduction in the
expenditure on defence will produce adequate revenues to
enable the country to make satisfactory progress socially and
economically.!

The following conditions should be the main features of
financial reforms in India :—

“(a) that responsibility for imposing additional taxation
is definitely laid upon those who will have to incur additional
cxpenditure ;

“(b) that sources of revenue appropriate to their require-
ments are available to those authorities who have urgent and
expanding services to administer, and

“(c) that all parts of India shall make an equitable contri-
bution to common purposes.”

As explained above,? India had a highly centralised
system of administration before the Reforms. The wmain
heads of revenues collected within the provinces were divided
between them and the Central Government and subsidies
from the Centre to the provinces were an important feature
of the financial arrangements. The total provincial revenues
were based on provincial needs in theory, though in practice
they were the result of tradition and history.

The Montagu-Chelmsford Report proposed to give the
provinces a constitutional control over certain resources which
they would increase or decrease as they liked. In fact, they
laid down that all the Indian fiscal resources should be at the
disposal of the provinces subject to some deduction for the

1 This view cannot be accepted because a reduction in the mili-
tary expenditure in India to the pre-War level will make a net annual
saving of Rs. 15 crores, which should ease the financial situation very
considerably to enable the country to make progress socially and
economically.

2 See Chapter IX.
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requirements of the Centre. This doctrine was not, however,
carried to its logical conclusion by assigning all revenues to the
provinces and making them contribute to the central exchequer
on a certain basis. This could be possible only when the
federation of independent states came together for the first
time ; though even in such cases this method has rarely been
followed, the general plan being to allocate to the central
authority certain definite sources of revenue. For example,
in the case of the federation of the thn‘tom original states of
the U. S. A., the customs revenue was from the beginning
assigned for federa) purposes.

The idea that all revenues should be provinecialised cannot
work unless the provineial units have full power to determine
-the scale and nature of the expenditure of the Central Govern-
ment. The Centre should have certain specitic sources of
revenue of its own so long as it has the power to :determine
its budget independently. The Montagu-Chelmsford Report,
therefore, sought to solve the problem by abolishing the divided
heads of revenue and allocating some of them to the provinces
and others to the central exchequer. The conception of all
taxes being provincialised was even more specifically given up
in the Government of India Act inasmuch as the residuary
powers of taxation werc given to the Central Government.

The award of the Meston Committee was criticised on
the following grounds :(—

(a) The provineial sources are inelastic th(mgh they have
growing needs; but the case with the Centre ig the reverse.

(b) The provinces were given uncqual treatment, because
some of them were given a much greater proport,wna,t(, inerease
of revenue than others.

FINANCIAL SITUATION

Budget estimates of Revenue and Expenditure of Central
and Provincial Governments in 1929-30 (in crores of rupees)d:—

CENTRAL REVENUE CENTRAL EXPENDITURE
Customs .. .. b51.22 Defence (net) .. bHbh.10
Income-tax .. .. 16.60 Debt Charges (net) .. 12,19
Salt .. .. .. 6.35 Civil Administration
Other Taxes .. ‘e 1.19 (net) .. 11.56

—  Loss on Post Ofﬂco, Irri-

Total Taxes .. 75.36 gation and Forests .. .39
Railways (net) .. 6.25 Cost of Collection .. 3.32
Opium (net) .. . 2.35  Civil Works (net) .. 2.41
Currency and Mint (net) 2.35 Pensions 2.78
Tributes from Indian Other prendlture (net) .47

States . e W14
Other Receipts (net) 1.17
Total .. 88.22 Total .. 88.22

., % Report of the Indian Statutory Commission, Vol. I, p. 215.
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PROVINCIAL REVENUE PROVINCIAL EXPENDITURE
Land Revenue .. 85.48 Land Revenue and
Excise . .o 19.44 Central Administration 15.76
Stamps .. .. 14.35 Police .. 12,28
Registration .. .. 1.47 Jails and J uthce .. 8.31
Scheduled Taxes .. .39 Debt .. . 3.21
———— Pensions .. .. 4.05
Total Taxes .. 71.13 Education . .o 12,57
Forests (net) .. .. 2.07 Medical and Pubhc
Irrigation (net) e 277 Health .. 6.38
©Other Surpluses of Agriculture and Indus-
Revenue .. .. 12.28 tries .. .. 3.53
Civil Works .. .. 11.84
Other Expenditure .. 9.00
Total .. 88.25 Total .. 86.96

The following table compiled from the Indian Year Book
gives the revised budget estimates for 1933-34 and 1934-35:—

(Figures in Crores of Rupees)

Revenue 1933-34 1934-35
Principal Heads of Revenue—
Customs .. .. .. 46 -87 48 -48
Taxes on Income . .. 17-13 17-25
Salt .. .. . 8:55H 8.73
Opium . .. .. 1-59 95
Other Heads .. .. 1-86 1-82
Irrigation Receipts .. .. ..
Interest .. . .. 1-59 1-86
Civil Administr a,tlon .. <77 <78
Civil Works .. .. .24 .24
Currency and Mint .. .. 1.2¢ 1-27
Miscellaneous .. <68 Y
Extraordinary Recelpts .. -36 ..
Posts and Telegraphs (net) .. +32 70
Railways .. . 32-87 32.58
Defence .. .. .. 5.25 5:20
Total .. 119-31 12043
Expenditure 1933-34 1934-35
Customs .. .. .. -99 1-01
Taxes on Income .. .. 83 -85
Salt .. .. .. 1-14 1-15
Opium ‘e .. .. 72 42
Other Heads .. .. 59 -58
Irrigation .. . .. <04 -06
Civil Admxmstra.tlon .. 9.59 9.59

Currency and Mint .. .. 61 66
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Expenditure 1933-314 1934-35
Civil Works N .. 2.07 2.02
Allowances and Pensions 2.96 3.08
Miscellaneous .. 1-30 1.28
Extraordinary Expenses 1.39 -03
Posts and Telegraphs :

Interest on Debt .. .. ‘83 -84
Railways .. .. . 32 .87 32-58
Defence Services . .. 49.67 49 .58
Interest .. .. .. 9.66 10-34
Reduction of Debt .. .. 300 3.00
Miscellaneous Adjustments .. 1.00 3-16

Total - 119-31 120.24

The above table shows the following facts :—

(@) The expenditure on defence, civil administration and
debt amounts to a very large proportion of the total expendi-
ture, and

() The expenditure on nation-building departments in
the provinces is very low.

“An outstanding feature of this summary is the high
proportion (62} per cent.) which current expenditure on de-
fence bears to the total expenditure of the Central Government
—a higher proportion in fact than in any other country in the
world..... It is more significant that even when account is
taken of provincial and central expenditure together, the
ratio (31} per cent.) is still a very high one....... Seccurity
is, of course, essential, if produection is to develop; but it
cannot be claimed for expenditure on defence either that it is
a mere redistribution of income or that it promotes productive
efficiency. Indeed, economically speaking, it is the most
burdensome form of expenditure, and this is particularly the
case where, ag in the case of India, the army contains a large
element drawn from elsewhere. If, therefore, the high ‘de-
fence ratio’ in Indian Government expenditure is partly due
to the low level of other expenditure, it remains a peculiarly
burdensome one, and it would be reasonable to assume that,
even if the total expenditure of India were increased, the
burden would be more tolerable and more readily borne,
provided this particular charge were diminished.”4

The following table of figures giving a comparison of the
military expenditure of various countries of the world shows
that India is seventh on the list in this respect among the
Great Powers and that her defence expenditure is between

4 See Ibid., p. 216.
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two and three times as great as thav of the whole of the rest
of the Empire excluding Great Britain. The figures are’ :—

U.S.A. .. .. .. 4,453 million gold francs
Great Britian .. .. 2,900 ” .
Russia .. .. .o 2,440 v ’e
France .. o .. 2,286 ’ ’
Italy . .. .. 1,333 ’ "
Japan .. - .. 1,215 " ’
India .. .. .. 1,062 . '
Germany .. .. 942 ’ ’
Rest of the British Emplre ‘e 370 ” .

Mr. Layton in his Report says that ‘It is relevant to my
present purpose to point out that the total is at present so
large, both absolutely and in relation to the revenues of India,
as to be a dominating factor in the financial situation.”

STATEMENT COMPARING THE ACTUAL REVENUE AND EXPENDI-
TURE OF THE CENTRAL GOVERNMENT SINCE 1921-22

(In Lakhs of Rupees)
Surplus (+)

Year Revenue Expenditure Deficit (—)
1921-22 1,15,21 1,38,40 —27,65
1922-23 1 21 41 1,31,88 —15,02
1923-24 ,33 17 1,27,16 + 2,39
1924-2H 1,38,04 1,28,58 +- 5,68
1925-26 1,33,33 1,25,05 + 3,31
1926-27 1,31,70 1,23,77 4 2,96
1927-28 1,25,04 1,22,22 — 2,21
1928-29 1,28,24 1,23,88 — 32
1929-30 1,32,69 1,26,68 + 27
1930-31 1,24,60 1,30,04 —11,58
1931-32 1,21,64 1,26,50 —11, 75
1932-33 1 26 10 1,18,01 + 1,55
1933-34 1 ,19,31 1,15,02 Surplus to

earthquake fund
1934-35 1,20,43 1,15,10 + 4,95
1935-36 (Revised) &6,52* 84, 10% 4 2,40%
1936-37 (Budget) 87,35* 85 3(_)* + 2,05*

The above figures show that the years of deficits have
been more frequent than years of surplus, and in some years
the deficits have been very great.

5 P. Jacobson, Armaments Eipenditure of the World. Also see
World Economic Survey, 1932-33, p. 174. The figures in the latter
Jbook are in national currencies and consequently are not comgparable.

* Figures ar: net.
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The following table shows the yield of the principal
sources of revenue :—

(In Crores of Rupees)

Year Customs Inﬁgle' Railways Salt Opium
1921-22 3441 18-74 9.0  6.31  1.27
1922-23 41-35  17-.99 122 6.82 1.92
1923-24 39.70  18.94 644  10-02  1-66

- 1924-25 1575 16-01 6-78 7-39 1-44
1925-26 4778 15 -86 549  6.33  2.04
1926-27 47-33 1565 6-01 670 3-33
1927-28 48.21 15-06 628  6.63  3.08
1928-29 49 .2 16-70 523 760  2.72
1929-30 49.72  17-10 6-12  6.72  2.19
1930-31 5340  18-00 5T+ 705 2.07
1931-32 .. .. 7.35 .. ..
1932-33 52.28  17-70 522  9.23 08
1933-34 16-96  17-30 .. 7.38
1934-35 .. ..

1935-36 5471 16-80

1936-37 Buidget 51 -82 1760

The above figures show that the revenue receipts from the
principal sources are having a downward trend and thig in spite
of the extraordinary taxation of 50 croreg of rupees that has
been: imposed during the lagt five years.

REVENUE PROSPECTS

Regarding the revenue prospects the conclusions of Mr.
Layton may be summarised as below :—

(1) The key to the situation will be found in the yield
of customs revenue.

(2) This would depend upon the state of the monsoon.
“A monsoon failure would, however, affect the general pur-
chasing power of the country, and, therefore, the receipts
from customs; and although transport development, the
diversitication of India’s economic activities and any rise
that may have taken place in the standard of life in certain
parts of India may mitigate its effect, it would not be prudent
to assume that the steady rise of imports and of customs revenue
that has taken place in the last decade, will continue without
interruption. Indeed the rise has been checked at the moment
by the almost universal set-back to trade.”
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(3) India’s economic development would be more rapid
than in the past owing to the completion of some gigantic
irrigation projects, railway and road development and the
development of harbours. These factors would improve the
state and volume of India’s trade.

(4) The fiscal policy would play an important part.
Certain duties were regarded by him as beyond the point of
maximum yield and he, therefore, pointed out that more
revenue might be obtained from a general lowering of rates.

(8) A revenue of nearly Rs. 100 crores was anticipated
‘to be realised by 1940 from the existing central sources.

EXPENDITURE
CHIEF ITEMS OF EXPENDITURE

(In Crores of Rupees)

Year Military Civil Debt
Services Services Services

1921-22 69 -81 864 14 -89
1922-23 65 .27 9-50 15-00
1923-24 6523 865 14-17
1924-25 55.63 9.39 15.27
1925-26 56 00 9 .87 14-12
1926217 b5 -97 10-28 12 .66
1927-28 54 .79 10-22 11-99
1928-29 55-10 10-43 12 .82
1929-30 55-10 11-56 12.19
1930-31 54.35 12-20 14-36
1931-32 . ..
1932-33 46 .74 20 -89
1933-34 46 -20 20-53

The military budget which stood at 55-1 erores in 1928
was expected to remain at the same figure until 1932-33 and
‘thercafter to drop to a lower figure in three ways. TFirstly,
India was expected to be relieved of the capitation charges
amounting to Rs. 2 ‘crores annually. This expectation has in
‘part been realized owing to the award of the Capitation Tribunal.
‘Secondly, the progressive Indianisation of the officers of the
Indian Army was another method of effecting a saving therein.
Thirdly, ‘“the substitution of Indian Army units for the much
‘more expensive units of the British Army in India,” would
reduce this expenditure but the Joint Parliamentary Committee
did not make any satisfactory recommendations in connection
-therewith and the new Act also is on the same lines.
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Regarding the cost of general administration, Mr. Layton
pointed out ‘“that the Indian Government is expensive, owing
to the level of salaries in the upper grades of the Indian Services,
which have had to be fixed on a standard high enough to induce
British members to leave their home country and to work for
the best part of their lives in an uncongenial climate’ ; but he
regarded that these standards would continue for the British
personnel and pointed out that the salaries of the British and
the Indian Officers should be the same but that the overseas
allowances of the former could be increased. Without an
increase in the additional duties upon the Central Government,
he did not anticipate an increase in the total expenses under
this head. The total debt charge was expected by him to
come down.

PROVINCIAL EXPENDITURE

Regarding provincial expenditure, Mr. Layton concluded
as below :(—

“In short, so long as the State is unable to acquire a share
of the increment in the value of land in the form of land revenue,
irrigation dues or in some other way, and so long as the present
allocation of sources of revenue persists, there is no direction
in which the provinces can look for a substantial or even a
continuous increase in revenues, except under the heading
of Stamps.”

The following two tables show the position of provincial
revenues from 1921-22 to 1928-29:—

PROVINCIAL REVENUES, 1921-29
(In Lakhs of Rupees)
(@) Gross Revenues (before deducting provincial contributions)

Year Madras Bombay Bengal U. P. Punjab
1921-22 ..| 1,523 1,367 895 1,242 885
1922-23 ..| 1,606 1,473 985 1,246 1,003
1923-24 ..| 1,647 1,509 1,013 1,271 1,001
1924-25 ..| 1,827 1,555 1,034 1,240 1,163
1925-26 .. 1,603 1,558 1,071 1,270 1,266
1926-27 ..| 1,683 | 1,486 1,050 1,289 1,171
1927-28 ..| 1,700 1,534 1,081 1,286 1,206
1928-29 ..| 1,753 1,522 1,099 1,145 1,116
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Burma (in- Bihar
Year cluding Shan'  and C. P Assam Coorg Total
States) | Orissa
1921-22 .. 982 443 494 196 8,027
1922-23 .. 950 494 537 199 8,493
1923-24 . 980 528 539 226 . 8,804
1924-25 .. 1,095 537 547 245 15 0,048
1925-26 .. 1,113 579 548 259 14 9,371
1926-27 .. 1,104 574 529 258 13 9,157
1927-28 .. 1,126 572 540 269 14 9,328
1928-29 .. 1,112 578 536 274 14 9,149
(b) Net Revenues (after deducting provincial contributions)
Year Madras Bombay Bengal U. P. } Punjab
1921-22 .. 1,146 1,311 832 1,002 710
1928-29 .. 1,753 1,522 1,099 1,145 1,118
Increase
per cent. 53 16 32 14 57
Population
in millions 42.3 19.3 46.7 45.4 20.7
Burma (in- | Bihar
Year cluding Shan|  and C.P Assam Coorg Total
States) Orissa
1921-22 .. 918 443 463 181 . 7,008
1928-29 .. 1,112 587 536 274 . 9,144
Increase
per cent. 21 30 16 50 . 30
Population
in millions| 13.2 34.0 13.9 7.6 . 243.1
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PROVINCIAL REVENUES AND CENTRAL REVENUES COLLECTED
IN THE PROVINCES—1928-29

(In Lakhs of Rupees)

Madras Bombay Bengal “ U. P. Punjab
PROVINCIAL.
Land Revenue 525 485 327 604 278
Excise .. 559 392 225 131 121
Stamps .. 251 168 355 173 121
Income-Tax .. 5 .. .. .. 4
(D. R. 15)
Irrigation .. 183 86 1 85 374
(net)
Forests .. 62 73 31 62 35
Other Heads .. 168 338 160 90 182
ToraL ..| 1,753 1,522 1,097 1,145 1,115
Shan Bihar
Burma S | and C.P. |Assam| Total
States Oriss:
rissa
PROVINCIAL.
Land Revenue 540 5 174 219 117 3,274
Excise .o 133 1 189 123 66 1,940
Stamps .. 71 .o 110 70 22 1,341
Income-Tax .. 12 5 2 7 35
(D. R. 15)
Irrigation .. 33 .. 21 .. . 761
(net)
Forests .o 161 | 20 11 54 38 - 547
Other Heads .. 105 32 68 68 24 1,235
ToTAL ..[ 1,053 58 578 536 274 9,133
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Madras Bombay Bengal U.P. Punjab
CENTRAL
(Collected in
Provinces)
Customs 469 1,921 1,850 . 9
Taxes on In-
come 131 317 615 90 61
Salt 148 158 176
Opium 327
Other Heads .. 19 88 36 5 31
ToOTAL 767 2,484 2,677 422 101
Shan Bihar
Burma b and C. P. Assam! Total
tates Oriss
rissa
CENTRAL
{Collected in
Provinces)
Customs 657 .. 23 4,929
Taxes on In-
come 185 91 33 15 1,538
Salt 35 517
Opium 327
Other Heads 10 . 3 3 1 196
TOTAL 887 94 36 39 g’L507

The figures for transferred services are as below :—

Madras
Punjab
U.P.
Bombay
Bengal

EXPENDITURE

(In Lakhs of Rupees)

1922-23

1929-30

763 -8
542 .7
388-2
567 -6
404 :0

Increase

3525
243 -7
90 -2
114-1
50-1

Percentage

Increase

86
82
30
25
14
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_The following table shows the expenditure on nation-
building services separately :—

PERCENTAGE INCREASE BETWEEN 1922-23 AND 1929-30.

Eduecation Medical Relief and

Public Health
Madras . .. 82 115
Punjab .. .. 78 94
U.P. .. .. 47 67
Bombay .. - & 43
Bengal .. .. 21 24

The main conclusions regarding provincial budgets are ag
below :—

“(a) As a result of the division of resources in 1920 the
provinces received substantially increased spending power as
compared with the pre-War situation, and though higher
galaries and prices absorbed a large amount of the inerease,
they have been able to finance the considerable expansion of
social services that has taken place all over India in the last
decade.

“(b) The benetit was, however, unequally felt owing to the
fact that for historical and othier reasons certain specifie items
of revenue are productive to varying extents in the different
provinees.

“(¢) The growth of revenue continued fairly generally
during the first half of the decade partly as a result of new
minor taxes and higher rates of stamp duty and also through
the assessment of newly irrigated land.

“(d) The full effect of the allocation was not felt until the
final abolition of the contributions. This gave the contribut-
ing provineces further increases of revenue and enabled them
to continue the expansion of their services during the last, half
of the decade ; but it increaged the disparity that had already
been created. Other provinces have had the difficulty in
making even small increases in expenditure, and in Bengal
the expansion of educational and other services had practically
ceased.

“(e) Trom now onwards any increase of revenue from
existing sources—except receipts from large irrigation schemes’
mainly in the Punjab and Sind—is likely to be small. The
small stagnation of other revenues will affect all provinces
alike.”’®

NEW SOURCES OF REVENUE

A case has been made out in the Report of the Indian
Statutory Commission for an increase in revenue. It is

8 Report of the Indian Statutory Commission, Vol. I1, p. 235.
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suggested that the tax revenue of India is capable of being
increased provided that the incidence of taxation can be
adjusted to the taxable capacity of the various classes of people.
It is pointed out that though on theoretical grounds, direct
taxes are preferable to indirect taxes because their incidence
can be definitely determined and they are economical to the
taxpayer inasmuch as he is not called upon to pay more than
the Government receives, yet to suit Indian conditions, the
latter are necesary. The principal items of taxation suggested
are :—

Firstly, the exemption limits of income-tax should be
lowered and there is considerable scope for steepening the
progressien of the rate of income-tax on incomes between
Rs. 5,000 and Rs. 100,000. It may be remarked that this
has already been done. The provisions relating to income
from foreign investments should be amended so that it may
be possible to tax same whenever it comes to India.

Secondly, there should be taxation of agricultural incomes.
The exemption is neither supported by fiscal theory nor by
practical considerations and expediency. In the permanently-
settled provinces and elsewhere also, the tendency for land
revenue is to remain fixed. It is also said that the net value
of the land produce has increased much in recent ycars, but
that the tax-gatherer has not gained any share of the increase.
This can be done either by adjustments of land revenue assess-
ments or by impoging income-tax on agricultural incomes,
The latter plan is preferred by the Indian Statutory Com-
mission. It may be said in this connection that the heavy
fall in prices after the Statntory Commission had made this
recommendation has changed the situation entirely in this
respect.

The principal advantage of levying income-tax on agri-
cultural incomes according to the Commission is ‘““that it
will subjeet the non-agricultural earnings of people who own
land to a higher rate of income-tax. Ifor instance, if the
income from all sources of rural money-lenders, who are often
landholders, were taxed, not only would more income become
liable to tax but the tax would be assessed at a higher rate”.
(Page 240 of the Report of the Commission, Vol. II.)

Thirdly, a large income is not expected from death duties
and it is suggested that if levied, the tax would have to be
administered by a central authority and distributed among
the provinces.

Fourthly, an excise duty on factory produced tobacco
and matches is recommended. The two excises at the end of
10 years were expected to yield 7 or 8 crores. It may be said
that in the budget for 1934-35 these duties were imposed and
many others also besides them.
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Fifthly, terminal tax was also recommended and it was
estimated that in course of time it might be capable of yielding
10 crores easily. Tts main objections, namely, that it might
impede trade and prevent specialised production and that it
might impede short distance traffic, were dispensed with in
the Report with a remark that if levied at a low rate and
subject to the approval of the Government of India, it could
work with advantage. When motor traffic develops, its
applicability should be considered in that connection also and
that it should be levied on river traffic also. It should not be
regarded as a permanent feature of India’s financial system, but:
rather as one suited to a country in a comparatively early
stage of development and that its imposition is sanctioned by
the precedent of Kuropean countries. Subject to these consi-
derations, it could be made a fruitful source of revenue.

Finally, the limit of one anna in the rupee of the local
cess on land was recommended to be abolished to inerease the
vield of the cess.

PRINCIPLES OF DISTRIBUTION OF REVENUES

Substantial sums of money must be colleeted by a central
agency and distributed among the provinees on some agreed
basis to meet nation-building services. The proposal to re-
cognise the right of the provinces to all the revenues which
arise in them and to finance the needs of the Centre by pro-
vincial contributions was rejected by the Commission, inter
alia, on two main grounds. ‘“Firstly, that if there are to be
no internal barriers in India customs duties and similar taxes
must be collected at a uniform rate, and in any case can most
conveniently be collected by a central organisation; and
secondly, that the plan would involve conferring on the Central
Government the right to intervene and to compel a defaulting
provinee to produce its quota.” Thirdly, the scheme is based
on the assumption that each provinee hag some natural right
to the revenues which are collected in it. This is not so;
because the customs revenue collected at the main ports is
tax paid to some extent by people throughout India and not
merely by the people in the province where the port is situated.
No principle of allocating the customs revenue according to
the place of consumption of imported goods would work satis-
factorily. Similarly, in the cage of income-tax on profits it is
impossible to say whether these profits arise in the province
where the head office is situated ; because a big business may
have branches in many provinces. Even, if the administrative
difficulties could be overcome, the yield within the borders of
a province could not be gaid to be legitimately its own share.
The prosperity of big towns depends upon the prosperity of
the country as a whole. The expansion in the revenue from
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income-tax, say, in Bombay would be due in a great measure
to the fact that the imported goods are consumed elsewhere.

DISTRIBUTION ACCORDING TO NEEDS

The existing provinces on these grounds were regarded as
unsuitable fiscal units. It is thus necessary that some of the
revenues of India should be redistributed according to the
needs of the various provinces. The income from taxes on
profits and on trade cannot be earmarked to the benefit of the
territory in which it happens to be levied and it arises from the
economic activities of the whole country. Further, large areas
should not be left in a backward state of development. It
does not, however, mean that a uniform standard should be
enforced all over India ; while the rapidly advancing provinces
should be really left to make the pace for others. But it is
really not desirable to leave the backward provinces without
resources to follow the lead of the progressive ones. Thig
difficulty can be overcome by readjusting some of the proceeds
of taxation according to needs.

TLIMITATIONS OF THE PRINCIPLES OF NEEDS

The principle of distribution of revenues according to
needs has its limitations. Firstly, a province which feels that
part of its taxation is being used for other provinces would
resist the imposition of taxation and there would be no incentive
to develop taxation properly. Secondly, a province receiving
revenue which it does not collect would spend same carelessly
and thus it would cncourage extravagance. Thirdly, the
developing resources throw responsibilities on the particular
provinces where they develop and involve them in increasing
expenditure. It would be unfair to deprive such provinces
of the revenues increasing from their economic progress.
Therefore, the principles of distribution according to - origin
and on the basis of population remain the only two practicable
principles.

PoOSSIBILITY OF CENTRALISING SERVICES

The problem could be solved by a centralisation of nation-
building services or by adopting a system of grants-in-aid.
But the arguments against any such solution are very weighty.
Firstly, the advance is likely to take place more rapldlv in the
provinces than at the Centre and to trausfer more financial
control to the Centre would be a backward step. Secondly,
the important field of training in civic responsibility and affairs
will be the provineial legislatures as they will have to direct
the social services. Thirdly, the nation-building services
cannot be directed efficiently from a single centre.
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DISTRIBUTION ACCORDING TO POPULATION

The principle of distribution according to population
seems to be simple, intelligible and equitable, and the cases of
other countries offer some precedents in this direction. The
finances of the German Zollverein were organised on this basis
and the system was till recently prevalent in the Australian
Commonwealth and in the Dominion of Canada. “To distri-
bute the whole or even the larger part of the revenues of India
on this principle would certainly be unfair ; and would severely
Ppenalise those provinces which have already wade great
headway ; but, if a suitable proportion of centrally collected
revenues were distributed on thig basis, it would...... introduce
just that kind of corrective that is needed to adjust some of the
present inequalities between the provinees without introducing
complicated formulie or making separate arrangements with
regard to every class of revenue.” (Page 250 of the Report
of the Statutory Commission, Vol. 1I.)

The conditions to which any new financial settlement
must conform may be summarised as below :—

“(a) We must envisage an additional expenditure of at
least 40 to 50 crores of rupees by 1940, in order to finance the
expanding functions of Government, most of which will fall
within the sphere of provincial governments.

“(b) There ig no prospect of existing provincial revenues
expanding to meet these requirements.

*(¢) After the loss of the opium revenue has been made
good by the expansion of other items in the central budget,
and certain claims have been met, and assuming peace and
internal order, there should, in course of time, emerge a surplus
over existing items of central expenditure. In the absence of
a rapid expansion of the functions of the (lentral Government,
or a policy of drastic tax remission, this surplus should become
available for provinecial purposes. The extent of this surplus
will be largely affected by the extent of India’s future expendi-
ture on defence and by her fiscal policy.

“(d) This central surplus, however, will, in any case, be
quite insufficient for the purposes envisaged, and provincial
revenues must, therefore, be supplemented by new forms of
taxation, most of which should be uniform all over India, and
centrally collected.

“(e) In order to maintain the essential connection between
spending and raising revenue, the responsibility for imposing
these new taxes must rest upon the representatives of the
provincial legislatures.

“(fy Continuous and detailed administrative control by
the Central Government over the functions referred to in
(a) above will not be practicable, and it will, therefore, not be
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possible to finance a large proportion of provincial expenditure
by means of grants-in-aid out of centrally collected revenues.

“(g) Hence a simple and automatic basis must be found
for the distribution to the provinces of centrally collected
revenues. This basis must be permanent, or at all events, only
changeable by general agreement of the provinces.

“(h) The system of distribution must enable a province
to benefit from its own economic development and from the
enlargement of its own tax-producing capacity. In other
words, it must receive some benefit from an increase of the
revenue which arises within it. In particular, a case has been
made out for enabling the industrial provinces to benefit to
some ex