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EDITOR’S PREFACE

The object and scope of this work have been lucidly explained
by the author in the Introduction. When Mr. Rao began his
studies in Income-Tax under my guidance, as a research scholar in
this School in 1927, the only economic work of importance on the
subject was Dr. Pagar’s ¢Indian Income Tax’. This is a histori-
cal study and does not contain an analysis of the Indian system.
In view of the increasing importance of Taxation of Income in this
country, a critical analysis of the prevailing system and its
comparison with that of other countries was likely to meet a real
want. Mr. Rao entered on this task full of enthusiasm and an
idealistic outlook imbibed from the teachings of Professor
P. A. Wadia who is well-known in Western India as the inspiring
teacher of many grateful young men now shouldering the responsi-
bilities of life in different spheres. Mr. Rao finished his work in
April 1929, and was awarded the M. A. degree of this University
with distinction on the same. Before he could revise the work
with a view to publication, two other works were published deal-
ing with Indian Income-Tax, namely, (1) Dr. Bannerjea’s ¢ History of
Indian Taxation’ and (2) Mr. Niyogi's ¢Evolution of the Indian
Income-Tax’. The former contains a long chapter on Income-
Tax, and the latter is by its very title a historical volume,
though some attempt to analyse the present system has been made
in it. Though the present work takes note of some more points of
historical importance than is the case with Dr. Pagar's book, it
must be admitted that the historical aspect is treated more fully
in the volumes referred to above. The historical portion in the
present work serves as an introduction to a more detailed study of
the problems of the Indian Income-Tax system in the light of the
experience of other countries, and of the latest theoretical principles
regarding the subject. It is in this sphere that the real importance
of Mr. Rao’s work lies, particularly in view of the possibility of a
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complete overhauling of the Indian system which has been pro-
mised by Sir George Schuster, Finance Member,.Government of
India. His approach in most cases is bold, and attacks the root
of the problem; his enthusiasm is tempered by the rigid require-
ments of scientific treatment, and his conclusions are therefore
refreshing on the one hand and convincing on the other.

I may add that the authorities of the University of Bombay
very kindly gave a substantial grant towards the cost of this
publication.

C. N. Vakil.

School of Economics
and Sociology,
University of Bombay,
1st May 1931.
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INTRODUCTION

Along with the growth of the democratic ideal in the politi-
cal field during the last century, there also grew up a correspond-
ing tendency to apply principles of justice to the realm taxation.
This tendency found concrete expression in the introduction of the
income-tax. Like a number of other democratic institutions, the
income-tax first originated in England, though its immediate
cause was more the need for revenue to meet the expenses of the
Revolutionary Wars than an appreciation of its ethical qualities.
As a matter of fact, the tax met with a very hostile reception, and
bad to be given up at the end of the Napoleonic Wars, though
its fiscal effectiveness was proved beyond question during the
short tenure of its existence. It is characteristic of English
genius for theory to follow practice, and the income-tax was on
exception. The tax was reintroduced by Sir R. Peel and managed to
survive, in spite of repeated forecasts of its extinction including
the celebrated ¢¢‘bribe to the electors” made by Gladstone in
1874; and to-day it forms the corner stone of the English tax
system yielding an annual income of £ 285 millions,! as contrasted
with the £ 18 millions it yeilded at its first inception. Besides being
a powerful fiscal engine, the tax has been improved almost beyond
recognition by the addition of differentiation, graduation and
family allowances; so that it is an embodiment of justice in
taxation, based, as it is, on the canon of ¢ ability to pay’’. From
England, the tax moved to the continent and rapidly increased in
popularity, gaining additional significance as a redistributor of
tax burdens, and thereby becoming a plank in the Fabian-cum-
socialist platform. The advent of the Great War of 1914 with its
immense need for additional revenue gave a further impetus to the
extension of the income-tax, and several important countries

! Approximately for 1928-29, Statistical Abstract of U. K., Seventy-fourth
Issue. '
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joined the ranks of income-tax levying nations. To-day there is
hardly a country of note which does not levy an income-tax,
while those which do not are fast trying to fall into line by
introducing it!. The income-tax has undoubtedly come to stay.

For the first and probably the best exposition and popularisa-
tion of the principles underlying the income-tax, the world owes
a great debt of gratitude to Professor Seligman. It was he who
gave the final death-blow to the vociferous claims of the principle
of proportion and established the majesty of that of progression.
He followed it by a very detailed study of the income-tax in 1913,
which is still a classic on the subject. Simultaneously the
British Foreign Office published an enquiry into the systems of
income-tax prevalent abroad, and it was followed in 1926 by a
somewhat similar, though more restricted study by Mr. A. Bernard
for the Senate of the United States of America. The reports and
minutes of evidence given before the British Royal Commission on
Income-Tax in 1920, form the most valuable material ever printed
with regard to the income-tax, both in relation to theory
and practice. The latest study on the subject comes from
Mr. H. B. Spaulding of the London School of Economics whose
work is a comparative study of the income-tax systems of Great
Britain and the United States of America. It is clear that the
income-tax has as much succeeded in attracting the attention of
theorists as it has in forcing itself on practical financiers.

We may now turn our attention to the Indian position.
Income-tax was first introduced in India in 1860 by Wilson, the
first Finance Member of the Indian Government. It had a
chequered career for the next 13 years, when it was allowed to
lapse in 1873, It was revived in 1886, and continues to exist to
the present day after acquiring a fairly steep progression as a
result of the War.

The history of the Indian income-tax is interesting for the
way in which expediency and the need of the moment have
dominated its provisions and principles. It was introduced in
1860 in order to make up an expected deficit; it was abandoned

ICeylon is the latest example of such an attempt.
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in 1878 because of its unpopularity. It was revived in 1886 to
meet pressing financial needs. Progression was added to it in 1916
out of similar motives. It was reformed in 1918 because of
administrative difficulties in its working; it was remoulded in
1922 on account of a perverse High Court decision. And every
year sees new amendments intended to meet difficulties found to
exist in practice. In recent years substantial additions to the
rates have also been made. Throughout the whole of its long
career, the Indian income-tax has never been subjected to a
rigorous theoretical scrutiny. There has been nothing in India
corresponding to the different Select Committees appointed by the
House of Commons at various times (1859, 1869, 1905, 1908) to en-
quire into the principles and working of the British income-tax; nor
hasthere been any Indian Commission or Committee correspondingto
the British Royal Commission on Income-Tax. No attempt has
been made to enquire whether the Indian income-tax is based on
and contains all the elements arising from correct principles of
taxation; whether it corresponds to modern theory and modern
practice, and whecther it needs a more or less thorough overhaul-
ing. The need for such an analytical and comparative study of the
Indian Income-Tax and its relation to modern principles of
taxation as illustrated and modified by modern practice is
undoubtedly great; and such a study was long overdue. It was in
order to supply this want that the present writer took up this
subject as a research student in the University of Bombay.

The work has been divided into two parts, viz. Historical and
Analytical. The historical portion is a comparatively short survey,
and reviews the history of the tax from its original inception in
1860 to the latest amendment in 19291, This historical survey
finds place in this work chiefly because the present position and
our criticisms thereon cannot be properly understood except in the
light of the past. The main porlion of this work, however, is the
analytical one. This contains an analysis of the Indian Income-
Tax system in the light of the doctrine of ability, enunciated by
Sir Josiah Stamp in his ¢ Fundamental Principles of Taxation’’, as

1 Recent changes have been given in an appendix.
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modified by the prevalent practice abroad. The arrangement is on
similar lines; Chapters IV, V and VI examine the scope of the
tax, Chapter VII analyses the income concept from the point of
view of the time element and the expenses involved in the
creation of the income. Chapters VIII and IX look to the personal
side of the income. Chapter VIII deals with the way in which
the income is spent, while Chapter IX is concerned with the
amount of the income and the way in which it is earned.
Chapter X treats of the impersonal classes of income-tax payers
such as companies, firms and Hindu Undivided Families, while
Chapter XII contains a brief discussion of some of the adminis-
trative problems attendant on our income-tax system. No apology
is needed for Chapters XI and XIII. The former deals with the
well-known problem of double taxation which has attracted world-
wide attention, and has formed the subject of a series of confer-
ences held under the auspices of the League of Nations. Chapter
XIII attempts to make use of available income-tax statistics, in
drawing certain conclusions regarding the economic condition and
progress of the Indian people during the last 45 years and more.
The concluding chapter briefly reviews Government’s income-tax
policy, and contains a summary of the main changes in the
Indian Income-Tax system proposed by us. If the publication of
this work results in the creation of an intelligent public opinion
on the subject of income-tax, and if it helps to create in the
country a well thoughtout and popularly backed scheme of
income-tax reform, the author would regard his labour as well
rewarded. There is, however, one point to which he would like
to draw the reader’s attention. Several of his proposals mean an
increase of taxation; these are necessary to create justice in the
incidence of our tax system; but before the people of this country
press for the adoption of these proposals they should be certain
that the money so raised would be spent for nation-building
purposes, and not on the already expensive essential services.



CHAPTER 1
THE PERIOD OF EXPERIMENT, 1860-1886

INTRODUCTION

It may be asserted that, like the introduction of the
study of the English language in Indian education, the
introduction of Income-Tax in the Indian financial system
is one of the few happy heritages of British rule in this
country. To a contemporary of John Wilson who first
introduced the tax in 1860 or of Lord Lytton who refused
to sanction its reintroduction in 1876,! such a statement
would have seemed the apex of human absurdity ; to us
it seems a mere statement of fact. To appreciate such
a radical alteration in the public attitude, we must study
the history of the Indian Income-Tax from the date of its
inception to the present day.

In discussing the history, we can conveniently divide it
into the following three parts :—

I.  The Period of Experiment ... ... ... 1860-1886

II.  The Period of Integration ... ... ... ... 1886-1916

ITI. The Period of Legislative

Consolidation ... ... ... ... ... . . 1916-1928

Before the permanent introduction of income-tax in the
Indian financial system, direct personal taxation was the
subject of prolonged experiments by the Government of
India. As a result of these experiments, they found such
taxation to be an indispensable part of their general
scheme of public finance ; at the same time, their doubts
as to the exact form that such taxation should take were
also finally dispelled. At the end of this period of experi-

1 Strachey ‘‘Finances and Public Works of India’, p. 194.
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ment, Government decided to make income-tax a regular
feature of the Indian financial system.

The second period deals with the income-tax of 1886,
and its actual working for the next thirty years. In direct
contrast to the period which preceded it, and—we may
add—the one which followed it, the tax was left practi-
cally unaltered during the whole of this period. This
rigorous absence of further legislation had a two-fold
effect. On the one hand, it facilitated the smooth opera-
tion of the income-tax and built up a steady background
for it, while on the other, Government gained valuable
insight into its shortcomings and equipped themselves
with the knowledge necessary for sound administrative re-
form. We may truly style this period one of integration,
as, the Indian Income-Tax, recovering from the unani-
mous official and non-official obloquy it had received in
1873, now secured an equally unanimous support. *

By the beginning of the third period, a wholesale re-
examination of the fundamental provisions of the Indian
income-Tax had become overdue. Till then, financial
necessity had been the only basis of income-tax legisla-
tion, and no attempt had been made to work out a rational
and scientific basis for the tax. Government were aware of
the situation, but the normal course of events was rudely
disturbed by the advent of the War with its accompanying
demand for more revenue. The income-tax was one of
the first sources to which Government turned their atten-
tion. The rates of the tax were suddenly increased on a
progressive basis in 1916, and this was followed two years
later by an entire redrafting of the income-tax law. It
was again recast in 1922, and since then, there has been
a crop of amendments every year.® It is therefore but

1Vide Moral and Material Progress Report, 1873.
2 See discussion in the Imperial Legislative Council on Government’s
proposal to introduce progression, F. S. 1916.

3 From 1922 to 1927, therc were no less than 13 amendments, Vide
Sunderam’s Law of Income-Tax in India, pp. 63-64.
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appropriate to call this period one of legislative consoli-

dation.
PERIOD OF EXPERIMENT

In no country in the world has an income-tax owed its
origin solely to its power of restoring justice in taxation.
It has mostly been the demand for revenue, not the need
for justice, which has brought about its existence. India
was no exception to this rule. When Her Majesty’s
Government in India proposed the levy of an income-tax
in 1860, they did so not from an intelligent appreciation of
its virtues as an equalizer of tax burdens, but because it
would meet a part of the heavy demands created by the
““Mutiny”’ of 1857. Accordingly, Mr. John Wilson, the
English expert who had been sent to India to restore
equilibrium to the Indian finances, proposed the levy of
an income-tax and, following the English model, restrict-
ed its operation to a period of five years.

THE INCOME-TAX OF 1860

It will not serve any useful purpose to give a detailed
description of the provisions of the Income-Tax Act of
1860, as, since then, much water has flowed under the
bridges of the income-tax system in this country. We
may, however, summarise several interesting features that
characterised this maiden attempt :—

(@) Income was classified into the following four sche-
dules, wviz., income from Landed property, from
Professions and trades, from Securities and from
Salaries and pensions ; and the tax was imposed
separately under these parts.

(b) The exemption limit for the general public was
fixed at Rs. 200 per annum. As contrasted with
this, the limit was Rs. 4980 for military and police
officials, and Rs. 2100 for naval and Indian
marine officers.

lﬂ
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(c) Agricultural income was also subjected to the tax.
Such income in the case of cultivators was assumed
to be one-third of the rent value of their land. Thus
cultivators of land the rent value of which was less
than Rs. 600 were exempted from income-tax.

(d) The rate of the tax was 2 per cent. for incomes
below Rs. 500, and 3 per cent. for incomes above
that amount. The latter incomes really paid 4 per
cent., as they had to pay an additional 1 per cent.,
the revenue from which was utilised for public
works.

Returns of income were required from all who were
liable to taxation, with the assurance that they would be
taken into account in the assessment of income-tax. The
assessee was allowed to appeal against his assessment
within a specified period of time, failing which,
he had to pay the tax assessed on him. Except in the
city of Calcutta, practically no new administrative agency
was created, the working of the tax being left in the hands
of the land revenue officials.

WORKING OF THE INCOME-TAX OF 1860

The system of compulsory returns proved a dis-
mal failure. To a people just recovering from the
Mutiny, with the memory of British excesses fresh in their
minds, the demand for personal returns of total income
seemed to be but the first stage of an organised attempt
at wholesale confiscation. It is not surprising, therefore,
to find that ‘‘the returns were as a rule conspicuously and
shamelessly false’’.! They were so entirely untrustworthy
as to mislead rather than guide the assessors in making
assessments. The Government, therefore, decided to sus-
pend the clause relating to returns, and extended the
operation of the assessments for the year 1860-61 to the
succeeding year. The provision was found so convenient

1 Moral and Material Progress of British India—1860-61 Part 11, p. 1o05.



THE PERIOD OF EXPERIMENT, 1860-1886 5

that it was renewed for a further period of three years.
Government thus openly acknowledged the weakness of
their assessing machinery, and by taxing industrial and
commercial income in 1864 on the basis of their assess-
ment four years before, reduced the income-tax to a
farce.®

In 1862, the exemption limit was raised to Ks. 500
per year. Assessees with incomes below that amount had
numbered 60 per cent. of the total, while their contribu-
tion amounted only to 20 per cent. of the total amount.
They contributed less and cost more to collect.? The
change was therefore quite salutary, and as a matter
of fact made little difference to the total collections.®

A year after this, the Government reduced the rate
of the tax from 4 to 3 per cent. The tax itself was allowed
to expire in 1865.

THE LICENSE AND CERTIFICATE TAXES

India was without direct taxation only for one year after
the expiry of the income-tax. The financial position wors-
ened again and the Government were compelled to revive
direct personal taxation. But the income-tax was not
re-imposed, as the Government preferred the License-
Tax with its much less troublesome methods of assess-

1 This resulted in injustice to Government servants who paid the tax
on their actual income while others paid it on their income as assessed
in 1860. Thus the percentage of tax contributed by (overnment
servants showed a steady increase.

1860 ....iiiiieninns 14.1
1861 ... co IS8T
1862 ... 19.4
1863 ... 20.3
1864 ......... w2101

Based on figures compiled from Apper dix —15" S. C. 1873.

2 Cf. Samuel Laing ‘“‘Now a tax which affects 6,00,000 persons to pro-
duce £3,50,000 gross, of which at least £1,00,000 is absorbed by
cost of collection, is condemned by the mere statement of figures”—

F. S. 1862-63.
8 Year No. of Assessees. Revenue in lakhs of Rupees.
1861 10,55,351 186.7

1862 3,44,630 157.6
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ment. Accordingly, a license-tax was imposed on all
industrial and commercial incomes which exceeded
Rs. 200 per year. Assessees were divided into five
classes, the lowest class consisting of persons with incomes
between Rs. 200 and Rs. 500, and the highest class
consisting of persons with incomes above Rs. 10,000.
The lowest class paid Rs. 4 and the highest Rs. 200.
Government servants were taxed on the same basis as
trades and professions, but their exemption limit was
Rs. 1,000 a year. Military officials got their usual
higher exemption. Joint stock companies were placed in
a separate class, the maximum tax payable being
Rs. 2,000. "

This tax lasted only for one year, being replaced by a
certificate-tax in 1868. This was a more comprehensive
kind of license-tax, with a higher exemption limit and a
sharper gradation of rates. Incomes below Rs. 500
were exempted, while incomes above that amount were
divided into ten classes, the lowest (those below
Rs. 1,000) paying Rs. 8 and the highest (those above
4 lakhs) paying Rs. 6,400. The average incidence of the
tax was 13 per cent. Government servants were taxed
at a uniform rate of one per cent. The exemptions conti-
nued as before.?

The chief importance of these taxes in relation to in-
come-tax history lies in the fact that for a long time they
were serious rivals to the adoption of income-tax in India.
The license-taxes appealed to the Government chiefly
because they involved relatively less inquisitorial methods.
As a matter of fact, they had expressed their preference
for this kind of tax as early as 1861.% Mr. Samuel Laing

1 For further information sce F. S. 1867-68. Also M. M. P.—1873-74.
2Cf. M. M. P. 1873-74; also F. S. 1868-69, and Sunderam’s ‘“‘The Law
of Income-Tax in India”, Appendix I.

3 “‘Experience is quite sufficient to show that as regards the numerous
classes who are required to send in returns and whose income cannot
be ascertained without inquiring into their private incomes, it would be
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had echoed it in one of his financial statements. The ex-
perience obtained by them in the working of these taxes
convinced them of the superiority of the method of *‘class-
es and fixed fees’”” over that of ‘‘rate varying with
income’’, especially in the case of the lower incomes. This
experience was utilised in the framing of the income-tax of
1886.

Though these taxes were thus convenient from an ad-
ministrative point of view, they were not popular. Land-
holders and fundholders were unnecessarily exempted,
and further, government servants were treated with
undue leniency. There were even demands for a reintro-
duction of income-tax.

THE SECOND INCOME-TAX, 1869-1873

Financial difficulties compelled Government to replace
the certificate-tax by an income-tax ; this change, how-
ever, did not adversely affect the persons who were pay-
ing the former tax; it only extended liability ‘‘to those
sections who are now exempt’’.

This tax was not, truly speaking, an income-tax at all,
for it was not based on the original percentage rates. On
the other hand, it retained the system of ‘‘Income classes
and fixed fees’’ which formed so salient a feature of the
certificate-tax. While companies and salaries were taxed
at 2 pies per rupee, individuals were divided into classes
and paid fixed fees, varying from Rs. 6 on an income
of Rs. 500 up to Rs. 1,140 on an income of
Rs. 1,10,000 with Rs. 100 extra for every additional

a great improvement if means could be devised by which they might
be assessed at fixed rates under a scale of licenses on a system more
resembling that of the trade taxes in the Oudh and Punjab, which have
been carried out there so successfully and with results not only more
satisfactory to the people but more productive to the revenue than have
attended the application of the corresponding provisions of the Income-
Tax in other Governments’. Financial Despatch 63, to the Secretary
of State, 1861.
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Rs. 10,000. The effective rate on the minimum, of
each class was thus a little over 1 per cent.

The exemptions were practically the same as those in
the Act of 1860 with this exception, that under the new
Act, Government servants lost their original privilege of
a higher exemption minimum. Moreover, the original
provision for compulsory filling in of returns was dropped.
Further, the rate of the tax was now fixed in terms of so
many pies per rupee instead of percentages.

Six months after the passing of the Act which fixed
the rate at 2 pies in the rupee, Government felt that a
further increase in revenue was necessary to avoid a de-
ficit ; they therefore raised the rates to one and a half
times of those previously scheduled.!

In 1870, the rates were further raised to 6 pies in the
rupee. This unstatesmanlike measure was adopted in the
face of fierce opposition, in spite of the fact that no clear
case had been made out for an addition to the revenues.?
This increase was accompanied by the abolition of the
system of income classes and fixed fees (except in the case
of incomes below Rs. 2000), and the application of a
uniform rate to the individual’s income.? '

The anticipated deficits having turned into realised sur-
pluses, the Income-Tax Act of 1871 raised the exemption
lmit to Rs. 750, simultaneously reducing the rate to
2 pies in the rupee. The limit was raised to Rs. 1,000
next year. The Act expired in 1873 and was not re-
newed. '

THE FAILURE OF THE INCOME-TAX

Government’s decision not to renew the Income-Ta.g(
in 1873 was hailed with joy and relief by both the official

! Sunderam’s ‘“The Law of Income-Tax in India”, Appendix I
2 Vide Appendix, S. B. C. C. 1869-70. :
3 Sunderam’s ‘*The Law of Income-Tax in India’, Appendix I.
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and non-official communities.' For a period of five years
following this decision, the Indian financial system was
without a direct personal tax.

The income-tax had thus proved an undoubted failure
during this period of experiment.? We shall now attempt
to discuss the different causes that led to this failure.

CAUSES OF FAILURE

The causes of this failure can be conveniently classxﬁed
under the following two heads :—

I.  Avoidable causes.

I1. Unavoidable causes.
By avoidable causes are meant those which could have
been avoided with proper foresight and statesmanship on
the part of Government. By unavoidable causes are
meant those which could not be helped, because they
were inherent in the circumstances and conditions under
which the income-tax was first imposed.

AVOIDABLE CAUSES

The following are the four such causes which led to the
failure of the tax :—

(1) Temporary nature of the tax.

(2) Addition to the rates in 1869.

(3) Inclusion of Agricultural incomes.

(4) Absence of proper administrative machinery.

The first factor to mar the successful operation of
income-tax in India during this period was its essentially
temporary character. Indeed, ‘‘ever since the days of

1In the M. M. P. of British India, 1873, we came across references to
a memorandum submitted by collectors and others—in reply to a
government questionnaire—whole-heartedly condemning the Income-Tax.
In spite of all efforts we have not been able to obtain access to that
document.

2 When proposals to renew the income-tax were made in 1878, the
Viceroy dismissed them as impracticable and the Secretary of State
declared his decision to withhold his assent to 'my such revival. Cf.
Strachey’s ‘‘Finances and Public Works of India”, p. 194.

2



10 TAXATION OF INCOME IN INDIA

Mr. Wilson license-taxes have succeeded income-taxes,
certificate-taxes have followed license-taxes in various
forms and shapes, and each in turn has been abandoned
through an entire absence of any settled continuity of
admimstration in our finances’’.' If income-tax had been
mtroduced on a permanent basis, it would have been
followed by a gradual decrease of popular opposition, and
the public would have eventually come to regard it as a
necessary evil. Instead, it was enacted, repealed and
then re-enacted, thereby rousing public discontent.? This
vaccillating policy not only made the tax unpopular, but
also impaired its efficiency because accurate assessments
could not be made in such a short period marked by such
abrupt changes.*

The second cause was the sudden addition to the rates
of the tax in the middle of the financial year 1869. This
unheard of procedure on the part of the Government was
regarded by the people as a breach of faith. No appeals
were permitted against the assessment in spite of the
mncrease in rates ; this naturally created resentment among
the assessees, who had not cared to dispute the assess-
ment earlier on account of the low rates. Reports from
all districts lay considerable emphasis on the widespread
discontent that this act gave rise to.* And the discontent

1 Rivers Thompson, quoted in Strachey’s ‘‘Finances and Public Works of
India”, pp. 207-208.

? The Government of India in a letter to the Bengal Chamber of Com-
merce admitted that these changes were a source of great perplexity to
the more illiterate classes ‘‘who were also harassed by the want of
fixity in the rate, by the low limit of taxable income and in some
cases the misconduct of the assessing agency’. Appendix H, B. C. C.
18g0.

3 This fact is recognised in an official document. ‘‘It is doubtful whe-
ther an income-tax could even be properly assessed unless it was
continued and carefully worked out during a long series of years’.
M. M. P. 1871-72. Also cf. Sir John Strachey ‘‘No agency could be
perfect under such constantly recurring changes®’.—Finances and Public
Works of India, p. 208.

4 Vide Income-Tax Administration Reports, Lower Provinces and North-
West Provinces, 1869 and 1870.
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gave rise to indignation when the revised estimates for
the year exposed the alleged justification of financial
urgency. It was but natural then that public opinion
condemned its continuance and welcomed its abolition in
1873.1

The third cause was the inclusion of agricultural in-
comes among those liable to income-tax. Whatever may
be the arguments of the present-day economist in favour
of this procedure, it was certainly not justified by the then
existing circumstances. Land had already a heavy share
of taxation, while trading and commercial incomes escaped
scot free. To tax landed incomes, while taxing commer-
cial incomes by income-tax, was taxing them again, and
in the absence of graduation in the income-tax, clearly
constituted double taxation. This created great discont-
ent and, if the report for the year 1870-71 on the
administration of income-tax in Lower Provinces is to be
believed, inflicted a great deal of hardship on a large
number of poor cultivators. This factor undoubtedly
contributed to the failure of the tax.

The fourth and most important cause was the ab-
sence of a proper administrative machinery. The
importance of proper administrative machinery in the suc-
cessful working of an income-tax cannot be overestimated.
It has been clearly proved by Seligman that in the absence
of such machinery even the theoretically best of taxes may
easily degenerate into an oppressive and unequal levy.
That was the reason why the British system combined the
democracy of local institutions with the bureaucracy of
central supervision.®? No such scheme was introduced in

1 See evidence of Lord Lawrence before the East India Finance Com-
mittee, 1873.

2Cf. ‘““The General Commissioners and the assessors were, in
a certain sense, representatives of the tax-payers and might
naturally be supposed to defend their legitimate interests against
the Treasury; while on the other hand, the necessary degree
of Government control was represented by the Surveyors and Inspectors
who were responsible to the Central Government. This ingenious

2%
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India. The Government had an All-India machinery ready
at hand wiz. the regular administrative staff of the districts
who had, among other tasks, also the collection of land
revenue. They were now conveniently entrusted with
the assessment and collection of income-tax as well. Ex-
cept in the Presidency towns where special officers were
appointed to administer the Act, the assessors were
generally deputy collectors of long standing. The provi-
sion for compulsory filling of returns had been dropped by
1869, so that the assessors had now to rely on their own
judgments in making the assessments. They toured the
districts and this was considered sufficient to enable them
to know the incomes of persons resident therein. They
were assisted by no other machinery, for there was no-
thing in the Indian procedure corresponding to the
General or Additional Commissioners of the English
system. The Collector, who was the nominal assessing
head, had his work carried out for him by the Deputy Col-
lector, who in turn was assisted by his subordinate revenue
staff. The value to be attached to this assistance can be
inferred to some extent from the very interesting evidence
of Mr. Kazi Shabuddin before the East India Finance
Committee. Mr. Shabuddin as a Tahsildar, also happened
to be the collector of income-tax in his taluka. But he had
not much difficulty in making assessments. ‘“The process
was simple enough. I hardly knew anybody in the Per-
gunnah, so that all I did was to send for the village
accountants and patels and give them the schedules which
they filled in and sent to me. The patels and village
accountants no doubt took advantage of this to favour
their friends and harass others. I was obliged just to send
on those schedules to the Collector.”’! No attempt was

combination of local representatives and of Government officials is
found, with some modifications, in the present income-tax”. Seligman’s
*The Income-Tax’’, p. 82.
1Qs. 8735-8790 S. C. See his further evidence ‘‘The tax was very
unequal in its operation. Those who could evade it did so; others who
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made to test the accuracy of the returns ; and Mr. Shabud-
din asserted that ‘‘The Mamlatdar had so much to do that
even if he attempted it, he could not make the enquiries’’.
Such was the basis on which the Collector framed his
assessments. ! .

The assessment, therefore, was largely arbitrary. One
would, therefore, expect the provisions for appeal to be
at least liberal. Facts were otherwise. Appeals against
the Deputy Collector lay to the Collector, his next exe-
cutive head ; and against the Collector, to the Commis-
sioner. The judiciary had no power to decide questions
of fact; there was no machinery corresponding to the
General Commissioners of the British system ; the Col-
lector was not subject to any disinterested appellate body.
It was as if the prosecutor and the judge were combined
in one person.

The system was thus justly summed up. “‘The tax is
in the nature of a benevolence or aid and the Collector is
the almost irresponsible estimater and fixer of the quota
which each man had to pay’’.

Such a procedure naturally caused popular opposition.
To the charge of arbitrariness was also added that of
oppressiveness, the operation of the Act being in the
hands of subordinate and minor officials who levied extra
fegal charges and raised the assessment of those who were
not in their good books.? ‘‘That these subordinates were
in many cases corrupt cannot be doubted and there are
numerous cases reported in which persons falsely assumed

had no friends or who were not on good terms with those who were
in power had to pay an almost ruinous tax’. cf. Letter from Collector
of Gorruckpore to Board of Revenue “It is possible for a very painstak-
ing tasheeldar, possessed of some conscience and a great deal of prestige
in his jurisdiction so to keep his putwarees in hand that gross relative
misassessments be not made”. Income-Tax Report N. W. Province
1870-71.

1 Even the air of local knowledge was a myth, no Collector being kept
for long in charge of the same district.

2 Q. 9587. S. C. 1871.
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the title of Ameen or Collector of Income-Tax, travelled
about the country taking bribes, on the pretence that they
would arrange to have all persons who paid them exempt-
ed from the tax." It was even reported that there occurred
cases of suicide ‘‘which were attributed by the local
authorities to excessive dislike of the income-tax or rather
of the inquiries occasioned by the income-tax’’.?

The chief fault of Government lay in failing to realise
the importance of proper machinery in the success of the
income-tax. Not only did they fail to provide a whole-
time and expert machinery, but they also entrusted its
operation to the overworked land revenue staff who handl-
ed it clumsily, because they knew little about it.

UNAVOIDABLE CAUSES

The following are the three unavoidable causes of the
failure :—

(1) Absence of industrialization.

(2) Novelty of the tax.

(3) The alien and undemocratic nature of the ruling

authority.

Oné of the more obvious lessons to be learnt from the
history of income-tax in the world is that it turns out to
be a success only if the country, where it is applied, is
fully industrialized. Large fortunes and great inequality
of incomes are rarely the result of a pursuit of the agricul-
tural profession ; they are largely the accompaniment of
an industrial civilisation.

1 Evidence of Samuel Laing, Qs. 7674-7675—S. C. 1872. Cf. Mr. Inglis,
Member of the Board of Inland Revenue, U. P. ‘‘Though only one
in 300 paid income-tax to Government, he was afraid that of the
remaining 299, at least one half was subjected to vexation, oppressive
inquisition and extortion on account of the Tax'. The Lieutenant
Governor commenting on Mr. Inglis’ observations admitted that they
were ‘“To a very considerable extent well founded”’. Quoted by Prof.
Myles. Minutes of Evidence, Taxation Enquiry Committee Vol. IV,
p- 1 814. Also cf. Vakil’s Financial Developments in Modern India—
p. 383.
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If we remember this truism we can easily explain the
financial failure that the first Indian income-tax proved to
be. The India of 1860-1873 could hardly boast of any
industry run by machinery. There were few, if any,
concerns organised on a large scale. Nor was Indian
agriculture based on large scale farming. There was
little scope for the growth of large incomes, and hence the
amount realised by income-tax could not be large either.*

The second factor which helped to bring about the fail-
ure of income-tax was its novelty to the Indian people. In
the fierce controversy that ensued between the Madras
Government and the Government of India as regards the
imposition of income-tax, both parties dilated largely on
its indigenous nature, one side holding that it was
wholly Indian, the other that it was wholly non-
Indian.® While it was true that during the pre-British
days, there had been assessed taxes in India—taxes on
houses and establishments, the product of land and the
profits of trades—the idea of a tax, levied on the indivi-
dual’s total income and varying with its magnitude, was
undoubtedly foreign to the people. Such a tax had no
precedent in tradition ; its inquisitorial processes were
widely resented ; and the people that had just recovered
from the ‘‘Mutiny’’ suspected the bona-fides of the
Government and feared confiscation.

But the antipathy had nothing racial in it; to say, as
Sir Charles Trevelyan did, that the tax was ‘‘unsuited to

1 Cf. Vakil’s **Financial Developments in Modern India’’—p. 380.

2e. g. Sir H. B. E. Frere ‘‘Altogether I doubt whether there is any
part of India where an income-tax and taxes on arts, trades and
professions are as much of a novelty as the income-tax was in England
when revived by Sir Robert Peel: certainly there is none where such
taxes are as new to the people as the income-tax was in England, when
first proposed by Pitt as a regular part of his financial system’'.
Quoted in Kale’s ‘““Dawn of Modern Finance in India’’, p. 95. On the
other side, Sir Charles Trevelyan asserted that, ‘‘When the orders
came from Calcutta for levying the income-tax, it was much as if an
avatar of one of their malignant deities had imposed a new strange
instrument of torture’’. Q. 898, S. C. 1873.
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the low state of morality of an Asiatic people’’! was sadly
to misread history. If at all the history of income-taxation
proves anything, it is this—that the tax is never popular
when first imposed and needs decades of continued exist-
ence to accustom the public mind to its necessity, much
less its merits.®

The third factor which went far to reduce its yield was
the fact that in India the Government was neither national
nor democratic. Even in a free and self-governing
country like England, income-tax based on personal re-
turns had proved a failure ; it is not surprising therefore,
that it did not succeed in India. The average assessee
did not understand why he should pay the tax; at the
same time he did not take a very personal or kindly inter-
est in the Government whose coffers it went to enrich.
Voluntary assessments were hence foredoomed to failure.®
The result was a considerable loss of revenue, the Col-
lector’s judgment being no adequate substitute for the
certainty that would have been obtained from correct
returns. This factor also encouraged evasion by lending
it a semi-halo of patriotic fervour.

CONCLUSION

Though the income-tax proved a failure in India during
the early stages of its operation because of the causes

1 Q. 896—S. C. 1873.

2 Seligman gives an interesting account of the controversy following the
imposition of income-tax in Great Britain and the long air of temporari-
ness that hung around it almost till 1873 and Mr. Gladstone’s ‘bribe’
to the voters.

3 “This income-tax based upon the principle of self-assessment is un-
suited to a people who are not united to their Government by a strong
tie of national interest. A foreign rule can never be popular in this
sense. Voluntary assessment without the stimulus of a strong per-
sonal interest in the Government to be supported is not likely to be
very productive”. Q. 896. S. C. 1873. Also cf. Sir Bartle Frere *‘The
demand on a great multitude of people ill acquainted with the objects
and usages of our Government in requiring them to tax themselves,
by stating the amount of income on which they are to be assessed, was
more calculated to puzzle and irritate than tc reconcile them to the
new impost”’. Kale’s ““Dawn of Modern Finance in India’’, p. 107.
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mentioned above, the question naturally arises—was the
abolition of the tax in 1873 a desirable and necessary step
or had the tax proved its right to an honourable place in
the Indian financial system?

It is difficult for the modern historian to reconstitute
the past in its entirety ; if one refers to contemporary
opinion one meets with a chorus of condemnation. Three
Finance Members in succession condemned the tax.! The
officers who worked it disliked it ; the people hated it.
And yet, if the causes of failure are closely analysed one
is led to the conclusion that the factors which made for its
failure were more avoidable than otherwise ; and under
better circumstances and with a more statesmanlike atti-
tude on the part of Government, the tax would have
proved, comparatively speaking, a success.

Even the causes which we grouped under the head
“‘unavoidable’” were so only under those circumstances.
Novelty could not have been a permanent handicap as
continued existence would have dispelled it. Progress of
time would have brought about industrialization, while
recent events hold out hopes of a democratic government.
Thus these three “‘unavoidable’’ causes were not perma-
nent in their character, while the others could have been
avoided by due foresight on the part of Government.

The way in which Government almost criminally
whetted the people’s distaste for the tax by insisting on

1T think it is about as bad and obnoxious a mode of raising revenue

as it is possible to imagine in a country like India”. S. Laing.
. 7643. S. C. 1873.

‘““‘What I object to is the establishment of the income-tax as an ordinary

part of the fiscal system in India’’. Sir W. Massey. Q. 8582, S. C.

1872.
‘““An income-tax based upon the principle of self-assessment is un-
suited to India.” Sir Charles Trevelyan agreed that no Income or

License-Tax can be so adjusted as to give satisfaction or not create
such dissatisfaction as it is undesirable to make use of them. Qs.
896 and go8 S. C. 1873. It may be incidentally noted that Sir Charles
owed his recall from the Governorship of Madras to his open and
emphatic opposition to the introduction of the tax.

3
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its temporary character, the lack of foresight which they
showed by creating a tax to work which they did not
create a competent machinery, combined with their un-
statesmanlike use of the tax as an elastic factor of the
budget—all these made the tax unpopular and led to its
failure. Given a permanent Income-Tax, with a suffi-
ciently high minimum of exemption, moderate rates,
exemption of agricultural incomes and an efficient adminis-
trative machinery, there was no reason why, with the
progress of time, the tax should not conquer the natural
aversion felt for a new tax, and come to occupy a decided,
though inconspicuous, place in the finances of India.? To
us who can look back with the wisdom of years, the un-
popularity of the tax seems only temporary. It had been
tried and had proved its worth.

THE LICENSE-TAXES, 1878-1886

Government, however, thought otherwise. When Sir
John Strachey’s new famine policy brought with it a
necessity for new taxation in 1878, the income-tax was not
reimposed. On the other hand, license-taxes on the earn-
ings of trades and industries were introduced in all the
provinces. These taxes were not instituted by central
legislation but owed their existence to the different
provincial governments.® By 1878, license-taxes were
levied in all the provinces of India with the exception of
Assam and British Burma. *

1 Cf. the emphatic assertion of Sir John Strachey ‘“‘If any plan of direct
taxation is to become successful, the fast-and-loose system which has
hitherto been followed must be abandoned’’. Finance and Public
Works of India, p. 207.

2 ‘I think that if they fixed at a moderate rate of, say, 3 per cent. and
did not increase it and kept it as a source of revenue and took great
care to see that it was not abused and if such an arrangement were
made whereby there was no excessive extortion, the tax would not be
so unpopular as it was’. Lord Lawrence, Q. 5589, S. C. 1873.

3 Act 11. (1878), India, applying to Punjab and N. W. Provinces; Bengal
Act 1 of 1878 ; Bombay Act 111 of 1878 ; Madras Act 11T of 1878.

4M. M. P. 1880-81, p. 29.
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These license-taxes were not mere license duties, but
essentially limited income-taxes on non-agricultural in-
come, the agriculturists having been held to have
contributed their share through the cesses levied on land.!
““The tax payers are, for the purposes of the assessment
divided according to their presumed incomes, into classes,
all persons included in one class paying the same tax.’’?
The scale was so arranged that the tax never exceeded
2 per cent. on the annual profits of the assessee. ?

There being no central legislation on the subject, details
of the tax varied widely in the different provinces. The
minimum of exemption, for example, was not the same,
being Rs. 200 in the case of North-West Provinces,
Oudh and Madras, while in Bengal, Bombay and the
Punjab, the limit was Rs. 10o. This glaring anomaly
was remedied in 1880, the Government of India standard-
izing the minimum of exemption at Rs. 500. This
reform still left some provincial variations unaffected, as
can be seen from Major Baring’s complaints.* In North-
Western Provinces, Oudh and the Punjab, there were
two classes divided into 8 grades ; in Bengal, there were
6 classes ; in Madras and Bombay there were 8 and 11
classes respectively. Even the maximum tax payable was
not the same, being Rs. 200 in Bombay, while it was
Rs. 500 in the other provinces.

Morecover, the tax was levied only on earnings from
trade. It did not apply to incomes from Government
service, professions, and securities. This exemption
could claim no justification.® Even with regard to the

1 Vide Sir A. Colvin’s speech introducing Income-Tax Bill, 1886.

2 M. M. P. 1881-82.

8 Cf. ““The so-called license-tax is in fact a limited income-tax asscssed
on a system of classification according to approximate income”.
Finances and Public Works of India, Strachey, p. 197.

4 M. M. P. 1881-82.

5 Cf. Fawecett. ‘‘Professional and official incomes are entirely exempt.
The Governor-General with % 25,000 a year, the officers in the Army,
the well-paid civilians, successful barristers and doctors do not contri-

3r
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incomes to which the tax applied, there was no equitable
sharing of burdens. In the same grade, the assessee
with the lower income paid at a higher rate, while the one
with bigger income paid at a lower rate ; further, fixing
the maximum at Rs. 500 led to a progressive regressive-
ness in the rate for incomes beyond Rs. 25,000.' The
commercial community both Indian and European, had
frequently complained of its uneven incidence. The Gov-
ernment admitted the validity of their complaint and
introduced in 1879 a Trade and Profession-Tax Bill
(No. XVIII of 1879) which extended the tax to official
and professional incomes at the rate of 14 per cent., and
steepened the scale of rates payable by the trading
classes ;? the bill was, however, withdrawn,® and the
reform was postponed till 1886 when an income-tax
replaced these license-taxes.

In view of these defects, the license-taxes did not prove
very successful in their working. They yielded about
Rs. 50 lakhs per year and the amount was collected
without much friction.* In 1880, the Government of
India invited the opinions of the several local Govern-
ments as to the desirability of continuing the license-
taxes.® The reply of the provincial governments is
instructive in regard to the general desirability of direct

bute a farthing to the tax, but it is levied from every ‘‘petty trader
and every handicraftsman, although their scanty earnings may amount
to no more than 4 sh. a week”. Fawcett’s Indian Finance, pp. 125-28.
1**It presses most heavily on the poorer among the trading mercantile
and commercial class, and leaves the wealthier besides other whole
classes of the upper part of the population comparatively or absolutely
unassessed”’.—Sir A. Colvin, introducing the Income-Tax Bill—1886.
Also cf. ““The Liccnse-Tax was grossly unfair in its incidence. The
big fish broke through while the small were caught in the net”.—
Mr. Steel, Council Debates on Income-Tax Bill, 1886.

2 See Appendix B, B. C. C. 1879-80.

8 '‘From causes which need not be stated in detail the proposal was
dropped”. Strachey Ibid. p. 204.

4 Vide Strachey, Ibid, pp. 202-203.

5 The replies of the various local governments are summarized on p. 29,
M. M. P. 1880-81.
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taxation in India. With the exception of the Madras and
Bombay Governments,® the several local authorities were
unanimously agreed that :—

1. The doubt and uncertainty produced in the minds of
the people by frequent changes in the modes of
taxation were far greater evils than the taxes them-
selves.

2. That any objections which originally existed on
account of the pressure of the license-taxes on the
poorer classes were met by raising the minimum
assessable income to Rs. 500.

3. The people were becoming accustomed to the tax
and collections had been much improved.

Their reply was not only an implicit condemnation of the
vacillating policy of the Government during the period
1860-73, but also pointed the way towards the introduc-
tion of a permanent income-tax with an exemption of
Rs. 500.

THE PERIOD AS A WHOLE. 1860-86.

We have now seen the progress of direct taxation in
India, how it varied between Income-Tax and License-
tax, and how all the while there was no continuity of
policy. In spite of an impending deficit Sir Charles Tre-
velyan allowed the tax to expire in 1865. It was again
abandoned in 1873, against the will of Lord Lawrence.
There was a lull and then again in 1878 direct taxation
was renewed.

The experience of the Government of India convinced
them that direct taxation had come to form a necessary
complement of their revenues, and could hardly be given
up without seriously disturbing their finances.? At the

1 The Bombay Government preferred any other form of direct taxation,
while the Madras Government regarded the tax as unsuitable for im-
perial purposes.

2 This factor gained further strength, when in 1882 the Government
instituted a policy of Frec Trade and thus voluntarily reduced their
revenue from indirect taxation.
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same time, equity and justice required that the trading,
official and professional classes, who prospered most under
British rule should be made to pay ; and direct personal
taxes were the only means of making them do so.

There were only two forms of direct taxation. License-
Taxes, though successful from an administrative point of
view, were thoroughly unjust and unequal as between
different classes. Income- Tax, on the other hand, satis-
fied all theoretical requirements of equity, but the inquisi-
torial methods it employed were universally disliked and
excited much discontent. These inquisitorial enquiries
were especially in evidence in the assessment of smaller
incomes, and in the assessment of agricultural incomes.
By 1878, Government had discovered another method of
tapping agricultural incomes, while the license-taxes
pointed out the way to avoid unpleasant inquiries in the
case of smaller incomes. Government thereupon hit on
a via media between the Income and License-Taxes ;
viz. a tax that would be an income-tax proper for incomes
above a certain level, but would only be a license-tax for
incomes below that amount. Thus, they could obtain
the advantages of both the Income and License-taxes
without their respective disadvantages. The Income-Tax
of 1886 was the direct result of this experience.

The period of experiment, then, was not without fruit-
ful results. It had enabled the Government to arrive at
a type of direct taxation, that was at once just and not
very inquisitorial ; and consequently it enabled them to
incorporate direct taxation into the financial system of the
country, with good hopes of its becoming its permanent—
though not predominant—part.

In the following chapter, we shall proceed to survey the
Income-tax which came into being as a result of this
experimental stage, and carry on the story of its history
till the introduction of the principle of progression in 1916.



CHAPTER II

THE PERIOD OF INTEGRATION, 1886-1916

We have seen in the preceding chapter how Govern-
ment had finally come to accept direct taxation as an
indispensable part of their financial system. The License-
Taxes, however, were inequitable in their incidence, and
contributed only a small amount to the exchequer. The
Income-tax, on the other hand, distributed tax-burdens in
an equitable manner being at the same time capable of
yielding more revenue. It only required a pressing neces-
sity for additional finance to usher the Income-Tax into
existence. That opportunity arrived in 1886, when gov-
ernment found itself faced with a deficit of £2,000,000.
Accordingly, the License-Taxes were repealed and re-
placed by an income-tax on non-agricultural incomes.

THE INCOME-TAX OI 1886

The proposed Income-Tax continued the desirable
teatures of the License-Taxes. The taxable minimum
was left unaltered at Rs. 500. Incomes below
Rs. 200 continued to be taxed on the old method of
income classes and fixed amounts, the regular rate of 5
pies in the rupee being levied only on incomes above
that amount. In truth, the Income-Tax of 1886 was not
an introduction but ‘‘an enlargement, extension and
equalization of direct taxation’’. In spite of the efforts
of the Indian members of the Council, the tax was not
restricted to a particular period, thus differing notably
from the previous income-taxes.
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THE SCOPE OF THE TAX

The tax was not properly speaking an income-tax,
firstly, because it excluded agricultural incomes from its
scope ; and secondly, because it was levied not on an
individual’s ‘total’ income but on his different ‘sources’
of income. For this purpose, the Act classified all income
into the following four schedules :—

(1) Salaries and Pensions ;

(2) Profits of Companies ;

(3) Interest on Securities ;

(4) Other sources of Income.

The tax was imposed separately on each without reter-
ence to the others, e. g. if an individual had an income
of Rs. 4oo under ‘‘Salaries’”” and Rs. 400 under
““Interest on Securities’’, instead of being taxed on
Rs. 800, he was totally exempted, as under each sepa-
rate schedule his income was below the taxable minimum.
In other words, income was divided into a number of
water-tight compartments, and the Income-Tax of 1886
was therefore really a series of schedular taxes levied
under the authority of one Act.

BASIS AND COMPUTATION OF ASSESSMENT

The nominal basis on which the tax was levied was
the income accruing during the year of assessment. As
a matter of fact, this was only true in the case of income
taxed at source. As regards other income, the previous
year formed the real basis of assessment, though it was
held equal to the income of the ‘present year’. The Act
contained no provision as regards the computation of in-
come, but executive instructions enumerated the deduc-
tions allowable from gross income in computing it for
purposes of income-tax. These were not entirely uniform
in all the provinces, but the following were the chief
items allowed :—
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(1) Repair charges,

(2) Insurance charges,

(3) Rent of premises used for the business,

(4) Wages,

(5) Bad debts,

(6) Interest on money borrowed for purposes of the
business.

EXEMPTIONS

Incomes below Rs. 500 were exempt from the tax.
But this exemption was not absolute as persons with in-
comes above that amount were not given a corresponding
deduction. In the case of military officials however, the
exemption limit was Rs. 600co. The law authorised the
following further exemptions :—

(a) Agricultural income.’ As we have already seen,
agricultural income was excluded from the scope of
Income-Tax as having been already taxed by the
local cesses levied on land in 1878.

(b) Such portion of the income—not exceeding one-
sixth—as would be spent for securing a deferred
annuity or a life insurance.?

(c) Profits of shipping companies.

(d) Interest on stock notes.”

1 The incomes exempted under this head were:— Income from land
subject to land revenue or local cess, and used for agricultural purposes ;
also income derived by the cultivator from processes rendering the
produce ready for the market, as well as from the sale of such pro-
duce ; also income derived by rent received from buildings which are in
the immediate vicinity of the land and are required as a dwelling
house or a store house or factory or out-building.

2 Such a deduction did in no way remove liability to the tax or alter the
rate where such liability originally cxisted, c.g. if a person had an
annual income of Rs. 500, he could not claim total exemption from
the tax on the ground that deducting the life-insurance charges, his
income amounted to less than Rs. 5oo.

3 Stock notes were an interesting experiment made by Government at
encouraging small investors. They were Government securities of
Rs. 10, 25, 50 and 1000 bearing 4 per cent. interest and issued at par.
They were legally exempt from all taxation. Vide Vakil. Ibid. pp. 299~
300.

4
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RATES OF THE TAX

The rate of the tax was 4 pies in the rupee for incomes
below Rs. 2000, while it was 5 pies for incomes above
that amount. The graduation was thus elementary, and
existed only as regards incomes below and above
Rs. 2000.

For Part IV, however, there existed a special arrange-
ment as regards incomes below Rs. 2,000. These were
the incomes most difficult to assess as the smaller traders
and businessmen kept no regular accounts and could not
give accurate returns of their income. Yet they had been
subject to the License-Taxes ever since 1878 ; and the
experience of those eight years demonstrated to Govern-
ment the superiority of levying fixed amounts from them
over the practice of assessing them on a strictly income-
tax basis. It was therefore decided to continue the same
arrangement as prevailed under the License-Taxes, but
only so far as incomes below Rs. 2,000 were concerned.
The scale of rates was as under :—

. Percentage of Tax
Income Fee
to Income
Rs.
Between Rs. 500 and 750 10 1.8
9 750 and 1000 15 1.5
sy 1000 and 1250 20 1-6
»s 1250 and 1500 28 1.9
’s 1500 and 1750 35 2.0
s 1750 and 2000 42 2.1

This system not only did away with the need for very
accurate assessment, but also introduced some element
of graduation for incomes below Rs. 2,000.
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ASSESSMENT AND COLLECTION

The method of deduction at source was employed in the
case of interest on securities, and salaries and pensions,
so far as they were paid by Government and Local Autho-
rities. There was no such compulsory deduction in the
case of salaries paid by companies and private employers,
but provision was made for arrangements between the
collector and the employer by which the tax could be
deducted in return for a commission.! In addition, all
employers had to notify to Government the number of
persons in their employ, their salaries and their addresses.

As regards companies, the principal officer had to sub-
mit a return of net profits, but was not liable to produce
his accounts in support of the same.

The visible and easily accessible sources of income were
those which came under Parts I, II and III. Part IV
included just those incomes—commercial, manufacturing,
trading and professional profits—which it was very diffi-
cult, firstly to locate, and secondly to assess accurately.
It was in the assessment of incomes under this schedule
that the Collector found his hardest task.

The Collector could invite returns of income from all
persons chargeable under Part [V but was not authorized
to enforce their production.

THE ASSESSING MACHINERY

A close study of the Income-Tax Manual, 1886, brings
out the fact that though the Collector was the nominal
assessing head, the Mamlatdar or Tahsildar was the
chief pillar of the system. This revenue officer acted as
the Income-Tax Deputy Collector for his division and
attended to the assessment and collection of that tax. He

1 The commission varied, being 4 per cent. of tax proceeds if paid in a

lump sum, 3 per cent. of tax proceeds if paid quarterly and 1 per cent.
of tax proceeds if paid monthly.

4*
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was generally assisted by one or more assessors appointed
by the Government.

- Subject to the Collector’s approval, the Deputy Col-
lector framed detailed instructions for the assessors, and
a scheme of operations for their circles. Each assessor
was furnished with a complete list of villages within his
circle and also one of persons who had been liable to the
repealed license-tax of 1880. He was also required
personally to hold local enquiries in order to verify the
correctness of the list, and to prepare a revised list for
assessment under the new act. In this task, the sub-
ordinate revenue staff were directed to give him the full
benefit of their experience and knowledge. = The assessor
had then to submit his statement and returns to the
Income-Tax Collector at headquarters. After proper
scrutiny, and revision, if necessary, the deputy collector
had to send on these returns to the Collector’s office.

THE REGISTER OF ASSESSEES

On the strength of the information thus obtained, the
Register of Assessees was to be prepared at the Collect-
or’s office. This register contained details of income and
tax payable per different assessees, but was open for pub-
lic inspection only as regards those whose incomes were
less than Rs. 2,000. It could be divided into parts cover-
ing entire villages and these parts were to be posted on the
village post office or police station. It was also published
in the local vernacular newspapers. Along with the
register, there were notices inviting persons mentioned
therein either to pay the tax specified against their names
within sixty days of the posting of the notice, or appeal
within thirty days of the same.

Similar rules for payment and appeal were enforced as
regards persons with incomes above Rs. 2,000, with
this difference that they had to be sent special notices of
assessment by the Collector.
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Thus though the Collector was nominally the supreme
pillar of the system, his work was largely carried out by
his subordinates. The assessor looked after incomes be-
tween Rs. 500 and Rs. 5,000 and the Deputy Collector
those between Rs. 5,000 and Rs. 10,000, and the Col-
lector personally minded incomes above Rs. 10,000.

As regards incomes accruing to occupying owners from
house property, the tax was to be levied on 5/6ths of the
gross annual rent at which it may reasonably be expected
to let. It was provided that this assessment shall not
exceed 10 per cent. of the owner’s income from all
sources.

REVISION AND APPEAL

Appeals against assessments were to be made to the
Collector before the date specified in the notice. The
Collector could hold the hearing at any time and place
he liked, and the assessee had to subordinate his own
convenience to that of the Collector.

Corresponding to the division of labour in the assess-
ment of income, there was a similar sharing of the work
of revision. The assessor was permitted to hear appeals
against tax assessments of less than Rs. 42. Appeals
against the assessor lay to the sub-divisional officer. The
Income-Tax Deputy Collector was the next superior,
being authorized to deal with objections to assessments.
As regards assessments above Rs. 250, the Collector
himself heard the objections. The appellate authority
above the Collector was the Commissioner, but appeals
relating to amounts of less than Rs. 250 could be enter-
tained only at his discretion. No Civil Court had the
power to entertain a suit to set aside or modify any assess-
ment made under the Act. The administrative machinery
was therefore entirely supreme in the matter of
assessment, revision and appeal.
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RISE IN THE EXEMPTION LEVEL, 1903

Before proceeding to survey the working of the tax
during this period, we may note one important change in
its provisions introduced in 1903. In that year, the ex-
empt minimum was raised from Rs. 500 to Rs. 1,000
per year. This tardy response to insistent public demand
greatly relieved the lower middle classes who had been
hard hit by the former level. A fuller account of this
Amending Act is given in Appendix I.

WORKING OF THE INDIAN INCOME-TAX, 1886-1916

We shall now examine the tax in its actual operation
under the following sections :—

(a) Scope of the Tax.

(b) Work of Assessment.

(c) Revision and Appeal.

(d) Public opinion and the Tax.

(e) Yield of the Tax.

THE SCOPE OF THE TAX

We have seen how the tax was nominally very extens-
ive in its scope, being based both on ‘origin’ and
‘residence’. But when it came to a matter of practice,
it was much restricted. The principle of origin—which
had laid down that all income arising or accruing in this
country shall be hable to its income-tax—was the one to
be most violated.

Soon after the passing of the Act, salaries, pensions,
and leave allowances paid by the Government of India to
persons resident in Great Britain were exempted from
Indian Income-Tax.' A few years later, rallway em-
ployees were granted the same concessions with regard
to their leave allowances drawn in England.® It was

1G. 1. F. C. No. 2101 of 28th April 1887.
2G. L F. C. No. 6028-S. R. of 6th December 1go1.
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further extended in 1909, to employees of private
concerns' as ‘‘a matter of grace’’.

Under Part 111, interest on the sterling securities of the
Government of India, though obviously arising in India—
as they formed a part of the well-known ‘‘Home
Charges’’ remitted year by year from the Indian Trea-
sury—was not liable to the Indian Income-Tax. They
were ruled by the law officers of the Crown to be
technically not Indian Securities,? and the Government
therefore desisted from taxing them.

Under Parts Il and IV, we can find similar cases of
exemption in favour of income arising in India, but re-
mitted to or received in England. The South Bihar
Railway Company made an arrangement with the Secre-
tary of State under which they received a fixed rental in
London in lieu of net receipts from the working of their
lines in India. Their income was held to arise in England
and therefore not taxable in India.® In addition to this
special case, non-resident firms consigning goods for sale
in India through resident agents were not taxed on their
profits from such transactions, the sole ground for such
exceptional treatment being the difficulty of ascertaining
their incomes. *

The scope of the tax, therefore, was not so extensive
n practice as it was in theory. As we have seen incomes
anising in India but receivable in England, were largely
exempted from the Indian Income-Tax.®

Further, the exemption of agricultural incomes made

1G. L. ¥. D. No. 4994—Exc. of 14th October 1909 quoted in Bombay

Income-Tax Manual—pp. 81-82, also of Bengal Triennial Reports 1908-
11 and 1902-05.

2 F. S. 1916—Debates.

3 Bengal Triennial Report, 1902-05.

4 The proposal to tax them met with strong opposition from the European
Chambers of Commerce. Appendix H, B. C. C. 18go.

5 Thus in practice, the principle of ‘residence’ played a predominant part
especially so far as the incomes of non-resident Englishmen were con-
cerned.



82 TAXATION OF INCOME IN INDIA

the extent of liability very vague and indefinite. Con-
tradictory rulings were issued as regards the liability of
rent derived from land, but collected and appropriated by
a money-lender in return for interest due to him.' In a
similar way, while sugar factories were subject to the tax
on the ground that the processes they employed were not
those ‘‘ordinarily employed by the cultivator for rendering
the produce fit for the market’’, tea-plantations were
exempt even on their manufacturing profits. Thus in
practice, the tax tended to be vague and restricted in its
scope.

WORK OF ASSESSMENT

The assessment of incomes under Parts 1 and III
presented little difficulty, as the tax was deducted at
source in the case of Government servants and security-
holders, while in the case of employees of private concerns
the Collector made similar arrangements with the employ-
ers.? As regards Part I, companies had to submit com-
pulsory returns of their profit, though not liable to submit
their accounts. As most of the companies had their
principal place of business situated in the big cities, they
were assessed by the special income-tax officers of those
places and consequently there was not much difficulty in
assessing their incomes.

The Part, which gave the greatest trouble so far as
assessments were concerned, was the one which was the
most productive.® This was Part IV which consisted of

1 Bengal Triennial Report, 1899-1902.

2 Where such arrangements were not made, there was a certain amount
of under-assessment. Cf. *‘It was brought to light towards the close
of the triennium that several persons in one district who received very
large salaries and allowances paid little or no tax whatever.” U. P
Triennial Report 1924-1927.

3 ““The objections are almost entirely against assessments on trades and
professional incomes under Part IV of the income-tax Schedule’, p. 88,
M. M. P. 1888-89.
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‘Other Sources of Income’. This vague phrase
included—

Professional incomes,

Industrial and Commercial incomes,

Incomes from house property,

Incomes from other unspecified sources.
Doctors, lawyers, money-lenders, merchants, house-
owners, industrialists—these formed the persons whose
incomes the Collector had to ascertain, and in this task
he received no help from the assessees themselves. Re-
turns of income were not compulsory and even when
submitted were ‘‘traditionally and notoriously nebulous’’.!

No new administrative machinery had been created

to work the tax. The executive staff of the district, who
worked it, were not persons chosen on their special
competence to administer the tax. Their chief task was
the collection of land revenue and the preservation of law
and order ; the assessment and collection of income-tax
formed only a subsidiary part of their functions. The
consequences were twofold. Firstly, these officers were
overworked, and had neither the time nor the energy to
devote themselves to the accurate assessment of income.*
Secondly, even with all the good intentions in the world,
they could not accomplish much. They were neither
trained in accounts, nor equipped with the special know-
ledge by which alone commercial or industrial income can
be accurately ascertained. So that, even where the
accounts were submitted, they were of little use as a basis
for the assessment, as these officers were incompetent to
examine them.?

1 Punjab Triennial Report, 1908-11.

2 Cf. ““We are told again and again in most of the Provincial Reports
on the Income-Tax that the district staff or even the Talooka staff is
either too busy or too tired for the income-tax to work”. Indian
Income-Tax by Pagar, pp. 105-106.

3 Their helplessness is clearly revealed in the following extract. *‘In
fact the assessing officer arrives at the conclusion that the leading

members of certain sections of the community are or ought to be liable

5
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This shows that the assessing officer had neither the
time nor the abilities to assess accurately the incomes of
assessees.! At the same time, his task was rendered more
difficult, for the assessees were illiterate and did not keep
accounts on a scientific basis. * Nor was it safe to base
assessments on standards of living, as these were deter-
mined largely by the social status and traditions of the
assessee, and not by his income. The result was that the
work was amateurish and conducted on a ‘rough and
ready basis’; the assessments were nothing more than
guesses on the part of the Collector.*

We shall now notice a few of the devices employed by
the revenue officers in supplementing their meagre re-
sources and trying to arrive at a true picture of the
incomes of assessees. The methods adopted were mainly
three :—

to tax, but is uncertain as to the class in which he should place their
income’’. This was pre-eminently due to the absence of special training.
Decennial Report, M. M. P. 1881-1891, p. 273.

1“The Deputy Commissioners generally held that the Tahsildar has
neither the training nor the time for this work—the work is carried
on on an amateur basis and there is little prospect of the Tahsildar
going beyond his rough and ready methods of assessment’. Punjab
Triennial Report, 1914-17. The district staff, however, were not with-
out excuse. Cf. “The assessment for income-tax in a country where
compulsory returns of income cannot be enforced and where personal
expenditure is no criterion of wealth presents great difficulties”. De-
cennial Report, M. M. P. 1892-1902.

2 Cf. “The task of assessing such incomes may be compared to the
problem which would confront the officers of Inland Revenue in
ingland if they were required to assess a number of traders, ranging
in status fiom an icecream vendor to a Provincial banker and keeping
their accounts in Norman French written in Black Letter on easily
detachable slips of parchment”, Punjab Triennial Report, 1908-11.
Sometimes, the accounts were too scientific. Cf. ‘‘In numbers of cases
among the trading classes in many parts of India, the system of book-
keeping adopted bears direct reference to the preclusion of the informa-
tion from the cognisance of any but the trader himself and those
whom he has had to initiate into the mysteries of his accounts’.
M. M. P. Decennial Report, 1881-91, pp. 268-269.

3 “The Collector never really ascertains the income. It is impossible
to do more than make a guess’”. Assam Triennial Report, 1917-20.
Also cf. ““Our present system or rather absence of system of assess-
ment is in the majority of cases under Part IV neither more or less
than a futile groping in the dark’’—Punjab Annual Report, 1914-15.
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(a) Assessment by Commissions,
(b) Assessment by Groups,
(c) Assessment by Special Officers.

ASSESSMENT BY COMMISSIONS

Under this method, the Collectors issue ‘Commissions’
to certain selected persons, authorizing them to go
through the accounts of some of the assessees, mainly
those with commercial or industrial income.! Those
‘selected persons’ were generally themselves in the trade
and had a working knowledge of accounts. The assess-
ment was based on the result of their enquiries. But the
very factors that ought to have made for its success
became responsible for its failure. If these persons had
the advantage of local knowledge and standing, they had
also the disadvantage of having their sympathies in favour
of the assessees, as against the Revenue. Where they
were not swayed by sympathy, they were not proof
against being deceived by bogus debits and other allied
methods.? This system, therefore, could not prove a suc-
cessful solution of the knotty problem of accurate
assessment.

ASSESSMENT BY GROUPS

The idea of assessment by groups originated with
Lt.-Colonel Young, the Deputy Commissioner of Sialkot,

1'*The issue of commissions to private individuals for the examination
of the accounts of bankers and traders is a necessary portion of our
administering the Act. It is really the only way in which returns
of income made by those carrying on business on any but the smallest
scale can be checked, because there is no official agency available for the
purpose’’.  Financial Commissioners in the Punjab, Triennial Report,
1902-05.

2 *It is undesirable that too much weight may be attached to accounts
and even if the man appointed to make the examination of the accounts
is perfectly honest, he may be deceived by bogus debits and other
methods....... The men appointed to examine accounts are necessarily
tradesmen or traders’ agents themselves, and instinctively sympathise
with those whose accounts they were examining’. Deputy Commis-
sioner of Karnal in Punjab Triennial Report, 1902-05.

5*
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and was first tried in his district. It is consequently
known as the ‘‘Sialkot System’’

In cities, assessees were divided into groups according
to their trades or professions ; in rural tracts the groups
were constituted by reference to localities instead of to
trades and professions. The Collector fixed the total
assessment on every group, the collective assessments of
individual assessees being the basis in each case; the
general prosperity of a trade or of business and agrlculture
in a particular tract were also taken into account in such
& determination of the total assessment.

Once the assessment was thus fixed, the whole group
of assessees was summoned. They could not alter the
total figure, but were permitted to exclude any old asses-
see or include any new ones. A small committee was
then selected which apportioned the assessment between
the members of the group. Objections were then invited,
the whole group having collectively to decide whether to
accept the objections in whole or in part. If any indivi-
dual assessments were reduced, the Special Committee
had to re-distribute the amount thus reduced over the
remaining taxpayers in the group. After carefully con-
sidering the distribution of liability made in this manner,
the Collector announced his assessments.?

The scheme was certainly not unattractive, promis-
ing, as it did, to secure an ideal distribution of the
assessment. On the advice of the Financial Commission-
er, the Lieutenant Governor ordered its extensive
adoption in the Punjab.? It was tried in 15 districts, but
did not meet with much success, being finally given up as
unworkable in the very district of its birth,* Sialkot.

1 Appendix, Punjab Annual Report, 1912-13. In case of objections after

the final announccment, the group committee had to render its assist-
ance in disposing of them.

2 Punjab Triennial Report, 1911-14.
3 Punjab Annual Report, 1915-16. Also cf. resolution of the Licutenant
Governor of the Punjab, 'Triennial Report, 1914-17.
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We may now analyse the causes of its failure. First,
the scheme was in no way superior in accuracy so far as
total assessments were concerned. To find out the
income of a group was certainly not easier than to find out
the income of its individual members ; as a matter of fact,
the former was supposed to be based on the latter. In the
determination of the total assessment, then, the Collector
received no outside help. His assessments, therefore
could not be accurate as he had neither the time nor the
special ability needed for such a purpose.

Second, the scheme did not prove a success even as
regards distribution. The Panchayats or the ‘Interior
Committees’, while perfectly willing to order remissions,
were reluctant to propose increases. They did not pos-
sess the confidence of the trades either, for they displayed
a strong tendency to overassess the poor to the benefit
of the rich.!

In short, the system, though moderately successful in
parts where the Panchayats were not too selfish, could
afford no adequate solution of the problem of securing
accurate and definite information about the income of
assessees.

ASSESSMENT BY SPECIAL OFFICERS

The third device adopted to bring about accuracy in
assessment was the appointment of special officers with
special establishments—including an accounts clerk—to
revise the assessments in selected towns and cities. These
men were full-time officers, engaged solely in income-tax
work. They carefully went through the assessments of
the places assigned to them, examined accounts, and
supplemented their knowledge by searching enquiries into
the personal circumstances of the assessees. From the
results of their enquiry, the officers would then revise the

1 Punjab Annual Report, 1912-13; also Punjab Triennial Report, 1914-17.
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assessments. This not only increased revenue, but also
made the tax more equitable, many persons who had been
unjustly assessed being now excluded on more careful
examination.! The system ensured a generally reasonable
basis for the assessment and in consequence, appreciably
lessened the unpopularity of the tax? The use of full-
time and expert agency was thus found to have the most
beneficial results, and clearly foreshadowed the coming
order.® In addition to this inaccuracy, they were found

1 A typical example is the special agency employed under Pandit Girdhari

Lal for assessment in particular areas in the Punjab. ‘‘Apart from the
increase in the assessment of old assessees, 355 new cases were detected
in Lahore, yielding an assessment of Rs. 34,982 and 624 new cases
in Amritsar, yielding an assessment of Rs. 40,494. The advantage of
the operations were not limited to the increased assessments secured.
The burden has also been adjusted more equitably; small men who
ought not to have been included in the assessment lists have been
removed from them in the light of the fuller knowledge obtained and
friction has been reduced to the minimum”. Punjab Triennial Report,
1914-17.
Also cf. ““It has been decided to employ an expert stafl for the survey
of income-tax and the examination of accounts......its employment
should do much to secure a full revenue to Government, substantial
assistance and relief to district officers, and among the people more
confidence than at present exists in the thoroughness and fairness of
assessment’’.  C. P. Triennial Report, 1914-17.

2 Punjab Triennial Report, 19o8-11. Also cf. ‘It is reported that as a
result of the improved methods of assessment, assessees now show a
greater readiness to pay the tax than in former years when assessments
were based on less thorough and sometimes rather haphazard enquiries,
a circumstance which gave rise to discontent among those assessees
who saw others richer than themselves escape with light or no assess-
ment”’. Bombay Triennial Report, 1914-17.

3 Punjab Triennial Report, 1914-17. Also cf. *‘It is to the employment of
special agencies, whether occasional or permanent or peripatetic that
we have to look to improve the unsatisfactory features of Income-Tax
Assessment’’.  Punjab Annual Report, 1914-15.

Also ‘‘Assessing officers are quite incompetent to examine accounts or
to check the examination made by any person appointed for the pur-
pose. It might pay Government to appoint an auditor to examine
accounts in the case of very large incomes”. C. P. Triennial Report,
1914-17. ““The Board have addressed to the Government separately
asking for the provision of a full-time income assessing staff and the
matter is under the consideration of the Government”. U. P. Triennial
Report, 1914-17.

The Board of Revenue, Madras ‘‘suggested inter-alia the employment of
a staffl of trained accountants to scrutinize and audit the accounts
produced before assessing officers”.  Madras Triennial Report, 1911-14.
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definitely partial to the richer assessees.! As a matter of
fact, the Sialkot system failed on this very account.? As
regards the ordinary agency, it was asking too much of
a Tahsildar to expect him to assess rich men properly.
He is inevitably afraid of the rich and influential, and also
nervous of the suspicion of personal animosity or corrup-
tion.® The tax therefore fell with much greater sharpness
on the poorer section of the assessees.

It is no wonder, then, that Income-Tax in India
became extremely unpopular. The assessors were gener-
ally men of little standing and no reputation.* They were
not well-paid and consequently were not above bribery, ®
and their activities had the effect of making the already
low taxable minimum go down to a still lower level. ® To
make matters worse, cases were not found wanting of pre-
tenders going about the country, black mailing the general
public and extracting money by threats of assessment to
income-tax.’

To sum up, the assessment was arbitrary and unequal
in incidence. Various devices had been tried by which it
could be improved ; but they had not proved very suc-

1'“The ordinary agencies—busy with a hundred other more urgent jobs—
take the line of least resistance, fight shy of the rich man and decline
to release any of the small’’. Also cf. *““It is in connection with this
class that the operation of the impost requires most strictly to be
watched”. Decennial Report, 1881-1891, M. M. P. p. 173.

2 Punjab Triennial Report, 1915-16.

3 Punjab Annual Report, 1914-17.

4 “*Lvidence and accounts are rejected which do not square with the
inspiration of that detectable knot of busy bodies—a necessary evil
perhaps—inspirations which are too often the figments of fancy, safe
against exposure because undisclosed’’. P. Ananda Charlu, F. S. 1902.

5 “Although the income-tax has been in force for a number of years, the
inquisitorial methods which are in some cases adopted by ill-paid
and corrupt assessors in the mofussil, renders it a highly unpopular
imposition. I myself know of a case where a clerk employed in an
income-tax office drawing not more than Rs. 30 a month has in a
bank a big balance of some thousands which very discreetly is entered
in the name of his wife”’. Maharaja of Darbhanga, F. S. 1897-98.

6 Cf. P. Ananda Charlu, F. S. 1902-03.

7 Bengal Triennial Report, 1899-1902.



40 TAXATION OF INCOME IN INDIA

cessful. The chief reason for this failure in the work of
assessment was the absence of a full-time and well-paid
administrative agency. Indeed, considering all the cir-
cumstances, it was really creditable that the tax was not
much more unpopular than it actually was.!

REVISION AND APPEAL

When we come to the working of the tax in relation to
appeals and revision, we are seriously faced with the
problem of absence of material. Even as regards the
work of assessment, we have been unable to secure all
the triennial reports on the administration of income-tax
in the various provinces—much less the annual reports.
In the section devoted to Income-Tax in the ‘‘Statistics
of British India”” Part IV (b), there is no information
about revision and appeal. The only figures we have
been able to gather are obtained from Return No. V of
the various Triennial Reports. From the figures so
gathered and collated, we have worked out All India
Tables. But, as already mentioned, all the reports were
not available, and therefore the word ‘All India’ cannot
be taken literally ; it sometimes means three provinces,
sometimes four or five and so on. Nevertheless, the
figures are all comparable, because we have taken, not
the absolute figures, but only percentages. *

No figures whatsoever, are available as regards the
period 1886-99, except the percentages of successful
appeals. If we take the later period, and start with 1903
(the year when the exemption limit was raised to
Rs. 1,000), we find the following results :—

1 We have devoted so much space to administrative considerations, be-
cause it is administrative efficiency alone which can result in an
equitable Income-Tax. This element was conspicuously absent in the
Indian System.

2 For details see Appendix II.
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QUINQUENNIAL AVERAGES

Percentage of Percentage of

Period iig:?it::: t%f reduction of reduction of
total A, . original Assessees | original assessment
o seessees to final assessees | to final assessment

1908-1907 22-2 5 5.4
1908-1912 19-6 4.2 5:2
1918-1917 18-4 3-6 64

The table clearly reveals a noticeable tendency towards
reduction in columns (1) and (2), and a less noticeable
though evident reduction in column (3). The following
inferences are plainly justifiable and throw great light on
the work of assessment.

(1) With the progress of years, the tax was getting
less unpopular and the work of assessment, less
inaccurate.

(2) Though the administrative machinery was getting
expert enough to locate people with incomes liable
to tax, it was unable to locate their incomes with
accuracy.'

Our conclusions as regards the growing efficiency of

assessment are further supported by the figures of the
percentage of successful appeals, given below.

PERCENTAGE OF SUCCESSFUL APPEALS—QUINQUENNIAL AVERAGES

1888-93 . . . . 38
1898-97 . . . . 85
1898-02 . . . . 82
1908-07 . . . . 22
1908-12 - . . . 21
1918-17 . . . . 20

1 This was truc of the earlier period as well. Cf. ‘“‘In fact, the assessing
officer arrives at the conclusion that the leading members of certain
sections of the community are or ought to be liable to tax, but is un-
certain as to the class in which he should place their income’. Decen-
nial Report, 1881-1891, M. M. P., p. 273.

6
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We have repeatedly made the assertion—based on the
results obtained in other countries—that however imper-
fect the administration of an Income-Tax might be at its
inception, its continued existence leads to a better machin-
ery. This is now corroborated by Indian experience.
There could be no worse machinery to administer the tax
than in India ; yet, year by year, the work of assessment
showed better results and the unpopularity of the tax
decreased, if that can be judged by the figures of objec-
tions. This, however, in no way modifies the view ex-
pressed in the last section that fundamental defects made
imperative the creation of a new machinery to work the
income-tax.

Appeals against the Collector’s decision were admitted
by the Commissioner, but only when the tax exceeded
Rs. 250, i. e. where the incomes assessed exceeded
Rs. 9,600 a year. The Commissioner could, on his
finding, raise or lower the assessment; as a matter of
tact they were uniformly reduced, except in one year,
(1906) when the assessments were increased by .5 per
cent. above their original level. During the period, 1903-
1916, the average percentage of reduction brought about
by the Commissioner did not exceed .5 per cent. of the
original demand, as contrasted with the Collector’s 5 per
cent. This, of course, was due to the fact that the number
of appeals before the Commissioner was much smaller,
being only 6 per cent. of those before the Collector ; and
it was therefore, no indication of any undue rigour on the
Commissioner’s part. "

To sum up, a large number of assessees took advantage
of the provision for appeal that the law provided. And,
so far as an assertion can be made on the available
material, the Collectors seem to have acted quite fairly

1 Even the appeals before the Commissioner show a persistent reduction.
Quinquennial averages :—1903-07 ...... 6.6

1908-12 ...... 6.3

191317 ceuene 4.7
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in dealing with the appeals. The Commissioners, too,
do not seem to have been unjust in discharging their
appellate functions.® At the same time, the original
assessments were not much reduced on revision, from
which it might be inferred that the assessments were
generally more or less accurate. An alternative explana-
tion is that some of the assessees were underassessed
and therefore refrained from appealing. The probably
correct explanation is that the appellate authority had not
any more material than the Collector to determine the
justice of the assessments, while the ignorant assessee was
quite unable to prove the amount of his income ; the
relative absence of any change in the final demand is to
be traced to this cause, and does not indicate any general
accuracy in the assessment.

PUBLIC OPINION AND THE TAX

There was a strong section of public opinion that voci-
ferously demanded the abolition of the tax. They held
that direct taxation was unsuited to the circumstances of
the country and could not work in India ; it was imposed
in a time of emergency as a temporary measure and there-
fore, with the improvement of the financial position of the
Government, should be immediately repealed.? The de-
mand was confined not merely to some vocal members of
the Imperial Legislative Council. The European Com-

1 As regards revision by Deputy Collectors and Tahsildars, no informa-
tion is available.

2 *““The income-tax is, in my opinion, quite unsuited to the circumstances
of the country’. G. R. Chitnavis, F. S. 1894, p. 95.
‘““The unsuitability of this country for the purposes of direct taxation
need not be gainsaid”’. Maharaja of Darbhanga, F. S. 1897.
“No form of direct taxation is suited to our country”. Rajah Durga
Charan Labha, F. S. 1898, p. 89.
““It is entirely unsuited to the conditions of the country and of the
people”. Mr. Allan Arthur, F. S. 1899.
“‘Being entirely unsuited to this country by reason of the circumstances
generally attending its collection and payment, it should not be regarded
as a permancnt source of revenue and its total abolition should be
constantly kept in view’’. Sir Montague Turner, F. S. 1903-04.

6*
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munity also pressed vigorously for its abolition. The
Bengal Chamber of Commerce in 1890, and the Bombay
Chamber in 1903 submitted memoranda to the Govern-
ment pleading for the repeal of the Tax. Their repre-
sentative in the Council, while disclaiming any desire on
the part of the mercantile community to shirk a fair share
of its obligations, opposed the continuance of the tax as
inquisitorial and unsuited to the country.?

The two stock arguments of the abolitionists were first,
that the tax was levied for a specific purpose and with its
removal, should be allowed to expire. Second, that it
was unsuited to the circumstances of the country.

The first argument was based on absolutely false pre-
mises. Government gave no such guarantee, as was
assumed by these people, of the early abolition of the
tax. As a matter of fact, Government had stoutly
opposed all attempts to make it temporary, and Sir Auck-
land Colvin’s speech in 1886 clearly showed that he
contemplated the permanent addition of the tax to the
financial system. The second ground may be dismissed
as too flimsy to be taken seriously. All taxation is un-
popular, but direct taxation is more so, because it is more
noticeable.  There is nothing oriental or occidental in any
individual’s dislike for taxation. The dislike may be
greater in the case of a people subject to an undemocratic
and alien Government.

After all that could be said against the tax, it must be
admitted that it was the only means of making the rich
man contribute something even remotely approaching his
proper quota to the revenues of the country. The income-
tax undoubtedly made some efforts to adjust the incidence
of taxation on a more equitable basis. Government
rightly took their stand on this point.? The work of assess-

1 F. S. 1904-05.

21 look on the income-tax as an excellent source of revenue and 1
believe that it is most desirable that it should be continued. As years
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ment was bound to improve with time ; and an enumera-
tion of defects proved the case not for repeal, but only
for reform. Government therefore dismissed the plea for
the total abolition of the tax as ‘‘quite outside the range
of practical politics’’.?

While one school of Indian thought thus repeatedly and
unthinkingly demanded the repeal of the tax, there was
another which indulged in a more constructive criticism.
They pointed out that the Indian Income-Tax was far
from being perfect and stood in need of great reform. In
this connection, the attention of the Government of India
was drawn to the following defects :—

(@) The absence of abatements in the Indian system
which made the tax press heavily on incomes just
above Rs. 1,000.°2

(b) Absence of differentiation.?

(c) Absence of uniformity in the rates of depreciation
for machinery and buildings allowed in the various
provinces.*

(d) Absence of any popular element in the Indian ad-
ministrative machinery.’ '

Their complaints, however, were not very effective.

roll by, the methods of assessment should steadily improve and I trust
that the tax will in course of time, perhaps with some modifications
enable us to obtain some reasonable share of contribution towards the
expenses of Government from an important class whom many think
have hitherto escaped unduly lightly”’.  Sir Edward Law, F. S. 1903-04.
Morcover, the tax had now coine to be accepted as ‘‘a necessary evil,
undesirable, but not intolerable”.  Bengal Triennial Report, 1889-1902.

1F. S. 1904-05.

2" The Indian rate, without the moderating influence of the wholcsome
principle of graduated abatements, presses far more heavily on the
Indian people than the English rate does upon the English pcople.” Dr,
Mukophadyaya, F. S. 1904-05. Also Nawab Kwajah Sahimullah,
F. S. 1904-05.

3 ““The incidence of the tax is the same whether the income is permanent,
earned or unearned’’. Dr. Rash Behary Ghose, I'. S. 1907-08.

4 Sir Sasson David, F. S. 1911-12 and Sir Vithaldas Thackersey, F. S.
1912-13.

51In 1912, the Hon’ble Mr. Rama Ayyangar demanded in the Council
that Government should take up seriously the problem of the associa-
tion of non-officials in the assessment of income-tax.
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Government occasionally admitted the existence of these
defects ; but deferred their consideration to the time when
the tax would be thoroughly revised. This they under-
took to do in the near future.

Public opinion, then, had by the end of this period,
got itself accustomed to the existence of the tax. The
demand for abolition was succeeded by the demand for
reform. It only needed, as in 1886, the necessity for
increased revenue to bring about the much needed
revision.

YIELD OF THE TAX

Before we conclude our survey of this period, we must
analyse the progress of the tax from the point of view of
its yield. Appendix III gives in detail the figures of
annual yield. Here we shall only reproduce the quin-
quennial average of such figures, as better indicative of
the true success of the tax.

Period Number of Assessees Amount of tax
(in thousands) (in lakhs of rupees)
1886-87—1890-91 400 148
1891-92—1895-96 456 172
1896-97—1900-01 496 191
1901-02—1905-06 857 196
1906-07—1910-11 268 226
1911-12—1915-16 319 276

The fourth quinquennial period 1901-02 to 1905-06
should be left out of consideration when considering the
progress of the tax because during the earlier half of that
quinquennium, the taxable minimum was Rs. 500,
while during its later half, the exemption limit was raised
to Rs. 1,000. Ignoring this period, then, the figures
reveal a steady progress on the part of the tax. While
the new exemption considerably reduced the number of
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assessees, it was followed by no such corresponding reduc-
tion in the yield of the tax; on the other hand the tax
shows a consistent increase throughout the period, the
increase being particularly noticeable during the latter
half of this long period.

CONCLUSION

The period 1886-1916 with which this chapter is mainly
concerned, has been entitled ‘“The Period of Integra-
tion”’. Following the experiments in direct taxation which
the Government of India embarked upon, during the
period 1860-86, they arrived at a final decision, and
instituted an income-tax in 1886 ; from 1886 to 1916, this
tax remained on the statute book, with but a few altera-
tions. Its unbroken existence for 30 years was doubly
useful. To the Government, it laid bare the defects that
underlay the Indian system and showed the way to re-
form. In the people, it bred an intelligent, though
gradual, acquiescence to the continuance of the tax.
Before the end of this period, the tax became a genuinely
integral part of the Indian Financial System ; all talks of
its abolition practically ceased, and both Government and
the people could look forward to it for increased revenue
and more equitable incidence of taxation. Indeed, the
Income-Tax had obtained such firm support in India, and
such public opinion had been created in its favour, that,
when the war came, there was no opposition to the drastic
changes it brought about in the Income-Tax System of
our country. Even as the period of experiment afforded
the proper basis for the inauguration of an Income-Tax in
this country, similarly this period of integration furnished
the real foundations for the sweeping reforms in the
Income-Tax that have been introduced since 1916.



CHAPTER 111

THE PERIOD OF LEGISLATIVE CONSOLIDATION,
1916-1930

The history of the Indian Income-Tax is brought up
to date in this chapter and is followed by a brief descrip-
tion of the present position. We shall divide this chapter
therefore into two parts :—

(a) Legislative Consolidation.

(b) The Present Position.

LEGISLATIVE CONSOLIDATION

As contrasted with the legislative lethargy of the
preceding thirty years, the period 1916-28 is conspicuous
for its numerous Income-Tax Acts. The movement
started with the introduction of a progressive scale in
1916 ; it was succeeded by a wholesale alteration of the
income-tax law in 1918 ; a famous ruling of the Madras
High Court upset the fundamental conception of ‘income’,
and following the report of a specially appointed commit-
tee, the law was put in a consolidated form in 1922. The
legislature was not satisfied however, and every year has
seen a crop of amendments being placed on the statute
book.

The first change to be introduced was in 1916, the
rates of the tax being raised for incomes above Rs. 5,000.
In the following year, the Act was further amended,
returns of income on the part of assessees being now made
compulsory. But such piecemeal legislation could not
solve the problem. There were more fundamental defects
in the Act of 1886 which clamoured for early remedy.
For example, the concept of income differed in different
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parts of India, as its computation was governed by local
procedure which resulted in confusion and want of uni-
formity ; at the same time, with the advent of progression,
the old conception of income, which strictly differentiated
it into different compartments, had become obsolete and
created injustice even as between persons of equal ability
to pay, e. g. if an individual A derived Rs. 10,000
wholly from one source, he paid tax on it at the rate of
9 pies in the rupee ; if another individual B derived an
equal amount, but from two sources, say, in the propor-
tion of Rs. 6,000 and 4,000 each, he paid tax on 6,000
at the rate of 6 pies and on the other 4,000 at the rate
of 5 pies in the rupee. Thus, though A and B had equal
total amounts of income, A paid Rs. 493-12-0, while B
paid only Rs. 266-10-8. In other words, B was a gainer by,
Rs. 227-1-4 solely for the reason that his income was
derived from more than one source. Considerations of
equity demanded a thorough overhauling of a system
that could create such a situation ; prudence also dictated
a similar course, for without an improvement in its ad-
ministrative provisions, the Income-Tax could not easily
yield the larger revenue that the government expected
from it. It became evident therefore that income-tax
reform could not be postponed any further. The result
was the repeal of the Income-Tax Act of 1886 followed
by the enactment of the Income-Tax Act of 1918.

THE INCOME-TAX OF 1918

Without going into a full description of the provisions
of this Act, we shall notice the more important changes
which it introduced in the income-tax system of this
country.

(1) The original conception of income as separated into
watertight compartments is replaced by the concept of
total income. The rate of the tax was henceforth to be

7
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determined with reference to the individual’s total income
under all sources.

(2) The basis of computation was embodied in the
statute and the connotation of ‘income’ was thus made
uniform throughout the country.

(3) Some of the unjust exemptions allowed under the
old Act, such as those granted to foreign shipping com-
panies and military officials with incomes above Rs. 6000
were now disallowed.

(4) Returns of income were made compulsory. Income-
Tax officers were also empowered to demand the
production of accounts and other relevant documents ;
non-compliance resulting in a loss of the right of appeal.
The task of assessment was thus greatly facilitated

(5) Provision was made for the assessment of non-
residents on their ‘Indian’ income. When such income
was not accurately ascertainable, a statutory equivalent
was provided.’

(6) The period of assessment was henceforward
the current year. In practice, the assessee was first
taxed on his previous year’s income. If within the next
year, either the assessee or the Government ascertained
the actual income of the assessed year, either party could
demand that this actual income should be made the basis
of assessment. If this proved to be greater than the
previous year’s assumed income, the assessee paid to the
state the tax on the excess ; if the amount was less than
the assumed income, the state refunded him the tax on the
difference. This procedure was technically known as the
‘““Adjustment System’’ on account of the adjustments
involved.

RAISING OF THE EXEMPTION LIMIT, 1919

Within one year after the new Act was passed, the

taxable minimum was raised from Rs. 1,000 to Rs. 2,000.

1 The Income-Tax Officer was empowered to tax the non-resident at a
reasonable percentage of the turnover of his Indian business.
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This step was justified on the ground of the great
rise in the level of prices which had followed the War and
the consequent distress of the poorer middle classes.?
While relieving about 181 thousand assessees or nearly
50 per cent. of the total number, the financial loss was
only 6-2 per cent. of the total tax collected. It was there-
fore a welcome change.*

THE SUPER-TAX ACTS OF 1917 AND 1920

Super-tax is only another name for an additional levy
of income-tax on incomes above a certain high level. The
Indian super-tax was first introduced in 1917 and made
applicable to incomes above Rs. 50,000. In addition to
taxing individuals on their total income, the super-tax was
also levied on the undistributed profits of companies,
firms and Hindu undivided families.?

The mercantile community vigorously protested against
the taxation of the undistributed profits of companies on
the ground that it discouraged the building of sound
commercial reserves and hampered business develop-
ment. When a new super-tax Act was passed in 1920
this defect was removed, and the graduated super-tax on
the undistributed profits of companies was converted into
a flat super-tax on their total profits at the rate of one
anna in the rupee. The exemption of those below
Rs. 50,000 was however continued. Hindu undivided
families and unregistered firms were now deprived of their

1 Vide Sir James Meston, F. S. 197)-20.
2 The actual figures are:

Year Assessees Tax Collected (Rs. '0o0).
1918-19 366,431 9,34,31
1919-20 185,791 8,76,24

Compiled from Table 115, Statistics of British India Vol. 1V, Tenth
issue.

3 They were also allowed to deduct from their income, liable to super-tax,
one-tenth of their income as calculated for purposes of Income-Tax.
This was a concession. In the case of Hindu undivided families the
tax was applied only to that part of their income which was not
distributed or finally allotted to their members. Super-Tax Act, 1917.

T*
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previous concessions without any corresponding compen-
sation, and treated on the same lines as individuals. At
the same time, the Act levied substantially higher rates
on the bigger incomes.

THE INCOME-TAX ACT, 1922

The Act of 1918, however, did not survive for a long
period. The theoretically perfect ‘‘Adjustment’’ system,
which the mercantile community had forced on the Select
Committee of 1918, was found unworkable in practice.
It involved the keeping of a continuous account between
the State and the taxpayer ;! and while the taxpayer was
ready to claim refund from the State in case his actual
income was less than his assumed income, he was not so
willing to pay when it exceeded his assumed income. It
also created a sense of grievance on the part of the tax-
payer and resulted in great discontent.

While the basis of assessment under the Act was thus
showing itself in urgent need of reform, a peculiar judicial
interpretation of the word ‘‘income’’ forced the hands of
Government. A full Bench of the Madras High Court
decided that income meant what ‘comes in’,? and nothing
could be regarded as income unless it was actually received
by the assessee. The business community however
largely kept their accounts on a mercantile basis. They
credited amounts due to them and debited amounts due to
others. It was on that basis that they calculated their tax-
able profits. They were naturally upset by this interpre-
tation of ‘Income’ which conflicted with their long
practice. It was also felt that the legislation of 1918, a
product of the War period, was undertaken rather
hurriedly and that a thorough revision of the Income-Tax
system would not be out of place. Government therefore

1 Cf. “This continual see-sawing demonstrated the unsuitability of the
Adjustment System now in vogue'’. Punjab Annual Report, 1920-21.

2 Board of Revenue vs Arunachalam Chetty, Case 20, I. T. C.
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appointed a committee to investigate into the whole
problem of income-tax in India and report upon a pro-
posed bill. The committee collected evidence from
Chambers of Commerce and other commercial bodies and
finally reported to the Government in 1921. The
Income-Tax Act of 1922 is based on their report.
During the course of this and the preceding two
chapters we have surveyed at length the history of taxes
on Income in India. As contrasted with many foreign
countries,” India had been very fortunate in this respect
that income-tax had been established here long before the
others had even dreamed of having it. Repeated ex-
periments in direct taxation had sufficiently modified the
tax to suit Indian conditions, and from 1886 it enjoyed an
unbroken tenure of existence for 30 years. When the
War came with its accompanying strain on the national
finances, this long existence of the income-tax stood it
in good stead. While other countries had hurriedly to
create a new tax and a new machinery, the Indian
Income-Tax, was ready to assume its natural function.
It became an engine of national finance. From the
insignificant place it occupied in the Indian fiscal system
in 1913, the tax now assumed mighty proportions, and
averaged to 12:6 per cent. of the total revenue during the
period 1922-26. Its yield was more than quadrupled
within four years,? while complaints against its existence

1 Notably Belgium, France, Canada, Australia, South Africa and the
United States of America all of whom introduced the ‘‘Income-Tax’’
during the years 1913 to 1917.

)

No. of Assessces Amount of tax

(in thousands) collected (in
lakhs of rupees)
1916-17 10 1920-21 (average) 323 1125
1921-22 271 2191
1922-23 271 1813
1923-24 286 1849
1924-25 294 1623
1925-26 297 1618

1926-27 304 1682
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were at best half-hearted and without any public support.*
The Indian Income-Tax has thus undoubtedly won its
way into the Indian financial system.

THE PRESENT POSITION

We give below a brief description of the present posi-
tion of income-tax law. The taxation of income in India
is governed by the following authorities :—

(1) The Indian Income-Tax Act of 1922, as subse-

quently amended.

(2) Rules framed by the Board of Inland Revenue up
to 1924, and thereafter by the Central Board of
Revenue under section 59* of the Indian Income-
Tax Act and published from time to time in the
Gazette of India.

(3) Notes and instructions regarding Income-Tax Law
and Rules issued by the Government of India as
Part III of the Income-Tax Manual. (Volume I)

(4) Income-tax Case Law or the law as interpreted by
judicial decisions.

(5) The rates of the tax are not embodied in the
Income-Tax Act itself, but are fixed by the annual
Finance Acts. This is meant to secure elasticity in
the fiscal system, the rates being adjusted with
reference to the annual budgetary requirements.
But as a matter of actual practice, the rates have
remained stationary since 1922.°

1 As contrasted with the opposition in 1886, the Indian members of the
Imperial Legislative Council declared themselves strongly in favour of
the Income-Tax and congratulated Government on their introduction
of graduation into the tax and some of them refused to hear any talk
about its abolition. F. S. 1916.

2 “The Central Board of Revenue may, subject to the control of the
Governor-General-in-Council, make rules for carrying out the purpose
of this Act and for the ascertainment and determination of any class
of income”’.

3 Cf. Sir George Schuster’s second Budget (March 1930) in which the rates
of income-tax were increased by one pie in the rupee uniformly for all

- incomes above Rs. 5000.
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SCOPE OF THE TAX

All incomes arising, accruing or received in British
India are liable to the Indian Income-Tax. In addition
certain incomes are deemed to arise, accrue or be received
in this country and are thus brought under the scope of the
tax. DBesides, the Act taxes the total incomes of the
following entities :—

(1) Hindu undivided families.

(2) Companies.

(3) Firms.
(4) Other Associations of Individuals.
Exemptions :— The following are among the import-

ant classes of incomes exempted from the Indian Income-
Tax :—
(1) Agricultural Income.
(2) Income of property devoted to religious or charit-
able purpose.
(3) Salaries and pensions payable outside India.!
(4) Interest on securities held by certain ‘approved’
provident funds. ?
(5) Disability and war pensions.
(6) Casual gains and capital receipts.
(7) Life Insurance premiums not exceeding one-sixth
of the assessee’s total income.
(8) Income from tax-free securities.
(9) Income of local authorities.
Excepting companies and registered firms, the other
assessees are liable to the tax only if their income exceeds
Rs. 1,999 per year.
Computation of Income:—The basis of assessment
under the Indian law is the previous year’s profits. The
1 Interest on sterling securities is also exempt in practice; such incomes

were not specifically exempted, as it was held that they were outside the
scope of the Act and hence not taxable.

2 The provident funds thus exempted are those to which the Provident
Funds Act of 1897 applies.
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assessee has to pay income-tax on his income of the pre-
ceding year. The previous year of the assessee need not
necessarily coincide with the Government Financial year
which ends on 31st March. The basis of taxation is the
profits of his previous accounting year. This normally
consists of 12 calendar months,! but in accordance with the
prevailing practice of the assessee, especially when his
accounting period is a Hindu year, it may vary from
eleven months to thirteen months.? Once the assessee has
thus exercised his choice, he cannot change his decision
except with the consent of the Income-Tax Officer.

There is no comprehensive treatment of net income as
distinguished from gross income, though the permissible
deductions are specified under each head. The general
principle governing the scheme of deductions is first, that
nothing in the nature of capital expenditure will be allowed
to be set off against profits ; and second, that no expendi-
ture shall be allowed as a deduction unless it is incurred
solely for the purpose of the business.

Income from Salaries und Securities :— So far as salar-
ies and interest on securities are concerned, the gross
yield is generally equal to the net yield. But where it can
be proved that money was borrowed specifically for in-
vestment in securities, the interest on such money is
allowed as a necessary deduction.

It is only when we come to income from property and
business that we find a sharp difference between gross
receipts and real profits. The law, therefore, specifically
lays down the deductions, that may be allowed in this
case.

Income from property :—In computing income from
property the following deductions are allowed®:—

I Section 2 (I1), Income-Tax Act, 1922.
2 Para §, Part 111, Income-Tax Manual.
3 Section g, (i) to (vii, c) Income-Tax Act, 1922.
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(1) Cost of repairs, not exceeding one-sixth of the
annual value of the property.

(2) Annual premium paid to insure the property against
the risk of damage or destruction.

(3) The amount payable by way of ground rent on
mortgage charge, if any.

(4) Land Revenue paid in respect of the property.

(5) Collection charges not exceeding 6 per cent. of the
annual value.

(6) As regards partly or wholly vacant houses such
sums as the Income-Tax Officer may determine having
regard to the circumstances of the case. This allowance
is made only for houses which are usually let.!

It is also provided that the aggregate of these allow-
ances shall not exceed the annual value of the property.

Income from Business :—Allowances under this head
can be classified broadly under the three following
groups :—

(a) Ordinary expenses of Production.

(b) Depreciation.

(c) Obsolescence.

Expenses of Production :—The expenses of production
are necessarily incurred in the making of an income and
are hence a just charge on the income. Amongst the
specific items thus allowed are®*:—

(1) Rent and repairs of business premises, also Munici-

pal taxes.

(2) Interest on capital borrowed for the purposes of the
business, provided its payment is not dependent on
the earning of the profits.®

(3) Charges of insurance against risk of damage or

1 Para 33, Notes and Instructions, Income-Tax Manual.
2 Section 10, (1) to (9), Ibid.
3 This proviso is meant to avoid loss of revenue by profits masquerading
under the guise of interest.
8
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destruction of fixed and circulating capital employed
in the business.!

(4) The cost of current repairs.

Under departmental instructions, premiums paid for insur-
ance against loss are allowed to be deducted, provided the
assessee agrees to pay tax on the sum recovered on any
such insurance.”

Depreciution :—Under the Indian law, depreciation
allowances are granted in respect of buildings, machinery
and plant owned by the assessee and used in his business.
They take the form of a percentage on the original cost
to the assessee, the rates being determined by the Central
Board of Revenue. Details are furnished in Appendix
No. IV. These allowances are granted only if the pres-
cribed particulars are furnished by the assessee ; and the
aggregate of such allowances are not to exceed the original
cost. If during any year there are no profits or gains,
against which these allowances can be debited, the law
provides for their being carried over to the succeeding
years.

Obsolescence :—In addition to depreciating in value,
machinery and plant also become obsolete. They have to
be discarded or sold, to be replaced by improved substi-
tutes. The expenditure incurred thereby is quite correctly
charged to the income. The law partially recognizes this
fact by making an allowance for obsolescence. The
amount allowed is arrived at by deducting from the ori-
ginal cost of the discarded machinery the amount of its
scrap value together with the depreciation allowance
hitherto granted.

PERSONAL ALLOWANCES

Personal allowances of the type found in the west are
singularly absent in India. Persons taxed under the

1 Viz. :—Buildings, machinery, plants, furniture, stocks and shares.
2 Notes and instructions, 42, Ibid.
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Indian Act are individuals and Hindu undivided families.
There is only one personal allowance in India, viz. :—
Insurance allowance, which has been already described.
The exemption from Income-Tax of persons, whose total
incomes are below Rs. 2,000 is hardly an allowance, as
the amount is not allowed as an abatement from incomes
above that amount. It is only an exemption limit.

RATES OF INCOME-TAX AND SUPER-TAX

The rate of the tax is determined not by the taxable
income of the assessee but by what is called his ‘‘Total
Income’’. The latter means not only the income on
which the individual is directly assessed but also that on
which tax has already been deducted.! In addition to the
income taxed at source, the total income includes the
allowance for insurance, and in the case of Government
Servants the deductions compulsorily made for provident
funds.

The super-tax which is an additional rate of income-tax
is essentially personal. It is levied on individuals, and
unregistered firms with incomes above Rs. 50,000 and
on Hindu undivided families with incomes of over
Rs. 75,000. Super-tax on dividends of companies and
profits of partners of registered firms is collected directly
from the individual. Tax-free securities are not exempt
from super-tax. Receipts from Hindu undivided families
and unregistered firms are not taken into account in deter-
mining the rate of super-tax payable by the individual.

In the case of Income-Tax the rates are determined
with reference to the total income ; in the case of super-

1 There is however one exception to this rule. The income received by
members of Hindu Joint Families from the Joint Family are not in-
cluded in their ‘total income’, as contrasted with the fact that they
have to include income received from either a company or a firm.

8t
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tax the rates are determined on the successive doses or
slices of income. The rates of the tax are given below :—

INCOME-TAX (RATES PER RUPEE)

Bf;;’;" 1916-20 1921 192230 | 1930-31

Pies Pies Pies Pies Pies

1,000- 1,999 4 4 nil nil nil

2,000- 4,999 5 5 5 5 5

5,000- 9,999 5 6 6 6 6

10,000-19,999 5 9 9 9 9
20,000-24,999 5 9 12 12 18
25,000-29,999 5 12 12 12 16
30,000-39,999 5 12 16 18 19

SUPER-TAX (RATES PER RUPEE)

Income grade Before 1916-20 1921 1922-30 1930-31
as. as. as. as.
First 50,000 nil nil nil nil nil
Next 50,000 nil 1 1 1 1.,
Next 50,000 nil 1) 1} 1} 17,
Next 50,000 nil 2 2 Q 2.,
Next 50,000 nil 2l .2k 2} 2.7
Next 50,000 nil 3 ] 3 8%
Next 50,000 nil 3 3L 8} 37,
Next 50,000 nil 3 4 4 4
Next 50,000 nil 8 4 4, 4y
Next 50,000 nil 3 4 5 544
Next 50,000 nil 3 4 5) 51y
Next 50,000 nil 3 4 6 G,

There is a super-tax also on companies but this is levied
at a flat rate of one anna in the rupee and only on profits
above Rs. 50,000.

1 The rate for incomes between Rs. 15,000 to Rs. 20,000 was 10 pies in
the rupec.
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ASSESSMENT AND COLLECTION

The assessment and collection of the tax is effected in
the following ways :

(1) Deduction at source.

(2) Taxation at source.

(3) Direct assessment on the individual.

(4) Presumptive assessment.

Deduction at source :—This means a system under
which whoever pays the income is compelled to deduct
the tax thereon. Under the Indian law, deduction of tax
at source is made compulsory in the case of two heads of
income, viz. salaries and interest on securities. In the
case of salaries, the rate at which the tax is deducted is
the one appropriate to the assessee’s total income solely
on the basis of his annual salary ; in the case of interest
on securities, deduction is to take place at the maximum
rate.

Taxation at source :—Though firms are legal entities
and hence taxable, their income is really enjoyed by a
number of persons, and it is these partners of firms or
shareholders of companies who really pay the tax. In
other words, individuals are taxed at the source on their
income from firms and companies.

So far as the methods of assessment are concerned,
tirms and companies are treated in no way different from
individuals. They have to submit returns of their in-
come' and can be called on to produce their accounts ;*
failing compliance, they can also be taxed at an amount
determined as ‘fair’ by the taxing officer. *

The only difference in procedure is with regard to
companies. The principal officer has to submit the return

1 Section 22 (1), Income-Tax Act, 1922.
2 Section 22 (4), Ibid.
3 Section 23 (4), 1bid.
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before the 15th of June every year and no special notice
calling for the same need be sent to him.

Direct Assessment :—This is the method of assessment
which is employed in the majority of cases ; because unlike
his income from salaries and securities, an individual’s
income from business, which is the most important source,
is known only to himself.

The procedure adopted for direct assessment is as
under. The Income-Tax Officer has to send notices to all
individuals—who he thinks are liable to the tax—asking
for returns of their income? in the prescribed form. With-
in a month of the receipt of the notice, persons to whom
such notices have been sent are to submit their returns—
whether they are liable or not. If the officer thinks that
certain points in the return need elucidation or require
proof, he can call upon the assessee to present himself at
his office and explain the return.® He can also call for
the accounts of the assessee,® summon witnesses and take
evidence.* If the return is accepted as correct, the assess-
ment must be based on that return. But where neither
accounts nor returns have been submitted, the officer is
to make the assessment to the best of his judgment. This
does not mean, however, that he can substitute the rule
of thumb for the rule of law ; he has to act in a judicial
spirit and make the assessment on available evidence.*

Presumptive Assessment :—Two factors have given
rise to what may be called presumptive assessment of in-
come, where the income 1s legally calculated on some
fixed formula. These two factors are first, the complexity
of modern income, and second, the fact that especially in
the case of non-residents, the necessary records might be
beyond the reach of Indian jurisdiction.

1 Section 22 (2), Ibid.

2 Section 23 (2), Ibid.

3 Section 22 (4), Ibid.

4 Sections 37 and 38, Ibid.

5 Cf. Sunderam’s Law of Income-Tax.
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The following classes of income are assessed on a
presumptive basis :—

(1) Income from house property :—This is declared to
be its bona fide annual value, the sum at which the house is
reasonably expected to be let from year to year."

(2) Life Insurance Companmies, Indian :—In the case
of those companies incorporated in British India which

carry on life assurance, annuity, or capital redemption
business and whose proﬁts are periodically determined by
actuarial valuation, it is provided that their income shall
be the average annual net profits disclosed by the last
preceding valuation. But if in arriving at such actuarial
valuation, any deductions are made from the gross income
that are not admissable under the Income-Tax Act, they
are added to the net profits and then taxed.?

(3) Life Insurance Companies, Non-Resident :—In the
absence of more reliable data the income of Indian
branches of non-resident insurance companies (Life, fire,
marine, accident, burglary, fidelity guarantee, etc.) may
be deemed to be a proportion of the total profits of these
companies corresponding to the proportion which their
Indian premium bears to their total premium income.

(4) Shipping Companies® :—In the case of non-resi-
dents who carry on shipping business in British India, the
law provides that before departure from any British
Indian port, the master of the ship shall file a return of
the full amount received by way of freight charges. The
Income-Tax Officer after ascertaining the accuracy of
such return shall assess the profits of the business at 5 per
cent. of the receipts.*

(5) Mixed Incomes® :—1In the case of incomes derived

1 Section g (1), Income-Tax Act, 1922.

2 Rules 25, 26 and 35, Income-Tax Manual.

3 These provisions apply only where there is no agent of the principal
from whom the tax can be recovered.

4 Section 44-B, Ibid.
5 Rules 23 and 24, Ibid.
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in part from agriculture and in part from business, the
income assessable to the tax is the total income as dimi-
nished by the market value of the agricultural produce.
Market value is given a statutory meaning. It is calcu-
lated according to the average price at which the agricul-
tural produce 1s sold during the year previous to that of
assessment. But where the agricultural produce is not
usually sold in its raw state, the market value will be the
aggregate of the expenses of cultivation, the land
revenue, and a reasonable rate of profits—as fixed by the
Income-Tax Officer—on the scale of such produce. In
the case of income derived from the growth, manufacture
and sale of tea, these rules do not apply ; and 40 per cent.
of the total income is deemed to be the profits of manu-
facture.?

(6) Incomes of Non-residents® :—Where the Income-
Tax Officer is of opinion that the actual amount of income
accruing to non-residents from their business connection
in British India is not ascertainable, he can assess their
profits at a reasonable percentage of the turnover. Other-
wise he can assess it at an amount which bears the same
proportion to their total income as their Indian receipts
bear to their total receipts.

In all these cases, the amount of the individual’s in-
come is not ascertainable, and a statutory substitute is
provided by the Rules made under the Act.

REFUNDS, REVISION AND APPEAL

A necessary result of taxation at source is the provision
for refunds. The deduction is made at the maximum rate,
and individuals whose incomes are taxable only at a lower
rate have to be refunded the excess tax thus collected.

1 Till 1927 the proportion so taxable was 25 per cent.
2 Rules 33 and 34, Income-Tax Manual,
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There are no refunds under Super-Tax, because it is
collected direct from the assessee.’

Claims to refund have to be accompanied by the
claimant’s return of income in the prescribed form. The
rate of relief will be the difference between the maximum
rate and the rate applicable to his income.? The assessee
is given the option to receive his relief either in cash or
set it off against the tax payable by him on his directly
assessed income. No claims are entertained that relate
to refunds beyond a year from the recovery of the tax.*

When the same income is taxed twice—once in Great
Britain and once in India—the effective tax paid is the
one with the higher rate. The lower tax is refunded to
the assessee. So far as relief is concerned, the first charge
is on the British Exchequer, to the extent of one-half of
the British rate of tax. The remaining relief, if any, is
given by the Indian Government subject to the maximum
of one-half of the Indian rate.*

Appeals against the Income-Tax Officer’s decision lie
to the Assistant Commissioner. * The Assistant Commis-
sioner has the power to enhance as well as reduce the
assessment fixed by the Income-Tax Officer.® Appeals
against the Assistant Commissioner’s judgment lie to the
Commissioner, but only in case he imposes a penalty or
enhances the original assessment.” On a question of fact,
there is no appeal.® On a question of law, however, the
assessee can ask the Commissioner to state the case to
the High Court.? The Commissioner can also make a
reference to the High Court, either on his own accord or

1 The only case of deduction of Super-Tax at source is from the dividends
of companies accruing to non-residents.

2 Section 48, Income-Tax Act, 1922.

» 50, Ibid.
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at the request of an Income-Tax Officer. Where he
declines to do so, and the assessee is not satisfied with his
decision, the assessee can move the High Court to compel
the Commissioner to state a case; and if the Court so
orders, the Commissioner has to present the case before
it. The Court can also ask him to supplement the refer-
ence on points that it thinks necessary for arriving at a
proper judgment of the case.' The decision of the High
Court is binding on the Commissioner as well as on the
assessee. There is the usual provision for appeal to the
Privy Council.?

The right of appeal, however, is not granted to every
assessee. Only those who have conformed to the law,
that is, have submitted returns of their income, presented
accounts and otherwise observed the provisions of the
Income-Tax Act, are given the right of appeal. Other
assessees, who have not done so, cannot appeal against
their assessments. * But if there is some reasonable excuse
for the delay in presenting returns, the assessee is restored
his privilege of appeal on submission of his return. ¢

In addition to revision through appeal, the Commis-
sioner has the power to review any proceedings under the
Act, and if necessary, alter the assessment.® But the
assessee has a right to be heard before the assessment is
enhanced.

PENALTIES

A penalty of Rs. 10 for every day during which the
default continues is imposed in the case of the following
offences ®:—

(1) Failure to deduct tax.

1 Section 66, Income-Tax Act, 1922.
2 5, 66-A, Ibid.
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(2) Failure to furnish returns of income.

(3) Failure to produce accounts and documents de-

manded by the Income-Tax Officer.

If, in any return under the Act, the assessee makes a
declaration that is false or which he knows or believes to
be false, he has committed a penal offence,! the maximum
punishment for which is simple imprisonment for six
months or a fine of a thousand rupees or both.

Information gathered by any Income-Tax Officer,
under any proceedings under the Act is treated as con-
fidential ; and disclosure of the same is punishable with
imprisonment for six months and also a fine. *?

SUMMARY

The Income-Tax of India is very simple. It taxes the
net annual income, arising or received in British India,
of all individuals, whose incomes are above Rs. 1,999
a year. Certain exemptions are made under the Act;
otherwise, there is no complexity, differentiation and per-
sonal allowances being conspicuous by their absence. A
part of the tax is collected at source, the rest by direct
assessment. Where income is not ascertainable, the law
provides a statutory equivalent. The executive are the
sole appellate authorities on matters of fact, while there
are ample provisions for appeal on matters of law. No
non-official machinery is utilised by the State, either in
assessment or in appeal.

In the succeeding chapters, we shall analyse the exist-
ing system in its various aspects, compare it with that of
other countries, and finally suggest reforms, with a view to
bring the Indian tax into line with correct theory, and the
best modern practice.

1 Section 52, Income-Tax Act, 1922.
» 54, Ibid.

9t



CHAPTER IV

THE ScoPE OF THE Tax—INcomMEs CHARGED

In this chapter, we shall consider in detail the different
incomes which are liable to the Indian tax, leaving for
the succeeding chapter the question of those which are
specifically exempt. Before doing so, however, it may
not be out of place to consider what the term ‘‘income’’
means under the Indian Act and how far it corresponds to
the economic concept of income.

From a strictly economic point of view, income means
the net accretion to an individual’s ability between two
set periods of time. Thus, utilities accruing in non-mone-
tary forms ought to be as much income as those which can
be expressed in terms of money. Similarly, the additional
ability resulting from capital appreciation should also be
counted as income. Whether casual or non-periodical
receipts ought to be treated as income is a debatable
point, though from a strictly economic point of view, they
should also be treated as income, since they undoubtedly
increase the individual’s ability. We shall therefore
analyse the Indian system with special reference to its
treatment of the following aspects :(—

(1) ‘Psychic’ income.
(2) Capital gains.
(3) Casual profits.
(4) Gross income.

(1) Psychic income. The Indian position in relation
to the taxation of ‘psychic’ income is fairly satisfactory,
in so far as it tries to reach it as far as practicable. For
example, Indian law subjects to income-tax rent-free
quarters and residential house-property, neither of which
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form money-receipts, though measurable in terms of
money. This procedure does, in fact, show a consider-
able advance over the corresponding British and American
Income-tax provisions. 1

(2) Capital gains. Capital gains are specially exempt-
ed from the Indian tax. For example, the profits which
an individual receives from the increased value of his
securities, shares, house property or other fixed capital
are not liable to income-tax. Even the value of bonus
shares, though unmistakably distributed out of profits,
has been held to be an accretion to capital and therefore
not taxable.® Legacies, though not specially exempt, are
not charged in actual practice as they form additions to
the individual’s capital and not his income.

It may be pointed out at the outset that the exemption
of legacies is a common feature of the income-tax systems
of most foreign countries. Even the exemption of capital
gains is, with the exception of the United States, widely
prevalent abroad. But this similarity of foreign practice
is not a legitimate justification for its adoption in India. In
almost all the other countries, where legacies and capital
gains are free from income-tax, they are reached by
special tax-measures. Inheritance taxation—or Death
duties as it is otherwise known—forms an essential part
of the tax system of some countries. ‘‘It is found in
every democratic community and it is everywhere becom-
ing of increasing fiscal and social importance.’’* In India,
on the other hand, such a system is conspicuous by its

! Vide chapter XI Spaulding’s ‘‘The Income-Tax in Great Britain and
United States’. *‘The British treat as taxable income the annual value
of a house occupied by its owner and exempt rent-free quarters. In the
United States, the reverse is true in each case’’.

2 Steel Bros. & Co. vs. Government. Commissioner of Income-Tax vs.
Binny & Co. ; cases 79 and 82 respectively I. T. C.

3P, 157—Seligman’s “‘Studies in Public Finance’’, He continues *‘It
seems needless to indulge in any theoretical argument in its defence;
the statesmanship as well as the scholarship of the world has long
since passed beyond that point’’.
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absence. There are a few probate duties, but these
are limited to particular communities, and further, the
taxation they involve is very inequitable in its incidence.'
The major communities thus pay neither income-tax nor
inheritance-tax on that part of their “‘ability’’ which is
represented by legacies and capital gains. Their exemp-
tion from the income-tax therefore, has not the same
justification that it has in foreign countries. At the same
time, this cannot justify an inclusion of capital under in-
come ; legacies, therefore, should continue to be exempt.
As regards capital gains, taxing them might prove an
unprofitable business as provision will concurrently have
to be made for allowing capital losses. In fact, the ex-
perience of the United States in attempting to tax this
source of income has not been very happy,? and Spauld-
ing, who has made a careful study of the British and Ame-
rican income-taxes,® does not recommend its extension.
We cannot, therefore, propose the inclusion of capital
gains within the meaning of income. At the same time, it
1s reasonable to point out that both legacies and capital ac-
cretions are additions to ability, and that the doctrine of
ability to pay is violated by the absence of inheritance
taxation in this country.*

1 Luropeans, Eurasians, Armenians, Jews and other foreigners are
compelled to apply for probate to the courts. Letters of administration
are also compulsory in the case of Parsis and Indian Christians. Hin-
dus, Mahommedans and Budhists are exempt except in Lower Bengal
where Hindus have to pay probate duties on testate succession. The
rates are also very low—Vide Chapter XII of the Taxation Enquiry
Committee’s Report for a fuller discussion.

2 Vide—Mr. Mellon, Secretary of the Treasury, (United States) with
reference to capital gains. ‘‘The theory may be correct, but when we
come to practice we find that, in order not to put all business and
dealing in property in a straight-jacket, page after page of exemptions
must be written into the law. With so many doors to the house, the
effort to close them all has given us the most intricate tax law in
history”’. Quoted on p. 136, Spaulding, Ibid.

3 Chapter XI—Spaulding. Ibid. .

4 The only way to make legacies and similar accretions to ability pay
their due share of taxation is to subject them to a graduated inheri-

tance tax. Inheritance taxation however is essentially taxation of capi-
tal, and is conscquently outside the scope of our subject.
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The same considerations, however, do not apply to
bonus shares. They certainly have a money value and
increase the individual’s ability. Any further exemption
of these, means creating a fruitful method for corporate
income to evade the personal super-tax.' It is desirable,
therefore, to amend the law and include bonus shares
under ‘‘income’’.*

(3) Casual Profits. All receipts which do not arise
from the individual’s profession or business and are also
of a casual and non-recurring nature are exempted from
the Indian Tax. This practice is evidently based on the
conception of income as an annual event, only receipts
possessing periodicity being regarded as taxable. While
in accordance with the British practice, this exemption
of casual receipts does not obtain in the United States
which taxes all such income.® It should also be remember-
ed that there is nothing sancrosanct in the ‘‘annual’’ con-
cept, and that after all its raison d’étre is not so much
strict observance of theory as administrative convenience
and popular practice. It is also obvious that casual
gains do increase the recepient’s ability. It appears then
that these receipts should be made liable to the income-
tax. We shall, however, refrain from making that re-
commendation, first, because the Indian Law does not
exempt all casual income, but only that which is un-
connected with the tax-payer’s regular business,* and
second, because taxing casual gains would involve allow-

11n Steel Brothers vs. Government already referred to, the amount
thus distributed by way of bonus shares amounted to more than 56

lakhs.
2 The Australian Commonwealth Income-Tax specifically includes as in-
come ‘‘Bonus shares which capitalise certain profits’”’. Income-Taxes

in the British Dominions, H. M. S. O.—p. 236.
3 Chapter IX Spaulding, Ibid.

4 Commissioner of Income-Tax vs. Sir Purshottamdas Thakurdas, case
24, I. T. M. Vol. I1; and in Re: Chunilal Kalyandas—case 103,
I.T. C.



72 TAXATION OF INCOME IN INDIA

ing casual losses, thereby causing a net loss to the State. '
Besides, casual gains do not easily lend themselves to
graduated taxation, as being irregular, they do not
measure the individual’s real ability. The income-con-
cept therefore need not be so enlarged as to include casual
receipts.

(4) Gross Income. The question as to whether the
Indian tax charges gross income or makes suitable allow-
ances for expense incurred in securing the same is dealt
with in full detail in a succeeding chapter. It may be
sufficient to point out here that the Act taxes net and not
gross income.

We can now attempt a definition of ‘income’ as under-
stood by the Indian law. It includes all annual profits or
gains derived from an employment of capital or labour
or a combination of both, provided they are in the form
of money or are reasonably capable of being converted
into money. * No extension of this connotation is recom-
mended except the inclusion of bonus shares as taxable
income.

TAXABLE INCOMES

In the preceding section, we had attempted to analyse
the meaning of ‘income’ in the light of the Indian Law ;
we shall now examine the different incomes which are tax-
able under the Indian Act with special reference to the
territoriality of income and the residence of the owner.

The Indian Income-tax is levied on all income arising,
accruing or received in British India. It is also levied on

1 Such exemption might also stimulate fraud. The same remarks apply
to profits from speculative transactions. At present they are not taxed
unless they constitute the assessee’s regular business.

2 Cf. “Without giving an exhaustive definition, it may be described as
the annual or periodical yield in money or reducible to money value
arising from the use of real or personal property or from labour or
services rendered bearing in mind that in some cases e. g. income
derived from house property, the yield must be taken as the bona-fide

annual value and not necessarily as the actual yield”’. Per Dawson
Miller C. J. in Re: Jyot Prasad Singh Deo case 23—I1. T. C.
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incomes which are, under the provisions of the Act, deem-
ed to arise, accrue or be received in this country. These
taxable incomes can be classified under the following three
groups.

(1) Income arising or accruing in British India.

(2) Income received in British India.

(3) Income deemed to have arisen, accrued or received

in British India.

Incomes arising in India. So far as incomes under
the first class are concerned, their ability is obviously
based on the theory of origin, that is, on the fact that such
incomes originate in the taxing country and are therefore
proper subjects for taxation. This simple explanation
however is not the one accepted officially. The Govern-
ment of India have ruled that the words ‘‘accrue or arise’’
are contradistinct from the phrase ‘‘receive’’ and hence
indicate a “‘right to receive’’. The ‘source’ element is
thus thrown in the background and all incomes receivable
in British India are made liable to the Income-Tax. !

Logically considered, this official theory leads to two
results that are in direct contrast with the ‘origin’ basis ;
first, income, though arising in India, should be exempt
from Indian Income-Tax if it is receivable abroad ; se-
cond, income, though arising abroad, should be liable to
the Indian Tax if it is receivable in India.

The Government of India were not sorry to accept the
first inference. Incomes from the sterling securities of
the Government of India and the sterling debentures of
companies working in India—both of which were receiv-
able in England—were not charged with the Indian Tax.?*

L ¢“Accrue or arise’ as used in this connection are general words, des-
criptive of a right to receive and in this view the relevant portion of
S. 4 (1) of the Act may be paraphrased. 1. T. M., p. 84.

2 In 1916 in answer to a question in the Imperial Council, Government
asserted that sterling securities have been ruled by the law-officers of
the crown to be technically not Indian securities—F. S. 1916—p. 138.
cf. **It is an interesting and convenient legal friction to call the sterling
securities of India, on which the Indian Tax-Payer pays the interests as

10
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1f the Government’s receivability theory was correct, the
pay, pensions, furlough and leave allowances arising in
India, but receivable abroad (mainly England), ought to
have been automatically free from the tax. But strangely
enough, these incomes had to be specifically exempted by
the Governor-General-in-Council.’ Evidently Govern-
ment was not certain of the correctness of their own inter-
pretation, though they carefully enforced it in practice.

When the Government tried to carry out the second
inference mentioned above, and to tax all incomes arising
abroad if only receivable in India, the courts interfered
and ruled that such foreign income was not liable unless
actually received in India.* The court contemptuously
dismissed ‘“The right to receive’’ theory of taxation, one
of the judges remarking ‘It is not the right to demand the
profits which it is proposed to tax, but the profits them-
selves’’.® Government quietly accepted the verdict and
refrained from taxing these incomes. At the same time
they continued to exempt ‘Indian’ incomes receivable
abroad, though the very raison d’étre of that step viz. the
receivability theory had been upset by the courts.

It is therefore clear that the outlandish ‘right to receive’
theory, which the Government ingeniously superimposed
on the words ‘‘accrue or arise’’, does not really govern the
entire scheme of the Indian Income-Tax. Its only prac-

being ‘Not securities’ of the Government of India’. Vakil, Financial
Developments in Modern India, p. 389.

By 1922 Government shifted its line of argument and started the
“Right to receive’’ theory to defend the continued exemption of thesc
securities from the Indian Tax. See I. T. M., p. 84.

During the course of cross examination of several witnesses, Sir
Percy Thompson—a member of the Taxation Enquiry Committee—im-
plied that these securities were issued in London ‘Free of Tax’. It
is obvious that this cannot be true, otherwise Government need not
have resorted to the explanation given above.

! Under power given to him by S. 6o Income-Tax Act, 1922.

2 Commission of Income-Tax v/s Ramanathan Chetty, in re: Aurangabad
Mills, Board of Revenue v/s Ripon Press and Sugar Mills—cases 14,
26 and 52 respectively. I. T. C.

3 Per. Oldfield J.—in Board of Revenue v/s Ramanathan Chetty. Ibid.
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tical effect is to remove from the scope of the Indian tax
large amounts of income undoubtedly originating in India.
In the previous chapter we have referred to the enormous
loss of revenue hitherto caused by such exemption. The
revenue we are losing from the same source is much great-
er to-day on account of the great rise in the rates of
Income-Tax during the last ten years. Moreover, we
are losing revenue for a concept which has no basis in
theory. The phrase “‘accrue or arise’’ unmistakably de-
notes origin, whereas receivability is only a mild variant
of ‘residence’, the presumption being that ‘‘the right to
receive’’ rests in the same place as the residence of the
owner of income. Thus, while the law attaches greater
importance to the place of income, the Government pays
more attention to the place of the owner of income,
thereby trying to superimpose ‘Residence’ on ‘Origin’.
But Residence and Origin are rival principles. How
can we then interpret origin in such a way as to
mean residence? And yet, that is what the Government
has attempted to do in framing this receivability theory.
We are, therefore, reluctantly led to the conclusion that
Government did not seriously accept the theory of receiv-
ability, but only invoked its aid to exempt certain Indian
incomes that are received in England.' Such a practice is
clearly opposed to the intention of the Indian law and
cannot be sufficiently condemned.?

11 the Government is to be taken ser:ously in their theory, it means
that the scope of the Indian tax was in practice governed simultaneously
by ‘Origin’ and ‘Receivability’—both so combined as to exempt as much
income as possible. This position is still less defensible on the part of
the Government than that of being not serious about the ‘Right to
receive’ theory.

Qur position is considerably strengthened, when we remember that in
Canada and South Africa incomes from salaries, pensions and allow-
ances, though receivable abroad, are subject to the tax. Interest on
their Government securities which are foreign owned are specifically
exempted ; but this only shows that without a specific exemption—
and there is no such exemption in the Indian Law—such income is
clearly taxable—I. T. B. L. pp. 57, 59, 10.

=
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Incomes recetved in India. Under this head are taxed
incomes which though not originating in India are yet
received here. Such lability is presumably based upon
the fact that income received in this country is enjoyed in
this country, and is therefore a proper subject for taxa-
tion. This explanation gains additional strength when
we remember that income originating abroad though ac-
cruing to Indians is not taxable unless received here.

The intention of the law, however, is not carried out
in actual practice. Certain qualifying provisions along
with some judicial decisions have succeeded in almost
nullifying the effect of this primary ‘‘charging’’ clause.
For example, income received from abroad from any
source other than business is exempt, if not received dur-
ing the actual year of its accrual. Similar income from
business is exempt, if not received within three years after
its accrual.’ This means that by postponing the receipt
of his non-Indian income from business for three years,
and from other sources for one year, an individual can
safely avoid payment of the tax, though this income
might be subsequently received and enjoyed in this
country.

While the law itself has thus made possible the escape
from taxation of a good proportion of the income received
in India, judicial decisions have accelerated the process by
removing from the scope of the tax large amounts of
similar income. * The courts have found the justification
for such exemption in the theory that the same amount
cannot be twice received as income.® In one case, the
assessee’s income amounting to nearly Rs. 24 lakhs,
accrued and technically received abroad, but later brought

1S. 4. (2), Income-Tax Act of 1922,

2 Vide.—Sunder Das v/s Collector of Gujarat, Board of Revenue v/s
Ripon Press and Sugar Mills, Sir Ali Imam v/s. The Crown—cases 47,
26 and 96 respectively, 1. T. C.

3 Per Coutts-Trotter J. in Board of Revenue v/s. Ripon Press and Sugar
Mills. Ibid.
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into the Punjab, was held exempt.! In another case, the
income was first credited to the assessee’s banking account
in a foreign territory and was transmitted to British
India a fortnight later. The courts held that this amount
was not received in British India and hence not taxable.*

In this way for all practical purposes, incomes arising
abroad but received in India are not subjected to
income-tax. Such incomes can be literally enjoyed in
this country, and yet escape taxation despite the clear
intention to the contrary contained in the primary charg-
ing clause.

Incomes deemed to arise i India :—The third class of
incomes taxable under the Act are incomes which are
deemed to arise, accrue or be received in this country.
Apparently a legal fiction is thus created, by which cer-
tain non-Indian incomes are made equivalent to Indian
Incomes for the purposes of the Indian Income-Tax Act.
Such incomes are®:—

(1) Salaries of persons resident in India, though not
British India, which are paid either by the Indian
Government or by any duly constituted local
authority. In the latter case, the incomes are tax-
able, only if they accrue to British subjects.

(2) Income of non-residents arising from any property
or business connection in British India.

(3) Profits and gains derived by non-residents from the
sale of merchandise in British India.

1 Sunder Das v/s. Collector of Gujarat. Ibid.

2 The assessee, Sir Ali Imam, received an honorarium from the Nizam's
Government of about Rs. 2 lakhs. The formal receipt for the same
was signed at Patna; but the money was first paid in the Hyderabad
branch of the Imperial Bank of India. The Court held that the receipt
signed in British India, though evidence of the fact that the money
had been received, was not conclusive proof of its receipt in British
India and therefore declared the income to be exempt.

3¢This Act shall apply to all income, profit or gains, as described or
comprised in S. 6, from whatsoever source derived, accruing, arising or
received in British India...”” S. 4 (1). Income-Tax Act, 1922. The
italics are ours.
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(4) Profits derived by foreign non-residents in India.

(5) Professional fees paid in any part of India to per-
sons ordinarily resident in British India.

(6) Business incomes arising abroad but received in this
country are deemed liable, notwithstanding the fact
that they might not have accrued during the year of
receipt. The liability does not arise if these in-
comes are brought into India three years after their
accrual.

If non-Indian incomes are deemed to be Indian incomes
for purposes of the Act, they can only be so in so far as
they are owned by residents. Despite any legal fiction,
the Indian Legislature has no power to levy an Income-
Tax on the non-Indian incomes of non-residents. Such
an effort would involve international conflict.’

This head is therefore intelligible only if the difterent
items it enumerates are of the nature of foreign income
owned by Indian residents and not received in India.
Examining them one by one, however, we find that all
of them relate to income that either directly or indirectly
originates or is received in this country, i.e. income which
would be legitimately taxable without the special aid of
this clause. Thus, salaries paid by the Indian Govern-
ment to residents of Native States are evidently derived
trom British India. Similarly it can be argued that in-
comes derived by non-residents from (1) property, (2)
business connections, (3) sales of merchandise and (4)
transactions in British India are all of Indian origin.
Professional fees paid outside British India are generally
brought into and consequently received in British India.
Similarly incomes from business abroad, even if received

1“The power of taxation of any state is, of necessity, limited to persons,
property or business within its territorial Jurisdiction”. Wharton’s
Conflict of Laws Vol. I. Also cf. Bar’s ‘‘International Law”. *“To
collect income-tax in a foreign country would very frequently encounter
insurmountable difficulties’’.  Quoted by Sheshagiri Ayyar J. in Com-
missioner of Income-Tax vs. Ramanathan Chetty, 1. T. C. p. 44.
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after one year, are still ultimately received and enjoyed in
this country.

The incomes which are deemed to arise or accrue in
India are incomes which do not need any such legal fiction
to make them liable to the Indian tax, as they are for the
most part equally well taxable under the original ‘charg-
ing’ section. These subsequent clauses therefore do not
really create any legal fiction nor do they widen the scope
of the tax. We see no necessity for their continuance ;
instead of widening the scope, they only create an illusion
of extension of liability. !

Summary. Summing up our analysis under the pre-
ceding three heads, we find that while incomes originating
in India are generally taxable, some of them are exempt.
Incomes received in India are declared taxable, but gener-
ally manage to escape their liability. Incomes arising
and received abroad but owned by Indians are not liable,
despite appearances to the contrary. Thus, from the
point of view of territoriality of income, the scope of the
tax is determined by the origin of the income, but so modi-
fied by the ‘receivability’ theory as to result in the exemp-
tion of large amounts of such income accruing abroad.

The same conclusions can be repeated in another form,
if we analyse them from the point of view of the liabilities
of residents and non-residents.

Residents :—Residents of British India are chargeable
on their Indian income plus that part of their foreign in-
come, which is received in British India. The latter
clause is hedged in with such provisos, and the meaning
attached to ‘Receipt’ is so loose, that for all practical
purposes, the Indian resident pays tax only on his Indian
income.

Non-residents :—Non-residents are liable to tax on

1The only material end these clauses serve is to clarify and set forth in
detail incomes originating in India but accruing to non-residents. The
proper place for this however is not in the text of the Act but in the
rules made under it.



80 TAXATION OF INCOME IN INDIA

their Indian income. In actual practice they are not taxed
on that portion of their Indian income which is receivable
abroad, namely, interest on sterling securities and sterling
debentures, annuities, salaries, pensions, furloughs and
leave allowances.

PRINCIPLES GOVERNING THE SCOPE OF
INCOME-TAX

Before proceeding to enunciate and criticise the
principles which govern the scope of the Indian Income-
Tax to-day, we may point out that, theoretically consider-
ed, there are only two principles which either singly or in
combination govern the scope of all direct taxation. The
principle of ‘origin’ enjoins the tax to be levied upon all
income arising in the taxing country, without regard to
the residence of the owner ; the principle of ‘Residence’
imposes liability on the total income of the residents in the
taxing country, without regard to the place of origin of
their income.

Theory offers no guidance in the choice of either of
these principles as they are both based upon the instinctive
human feeling of what is right. Thus, it seems just that
the income which is created under the protection of and
on the surface of any one country should repay it in the
shape of tax contributions ; it also seems just that the indi-
vidual who lives in a country and enjoys the protection of
its laws should repay it in the shape of tax contributions.
‘The resident’s income as well as the income arising in the
country owe economic allegiance to the government of
that country. Both ‘origin’ and ‘residence’ are then just
and equitable principles. What should be the governing
principle in the case of any one particular country will
depend upon its peculiar needs and circumstances. There
is no prima facie theoretical solution.®

l'I_‘wo attempts however have been made to provide a theoretical solu-
tion. Sir J. C. Stamp proposes a flat tax based on ‘origin’ combined
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Foreign practice is as helpless as theory in suggesting
a solution. The practice of each country is determined by
its own conditions. If a nation is largely a debtor country,
deriving little foreign income but sending much of its own
income abroad, then the interests of that country will be
best served by basing its income on ‘‘origin’’ ; the element
of residence can safely be ignored as its neglect will not
involve much loss of revenue. Typical instances of such
countries are probably the young nations, viz.:—the
Dominions, South Africa, Canada and Australia. If on
the other hand a nation is largely a creditor country,
deriving a large foreign income, but sending very little of
its own income abroad, then the interest of that country
will be best served by basing its income-tax on ‘‘resi-
dence’’. We can adduce no instance of a country so
predominantly a creditor. Finally, if a country is both a
debtor and a creditor, the best interests of that country
will be served by adopting both, the principles of ‘origin’
and ‘residence’. The classical instance of such a country
is, of course, Great Britain. We can, therefore, draw no
dogmatic conclusion from the experience of foreign
countries.

Neither theory nor practice can, therefore, furnish us
with the exact principle for determining the scope of
income-tax. The only general principle which can be
safely formulated is that the scope of the income-tax of
every country shall be such as will promote its best inter-
ests and secure maximum revenue. The proper scope can
only be found with reference to the needs and circum-
stances of every country.

with a graduated tax based on ‘residence’; this will only lead to lower

taxation of non-residents and handicap residents in their competition
with the former.

The League of Nations appointed a Committee of experts who have
attempted to classify various kinds of income according as they are
predominantly due to origin or domicile. We do not accept their classi-
fication for reasons given in our subsequent chapter on *‘The Problem
of Double Taxation™'.

11
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PRINCIPLES WHICH SHOULD GOVERN THE
SCOPE OF THE INDIAN TAX

Coming to the Indian problem, the Indian Income-Tax
to-day is governed by the principle of ‘origin’ as consider-
ably modified by the ‘right to receive’ theory. Residence
plays no part in determining liability. The net result of
this is that Indian residents pay the tax on their Indian
income, while non-residents pay it on some portion of
their Indian income. The question for us now to consider
is whether this position needs revision and if so, in what
directions.

The first point to be noted is that India needs the
largest amount of revenue she can possibly raise from this
source consistently with considerations of equity. The
scope of the income-tax ought, therefore, to be of the
most comprehensive kind ; and any case of non-taxation
of income ought to have the strongest justification before
it can be allowed. It should further be remembered that
India is largely a debtor country with huge payments to
make abroad ;' and if foreign practice can possibly yield
any lesson, it is towards the wholesale and unmodified
acceptance of the ‘origin’ basis.? At the same time no
case has been made for the exemption of incomes receiv-
able abroad from the Indian point of view. It involves an
annual loss of about Rs. 108 lakhs® which we can ill afford
and thus adds to the annual drain of wealth from this
country. It follows, therefore, that the present exemption
from income-tax of Indian incomes receivable abroad is

le. g. Home charges, Insurance, freight charges, banking charges,
profits of foreign commercial and industrial entrepreneurs and other
similar payments which swell our exports.

2 Cf. Manchester Guardian Special Number ‘‘Reconstruction in Europe’’
Section V, pp. 305-06.

3 The total amount of interest on Debt (Railway and other than Railway)
amounted in 1926-27 to about £ 16 million. The maximum Indian
rate of only ‘income-tax’ is 18 pies in the rupee or about g per cent.
If we assume that these incomes will pay at 5 per cent., the total
revenue realisable will be 48 lakhs or Rs. 108 lakhs.
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opposed to the best interests of India and should forthwith
be discontinued.

Our recommendation will result in the taxation of two
distinct kinds of incomes viz. pensions, furlough allow-
ances, etc. payable abroad, and interest on sterling
securities. No possible objection can be raised against
the first item, especially when it is realised that Dominions
as well as some other countries follow the same practice.’

As regards the taxation of sterling securities it may be
contended that such a step will only recoil on the heads of
the Indian taxpayers in the shape of either an increased
rate of interest or a discouragement and ultimate cessation
of the import of foreign capital. With reference to the
first objection, it should be remembered that the interest
on the large stock of the existing sterling securities cannot
be increased by the tax. The effect, if any, will operate
only with reference to new issues ; but the loss thus ac-
cruing will not be appreciable, first, because the declared
loan policy of the Government of India is the encourage-
ment of rupee and not sterling issues; and second,
because, with centralised banking institutions and increas-
ing banking facilities, the Indian people will largely be
able to supply their own loan requirements. As regards

1 The Taxation Enquiry Committee’s calm acceptance of the exemption
as justified on the grounds of domicile, is hardly to the point, as the
Indian law taxes all incomes arising or accruing in the country, and
says nothing about residence. Taxation Enquiry Committee’'s Report
Vol. I, p. 192.

The practice observed in the Dominions is conclusively against their
recommendations. cf. South Africa which taxes ‘‘Any pension or an-
nuity granted by any person residing or carrying on business in the
Union or by the Union Government or Railway or Harbour administra-
tion or Provincial or Local authorities, wherever payment is made,
unless the services for which such a payment is made were performed
wholly outside the Union’’. Income-Taxes in the British Dominions,

A]Zo cf. Prussia and Austria ‘“‘Irrespective of nationality domicile or
residence, all persons are liable to income-tax who derive income from
salaries, pensions and half-pay paid out of the Prussian Exchequer”.
Foreigners not residing in Austria are liable in respect of income from
pay or pensions from the Austrian Exchequer. Graduated Income-
Taxes in Foreign States, pp. 39 and 101.

11*
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the bogey of discouragement of foreign capital, the ques-
tion has nothing to do with the taxation of sterling
securities. Foreign capital, so far as it is employed in
Indian commerce or industry, is already subjected to the
tax, and the burden on it is in no way increased by the
taxation of sterling securities. On the other hand, it will
only remove the special privilege enjoyed by foreign
capital in one type of Indian investment and restore things
to an equal level. The problem of discouragement of
foreign capital is bound to crop up under any income-tax
whose scope is extensive, and we will consider it in detail
in the chapter on Double Taxation.

We may therefore conclude that taxation of Indian
income payable abroad will not injure Indian interests in
the least but only remove a long standing anomaly yield-
ing at the same time a much needed addition to the Indian
Exchequer.' While this will enforce the ‘origin’ basis in
all its completeness, it leaves alone the principle of
‘residence’ which, as we have seen, plays no part in deter-
mining the scope of our tax. At the same time, enforce-
ment of the ‘residence’ basis will undoubtedly yield an
appreciable amount of revenue. For example, the enter-
prising mercantile community of Gujarat have incomes
arising in different parts of the world—more particularly
in East Africa and the neighbouring Protectorates. Fur-
ther, the Natukottai Chettys of the South have an exten-
sive trade and money-lending practice spread through
Indo-China, Hongkong, Shanghai, the Federated Malay
States and other Eastern countries. ?

1The Taxation Enquiry Committee has not given any lead on the ques-
tion of sterling securities. Apparently they desire the continuance of
the status quo. Their only recommendation is that if sterling loans
are issued in the future, the prospectus should lay down the existence
or otherwise of their liability to the tax. Taxation Enquiry Commit-
tee’s Report, Vol. 1, pp. 192-193.
2 Vide.—The statement of case by the Commissioner of Income-Tax in
Board of Revenue v/s Ramanathan Chetty, case 14 1. T. C.
A further not undesirable consequence would be the concentration of
Indian capital investment in India alone.
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The financial argument is not the only one in favour of
the adoption of the ‘residence basis’. Even on grounds
of equity, there is no reason why those persons who reside
in this country and therefore owe it economic allegiance
should not be taxed on their total income. It should be
further remembered that even as it stands to-day, the law
seeks, though unsuccessfully, to tax foreign income if
received in this country. One way of thoroughly enforc-
ing the provisions is to extend the scope of the tax so as
to include the total income of Indian residents, irrespective
of its origin or place of receipt. In that case, it will not
pay the resident to keep his income abroad or technically
to avoid receipt in India. The basis of ‘residence’ should
therefore be also applied in fixing the scope of the tax.

SUMMARY

To conclude our survey, the scope of the Indian
Income-Tax is unsatisfactory as it exists to-day. It un-
duly exempts large amounts of income and also results in
extensive evasion. The present scope of the tax should
therefore be so extended as to include :—

(1) All income arising in the country wherever and by
whomsoever it may be received.

(2) The total income from all sources, wherever derived
or received, of its residents. !

Thus the queer theory of ‘receivability’ as determining
liability to taxation will be finally discarded, and ‘origin’
and ‘residence’ will become the twin bases by which the
scope of the tax will be governed.

1 The definition of a resident might be made on the British lines so as
to include not only persons staying for more than six months in the
country, but also those who, though temporarily abroad, have their
permanent homes in India.



CHAPTER V

THE ScoPE OoF THE TAX—EXEMPTION OF
AGRICULTURAL INCOMES

In the words of the Simon Commission, ‘‘the most
striking feature of the Indian income-tax is the exemption
granted to agricultural incomes by the Act of 1886, which
has continued ever since.”’! This exemption, of which we
have already given a few details in our historical survey,
is ostensibly based on a desire to avoid double taxation.®
It is thus not based on any social or philanthropic prin-
ciples, such as those which underlie the exemption of
contributions to charities, insurance premia etc., but rests
on canons of taxation, and can therefore be judged from
the principle of ability to pay. It will be convenient to
discuss the subject matter of this chapter under the follow-
ing main heads :—

(1) Scope and extent of the exemption.

(2) The Actual Beneficiaries.

(3) Defects and remedies.

(4) Estimated yield.

(5) Administrative considerations.

SCOPE AND EXTENT OF THE EXEMPTION

Agricultural income is specifically exempted from the
scope of the Indian Income-Tax Act. It is statutorily
defined and includes the following items® :—

! Report of the Indiun Statutory Commission, Vol. I, p. 359.

2 Vide Sir Auckland Colvin’s speech in introducing the Income-Tax Bill
of 1886. Also cf. Taxation Enquiry Committee’s Report, p. 212.

3 Section 2 (1) and 4 (3) (viii) Income-Tax Act, 1922.
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—

Rent or Revenue derived from land used for agri-
cultural purposes.

Profits from agriculture.

Income derived by the cultivator from processes
ordinarily employed by agriculturists to make their
produce marketable.

Income from the sale of such produce.

Income from house-property that is in the vicinity
of the land and is needed for purposes of the agri-
cultural profession.

An essential preliminary for the exemption of agricul-
tural incomes is the previous taxation of land ; in other
words, only that agricultural income is exempted which is
already assessed to either a local rate or land revenue.
Double taxation, then, is the plea on which the exemption
of agricultural income from the income-tax is justified.

In spite of such a detailed definition, many diffculties
are found in the actual administration of the exemption,
some of them arising from the thin line of demarcation
between agricultural and non-agricultural income. Apart
trom the question as to what the term ‘‘agriculture’’
exactly connotes, difficulty is especially felt with regard
to the application of the exemption to incomes derived
from processes ordinarily employed by cultivators to make
their commodity marketable. An element of manufacture
is obviously visible in the process, and the line of distinc-
tion between ordinary and extraordinary methods is very
thin.! As a matter of fact, the uncertainty has been so
great that ever since the inception of the income-tax,
sugar factories and tea companies were entirely exempt
until the courts ruled that they were liable to pay income-

tax on the non-agricultural portion of their income ;¢ and

1 Cf. “Like all questions of degree, this question is beset with baffling
borderland cases. Thus the husking of paddy is an agricultural opera-
tion; so is the preparation of brown sugar, but not sugar refining or
milling of paddy.”’ Sunderam’s Law of Income-Tax in India, p. 163.

2In Re: The Bikanpur Sugar Concern, Killing Valley Tea Co. v/s
Secretary of State for India, cases 13 and 17, I. T. C.

[OF RN 8]
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it is only recently that the Board of Inland Revenue has
tramed special rules for the proper taxation of such mixed
incomes.! The concept of modern income and its origin
is so complex that the exemption of such an important
source naturally gives rise to some confusion. At the
same time it must be pointed out that agricultural income,
does not and should not mean, as has sometimes been
assumed, anything and everything connected with land.
Income from fisheries, markets, moorings, fences, stone-
quarries and mines are clearly non-agricultural and ought
to be liable to the tax. But recent judicial decisions have
resulted in the exemption of even such non-agricultural
incomes, * (with the exception of the income from mines)
if they are derived from permanently settled estates.* In
practice, therefore, the exemption has begun to extend
even to incomes which are clearly non-agricultural ; while
the difficulty of defining agricultural income confuses, and
makes uncertain, the real liability of the taxpayers.

THE ACTUAL BENEFICIARIES

The following table* sets forth at a glance agricultural
holdings whose owners enjoy exemption from income-
tax :—

¥ Rules 23 and 24, Income-Tax Manual.

2 Shivlal Gangaram v/s Commissioner of Income-Tax; Emperor v/s
Raja P. C. Barwa, quoted in Sunderam ibid. p. 151.

3 Commissioner of Income-Tax v/s Zemindar of Singampatti; Dharbhan-
ga v/s Commissioner of Income-Tax, cases 44 and 98, I.T.C. A contrary
decision was given by Rankin J. in Emperor v/s Probat Chandra
Barwa, case 73, I. T. C.

4 The figures in this table are compiled from the Land Revenue Adminis-
tration Reports of the different provinces as under:—

Bombay, 1926-27; C. P., 1921-22; Punjab, 1922-23; Burma, 1926-27;
Assam, 192%-28 ; Bihar and Orissa, 1923-24; Bengal, 1927-28 ; Madras,
1921-22.

Corresponding figures for the U. P. are not available.
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Permanently settled Temporarily settled
Estates Estates
Province Holdings in Land revenue ;Idings in Land revenue
thousands | SESeCdin | thousands | jaseSsCd
Bengal . . . . 94 ' 216 4 22
Bihar and Orissa . 104 107 18 Q7
Madras . . . . 50 3859 508
Bombay . . . 2828 462
Central Provinces. 2018 119
Punjab . . . . 3429 488
Burma . . . . 340
Assam . . . . 1190 80

The statistics of holdings in the case of zemindari
estates which include all the permanently settled estates
of Bengal, Bihar and Orissa and Madras, the Malguzars
of C. P. and a good proportion of the total holdings in the
United Provinces, indicate only the landlords. The culti-
vators are also exempt. In the case of both the ryotwari
and the zemindari estates, the tenure-holders and the co-
sharers also get the benefit of exemption.

Analysing the figures, we find that the number of
persons exempted (assuming that every holding or estate
represents at least one person) is much larger in the case
of ryotwari® areas. This might, at first sight, lead to the
inference that the ryotwari holders of land are more bene-
fited by the exemption than zemindars. But if we take
into account the fact that the Indian Income-Tax, as it
exists to-day, exempts persons with annual incomes of
less than Rs. 2,000, and also remember that the annual
income of most of these ryots is less than Rs. 2,000,”

1 The figures of Bombay refer to the number of persons and not holdings.

2 Cf. A. W. Mackie, Director of Land Revenue Records, Bombay, ‘‘With

a high limit like Rs. 2,000...... there would be few cases to deal with.

The number of assessees will be very small”’, pp. 387 and 398 Vol. vi

T. E. Committee Minutes of Evidence, also Mr. S. A. Smyth (North-
12
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we come to the conclusion that the exemption under sec-
tion 4 does not materially benefit these persons ; for, even
if agricultural incomes were made liable, most of these
persons will continue to be exempt, as their income is be-
low the taxable minimum. It is only the very small
number of those ryotwari holders whose annual income is
above Rs. 2,000 that are really benefited by this exemp-
tion.

Zemindari estates, on the other hand, are held largely
by rich persons who, but for this exemption, would be
chargeable with income-tax. '

We can therefore conclude that the exemption of agri-
cultural income is chiefly advantageous to landlords. Any
removal of it will practically leave unaffected the ryotwari
cultivators but will certainly result in the levy of income-
tax on zemindars.

DEFECTS AND REMEDIES
Income from Temporary settled Lands :—W e shall first
consider the case of agricultural income derived from tem-

porarily settled estates.?

West Border division). “‘The average proportion of cultivators who
make a profit of Rs. 2,000 a year on cultivation is small probably not
more than 10 per cent. in Upper Burma’. T. E. Committee, Vol. VI,
pp- 16-17. Also Mr. Gimson, Commissioner of Income-Tax, Assam.
*“The number of working persons whose income exceeds Rs. 2,000 a
year cannot be as much as 1 per cent. of the whole”, Vol. V, T. E.
p. 383, also Sir P. Thompson a member of the T. E. Committee asserted,
that out of 33 million cultivators in the Punjab, only 2300 pay even as
much as Rs. go0 by way of Land Revenue”, Vol. IV, T. E. p. 376.
The fact that most of the ryots have a very small income is still more
clearly revealed by Sir Charles Todhunter (President, T. E. Committee)
who asserted that more than three quarters of the people at present
paying land revenue pay less than Rs. 5o each, Vol. III, T. E. p. 188.

1 Thus, for instance, in Madras, out of 241 lakhs of zemindari income,
about 110 lakhs were held by about 13 persons. Madras Land Revenue
Report, 1913-14.

? The chief feature of the temporary settlement system is that once in
every 30 years (or a similar specified period) the income from land is
re-valued and land revenue is re-assessed, generally resulting in a large
increase on the original assessment. This keeps the state demand at
par with the increasing annual value from land. This system is largely
to be found in Bombay, Madras, United Provinces, Central Provinces,
Punjab and Burma.
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The Taxation Enquiry Committee, after an elaborate
historical examination, arrived at the ‘conclusion that the
chief reason for exempting agricultural incomes from in-
come-tax lay in the levy of cesses on land, and with the
abolition of these cesses in 1904, agncultural income lost
its legitimate grounds for exemption.' They have thus
completely ignored the factor of land revenue in influenc-
ing the exemption. It is of course true that in 1886, Sir
Auckland Colvin described the existence of concurrent
cesses on land as the sole cause for exempting agricultural
incomes. But if the payment of cesses was the only
factor, then, on their abolition in 1904, Government
would have annuled the exemption. The fact that they
did not do so is conclusive evidence to show that the real
reason they had in mind in exempting agricultural income
was its payment of land revenue. This conclusion is
strengthened by the fact that in 1922, Government so
amended the definition of ‘‘Agricultural Income’ as to
make payment of British Indian Land Revenue (or local
rate) an essential condition for obtaining the exemption.
Now land revenue is essentially a tax on ‘‘Agricultural
Income’’.? In the calculation of net assets, the value of
the cultivator’s labour service is not necessarily included.
Similarly, no mention is anywhere made of any deduction
for interest on his capital. The result is that the payment
made as land revenue goes beyond rent, and enters into
the personal subsistence and profits of the individual.
There can be no doubt, therefore, that when a person
pays land revenue, he pays to the State something in the
nature of a tax on his income from land. *

1 Vide p. 203 et. seq. T. E. Committee’s Report.

2 Cf. Vakil “The principle that land revenue is a tax on agricultural in-
comes and not a rent ought to be accepted in practice’”, Financial
Developments in Modern India, p. 349. Mr. Baden Powell, after a
thorough study of the whole problem has arrived at a similar conclusion.
See Taxation Enquiry Committee Report, Vol. 11

3 The ancient ‘‘Rent” theory received, for all practical purposes, its
final death blow when the Taxation Enquiry Committee included land

12*
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Taking these two facts into consideration together, viz.,
that incomes from land pay land revenue and that agri-
cultural land revenue is of the nature of a tax, the conclu-
sion is irresistible that agricultural incomes are exempted
from the income-tax in order that they may not be sub-
jected to double taxation.

Prima facie, such an exemption is of course entirely
justifiable ; but, considering the fact that non-agricultural
incomes pay income-tax, the exemption of agricultural
incomes cannot be justified even on grounds of double
taxation, unless the incidence and effects of the land tax,
for paying which they are exempt, are similar to those
caused by the income-tax. In other words, the principle
of ability to pay must be the guiding factor in determining
both land revenue and income-tax.

Applying this test to the land revenue as at present
assessed on temporarily settled lands, we find the follow-
ing divergences from ‘“‘ability to pay’’.

First, a large number of persons, holders of hopelessly
uneconomic holdings, has to pay to the state a consider-
able amount in relation to their income, whereas under the
income-tax, they would be totally exempted.

Second, owing to the fallacious theory of land revenue
being regarded as rent, persons with smaller incomes as
well as bigger incomes pay at the same rate ; whereas,
under the income-tax, these payments will be based on
‘ability’ and will be levied on a progressive scale.

Third, cultivators with large agricultural incomes are
immensely benefited and pay tax at a rate that is lower
than the corresponding rate on non-agricultural incomes. '

It is clear that the benefits accruing from this exemp-
tion are not distributed in accordance with ‘‘ability’’.

revenue as an important item in their discussion of the incidence of
Indian Taxation.
1 In Madras, the percentage of assessment to rental averaged to about
17 per cent. The highest rate of income-tax and super-tax payable is
about 30 per cent., T. E. Committee’s Report, p. 77.
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Land Revenue taxes persons whom the income-tax would
exempt, and it takes less from persons from whom the
income-tax would take more. If our conclusion that agri-
cultural income is exempted from income-tax for fear of
double taxation is correct, then it is clear that the exemp-
tion cannot be justified, unless the land tax brings about
results in accordance with those of the income-tax. Far
from doing that, land revenue brings about results directly
in contrast with those of the income-tax. Therefore,
there can be no doubt that this exemption is not justifiable
on the ground of “‘ability’’, on which alone a direct tax
can be framed. The only logical conclusion is the aboli-
tion of the land revenue, followed by the amalgamation of
agricultural incomes into the ordinary income-tax.

This course, however, would entail a great reduction in
revenue which the Provincial Governments are not pre-
pared to face. Even if accompanied by a provincialisation
of income-tax, Provinces like Madras, Punjab and
Burma, which are largely agricultural and do not possess
many rich landlords, will be faced with big deficits. If
land revenue is an irreplaceable factor of provincial fin-
ance, ! then, of course, we cannot press for the exemption
of those taxed agriculturists who would be free under the
income-tax, nor can we recommend the adoption of pro-
gression ; for it will inevitably result in great loss of
revenue, the poorer agriculturists being much greater in
number than the richer ones. In effect, therefore, we shall
have to leave alone those unfortunate payers of land
revenue who are paying more than what is warranted by
their ability. But taxation of the poorer people beyond
their ability is no reason why the richer ones should pay
less than theirs. Indeed these latter classes, whose pay-

1 This cannot be said to be the case. The Taxation Enquiry Committee
has suggested a number of taxes which the Provinces might well utilize.
Moreover, if cver Indian Finance is to be placed on a theoretically

perfect foundation, the Provinces will have to give up land revenue
sooner or later. Land properly belongs to the sphere of local taxation.
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ment to the State by way of land revenue is less than
they would have had to pay as income-tax but for the
exemption, are undeservedly escaping taxation. Subject-
ing them to income-tax would not amount to double taxa-
tion, but would only bring their payments to the State in
accordance with their ‘ability to pay’. Under the present
circumstances, assuming the continued existence of land
revenue, the only reform that can be suggested is to make
the richer agriculturists pay in proportion to their taxable
capacity, i.e., at the normal rates of income-tax and super-
tax to which they would be liable if their income were
non-agricultural. This can be done by subjecting them
to a supplementary income-tax which will bring their tax
payments in line with those of persons with equal amounts
of non-agricultural income. In fixing the minimum, be-
yond which agricultural incomes should be brought under
the tax, we should take into account the average incidence
of land revenue. Assuming this average to be 10 per cent.'
of the agriculturist’s taxable profits, the payment of land
revenue on all incomes below Rs. 30,000 will be made at
a higher rate than that of the income-tax ; it is only after
Rs. 30,000 that the rates of income-tax rise sharply, and
ultimately reach 29.3 per cent. in case of incomes over 6
lakhs of rupees. We propose, therefore, that so far as
temporarily settled estates are concerned, agricultural
incomes below Rs. 30,000 should continue to be exempt ;
but similar incomes above Rs. 30,000 should be brought
under the scope of the income-tax. They should be taxed
at the ordinary income-tax and super-tax rates on their

1 The incidence of land revenue in Madras, according to the Taxation
Enquiry Committee, averages somewhere about 17 per cent., in Bombay
22 per cent., in Punjab 17 per cent., and 10 per cent. in Berar. (vide
pp. 7677 of their Report.) These relate to net assets for Madras; and
in Bombay, Punjab and Berar, they relate to rental value. The tax-
able incomes of the agriculturist which will be much greater than his
land revenue income, as the former will include his subsistence, interest
on his capital etc., may be roughly assumed to suffer by an average of
10 per cent. by payment of land revenue.
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entire income ; but should pay to the State only the excess
of such tax over the land revenue already paid by them.
So that, under our scheme any person getting an agricul-
tural income of more than Rs. 30,000 will pay to the
Government an amount represented by the income-tax
and super-tax calculated on his income, minus the land
revenue paid by him ; e. g. if a land-holder has an agricul-
tural income of Rs. two lakhs on which he pays a land
revenue of Rs. 20,000, the income-tax and super-tax pay-
able by him under our proposed scheme, at the present
rates will be Rs. 32,813—Rs. 20,000, 1.e. Rs. 12,813.
Thus he will not be subjected to double taxation and, at
the same time, his payment will be in accordance with his
ability.

It should be pointed out, however, that this partial
scheme for the taxation of agricultural incomes from tem-
porarily settled lands, though removing the glaring injus-
tice of richer men paying less tax, does not solve the
problem of the poorer persons who are paying more. It
also leaves undisturbed the flatness of the rate so far as
incomes below Rs. 30,000 are concerned. Our whole
scheme is however based on the assumption that the im-
mediate abolition of land revenue is beyond the pale of
practical politics. If, owing to a redistribution of func-
tions and revenues on a federal basis, the provinces are
ever in a position to give up their land revenue, a complete
amalgamation of the agricultural incomes into the ordinary
income-tax law must be preferred to the via media sug-
gested by us.

Income from Permanently Settled Estates :—We have
hitherto been dealing with agricultural income derived
from temporarily settled estates. But there are a number
of estates in this country paying land revenue which was
fixed somewhere about the close of the 18th century. '

1 Some estates were permanently secttled also at the beginning of the
19th century, e. g. Zemindari of Singampatti.
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They are all zemindari estates, the land revenue being
paid by the zemindars in whom the right of proprietorship
over the land was vested by the East India Company.
These estates are fairly big units, and are therefore not
cultivated by the owners themselves; their income is
mostly derived from the rents which they receive from
their tenants. They are exempted from the income-tax
under the general exemption granted to agricultural
incomes.

At first sight, their case seems to be on all fours with
those of the ryotwari holders of land for, like the ryotwari
holders, the zemindars also pay land revenue. But there
are certain fundamental differences which place the zemin-
dar in an entirely different position.

First, it cannot be dogmatically asserted that the land
revenue paid by these permanently settled zemindars is in
the nature of a tax. The more reasonable conclusion
seems to be that the revenue they pay to the State is not
in the shape of a tax on their agricultural income, but is
only a fixed annual commutation of purchase price paxd for
right of ownership in land. The zemindars were originally
revenue collectors who were paid a certain commission
in return for collecting and transmitting the revenue to the
Central Government.* After the death of Aurangzeb in

1707, the Mogul Empire finally lost control over its
dlstant provinces, and the erstwhile revenue collectors
assumed airs of sovereignty, and retained the revenue
they collected for their own use. Then came the grant of
the Diwani of Bengal, Bihar and Orissa to the East India
Company. The Company began farming the revenue by
auction ; in the bidding that followed, the original zemin-
dars lost possession of the lands, and newcomers took
their place. The ousted zemindars sent forth vociferous
complaints to England, and managed to secure the favour-

1For a brief discussion of the permanent settlement and the events
leading up to it. See T. E. Committee’s Report, pp. 40-4..
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able attention of the Court of Directors. Then came the
Permanent Settlement of 1797. These zemindars were
declared proprietors of the land, subject to the annual pay-
ment of a ixed sum, which was not to be increased in the
future. The sum so fixed amounted to 10/11ths of the
original rental, so that the zemindars got 1/11th of the
rental as their share. There is no doubt that when the
settlement was made, the zemindars had certain rights ;
but these rights were only those of revenue collectors and
even these rights had been suspended by the East India
Company. For all practical purposes, therefore, they
were not owners of the land, and had no right to such
ownership when the permanent settlement was made
with them ; hence their willingness to pay as much as
10/ 11ths of the revenue to secure rights of proprietorship.
The East India Company on the other hand, was in diffi-
culties ; they wanted a powerful and loyal class of support-
ers and the discontented zemindars were politically a great
thorn in their side. The result was the Permanent Settle-
ment. The zemindars became owners of the land subject
to a fixed annual payment; the East India Company
secured the powerful and loyal adherents it wanted. There
can be no doubt of the fact that the revenue which the
zemindars agreed to pay to the Company was essentially
a contract price.! As such it could certainly not be called
taxation. If this view is accepted, the exemption of
these zemindars from income-tax meant, their exemption

from all direct taxation whatsoever. ?

1 Cf. “‘The Regulations show the status of the zemindar solidifying from
that of officer of state to that of proprictor of lands, and the notion
of rent emerging from notion of land revenue”—Per Rankin J. in
Emperor v/s P. C. Barua case 74 I. T. C. also ‘“‘The fact is that,
tempted by the income to be derived from the cultivation of the waste
lands which according to some reports was more than one-third of the
whole area, and by the offer of an interest in the soil itself, the zemin-
dar entered into a gamble. The Company offered to convert him from
an office holder to an owner in fee simple in return for a fixed price’’.
Per Mullick J. in Dharbanga v/s Commissioner of Income-Tax, case
75, L. T. C.

2 Our conclusions are supported by the Simon Commission which points

13
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Second, the land revenue paid by these zemindars was
fixed with reference to prices and general economic
conditions prevailing more than a century ago. Because
of this the effective share of the state to-day is less than 20
per cent. of their rental. On the other hand, land revenue
assessments in the ryotwari tracts have been subject to pe-
riodical revision and increase. The result is that, as con-
trasted with the ryotwari landholder, the permanently
settled zemindar has been allowed to enjoy untaxed a con-
siderable amount of unearned increment. So that, even if
the land revenue paid by the zemindar is in the nature of a
tax, that portion of his income which came into existence
after 1793 and therefore constitutes unearned increment
has paid no tax. The exemption of a zemindar from the
income-tax cannot therefore be justified on the ground of
double taxation ; it gives him in fact a net gift amounting
to the whole of his unearned increment.

Third, it cannot be said that the incidence of even that
amount of land revenue which is actually paid falls on
these zemindars. Doubtful owners of the lands they now
legally own, they exact not only the land revenue but
much more from their tenants, the hereditary cultivators
of the soil, who probably have much more right to it than
either the zemindars or the East India Company. The
ultimate pressure of the tax undoubtedly falls, not on the
landlords, but on these cultivators.

To sum up, the land revenue paid by the permanently
settled zemindars is by way of purchase price and, as such
does not amount to taxation. Even if it does partake of
the nature of a tax to some extent, its incidence falls large-
ly on the cultivators. Even if the incidence is on the
zemindars, we have to remember that all the additions to
their income since 1793, are positively unearned incre-

out that “‘in the provinces where there is a permanent settlement, land
revenue has the same economic character as a mortgage or title rent’’.
They admit that the exemption is not supported by fiscal theory;
Report, Vol. 11, p. 239.
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ments which go absolutely untaxed. In other words,
there is no justification for the exemption of these zemin-
dars from income-tax.

As regards the pledge of permanent settlement, the
Taxation Enquiry Committee has shown beyond all man-
ner of doubt that it is no bar to an agricultural income-tax.
Even if it is, the legislature has an undoubted right to re-
dress a longstanding wrong, ancient though it may be,
and the Permanent Settlement ought not to stand in the
way of taxing the incomes of these zemindars. As a mat-
ter of fact, the Statutory Commission has suggested the
taxation of their incomes.

The proposals we make with regard to these zemindars
stand on a different footing from those for the owners of
ryotwari land. The exemption from income-tax of rent
or revenue from permanently settled land ought to be
immediately repealed, and these zemindars brought under
the scope of the ordinary income and super-tax. If our
proposals are carried out, all permanently settled zemin-
dars with incomes of Rs. 2,000 and above per year will
be brought under the operation of the ordinary income-tax
laws of this country. They should be allowed, however,
to deduct from their taxable income the land revenue paid
by them. It will be seen that the ryotwari landholders
will be better treated, because they will be allowed to
deduct the amount of their land revenue from the income-
tax payable by them. In fact, our proposals contemplate
an income-tax only as a supplement to redress the injustice
of land revenue with regard to incomes from temporarily
settled land. In the case of permanently settled estates,
however, we recommend the levy of a regular income-tax
in addition to the land revenue. This difference is made
because the land revenue paid by temporarily settled agri-
culturists is really in the nature of a tax, which is not the
case with reference to the permanently settled zemindars.

‘Alienated Land Revenue :—In addition to the agricul-
13
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turists and the landholders who could at least ostensibly
claim to have been already taxed, the law also exempts
Jagirdars and holders of Inam lands from payment of
income-tax on the land revenue assigned to them. The
following table reveals the amount of income thus exempt
from taxation :—

Provinces Ja‘;is:;iﬁgdat:fiv??\:;&?us
Lakhs of Rupees

Madras . . . . . . . 86
Punjab . . . . . . . 37
Central Provinces. . . . 5
Burma .

United Provinces . . . . —
Bombay . . . . . . . 114
Bihar and Orissa . . . . -
Bengal . . . . . . . —_
Assam . . . . . . . 3
Western Provinces . . . -

The figures are compiled from the various provincial
reports on Land Revenue Administration. They exclude
Service Inams which are granted to Patels and similar
Government servants. Jagirdars and Inamdars are re-
warded for their loyalty by assignments of land revenue
or the grant of revenue-free estates; and there is no
reason why they should escape all direct taxation ; on the
other hand, they constitute a peculiarly fit object for taxa-
tion. Hence this exemption of revenue received from
land should be removed, and the Jagirdars should be
brought under the operation of the ordinary income-tax
law, similar to what we have proposed for the permanently
settled zemindars.

Exclusion of 'Agricultural Incomes from ‘Total’ In-
come :(—The exemptions which we have hitherto been
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discussing were, with the exception of alienated land
revenue, incomes which claimed double taxation as the
ground for their exemption. The exclusion of agricul-
tural incomes from the tax-payer’s total income in calculat-
ing the rate of his income-tax cannot find even that
defence ; as a matter of fact, the Income-Tax Bill of 1918
made an attempt to remedy this obvious injustice, but the
powerful landed interests succeeded in preventing its pas-
sage into law.

Under this exemption, the agriculturist pays income-tax
on his non-agricultural income at a rate lower than what
his total income warrants ; at the same time, if his non-
agricultural income is below Rs. 2,000, he is exempt on
it, even if his agricultural income amounts to several lakhs
of rupees. This is an unwarranted violation of the doc-
trine of ability to pay.® It should be therefore provided
that henceforth agricultural income should be taken into
account in calculating the assessee’s rate of tax on his
non-agricultural income. This should apply to all agricul-
tural income, irrespective of the fact whether they are
derived from temporarily-settled or permanently-settled
estates.

Reforms suggested :—To sum up our recommendations
regarding the existing exemption of agricultural in-
comes :—

1. So far as income from temporarily-settled lands are
concerned, the exemption should be removed only in the
case of persons with incomes above Rs. 30,000, who
should be brought under the ordinary income and super-
tax laws of the land. In effect, however, these persons
will only pay the difference between the amount of income-
tax properly payable and the land revenue now paid by
them.

2. So far as incomes from the permanently-settled lands

1 The Simon Commission have recognised the rank injustice of this pro-
cedure, p. 240.
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and estates are concerned, the exemption should be entire-
ly removed. All zemindars with incomes above Rs. 2,000
a year must be made to pay income-tax. They may be
allowed to deduct from their taxable income the land
revenue paid by them.

3. The exemption extended to Jagirdars and Inamdars
must be annulled, and they should be subjected to income-
tax just like other persons.

4. The exclusion of the assessee’s agricultural income
from his total income, by which is determined the rate of
income-tax on his non-agricultural income, is entirely un-
warranted, and violates the canon of ability. This exemp-
tion should be removed in all the cases where the non-
agriculturists have incomes derived from land, and they
should be taxed at rates appropriate to their total income.

ESTIMATED YIELD

Before proceeding to make any estimate of the revenue
realisable from the taxation of agricultural incomes, we
must point out that in the absence of authentic figures of
agricultural incomes classified under income grades, any
estimate is bound to suffer from a certain amount of error.

So far as the ryotwari and the temporarily-settled
provinces are concerned, we may safely make the asser-
tion that comparatively little revenue will be realised, even
if the income-tax is extended to incomes above Rs. 2,000.
But our scheme is designed to tax such incomes only
above Rs. 30,000 per year. This reduces still further the
amount of revenue which these incomes will yield. We
may therefore hazard a guess that the total revenue which
will accrue by the application of our scheme to the tempo-
rarily-settled lands will amount roughly to Rs. 75 lakhs.
The basis of our assumption is fully explained in Appendix
V. As regards the agricultural income of the permanently
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settled zemindars, the following table reveals their net
taxable income. !

Total Zemindari Rental (Permanently settled)
Provinces X

Amount n akns | Land Revenue | Net Remainder
Bengal . . . . . 1519 216 1308
Bihar and Orissa. . 1298 153 1045
Madras . . .o 251 50 201
Total . 3068 419 2549

The net taxable income thus roughly amounts to more
than twenty-five crores. If we omit from this amount about
Rs. 10 crores as belonging to persons entirely exempt,
we get about Rs. 16 crores as the effective taxable in-
come. The reasons for our assumption are explained in
the footnote.? The maximum effective rate of both
income-tax and super-tax combined is to-day 29-3 per
cent. Many of the zemindars are persons who are liable
at the maximum rate, but in all such estimates, it is better
to err on the conservative side; we have therefore
assumed that taxable zemindari income will be subject to
an average rate of about 12 per cent. or 2 annas in the
rupee. At this rate, zemindari incomes will yield Rs. 2
crores. ®* Similar figures are not available for the United

I Appendices I and XXVI Bengal Land Revenue Report, 192%-28.
Appendices I and XXXVIII Bihar and Orissa Report, 1923-24.
Statement 2 Land Revenue Report Madras 1921-22.
The figures of gross rental are obtained from the valuations made for
purposes of local cess.

2 The exemption of ten crores is arrived at by assuming that out of the
190 thousand zemindary estates, 100 thousand have an average income
of less than Rs. s00 and fifty thousand an income of Rs. 1000 each.

3 The rate of two annas in the rupee is a very modest estimate:— for
much of the zemindary income is concentrated in a few hands. Cf.
Mr. J. A. Habback, Director of Land Records, Bihar and Orissa. ‘‘The
major portion of the landlord’s assets goes in to the pockets of a com-
paratively few persons...... at least half the assessable income is held
by persons whose assessable income would be Rs. 50,000 or more”,
Vol. V, T. E. p. 165.
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Provinces. We can however make a rough estimate that
the yield will be not less than rupees fifty lakhs in these
provinces. * From Assam we can expect a lakh of rupees. *
The total revenue realisable from the permanently-settled
provinces therefore amounts to Rs. 251 lakhs.

Assigned land revenue amounts roughly to Rs. 250
lakhs. If we assume that they will be liable at an average
rate of 4 per cent. (because they are not so rich as the
permanently settled zemindars), the tax realisable will
amount to Rs. 10 lakhs.

We cannot estimate the amount of increased revenue
which will be realised by the inclusion of agricultural
income for purposes of determining the rate on the tax-
payer’s non-agricultural income. But when we remember
that many middle class people have small agricultural in-
comes in addition to their other income and also that the
zemindars have a good amount of non-agricultural income,
we may guess that on a conservative estimate, the
increased revenue yielded will be about 10 lakhs.

We can now estimate the revenue which will be real-
ized if agricultural incomes are taxed on the lines suggest-
ed above.

From temporarily settled lands ... Rs. 75,00,000
From permanently settled lands ... ,, 2,51,00,000
From assigned land revenue ... ... 10,00,000
From change in rate cee eee eee gy 10,00,000

Total Rs. 8,46,00,000

In Madras more than 40 per cent. of the zemindari income is held by
13 persons most of whom are liable at the highest rate (Vide p. 13,
Madras Land Revenue Settlement Report, 1921-22.)

1 Shaikh Habibulla and Seth Bisweswar Dayal, representatives of the
Oudh Taluqdars while opposed to the removal of the exemption of
agricultural incomes agreed that an enormous sum of several crores of
rupees could be realised by subjecting them to income-tax, Vol. IV,
T. E. Report, p. 457.

2 Vide Mr. Gimson, Commissioner of Income-Tax, Assam, Vol. V, T. E.
PP- 394-395-
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Thus the total realisable revenue will probably be more
than Rs. three crores.?

ADMINISTRATIVE CONSIDERATIONS

The usual objection advanced against the removal of
the exemption is that administrative difficulties will make
impracticable any scheme for taxing agricultural incomes.
This difficulty is completely met in our scheme, so far as
the temporarily-settled ryotwari lands are concerned, be-
cause the number of persons who will be taxed will be so
few and their incomes so well known. As for the perma-
nently-settled lands, there will not be any difficulty either,
as the Government keeps details of rent rolls in the zemin-
dari tracts ; besides, revaluations are made every year for
purposes of local cess. Official evidence given before the
Taxation Enquiry Committee also tends to confirm our
view regarding the practicability of the scheme.? Indeed,
the task is so easy that a sub-divisional officer of Datkhira,
Bengal, Mr. L. A. Latiff could easily estimate with great
accuracy the agricultural income which will be liable to the
tax in certain districts in case the exemption was remov-
ed.® Similarly, Mr. Montford, Commissioner, Central
Division, Bombay, could estimate very approximately the
tax realisable from his division by removal of the exemp-
tion.* We can therefore unhesitatingly declare that the

1 The Simon Commission estimate an yield of Rs. § crores on the as-
sumption that all agricultural income, both ryotwari or zemindari,
should be taxed. The wideness of their scope makes their figure higher
than ours.

2 Cf. The evidence of Mr. Freemantle, Senior Member, Board of Revenue,
U. P. ‘“In the case of anybody, whose income from rent is Rs. 2000
and over it is very easy to assess,”” Vol. 1V, T. E., p. 507.

Also Mr. Foley, Bihar and Orissa ‘‘It might be practicable for a
taxing officer roughly to estimate whether an agriculturist’s income
exceeds Rs. 2000 or any other limit, Vol. V, T. E., p. 139.

8 Vide a paper read by him before the 1oth Indian Economic conference.

4Vide his evidence before the Taxation Enquiry Committee, Vol. 1V,
P- 437.

14
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taxation of agricultural income is an entirely practicable
proposition from the administrative point of view.

SUMMARY

We may now sum up our conclusions regarding the
exemption of agricultural incomes.

1. The exemption of agricultural incomes is defensible
only on grounds of double taxation. There can be no
double taxation unless the incidence of the two taxes are
similar in their effects.

2. Agricultural income from temporarily-settled lands
is undoubtedly taxed by land revenue, but the rates are
regressive, and in the case of the richer landholders, the
amount paid by them is considerably less than what they;
would pay under the income-tax. The logical remedy is
the abolition of land revenue and the removal of the
exemption, thus amalgamating agricultural incomes with
the ordinary income-tax. But this might result in such a
great loss of revenue as will make our proposals impracti-
cable. In the alternative, therefore, it is recommended
that so far as these incomes are concerned, the exemption
should be removed only for persons with their annual in-
come above Rs. 30,000. Even these persons whose
incomes exceed Rs. 30,000 should be allowed to deduct
the amount paid as land revenue from their income and
super-tax.

3. So far as permanently-settled zemindary incomes are
concerned, it is very doubtful if the land revenue paid by
them amounts to a tax ; even if it is, they have still a large
amount of untaxed unearned increment. It is therefore
recommended that in their case the exemption should be

1 Cf. “with the elaborate machinery for the maintenance of land records,
and for the administration and the collection of land revenue at his
disposal, the Indian Collector is probably in a better position to esti-
mate agricultural profits than the assessor in other countries’—Report
of the Indian Statutory Commission, Vol. II, p. 240.
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entirely removed and incomes of Rs. 2,000 and above
brought under the income-tax.

4. In the case of assigned land revenue, the exemption
is entirely unjust and ought to be removed, and Jagirdari
income should be treated just like zemindary income.

5. Agricultural incomes should be included by all asses-
sees in their total income on which is calculated the rate
of the tax to be levied on their non-agricultural income.

6. It is estimated that these schemes, if carried out,
will probably yield more than Rs. 3 crores.

7. Moreover, the scheme meets all administrative ob-
jections and is therefore an entirely practicable proposi-
tion.

14*



CHAPTER VI

THE SCOPE OF THE TAX—OTHER EXEMPTIONS

In chapter 1V, we gave a list of the incomes exempted
from the Indian Income-Tax. Some of these exemptions
are a result of specific provisions in the law ; others are
made under executive notification, and are published in
Part I11 of the Income-Tax Manual.! The exemptions
are not all found in one place in the Act, with the result
that at first sight a wrong impression is conveyed of the
scope of the tax; it is desirable that they should be
brought together in the text of the Act itself, and that no
exemptions should be made by mere executive ruling.

In this section, we have brought together all these
exemptions and classified them under the following
groups :—

1. Religious and Social exemptions.

Political exemptions.

Military exemptions.

Railway exemptions.

Exemption of income payable outside India.
Exemption of certain savings.

Exemption of casual receipts.

Exemption of the income of local authorities.
. Exemption of tax-free securities.

We shall now deal with these in serial order, compare
them with foreign practice where necessary, and finally
comment on their desirability or otherwise in the Indian
Tax system.

O oo\ O\cn-hbom

1They are made by the Governor-General under power given to him
under S. 60 of the Income-Tax Act. Such discretionary power with the
executive is an unwarranted encroachment on the privileges of the
legislature ; it is not found in any other country.
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RELIGIOUS AND SOCIAL EXEMPTIONS

Incomes derived from property held under trust for
religious or charitable purposes are exempted from pay-
ment of income-tax. Incomes derived by such institu-
tions from voluntary contributions are also exempt, if they
are to be used solely for religious or charitable objects.

The first point to be noted about the Indian practice is
the absence of any provision from exempting contributions
towards charity. If an individual makes a voluntary con-
tribution to a charitable institution, the income is exempt
in the hands of this institution, but the individual is himself
taxed on it. This is rather unfair to the charitably minded
individual who is taxed on an income which he does not
enjoy. It is of course true, that, in theory, giving away
any income in charity is only another way of spending it ;
and it had therefore no special claim to exemption. But
if the State desires to encourage national income being
spent in charitable objects, and that is obviously the inten-
tion underlying these exemptions, then its object will be
more effectively carried out if the individual is allowed
to deduct from his taxable income any amount that he may
contribute towards charity. In order to prevent fraud
under this head, it may be provided that no contribution
will be recognised for the purposes of this Act unless it
is made to bona-fide charitable or religious institutions,
from which the assessee will derive no material benefit.
If such a provision is embodied in the law, assessees will
be encouraged to devote a part of their income towards
such beneficial purposes. *

Second, the exemption of the income of religious and
charitable institutions is restricted only to property-
incomes. Incomes derived from business even if legally
set apart for charitable purposes is not exempt from the

1The United States of America has a similar and even more compre-
hensive provision, cf. Revenue Act of 1926 Sec. 214 (a) (10).
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tax. ! The English practice is directly in contrast to this ;
under it, profits of a trade carried on by a charity is exempt
from income-tax. * To remedy this obvious injustice in the
Indian Law, it will be sufficient if provision is made for
the exemption of voluntary contributions, as recommend-
ed above.

Objection might be raised towards the whole scheme of
exemptions under this head as unnecessarily reducing the
revenue. So far as religious institutions are concerned,
the practice of exempting their income has been a familiar
thing in India even from ancient Hindu times. * There is
no reason why the exemption should not be continued.
As regards incomes devoted to charitable purposes, these
purposes have been defined to mean relief of the poor,
education, medical relief and the advancement of any
other object of general public utility.* These objects,
though generally laudable everywhere, are especially so
in the case of India, because of the poverty and ignorance
of the people. The state should in no way impede the
diversion of national income into such channels.

Religious and social exemptions should therefore not
olr)ﬂy be continued but also extended on the lines suggested
above.

POLITICAL EXEMPTIONS

The exemptions which we have collected under this
head may generally be termed ‘‘Political’’ because they
are either based on international usage or on the deliberate
policy of the Government of India. Exempted incomes
coming under this class are :—

1. Salaries and fees received in India by foreign con-

11In the matter of Messrs. Lachman Das Naraindas of Cawnpore, Case
85, I. T. C.

? Spaulding’s *‘The Income-Tax in Great Britain and the United States”
P- 174.

8 Vide Indian Journal of Economics, October, 1927, p. 106.

4 Addendum S. 4 (3) Income-Tax Act, 1922.
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suls, representatives and consular employees, provided
they are not Indian residents employed in that capacity.

2. Salaries of His Majesty’s Trade Commissioners in
India.

3. Official allowances received within the limits of
British India by a duly accredited agent of a Prince or
State in India ; also the salaries and allowances paid by
Indian states to persons deputed for training in British
India.

4. Interest on Government securities held by ruling
chiefs of India in a special non-transferable form as the
property of their states.

5. Interest on the Mysore Durbar securities.

Items (1) and (2) conform to international usage for the
same practice prevails in all the Dominions, Great Britain
and the United States. No change is therefore recom-
mended in the Indian position, but it is suggested that
Indian incomes so exempted abroad ought to be brought
within the scope of the Indian Tax.!

The next two items are peculiar to India and are based
on the assumption that the Indian States are separate
sovereign bodies. Apparently, similar British Indian in-
comes find reciprocal exemption in the Indian states.? It
is, however, questionable whether it pays the Indian
Government to exempt the interest on Government secur-
ities held by Indian states, as there is no corresponding
advantage 1n return.® The interest on Mysore Durbar
securities is exempted because the Mysore State exempts
in return the interest on the Indian Government secur-

1 The Indian Agent-General in South Africa and the Indian High Com-
missioner in London are now exempt. There is no reason why this
should continue to be the case.

2 Cf. Rule (4), p. 83, Mysore 1. T. M.

8 Under the circumstances, the Indian State People’s Delegation dis-
played surprising ignorance in complaining to the Butler Committee
that British India exacted its toll of income-tax on securities held by
the Indian Princes as the property of their states.
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ities. ' The exemptions outlined above may therefore be
left undisturbed.

MILITARY EXEMPTIONS

All the exemptions brought under this head are made
by the Governor-General-in-Council under the authority
given to him by section 60 of the Income-Tax Act. They
mainly relate to the incomes, in one form or other, of
the members of His Majesty’s Military forces in Indla
the term Military forces meaning His Majesty’s Naval,
Military or Air forces, British or Indian, the Auxiliary
forces, and the Royal Indian Marine.

The following incomes are exempted which relate
entirely to persons in Military service :—

1. That portion of their income which is compulsorily
deducted for payment to a mess, wine or band fund

2. Value of rations and money-allowances paid in lieu
thereof.

3. Pensions and gratuities granted in respect of wounds
received in action or in the performance of duties ; also
gratuities granted to the widows of such officers as are
either killed in action or die within seven years of injury
received.

4. Pensions granted to those who are invalided from
the service on account of bodily disability attributable to
or aggravated by such service.

In addition to these, certain gratuities, the result entire-
ly of topical causes, are also exempt. These are firstly
retiring gratuities given to Royal Engineer Officers,?
and secondly gratuities granted to Assistant Surgeons in
military employment when they are declared surplus to
the establishment. *

Contributions towards mess, wine or band fund and the

1S. (4) (IX) Mysore Income-Tax Regulations 1923.
2 In pursuance of the Royal Warrant dated 25th April 1922.
3 Under Army Instructions No. 516 of 1924.
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value of rations form part of the personal subsistence of
the individual concerned. They clearly increase his ability
to pay. Their exemption not only contravenes the doc-
trine of ‘ability’, but also differentiates between different
types of tax-payers ; because other assessees are not allow-
ed to deduct personal expenses from their taxable income.
It is therefore advisable that this exemption should be
abolished at the earliest opportunity.

The exemptions of items (3) and (4) namely, war and
disability pensions, have in their favour the existence of
similar foreign practice ; Great Britain, the United States
and the principal self-governing Dominions exempt similar
‘“Military’’ incomes from their income-taxes. ' Evidently,
the exemption of disability and war pensions are custom-
ary to military service. While making no suggestion for
their abolition, it may be pointed out that they increase
the high military expenditure of the country.

The remaining exemptions noted above, such as retir-
ing gratuities etc. were evidently meant to make retire-
ment more attractive. That is no reason why Indian
revenues should suffer. Exemptions of these incomes do
not accord with ‘ability’ to pay and should henceforth be
discontinued.

Most of the exemptions noted above thus form an un-
desirable feature of the Indian system. That they were
all created under S. 60 by the Governor-General-in-
Council, and not directly by the Act, strengthens our plea
for divesting him of such discretionary powers. The in-
comes exempted under this head with the exception of
war and disability pensions should be no longer allowed
to enjoy their unjust privilege, but must forthwith be
made to pay income-tax.

1Vide, Income-Taxes in the British Dominions, also Spaulding’s ‘“‘The
Income-Tax in Great Britain and the United States”, pp. 163-164. It
may be here noted that in pre-war Prussia, such incomes were exempt

from the Prussian Income-Tax, p. 40, Graduated Income-Taxes in
Foreign States, H. M. S. O.

15
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RAILWAY EXEMPTIONS

The exemptions under this head relate to the incomes of
Railway employees. Gratuities paid to Railway em-
ployees on retirement or discharge from service are
exempt ; in the event of their being killed in the perform-
ance of their duty, the gratuities granted to their widows
or children are also exempt. Further, extraordinary
gratuities paid to Railway employees who are injured or
killed while on duty are also free. The reason for these
exemptions evidently seems to be sympathy for the rail-
way employees who are killed when on duty. It may be
pointed out that this sympathy need not take the form of
such special exemption, as they tend to restrict the scope
of the tax. All the same, the revenue lost is not very
appreciable ; and the incomes exempted belong to afflicted
persons. The status quo may therefore be left un-

disturbed.

EXEMPTION OF INCOMES PAYABLE OUTSIDE
INDIA

- These are :— ‘

1. Pensions, salaries and leave allowances of Indian
employees paid in the United Kingdom.!

2. Pensions and similar allowances drawn from any
Colonial Treasury.

We have already recommended that the scope of the
income-tax should be so enlarged as to cover all
‘“Indian’’? income. We have also commented at length
on the undesirability of these particular exemptions.* The
only proper course therefore 1s to abolish them and bring
those incomes under the yoke of the Indian tax.

1 The word ‘“‘Indian’’ is used not with reference to citizenship but to
the fact that they are or they were in the employ of the Government of
India.

2 ‘Indian’ in the sense that it arises or accrues in India.

3 Sce Chapter 1V.
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EXEMPTIONS OF CERTAIN SAVINGS

The exempted incomes described below are mainly
savings, which contribute towards the accumulation of
the national capital. These exemptions provide en-
couragement to the saving habit, especially with reference
to the smaller investors. They are :—

1. Any sum not exceeding one-sixth of his total income
that the assessee pays to effect an insurance or a deferred
annuity either on his own life or on the life of his wife ;
also any such sum paid as a contribution to certain
‘approved’ provident funds. Besides, sums compulsorily
deducted from the salaries of Government servants to
make provision for their wives and children are also
exempt.!

2. The interest on deposits in the Post Office Savings
Bank. ?

3. The yield of Post Office cash certificates.

4. Interest on the securities held by certain Provident
Funds. *

The exemption of life insurance premia and amounts
similar in nature is a well-established feature of the Indian
system, being found even in the first Indian Income-Tax
of 1860. It may be noted however that this allowance,
for it is really more in the nature of allowance than an
exemption, is not so universally prevalent as it is some-
times supposed, there being not less than ten countries in
which it 1s absent.* At the same time, this cannot be
utilised to condemn the exemption, for there are almost

1 All these sums are taken into account in determining the rate of the
tax, S. 7 (1), Income-Tax Act, 1922, 1. T. M. p. 108.

21. T. M. p. 8s.

3 The Provident Funds referred to are those to which the Provident
Funds Act of 1897 applies.

4 They are:—Hungary, Switzerland, Denmark, Sweden, Norway, Italy,
Spain, Bulgaria, Greece—Income-Taxes in Foreign States. The Report
relates to the pre-war period. The United States of America is to-day
another conspicuous instance.
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as many countries granting such an allowance.' Its
rationale is to be found in the fact that it exempts certain
kinds of saving-incomes which are not literally enjoyed
but contribute towards the accumulation of national capi-
tal. It is of course true that theoretically speaking there
is no case for the exemption of savings. But as a matter
of policy, especially in a country like India which is in such
great need of capital, we might well adopt a different
course. It is true that exempting life insurance premia
differentiates in favour of only one type of saving ;* but it
is also true that it is the only form of saving which the
authorities could trace; other forms of saving will be
almost impossible to trace.*

The necessity for the continuance of this insurance
allowance in the Indian system becomes still more evident
when we remember that in India, earned incomes pay on
the same scale as unearned incomes. This allowance for
insurance offers an inducement to persons with earned
income to make a provision for the future; and may
properly be regarded as a sort of an apology for the ab-
sence of differentiation. * The figures of the amount of tax
thus remitted under the Indian system are separately
available only since 1923-24 ; they are given below :—

I Countries granting such an allowance are Great Britain, Canada,
South Africa, the Commonwealth of Australia, the Australian States,
pre-war Prussia, the different German States, Austria and Holland.
Also cf. ‘‘Speaking generally an allowance for the life insurance pre-
miums is a feature of the income-tax systems of the Dominions and of
foreign countries”. R. C. on 1. T. p. 65.

2Q. 1641, Royal Commission on Income-Tax.

3 Cf. ““No other form of saving suggested to us as a fit subject for an
income-tax allowance would be so simple to administer’”’, Report of the
Royal Commission on Income-Tax, p. 65.

4 This in fact was the explanation offered by Mr. Gladstone when in
1857 he introduced this allowance in the British system which had no
differentiation at that time. Appendix I Minutes of Evidence, Royal
Commission on Income-Tax.
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Year Amount
(Lakhs of Rupees)
1923-24 5.1
1924-25 6-4
1925-26 9.8
1926-27 10-5
1927-28 12.8'

The figures show an appreciable increase from year to
year ; while part of this increase might be due to the
growing knowledge of the allowance, the rest indisputably
demonstrates a growth in the saving habit. Taking the
average rate of relief at about one anna in the rupee the
amount of income thus exempted would amount in the
year 1927-28 to about Rs. 205 lakhs.? Though infinitesi-
mal from the point of view of Indian requirements, this is
still an appreciable figure.

There are, however, several features in the allowances
under this head which require reform. The insurance
allowance is generally meant for the assessees with smaller
incomes. At present, under the Indian practice, the maxi-
mum exemption allowed is one-sixth of the income and
the rate of relief given is the rate appropriate to the
assessee’s total income. Obviously this means a greater
loss of revenue to the State from the richer than from the
poorer assessees. There is no reason why this should
continue to be the case. Almost all the countries which
grant the allowance limit it to a prescribed maximum.?®
Where they do not do so, as in the case of Great Britain,

1 Compiled from Return 1. A.; see India Income-Tax Report and Re-
turns, 1923-26 and 1926-27 and 1927-28.

2 The rate of relief is taken at one anna, as the rates of income-tax vary
from g pies to 18 pies in the rupee; the average of these rates is about
one anna.

3 South Africa, Australia, and the several Australian States—£50, pre-
war Prussia £30, Austria £17.
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the relief is given only at one half the standard rate. * It is
desirable that the Indian Government should not grant
more relief to its tax-payers. It is therefore recommended
that the mode of relief should be changed from deduction
under income to deduction under tax ; and the maximum
amount of tax thus remitted should be restricted to Rs. 52.
The relief represented by this figure amounts to one-sixth
of the tax payable, by tax-payers with an income of
Rs. 9999 at the rate of six pies per rupee. For persons
with incomes below Rs. 10,000, the relief extends to
more than one-sixth of their income ; for persons with
incomes above that amount the relief applies to a progres-
sively smaller portion of their income.

In this connection it should be pointed out that it is not
desirable to restrict the exemptions of contributions to
provident funds only to those which are founded under
the Provident Funds Act of 1897. Contributions to
Provident Funds are entirely akin to insurance premia,
and the British Royal Commission on Income-Tax has
recommended that the employee should be allowed to
deduct such contributions from his taxable income especi-
ally when he receives the benefit in the form of a pension. ?
The practice in the Dominions is also against such a
restriction. * Moreover, the victims of this restriction are
especially persons with small incomes. ¢ The restriction
should be therefore removed, and all contributions made
to duly constituted provident funds ought to be exempt-
ed, ® provided of course, that together with the insurance

1 Vide section xii, Report of R. C. on I. T. This restriction applies only
for insurance effected after 1916.

2 Report of Royal Commission on Income-Tax, p. yo.

3 In both South Africa and Australia, payments made to superannuatmn,
sustentation, widow’s or orphan’s funds, are all exempt, L. T. in B. D.
pp. 63 and 243.

4 Some very vocal victims are school teachers—Question in the Legislative
Assembly.

5 The exemption once granted to provident funds constituted under the
Provident Fund Insurance Societies Act, 1922, should now be renewed.
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allowance, the tax deductable does not exceed Rs. 52.
Similarly, the exemption of the interest on securities held
by certain provident funds should be extended to all such
duly constituted funds. The exemption of Post Office
cash-certificates is largely for administrative convenience
as most of the holders of such certificates are likely to have
their total income below the taxable minimum. This
exemption saves the trouble of refunds. The exemptions
of interest on deposits in post office banks arises from
similar considerations, the parties being mostly of average
means. '

To sum up, the exemptions made under this head, while
undoubtedly justifiable, require certain reforms. The
allowance for life insurance should be restricted to a maxi-
mum figure of Rs. 52 to be deducted from the tax ; this
allowance should be extended to all Provident Funds.

EXEMPTION OF CASUAL RECEIPTS

The following receipts are not supposed to be income
and are consequently exempt :—

(1) All receipts which do not arise from the individual’s
profession or business and are also of a casual and non-
recurring nature.

(2) All capital sums received either in commutation of
a pension or consolidated compensation or payment of
insurance or Provident Fund contributions.

As regards the first item, the mere fact of casualness
does not entitle exemption. The casual receipt should
also be unrelated to the assessee’s usual source of in-
come.? This practice is in accord with the British Law
which also does not tax such casual profits.* It is evidently

1 Japan similarly exempts interest on deposits in the postal savings bank,

co-operative societies and savings banks, 26th Financial and Economic
Annual of Japan, p. 29.

2 Commissioner of Income-Tax v/s Sir Purshottamdas Thakurdas case,
24 1. T. M. Vol. 1L

3 In regard to Chunilal Kalyandas, case No. 103, I. T. C.
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based on the annual conception of income viz. that unless
the source of income continues throughout the year the
receipt is irregular and does not add to the individual’s
ability. The American law on the other hand taxes all
such casual gains.' As a matter of fact, annual profits are
made the basis of taxation, not because there is anything
sacrosanct in the ‘annual’ concept, but simply because it
conforms to popular practice and is also administratively
convenient. If an individual receives certain casual profits
during a year, he is undoubtedly in a better position to
pay during the same year, and there is no reason in theory
why these casual gains should not pay the tax. The only
factor restraining us from recommending its taxation is the
tact that if casual gains are taxed, logically speaking
casual losses should also be allowed as permissible deduc-
tions. The loss from the latter will probably equal the
gain from the former ; it might even exceed it by stimulat-
ing fraud and evasion. ? Moreover, under the Indian Law,
the net income left untaxed is not every type of casual
income but only that part which has nothing to do with
the assessee’s regular business, so that the income ex-
empted is not very great. We may therefore safely
continue this exemption. At the same time, we may
point out that it will be desirable to levy some special kind
of taxation on these incomes, as they are generally wind-
falls and sometimes add enormously to the individual’s
ability.

As regards the second item, viz., capital sums received
in commutation of pensions, payment of insurance etc.,
the position is different. Exempting these incomes, while
simultaneously taxing pensions and deferred annuities, is
to differentiate unfairly between two similar types of in-

come. The absence of inheritance taxation in India, al-
1 Spaulding ibid. Chapter I1X.

2 The same remarks .also apply to profits from speculative transactions.
At present they are not taxed unless they constitute the assessee’s regular
business.
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ready referred to in the preceding chapter, aggravates the
injustice. It will be better therefore if we adopt the
Australian method and tax these capital sums on a certain
percentage of their amount.’

EXEMPTION OF THE INCOME OF LOCAL
AUTHORITIES

Incomes of local authorities are exempt in India. This
exemption is not open to serious objections, as the in-
comes of local authorities often include rates and duties
which are really the proceeds of taxes, and taxing such
income will lead to double taxation. Local authorities in
India have not yet undertaken wholesale schemes of
public utility functions ; hence, there is not much loss of
revenue under this head. When, however, Indian muni-
cipalities and other local organizations begin to administer
public utility works on a commercial basis, we might con-
sider the advisability of taxing such incomes. For the
present, the status quo might be left undisturbed.

EXEMPTION OF TAX-FREE SECURITIES

The total amount of securities thus issued amount to
Rs. 141 crores® and the taxable income which is exempt-
ed amounts to Rs. 7.64 crores. Government securities
in India are largely held by the very rich tax-payers,
persons. havmg an annual income of more than Rs.
50,000.* The loss to the Government is therefore con-
51derable amounting to as much as Rs. 72 lakhs without
even counting the super-tax, while persons well able to pay
are thus exempt on a portion of their income. Even if the

11In Australia, ‘‘income” is defined to include 5 per cent. of the capital
amount of a retiring allowance or gratuity which is paid in a lump
sum. I T. E. B. D., p. 236.

2 The Indian Investors Year Book, 1928.

8 For the year 1926-27 out of Rs. 50 lakhs collected from interest on the
Indian Government securities, only 5 lakhs were refunded as belonging
to persons whose incomes were below Rs. 50,000.
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revenue lost by exemption is set off by the amount gained
in the shape of a lower interest charge, the incidence of
taxation becomes unequal. If the securities are not tax-
free, the richer assessee will pay in accordance with his
ability. If the securities are tax-free, the richer the asses-
see, the more tax-free securities he holds and the smaller
the amount he pays. It is therefore highly desirable that
such tax-free securities should not be issued in future.®

SUMMARY

We may now sum up our conclusions regarding the
various exemptions from the Indian Income-Tax.

(1) Exemptions of incomes payable outside India and
most of the ‘‘Military’’ exemptions should be -disconti-
nued.

(2) Exemptions of incomes devoted to charitable pur-
poses should be so extended as to include the voluntary
contributions of the tax-payer.

(3) Life insurance allowance ought to be restricted to
a definite maximum amount ; the same should apply to
all provident funds. *

(4) Capital sums received by way of commutation of
pension or insurance payment should be subjected to the
tax to a certain extent.

(5) No more securities should be issued free of income-
tax by the Government of India.

U Prof. Seligman has strongly condemned the issue of such tax-free secur-
ities; vide chapter on ‘‘Tax exempt Securities” in his “‘Studies in
Public Finance’'.

2 The All India Income-Tax Committee, 1921 made a similar recom-
mendation.



CHAPTER VII

Basis AND COMPUTATION OF INCOME
FOR ASSESSMENT

In the preceding three chapters, we critically examined
the scope of the tax with reference to both incomes liable
and incomes exempted. When analysing the meaning
attached to ‘income’ under the Indian Act, we observed
that the income-tax was, generally speaking, a tax on net
income. In this chapter we shall examine in detail how
income is computed for purposes of taxation, that is, the
basis of assessment, and the deductions allowed under
each schedule. We shall then determine how far the In-
dian law distinguishes net from gross income, and suggest
such changes as may be necessary to make it a tax on
net income only.

BASIS OF ASSESSMENT

The ideal basis of assessment is of course that under
which the income-tax paid by an individual is assessed
on the income which accrues to him during that year. !
It is however difficult to execute this idea in practice. An
individual’s income for the current year will not be known
until the close of the year ; and if the state scrupulously
wants to tax him on his current year’s income, it will have
to wait till the succeeding year to collect its dues. The
tax paid will then have no relation to the income of the
year during which it is paid. The only way to preserve at
least a nominal observance of the ‘‘Present year basis’’
is to tax the individual on his previous year’s income in

1 Cf. “We agree with those who have described the year of assessment
as the ideal basis”’. Royal Commission on Income-Tax, p. 10§.

16%
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the first instance, and when his current year’s income
becomes known later, make the necessary adjustments.
Even this has not proved successful in practice, the pay-
ments to and from the individual to the state proving more
irritating to the tax-payer than the inconvenience caused
under any other theoretically less equitable system. As
a matter of fact, the ‘Present year basis’ with its ‘Adjust-
ment system’ formed a part of the Indian tax for the four
years preceding 1922, when it was abandoned as
it was found unworkable.

If the ‘Present year basis’ is ruled out, there are only
two other alternate bases of assessment. The individual
can be taxed either on his profits of the previous year or
on an average of his profits for a few preceding years.
The following table sets forth the assessable income of
the same individual under these two different methods.

Profit or loss Taxable income under | Taxable income under
Year + the average system the previous year
(Lakhs of Rs.) (Lakhs of Rs.) system (Lakhs of Rs)
1916 “+10 - —_—
1917 —10 — —_
1918 “+12 —_ —
1919 +18 4 12
1920 —15 5 13
1921 +27 3 nil
1922 +10 9 27
Total income
for 1919-22 35 21 52

Analysing the results of the preceding table, we find
that both the previous year and the average bases assess-
ment have each some points in their favour.

The system of basing assessment on the average income
of a number of years enables the tax-payer to set oft
against his profits all losses sustained by him during that
entire period, so that in the ultimate result, he is only tax-
ed on his net income. Under the previous year system,
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on the other hand, there is no such automatic allowance,
with the result that over a number of years, the assessee
pays tax on an amount greater than what he has actually
realised as profits during that period.

While the average system is thus superior to the pre-
vious year basis in this respect, it should be remembered
that the taxable profits on the average basis for any one
year are actually very different from the real profits for
that year. When the individual goes on making increas-
ing profits every year, his taxable income continually lags
behind his actual income ; he is thus paying less when he
can pay more. In periods of increasing losses on the
other hand, his taxable income is, for the first two years,
more than his actual income. Thus he pays more when he
can only pay less. It is of course true that ultimately these
increased profits and losses enter into the calculation of
the individual’s taxable profits. But the tax is certainly
not well adjusted immediately in relation to his income.
When his income is assessed on the basis of the previous
year, on the other hand, the individual pays almost im-
mediately after he gets his income, and ceases paying
almost immediately after his losses exceed his profits.

Thus, we find that each of these alternate methods pos-
sesses an advantage which the other lacks. ‘A system
which would combine the advantages of both is undoubt-
edly preferable to either of the two. Such a combination
is found in a system under which the tax-payer is assessed
on his previous year’s profits, being also allowed to carry
forward his losses against his future profits. Under this
system, no tax will be levied in case of loss till it is com-
pletely wiped out by profits ; further, the tax will be levied
just at the time when the assessee is most able to pay.

We shall now analyse the Indian system. As we have
seen in a preceding chapter, the assessee is taxed on his
profits of the year preceding that of assessment. He can
of course choose his own accounting period, but once
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he has exercised his choice, he cannot alter it without the
previous sanction of the Income-Tax Officer. It should
be pointed out, however, that the Indian system does not
provide for carrying forward losses against the profits of
future years. Indeed the Income-Tax return specifically
prohibits the deduction of losses sustained in former
years.

Before proceeding to examine critically the Indian posi-
tion we may observe that in the United States of America,
Great Britain and the self-governing British Dominions,
the practice is to assess the tax on the profits of the pre-
ceding year.? Great Britain and the United States have
made up for the defects of the previous year basis by al-
lowing losses to be carried forward against future years’
profits. * The practice is slightly more liberal in Great Bri-
tain, where the losses can be carried forward for six years,
while in the United States they can be similarly carried
forward only for two years.

It would thus seem as if in assessing income-tax on the
profits of the previous year, the Indian system is quite
sound and in accordance with foreign practice. It may
be pointed out, however, that there is a certain section of
Indian opinion which favours the ‘average’ system. ¢ Their

1 Ppara 37—Part 111, Vol. 1, Income-Tax Manual 1922.

2 These facts are compiled from Spaulding’s Study of the British and
American income-tax systems, also from ‘‘Income-Taxes in the British
Dominions”.—H. M. S. O

3 Part 1V, Finance Act 1926 (Great Britain). Also Cf. *‘If for any tax-
able year, it appears upon the production of evidence satisfactory to
the Commissioner that any tax-payer has sustained a net loss, the
amount thereof shall be allowed as a deduction in computing the net
income of the succeeding taxable year; and if such net loss is in ex-
cess of such net income, the amount of such excess shall
be allowed as a deduction in computing the net income for the next
succeeding taxable year.”” U. S. Revenue Act, 1926.

4E. g. The Madras Chamber of Commerce, the Marwari Chamber of
Commerce, Calcutta, T. E. Vol. VII p. 134 and Vol. V. p. 532. Also
cf. ““The benefit of such a rule might be considerably increased, if the
merchants and traders, as well as manufacturers on a large scale are
permitted to offer an assessment on the average of three or five years’
profits’’. K. T. Shah *‘Sixty years of Indian Finance”, p. 243.
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advocacy of this system is rather half-hearted and they are
ready to prefer the ‘Previous year’ basis, provided it is ac-
companied by a provision for carrying forward losses as in
other countries. Moreover, the ‘Average basis’ is much
more difficult to work, ! and a major portion of commercial
opinion favours the simplicity of the ‘Previous year’ sys-
tem. ® It would seem, therefore, that on the face of it the
Indian position requires no alteration. But at present los-
ses cannot be carried forward. When a period of depres-
sion intervenes between two periods of prosperity, the tax
undoubtedly makes an encroachment on capital ; e. g. if
a business concern loses Rs. 10 lakhs during three years
and gains Rs. 10 lakhs during the next three years, then,
under the Indian system, its taxable income will amount
to Rs. 10 lakhs for the whole period, whereas, as a matter
of fact, the concern has made neither profit nor loss. The
tax therefore falls on its capital. This particular problem
is not a mere theoretical grievance ; in India commerce and
industry are to-day passing through a period of depres-
sion which is the aftermath of the war ; years of gains are
interspersed with years of losses, so that on an average,
these concerns make much less profits than what they are
assessed with for the income-tax. The following table,
compiled from figures given in the Indian Investors’ year
book, shows the seriousness of the problem. ®

1 Vide evidence of Messrs. Gaskell, Middleton and Gimson (Commissioners
of Income-Tax, U. P., Bihar and Orissa and Assam respectively), p. 54
Vol. 1II and pp. 184 and 385 Vol. V. Taxation Enquiry. Ibid.

2E. g. Bengal, Bombay and Burma Chambers of Commerce, the Bom-
bay and Ahmedabad Millowners’ Association, vide their evidence before
the Taxation Enquiry Committee.

8 This table is compiled from the figures given in the analysis of working
of different companies. For details see The Indian Investor’s Year
Book, 1928.
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LOSSES (IN LAKHS OF RS.)

Total No. of
Industry 1923 1924 1925 1926 1927 1928 losing
concerns
Coal . . . 13 05 0-7 22 50 36 27
Tea . . . —_ - 1-0 1-1 —_ —_ 14
Jute . . . — - 2-1 403 - - 9
Cotton . . 14-3 64-3 100-2 | 101-9 355 13+5 35
Total . 156 64-8 | 104-0 | 1455 40-5 17-1 85

The commercial community has repeatedly pressed up-
on the Government the necessity for allowing losses to be
carried forward. The Associated Chambers of Commerce
have made a resolution on this subject, almost an annual
feature of their conferences ;! while the Federation of
Indian Chambers of Commerce made a similar demand at
their recent Annual meeting at Calcutta. *?

As a matter of fact, when the Income-Tax Act of 1922
was before the Legislative Assembly, an amendment was
moved to permit losses to be carried forward.* The Gov-
ernment asserted in reply that it would be against the
spirit of the Indian Act which assessed the profits of a
particular period regarded as entirely isolated. * The ans-

1 The resolution ran thus:—‘“That this Association urges on the Govern-
ment the necessity of recognising the equity of making provision for
business losses when computing income-tax...... The Association recom-
mends that it should be made permissible for an assessee to carry for-
ward losses for a period of three years”. It was passed at their annual
general meeting on 3oth January, quoted in B. C. C.

2 The resolution was initiated by the Marwari Chamber of Commerce,
Bombay, and suggested that ‘‘assessces be entitled to carry forward for
an adopted period of six years losses in business sustained in any year
as a set-off against the profits of such subsequent years’’, Proceedings
of the Second Annual Meeting of the Federation of Indian Chambers of
Commerce and Industry, pp. 113-119.

3 By Lala Girdharilal Agarwala, L. A. D., Vol. II, Part II, pp. 1921-22.

4‘“At present we assess the profits of a particular period of 12 months...
The profits of that period are considered by themselves. They are
entirely isolated without any consideration of what went before or what

comes after”. L. A. D. Ibid. The amendment of Lala Girdharilal was
defeated.
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wer did not really meet the objection. It is certainly not
the aim of the Income-Tax Act to tax capital ; and yet
the Government position in effect amounts to a taxation of
capital.

It must also be remembered that when the British Gov-
ernment replaced the ‘average’ by the ‘preceding’ year
basis in 1926, they made a concurrent provision for carry-
ing losses forward to a period of 6 years. The United
States of America, as we have seen, has a similar provi-
sion though losses cannot be carried forward for more than
two years following the year of loss.

The Taxation Enquiry Committee after a careful ex-
amination of this problem recommended that a loss sus-
tained in any one year should be allowed to be set-off
against the profits in the next subsequent year only.?

We can, therefore, confidently assert that the absence of
a provision for allowing losses to be set off against future
profits seriously mars the equitable incidence of the Indian
tax. The grievance is undoubtedly genuine and needs
an immediate remedy. Provision must, therefore, be made
for allowing losses to be carried forward against future
profits. The next question to be considered is the number
of subsequent years against the profits of which the losses
should be allowed to be set off. The British law provides
for six years, the American law for two years, and the
Taxation Enquiry Committee has recommended one year.
Considering the fact that under an assessment on the
average of three years’ income, losses only for two years
could be set off against one year’s profit, the adoption in
toto of the British practice is not desirable ; we may, how-
ever, follow the American law and provide for losses to
be carried forward to the succeeding two years. An
adoption of this scheme must be accompanied by stringent
provisions against fraud. No allowance must be granted
under this head unless complete accounts are produced for

1 Taxation Committee’s Report, pp. 190-191.
17
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the preceding year, and the Income-tax officer is con-
vinced of the reality of the loss.

COMPUTATION OF INCOME

As we have already noted in Chapter 1V, it is only in
the case of income from property and business that net
income is distinguished from gross receipts. In comput-
ing these two kinds of incomes for purposes of assessment,
the law permits certain specific items of expenditure to
be deducted from the gross profits. We shall examine
below the nature of these deductions and how far they
carry out the ideal of the taxation of only net income.

Computation of Income from property :—The deduc-
tions allowable under this head have been already describ-
ed in detail, and we shall now briefly summarise them :—

(1) One-sixth of annual value in lieu of repairs.

(2) Insurance charges.

(3) Ground rent and interest on mortgage on the pro-

perty.

(4) Land revenue.

5) Collection charges not exceeding 6 per cent.

éé) Allowances for vacancies.

The aggregate of allowances under this head are not to
exceed the annual income from the property. This means
that there can be no net loss under this head ; otherwise,
persons owning old and decayed houses will set off losses
under such property against their other profits. This
provision, though in a sense hard on the owners of here-
ditary decayed houses, is salutary as it will discourage
persons keeping up uneconomic property.

Of the deductions allowed under this section, land
revenue, insurance and collection charges are all normal
items of necessary expenditure. Similarly, there is no
doubt that in houses which are usually let, vacancies do
reduce the annual income. Only three items deserve
special mention.
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The allowance for repairs is made in a peculiar way.
The amount allowed is not the actual cost of repairs ; but
one-sixth of the annual income from the property ; and it
always accrues to the owner. Even if the tenant under-
takes the cost of repairs, the owner is paid an allowance
equal to the difference between the rent he receives and
the annual value of the property, as estimated by the
Income-Tax Officer. It seems, therefore, that this allow-
ance 1s meant not only to cover repairs, but also includes
a concealed deduction for depreciation. Such a procedure
is not correct, even though it is true that houses do suffer
in value from continuous use and need a depreciation
allowance. The proper course would be to restrict the
allowance for repairs to the actual cost, and at the same
time make an additional allowance for depreciation. The
life of the property should be estimated after taking into
account the fact that it will be kept in good repair ; the
prime cost of the building to the owner should be divided
by the number of years thus estimated ; and an annual
depreciation allowance should be made on that basis.

Secondly, while the allowance for ground rent is entire-
ly reasonable, it is difficult to see why the assessee should
be allowed to deduct the interest on his mortgaged pro-
perty. While it is true that such payment of interest is
compulsory on his part, it is certainly not true that it is
incurred solely in the process of earning that income. The
mortgage may be due to expenditure for improving the
property ; it may also be due to expenditure incurred by
the owner for a holiday tour to England. The first is an
admissible charge on the increased annual value ; the se-
cond is essentially a personal expense. Personal expenses
of the assessee are specifically prohibited from being de-
ducted in the case of income from all other sources. There
is no reason why income from property should be given
this exceptional treatment. We, therefore, recommend
that interest on mortgage should not be allowed as a de-

17*
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duction from assessable income, unless the loan has been
raised for improving the estate. The onus of proof that the
proceeds of the loan are so spent should lie on the
assessee.

Thirdly, no deductions are permitted on account of
municipal rates or other local taxes on the property. It
is generally reasonable that this should be so; except
where the rate is paid in return for a direct quid pro quo.
In such cases, e. g. water-rates, the annual value is
increased on account of the services secured by such pay-
ment. There is no reason why these rates should not be
regarded as an item of business expense and therefore an
admissible deduction.®

We come to the conclusion that so far as property in-
come is concerned the present system leads to the taxation
of something more than net income. The following sug-
gestions are made to remedy the situation.

(1) The present allowance for repairs should be replac-

ed by one equal to the actual cost of such repairs.

(2) [(\in annual depreciation allowance should be grant-
ed.

(3) Interest on mortgage on the property ought not to
be allowed as a deductible item unless the mortgage
is raised for purposes of improving the estate.

(4) Water-rates and similar local rates paid in return
for a direct service should be allowed as legitimate
deductions.

Computation of Income from business :—The expenses
allowed under this head have been already classified under
three heads® :—

(1) Ordinary expenses of production.

(2) Depreciation and obsolescence.

(3) Depletion.

1 Water-rate for a house which is usually let is certainly not a personal
expense on the part of the assessee. Sir George Lowndes expressed
a contrary view.—Financial Statement, 1918.

?Vide Chapter I1I for a detailed description.
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Ordinary expenses of production :—As regards the
ordinary expenses of production, practically no comments
are necessary. They are all expenses which are neces-
sarily incurred for the creation of the income. Only one
item deserves notice, viz. deduction of interest. It is pro-
vided that no deduction shall be made by way of interest, if
such interest is payable in the shape of a share of the pro-
fits. This provision is made in order to distinguish money
that belongs to the owners of a business and money that
is borrowed by them from outside.' This however results
in occasional injustice. Thus, where interest in the shape
of a share of the profits is given in respect of a genuine
loan transaction, the borrower has to pay income-tax at a
rate higher than that suited to his actual income ; further,
he might even have to pay a tax on money which he never
enjoys, as the law does not authorise him to deduct the
tax from his creditor’s share. The instance quoted above
is not merely theoretical ; there are certain money-lenders
known as ‘‘Mudhi bhagidars’’ who lend money, receiving
interest in the shape of a share of the profits, but who are
not responsible for any losses. # Such interest is a genuine
expense of production and ought to be allowed as a de-
ductible item. It is not necessary that the law should be
recast, but special instructions may be issued under the
Act to meet such cases.

Depreciation and obsolescence allowances :—Allow-
ances for depreciation are made because fixed capital
employed in the business—such as buildings, machinery,
furniture and plant—tend to wear out physically through
prolonged use. The depreciation in their value due to this
wear and tear has to be met from the profits of the con-
cern; and is therefore a legitimate charge on its gross
profits.

1Vide Mr. Sim’s reply to Rai Mansingh’s amendment to remove the
proviso, L. A. D., Vol. II, part 1I, pp. 1923-1924.

? Vide Case 93, 1. T. C.
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Obsolescence allowances are necessary because with
the steady growth of invention and industrial progress,
plants and machinery become obsolete and have conse-
quently to be discarded. The cost of their renewal is
properly chargeable to profits.

The Indian position :—In India, depreciation allow-
ances are made in respect of buildings, machinery, plant
and furniture owned by the assessee and used in his busi-
ness. The allowance is given in the shape of a prescribed
percentage on the original cost of machinery to the asses-
see. It is provided that in no case shall the sum total of the
allowances exceed the original cost. If the allowance for
the year exceeds its assessable profits from that particular
business it may be carried over to the succeeding years.
The allowance in respect of buildings is confined only to
property used in business. We have elsewhere pointed out
the need for the allowance being extended to all house
property.

As regards fixed capital whose life is too small for de-
preciation allowances and which have to be repeatedly
renewed (chairs, pencils, pens etc.), the expenses of re-
newal are allowed to be deducted from the assessable
profits.

Obsolescence allowances are made only in respect of
plant and machinery ; the amount allowed is the difference
between the original cost of the machinery to the assessee
as diminished by the depreciation allowances and its scrap
value.

It is inequitable that the depreciation allowance should
be given only in case where the assessee owns the build-
ings and machinery, which is used for his business. When
the assessee is a lessee of a building—which often does
happen to be the case in actual practice—neither the own-
er nor the lessee obtains the depreciation allowance. It
is really the lessee who is the sufferer, as the fact of depre-
ciation is taken into account by the owner when fixing up
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the lease value. This results in an unjust differentiation
of his business from that of one who has his business in his
own house. The only way to solve the problem is to
permit depreciation allowances for all buildings and house
property as recommended in the previous section ; it may
also be provided that where the assessee has hired machin-
ery on a long lease, the depreciation allowance may be
given to the lessee himself. !

Coming to the actual allowance there are four ways in
which depreciation allowance can be given. They are® :—

(a) Depreciation on diminishing value.

(b) A fixed ratio of the original cost.

(c) A certain amount to be written off each year, to be
so determined that together with interest, the instal-
ments will amount to the original cost.

(d) The amount written off each year to be equal to
the actual loss in value caused by depreciation every
year ; the sums of all these allowances being finally
equal to the original cost.

The last method seems to be attractive from a theoreti-
cal point of view. It makes the allowance smallest when
the machinery is new and consequently the depreciation
small ; it makes the allowance largest when the machinery
is old and consequently the depreciation large. But it
involves minute calculations which are very complex and
- may not even be possible in all cases. It will introduce
needless confusion and its theoretical advantage will be
more than offset by its complexity and novelty.

The first method is the worst to adopt, as its effect is
opposite to that of the fourth method ; it makes the deduc-
tions greatest when the plant is new, and when in fact

1 Cf. The English practice, ‘“‘Where machinery is let to a tax-payer on
terms that he shall maintain it and deliver it in good condition at the
end of the lease, he is deemed to be the owner’’. Spaulding, Ibid., p.
188.

2 Royal Commission on Income-Tax. Q. 8642-43, Evidence of Prof. Henry
Louis. :
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it depreciates least rapidly. It may therefore be rejected
summarily.

As between the second and third methods, the third is
undoubtedly preferable. It is obvious that under the
second method—which makes no provision for interest—
the assessee finally gets an allowance that is in effect larger
than the original prime cost of the machinery ; e. g. if a
piece of machinery, whose life is estimated at 5 years,
cost originally Rs. 100,000, the depreciation allowance
under the second method will amount to Rs. 20,000 per
year. Assuming the market rate of interest to be 6 per
cent., the assessee will realise at the end of 5 years Rs.
100,000 plus Rs. 18,000 more as interest on the five
instalments. ' The third method in this same case, would
lead to an annual allowance of Rs. 16950.% The second
method is thus more costly to the state, while at the same
time it has no superiority over the third on grounds of
simplicity. The Indian system is based on the second
method detailed here ; and undoubtedly causes much loss
to the state. It is, therefore, necessary that the Indian
practice should be revised ; and the annual depreciation al-
lowance should be henceforth so calculated as to include
interest realisable on the instalments thus allowed.

In case the assessee has more businesses than one,
say A, B & C, then the depreciation allowance for A
can be set-off only against profits from A.* If A yields no
profit for the year, and B & C yield him profits, he has
still to carry the depreciation allowance forward to the

1 At the rate of 6 per cent. he will realise
Rs. 6000 on the 1st instalment.

Rs. 4800 s 2nd ’
Rs. 3600 ,, 3rd
Rs. 2400 » 4th vy
Rs. 1200 » 5th '

Total Rs. 18000

2 Together with the interest on it, this amounts to Rs. 100,000 at the end
of § years.
3 Vide Sunderam, p. 502, ibid.
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next year and meet it out of profits from A. In connection
with this procedure, it may be pointed out that the Act
taxes the total income of the assessee and not his income
from each individual business. In justice, therefore, he
should be allowed to lump the several depreciation allow-
ances due to him and set off the resulting sum against his
annual profits. !

The allowance is confined only to tangible fixed capital.
This is in conformity with English practice. But the
United States of America grants depreciation allowance
even in the case of intangible capital provided such capital
1s definitely limited in duration and is used in the business.
Thus patents, copyrights, licenses, franchises * and lease-
holds may be the subjects of annual depreciation allow-
ances. * It is difficult to understand the rationale of such
an allowance, as intangible things like patents etc. can
have no physxcal depreciation, and the depreciation allow-
ance is primarily meant to cover the loss in value caused
by physical wear and tear. Hence there seems to be no
need for a depreciation allowance for these intangible
types of capital. The Royal Commission on Income-Tax
was also not in favour of any such allowance. *

(5) As regards obsolescence allowances also, the Indian
practice is in conformity with the practice in the Domi-
nions and Great Britain, inasmuch as the allowances are
restricted to tangible fixed capital. This case is however
different from the depreciation allowance. Intangible
things do not wear out physically, but they do become

1Cf. The Royal Commission on Income-Tax has recommended that
depreciation and obsolescence allowances should be regarded as trade
expenses. This obviates the necessity of carrying them forward, such
losses being treated like any other trading loss. Report, pp. 49-50.
2 Such as sole rights to use a particular track in the case of railways,
tramways etc.
% Vide Spaulding ibid. pp. 184-185.
41t is interesting to note that the chief self-governing dominions also
restrict their depreciation allowances to tangible capital, Vide Income-
Taxes in British Dominions, H. M. S. O.

18
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obsolete. Let us assume the case of a businessman who
has the monopoly of a patent which doubles the yield of
his machinery. After a few years, the right of using the
patent ceases to be the subject of a monopoly ; and it has
to be thrown open to all. This removes the special ad-
vantage which the owner of the patent had over his com-
petitors. The loss thus caused is a definite business loss
and is certainly a fair charge on the profits ; if it is not
allowed as a deduction, the tax will encroach on capital.
The obsolescence allowance in India should be therefore
extended so as to apply to these intangible kinds of fixed
capital, provided of course they are used in the assessee’s
business.

We may now sum up our recommendations regarding

depreciation and obsolescence allowances :—
(1) The annual instalments given by way of deprecia-
tion allowance ought to be so calculated that they
take into account the interest realisable on them.
(2) The depreciation allowances should be allowed not
only when the buildings and machinery are owned
by the assessee, but also when he has hired them
on lease.
(3) The assessee should be allowed to treat depreciation
allowances as business expenses, and permitted to
set them off against his total profits.
(4) The obsolescence allowances should be extended to
cover intangible fixed capital such as patents etc.
Depletion allowances :—There are certain business
enterprises which involve wastage of capital, i. e. in the
very process of the creation of their incomes, the capital
of the concern is destroyed, e. g. the natural industries,
such as coal-mines, oil wells etc. Deductions are there-
fore made for depletion so that the taxable profits of such
concerns is arrived at only after the net capital invested is
tully allowed for. ,

The Indian position :—No depletion allowances are
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permitted in India ; and mines and oil companies are taxed
on their entire profits. When examining the case for the
introduction of such allowances in India, the following
facts should be borne in mind.

(1) There is no uniformity of practice regarding this
allowance abroad. While the United States of America
and some British Dominions allow such deductions, Great
Britain and some other Dominions refrain from making
any such allowance. !

(2) Mines, oil-wells and similar underground sources
of wealth have always belonged to the nation. The capi-
tal destroyed in the course of the working of the mines
is thus really the nation’s capital ; and there is no reason
why the capitalist of the mining industry should get any
allowance for the loss of a thing which is not his own.
As for the lease value that he has paid, it is more than
compensated for by the immense profits that he makes out
of the mines. Indeed, public opinion in the West regards
profits from mines as a peculiarly fit object for taxation.?

(3) After a full consideration of the problem, the British
Royal Commission on Income-Tax has definitely recom-
mended that no allowance should be granted to incomes
arising from wasting assets which consist of the proprietor-
ship of natural resources in the country.® Moreover, in
case such an allowance is granted, the life of the mines
will have to be determined and the quantity of mineral
contents estimated. These involve costly expert assist-
ance and even then, the results are not satisfactory ; and
the allowances might have to be frequently revised.* In-
deed the administrative difficulties of calculating and de-
ducting the appropriate allowances will be well nigh
insuperable.

1Vide Spaulding ibid, and Income-Tax in British Dominions.
2 Vide “‘Income-Taxes in British Dominions”’, H. M. S. O.
3 Vide Report Royal Commission on Income-Tax, pp. 43-45.
4 For a full discussion of the difficulties attending this allowance in the
U. S. A. see Spaulding, Ibid. pp. 177-183.
18*
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(4) Lastly, the loss of revenue resulting from the grant
of any such allowance will be considerable. In 1926-27,
there were 58 coal companies having a taxable income of
Rs. 2 crores, and 27 oil companies having a taxable in-
come of Rs. 8.6 crores. ! Their total income thus amounts
to about Rs. 11 crores out of the total of 49 crores belong-
ing to companies paying super-tax. In other words, they
account for about 20 per cent. of the taxable income of
companies in India, and therefore any allowance for
depletion will reduce the yield of the tax by an appreciable
figure.

When we consider all these facts, it is clear that under
our present circumstances, no case has been made out for
the grant of depletion allowances to income from mines
and oil-wells. In the case of income from annuities, how-
ever, the position is different. The amount of such income
in India does not reach any considerable figure ; at the
same time, the beneficiaries are generally the comparative-
ly poorer classes. It is therefore advisable that an allow-
ance for depletion should be permitted in the case of in-
come from annuities.

DOES THE INDIAN SYSTEM ENCROACH ON
CAPITAL?

We may now discuss the question whether the Indian
Income-Tax taxes the individual on more than his net
income ; in other words, whether it amounts to a capital
levy. Our previous discussions clearly reveal the fact that
as it stands to-day, the Indian tax goes beyond net income
and reaches capital in so far as certain types of incomes
are concerned.

Firstly, the absence of allowance for losses shifts the in-
cidence of the tax from business incomes to business capi-
tal, especially when the concerns are making steady losses.

}These figures are calculated from the classified receipts of super-tax
return—All India Income-Tax Report, and Returns (1926-27). They
relate only to companies with their annual incomes above Rs. 50,000.



INCOME FOR ASSESSMENT 141

Secondly, the unnecessary restriction of the deprecia-
tion allowances to buildings and machinery owned by the
assessee together with the absence of obsolescence allow-
ances for tangible capital, tends to shift the tax on to
capital.

Thirdly, so far as incomes from annuities are concerned,
by allowing no deductions for its capital element, the Act
undoubtedly taxes the assessee’s capital.

We have already discussed the measures which will
remove this cardinal defect, and transform the income-tax
into a tax on net or real income. They are summarised
below :—

(1) The tax-payer’s income should continue to be as-
sessed on the previous year’s profits, but a provision
should be made for carrying the losses forward against the
profits of two years following the year of loss.

(2) The allowance for repairs under house property
ought to be the actual cost of repairs, and not one-sixth
of the annual value as at present. Separate depreciation
allowance should be provided for house property.

(3) When fixing the instalments allowed under depre-
ciation allowances, interest realisable on them should be
taken into account; further these allowances should be
extended to all buildings and machinery, irrespective of
the fact whether the tax-payer owns them or not.

(4) Allowances for obsolescence ought to be extended
to intangible capital, such as patents etc.

(5) No depletion allowance ought to be granted in the
case of income involving wastage of capital except in the
case of annuities.

(6) Interest on mortgage on property ought not to be
allowed as a deduction unless incurred for improving the
estate.



CHAPTER VIII

PERSONAL ALLOWANCES

We have hitherto been considering the Indian Income-
Tax from what may be termed its impersonal aspects.
Thus, we had studied the scope of the tax, the incomes
liable and exempted, the inclusion of the ‘psychic’ element
in the income concept, and the basis and computation of
income for purposes of assessment. In this and the suc-
ceeding chapters we propose to deal with the personal
aspect of the Indian tax. The way in which the individual
spends his income, the way in which he earns it, and its
total amount are all factors which undoubtedly influence
his ability to pay. Equality in the amount of income is
no sure index of equal ‘ability’ ; if the circumstances are
unequal, ‘ability’ will differ correspondingly.

One of the most important of the various causes of
difference in ability is the amount of necessary expenditure
an individual has to incur. It is a truism to assert that
a bachelor has more ‘ability’ than a married man ; because
the bachelor has a greater surplus over his necessary ex-
penditure than his married colleague. The same argu-
ment applies to those with children, and those without
them. Such differences in ‘ability’ are usually recognised
in modern income-tax systems by specific deductions from
assessable income to cover the corresponding decrease in
ability. These deductions are known as Personal Allow-
ances, and form the subject of this chapter.

Personal allowances, however, do not merely include
allowances for marriage, and children. In all the income-
tax systems of the world, a certain minimum amount of
income is exempted from the tax, and often allowed as a
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deduction from the higher assessable incomes. This de-
duction is often assumed to correspond to the individual’s
minimum cost of subsistence ; and in recent days, we have
the further plea for the exemption from taxation of a mini-
mum of civic efficiency. A little thought on the subject
is sure to reveal the essential unsoundness of such an
assertion. Nowhere in the world does the income-tax
minimum correspond to the minimum of subsistence, and
it must be added that the incomes below that minimum do
pay a considerable amount by way of indirect taxation.
To argue that the income-tax minimum exempts the mini-
mum of subsistence is to ignore the existence of indirect
taxation ; and least should this be the case in British India,
where the income-tax forms only a negligible portion of
the combined Imperial and provincial revenues.

An exemption from direct taxation however does exist
under all income-tax systems, though the reasons for it
may not be the same as alleged by 1ts fondest advocates.
We shall consider the question of the exemption in this
chapter, firstly because it forms a personal exemption, and
secondly because it is frequently asserted that allowances
for marriage, and children are both included in the present
Indian exemption.

The exemption limit :—The exemption limit in India is
placed at Rs. 2000 a year. No person is liable to the tax
unless his annual income is or exceeds Rs. 2000. This
exemption of Rs. 2000 however has no corresponding
abatement for incomes above that amount ; and individuals
whose incomes are Rs. 2000 or above pay income-tax
on their entire income, and not merely on the excess above
Rs. 2000. At present, therefore, the Indian exemption
limit is not a regular personal allowance.

There are two questions to be considered with regard to
this exemption :—

(1) Should it be allowed to retain its present character

of being merely an exemption limit or should it be
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transformed into a regular personal allowance, the
amount exempted being allowed as an abatement
from the higher incomes.

(2) Should the limit be left unaltered at Rs. 2000 or
should any change be made either in the direction of
increase or decrease.

The first question is closely connected with the problem
of graduation, as a personal allowance of such a character
alters the effective rate of the tax. Beyond pointing out
the necessity for transforming the exemption into a per-
sonal allowance more especially in the interests of those
whose incomes are immediately above the exemption limit,
we shall leave the question open for discussion in the
chapter on graduation.

As regards the amount of the exemption, we may point
out that this question also involves a consideration of the
question of an allowance for married people and one for
those with children. Theoretically it is true that bachelors
have a greater basic ability to pay than married people,
and the Indian income-tax by providing a uniform ex-
emption makes no allowance for this difference in ability.
At the same time, one need not make a fetish of a lower
exemption limit for bachelors. Unlike the west, where
prolonged bachelordom has become an established institu-
tion, marriage is almost universal in India and it is difficult
to find many bachelors above the age of 24. Thus out of
the 2,50,000 persons with incomes below Rs. 10,000
it can be estimated that 25,250 are bachelors.! It is far
more feasible to fix an exemption limit suited to 2,24,750
persons rather than fix one suited to 25,250 persons, and
grant an allowance for the numerically stronger group.

1 According to the Census of 1921, there were in India §8 lakhs of un-
married males and 514 lakhs of married males between the ages of 25
and 60. Assuming that bachelors are in the same proportion among the
income-tax paying classes as they are in the general working population,
we may estimate that in 1926-27, there were 25,250 bachelors out of
2,50,000 assessees with their total income below Rs. 10,000.
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The proper way of taxing the comparatively higher ‘abi-
lity’ of the bachelor is not to begin with a lower exemp-
tion, but to give him the same exemption as his married
colleague and in addition impose a special tax or fee on
him. Such a tax would be financially unproductive, and at
the same time, definitely undesirable from the point of
view of social expediency and the universality of marriage
in this country. Considering all these points of view,
it will be better if no special attempt is made to tap the
bachelor’s greater ability ; the little injustice which this
undoubtedly condones being more than made up by the
higher good to the community which it entails. There is,
therefore, no need for a special allowance for married
people.

The case for children allowances stands on a different
level. The cost of maintenance might be included in the
exemption limit, but there is the additional cost of educat-
ing the children which has to be taken into account. This
special expenditure reduces the individual’s taxable ability
and should be recognized by the grant of a special allow-
ance.

Before proceeding to discuss the details of this allow-
ance, we may determine the amount at which the exemp-
tion should be fixed. This limit depends not only on con-
siderations of justice in incidence and the accompanying
burden of indirect taxation but even more on administrat-
ive considerations. The limit should be such as will result
in the yield of a substantial revenue to the exchequer with-
out an exorbitant cost of collection.

From the point of view of justice Rs. 2000 seems a
fairly good limit. It is not possible to give a detailed idea
of the incidence of indirect taxation on the incomes below
Rs. 2000, but it may be pointed out that at present, such
incomes pay the salt tax, the import duty on sugar, match-
es, cloth and silver, and the excise duty on kerosine. And

19
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in addition, there are the provincial excise duty on liquors,
the stamp and registration duties, and the local house
and terminal taxes. Under the circumstances, we may
best leave the exemption minimum at its present level.

Administrative considerations lead us to the same
conclusion. Incomes between Rs. 1000 and 2000 are
very difficult to assess accurately. They belong in the
main to petty traders and shopkeepers who keep no ac-
counts, and do not even know how to fill up returns of
income. The Act of 1918 had, therefore, to provide for
summary assessment in their case. As a matter of fact,
one of the chief reasons for the comparative efficiency of
the Income-Tax Department to-day is this exemption of
incomes below Rs. 2000. Lowering the limit will greatly
increase the work of Income-Tax officers and divert their
efforts from the higher and more productive incomes to
these lower and less productive grades. Thus, adminis-
trative considerations are also in favour of the retention of
the present exemption limit.

ALLOWANCES FOR CHILDREN

Before proceeding to determine the exact amount which
should be permitted as a special allowance for children,
we may consider below the two usual objections advanced
against such schemes.

(1) It is said that the grant of such allowances will en-
courage an increase in population, ! the underlying impli-
cation being that over-populated India cannot stand any
more strain on her food resources. There are two or
three fallacies underlying this assertion. It is very dith-
cult to believe that the income-tax paying people (who

1Cf. Prof. Solomon’s evidence before the Taxation Enquiry Committee.
‘*Relief granted for children may be additional incentive to the exer-
cise of the already too strong procreative instincts of the people”. p.
138, Vol. 111, T. E.
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are generally literate persons and town-dwellers) should
deliberately increase their families with a view to getting
the allowance. Again, even if they so increase, they do not
belong to the C3 section of the people but form the middle
classes—the backbone of the country. Thirdly, any in-
crease, consequent on the allowance given to these people
who number only about 250,000, will be little more than
an infinitesimal addition to the general population. How-
ever, to meet all objections, it may be provided that no
tax-payer will be allowed to claim relief on more than six
children.

(2) The second and more important objection relates to
the administration of the allowance. It is said, and not
without justice, that if relief is given to dependents and
children, there will be widespread fraud under this head
and much revenue will be needlessly lost. Though it is
true that dependents do decrease the tax-payer’s ability,
allowances for dependents are out of the question ; be-
cause it will be impossible to check the number of depend-
ents accurately without very great inquisitorial proceed-
ings, and even that will not prevent fraudulent tax-payers
cheating the state of its revenue.' Even as regards child-
ren, the register of births cannot be entirely relied upon.?

1Cf. the evidence of three Commissioners of Income-Tax before the
Taxation Enquiry Committee.

Mr. Gimson, Commissioner of Income-Tax Assam, said, ‘‘It is not
practicable without proceedings of an inquisitorial nature to make
allowance for the number of persons supported out of particular incomes ;
but allowances for a wife (or even wives) and children might be made,”’
p- 383, VoLLV. T. E.

Khan Wali Mohammad Sahib, Commissioner of Income-Tax, C. P.
said, ‘‘I do not think that it is practicable, without proceedings of a very
inquisitorial nature, to make allowance for the number of persons sup-
ported out of the particular incomes in India’’. P. 228, Vol. 1V, T. E.

Mr. Middleton, Commissioner of Income-Tax, Bihar and Orissa, said,
‘I regard it as quite impracticable to make provision for allowance for
the number of persons supported out of a particular income’. p. 183,
Vol. V, T. E.

21n reply to Prof. Buch’s assertion that the Municipalities of Bombay

and Karachi kept a perfect system of birth registration, Dr. Paranjpye
retorted that the birth register in Poona was not worth the paper it
was written on. p. 283—Vol. VI, T. E.

19*
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It is, therefore, proposed to limit the allowance only to
children below 21 who are attending either schools or
colleges. The heads of these institutions should be asked
to issue certificates of such attendance to the parents who
can thereupon claim relief, and it will be easy for the
income-tax officer to verify these returns.' This is the only
way in which, for the time being at least, children allow-
ances can be efficiently administered in India without in-
volving frauds upon the revenue.

Having thus established the case for children allowances
in India, we have to determine the amount allowed in res-
pect of each child and the limit of income to which the
allowance might be granted. Considering the fact that
in the foreign countries mentioned in this chapter, the al-
lowance for children varies from 1/ 10 of the taxable mini-
mum in the United States to 1/6 of such minimum in New
Zealand, while it is 1/8 in England, we may fix the pro-
posed allowance per child in India at 1/8 of the Indian
taxable minimum. In other words, the allowance for each
child should be a deduction of Rs. 250 from the parent’s
assessable income.

As regards the question of a limit, it should be remem-
bered that the special expenditure on children progres-
sively diminishes in importance with increase in income.
A limit should be therefore fixed beyond which allowances
for children should not be granted. This limit may well
be placed at Rs. 10,000 beyond which the special addi-
tional expenditure will be of comparatively little import-
ance.

To sum up, (1) The present exemption limit should be
left unaltered at Rs. 2000, no separate marriage allow-
ances being granted to the assessees ; (2) Allowances for

L1t can be made a penal offence for the head of an educational institu-
tion to issue false certificates.



PERSONAL ALLOWANCES 149

children should be made in the form of a deduction of
Rs. 250 from the assessable income for every child up to
a maximum number of six. This relief should be restrict-
ed to incomes below Rs. 10,000 and its financial cost is
estimated at Rs. 22 lakhs.



CHAPTER IX

DIFFERENTIATION AND GRADUATION

Differentiation in favour of earned income, and gradua-
tion with increasing income—these are two consequences
of great practical import which follow from the doctrine of

‘ability to pay’. Differentiation is a recognition of the
difference in ability between earned and unearned incom-
es ; while graduation is a recognition of the progressive
increase of ability which accompanies increasing income.
In this chapter, we shall examine the extent to which
these elements exist in the Indian system and consider how
far they need any change or modification.

DIFFERENTIATION

By ‘earned income’ is meant income from personal
exertion which generally means salaries, pensions, profes-
sional emoluments and other earnings of a similar nature ;

‘unearned income’ means earnings from capital, and is
generally defined as all ‘income other than earned’.

The Indian Income-tax is, as we have seen elsewhere,

T Thus in Australia income from personal exertion is defined as meaning
‘‘income derived from sources in Australia consisting of earnings,
salary, wages, commission, bonus, pensions, superannuation allow-
ances, retiring allowances and gratuities not paid in a lump sum,
allowances received in the capacity of employee and the procecds of
any business (business including any profession, trade, employment
vocation or calling) carried on by the tax-payer either alone or as a
partner with any other person and any income from any property
where the income forms part of the emoluments of any office or
employment of profit held by the individual but does not include interest
unless the tax-payer’s principal business consists of the lending of
money and does not include rents and dividends”’. Income from property
is defined as meaning ‘‘All income derived from sources in Australia
and not derived from personal exertion’. Income-Taxes in the British
Dominions—H. M. S. O.—pp. 243-44.
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particularly distinguished by the total absence of any
allowances for differentiation.! In this respect, foreign
practice is entirely different from that of the Indian sys-
tem.

Differentiation in other countries :—Most of the coun-
tries levying income-tax recognize the differences in abi-
lity between ‘earned’ and ‘unearned’ incomes ; and they
make allowance for it by reducing the income-tax payable
on earned income as compared with unearned income.
The practice of differentiation is very popular on the conti-
nent of Europe.® In the British Empire, with the excep-
tion of Canada and South Africa, the rest of the Domini-
ons (Australia, New Zealand, Irish Free State) including
Great Britain allow deductions for ‘earned’ income ;3
while among the Asiatic nations, Japan has introduced
allowances in favour of earned income in her income-tax
system.* We shall give below brief notes on the methods
adopted and the extent of relief allowed to earned incomes
in these different countries.

Great Britain :—In Great Britain, the tax-payer is al-
lowed to deduct one-sixth of his earned income for pur-
poses of his income-tax assessment, the maximum amount
thus allowed being not more than £250.° This means that
persons with incomes below £1,500 will derive full benefit
from this allowance, their taxable income being reduced by
one-sixth of its amount ; tax-payers with earned incomes
above £1,500 will have only a fixed deduction of £250.
The method employed for differentiation is a deduction
from the assessable income in the case of earned income.

Irish Free State :—In Ireland, the allowance is given
in a similar manner, but the amount allowed is only one-

1 Vide Chapter III.

2 Vide *‘Graduated Income-Taxes in Foreign States.”’

8 Vide ‘‘Income-Taxes in British Dominions’’. Ibid.

4 Vide 26th Financial and Economic Annual of Japan.
5Vide 70th Report of the British Board of Inland Revenue.
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tenth of the earned income and the maximum figure thus
deductible is £200. The British system is thus more
liberal to tax-payers with smaller earned incomes.

New Zealand :—The allowance is given in a different
form, the tax-payer being allowed to deduct 10 per cent.
of so much of the tax as is levied on earned income. This
deduction, however, is available only up to the maximum
of £2,000 of such incomes ; so that persons with earned
incomes above £2,000 will have the benefit of deduction
only on the first £2,000 of their income. This corresponds
to the Irish method of limiting the amount for which the
allowance is to be claimed.

Australia :—In Australia the principle of differentiation
is carried out in a more logical manner. The rates of the
tax are different for earned and unearned incomes, un-
earned incomes of course paying at a higher rate, till a
certajn maximum limit is reached, when the rates become
equal. This maximum limit was £7,600 in 1927.

Japan :—The allowances in favour of earned incomes
are given in the form of a deduction from assessable in-
come, and are restricted to incomes below 12,000 yen i. e.
£1,228. Where the total income is less than 6,000 yen
(£664), the individual is permitted to deduct 2/10ths of
the income earned by personal service ; where the total in-
come is less than 12,000 yen, provided that the unearned
portion exceeds 6,000 yen, the amount deductible is only
1/10 of the earned income ; where however, the unearned
income is less than 6,000 yen, the individual is allowed
to deduct 2/10ths of that part of the earned income which
if added to the unearned income would amount to 6,000
ven, and 1/10th of the remaining earned income. Thus,
if the income is 10,000 yen, 4,000 of which is unearned,
he is allowed to deduct 2/10ths of 2,000 yen (the excess
of 6,000 yen over his unearned income) and 1/10th of
the remaining 4,000, his total allowance will thus be 400
plus 4001. e. 800 yen.
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Italy :—Incomes are classified under the following five
schedules ':—

A. Unearned income from capital.

B. Unearned and earned incomes mixed (i. e. from

industry and commerce).

C.' Variable earned incomes (i. e. from professions).

C.* Fixed earned incomes (e. g. salaries, pensions,

allowances, life annuities). .

D. Earned incomes (i. e. state, provincial and Muni-

cipal salaries, pensions and allowances).

There is one standard rate of tax, but it is charged
on different percentages of incomes according to the class
to which they belong.* The standard rate being 20 per
cent. as from January 1929, the rates on the different sche-
dules of income works out as follows :—

Schedule Rate
A ... ... 20 per cent.
B ... ... 14 ’s
(02 O ) vy
ct ... ... 10 ’s
D ... ... 8 .5

The ltalian system is therefore to keep one standard
rate of tax, but vary the percentage of income liable to the
tax according as it is earned or unearned.

Austria, Bavaria and Hungary :—In all these coun-
tries, differentiation between earned and unearned incomes
1s achieved by a scheme of supplementary taxes on sources
of unearned income, in addition to the general income-
tax. Such taxes are

1. Land tax.
2. House tax.

1Vide A. Bernard’s ‘‘Taxation of Incomes, Corporations and Inheritances
in Canada, Great Britain, France, Italy, Belgium, and Spain’’. Senate
Document 186, 68th Congress, 2nd Session—pp. 131-32.
2 Vide Manchester Guardian Reconstruction Number, 1922.
20
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3. Business tax.
4. Dividend tax.

Salaries and pensions paid only the general income-tax
and were thus more favourably treated.

Prussia, Norway and Denmark :—In Prussia, side by
side with a general income-tax, there was a supplementary
tax on capital value applymg to property movable and
immovable, except articles of personal or domestic use.
The rate was flat. A similar system prevailed in the other
German States. Norway and Denmark had also sup-
plementary taxes, but the tax was graduated in the case
of the latter country. The effect of this system was to
exact a greater net contribution of tax from unearned
income.

Sweden :—A novel method to bring about differentia-
tion was adopted in Sweden. Where the tax-payer had
property, 1/60th of the value of his property was added
to his income in order to arrive at his assessable income,
his unearned income thus paying at a higher rate.

Conclusion :—It is clear, therefore, that differentiation
is widely prevalent in many foreign countries, the import-
ant exceptions being Canada and South Africa. The
methods employed to secure differentiation are mainly
three :—

1. Deduction from income :—The tax-payer is allowed
to deduct from his earned income a fixed proportion before
being assessed to the tax (Great Britain, Irish Free State,
Japan). A maximum limit is generally prescnbed beyond
which this relief to earned incomes is not allowed (Irish
Free State, Japan).

2. Different Rates of Tax :—This method, by which
there are different rates of tax for earned and unearned
income, is found in Australia, New Zealand and in effect
in Italy also.

3. Property taxes in addition to Income-tax :—There
are two variations of this method. One is to have a
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separate tax on the capital value of property in addition to
the income-tax (German states, Prussia, Norway and
Denmark) ; the other is to have in addition to the income-
tax separate taxes on the different property-incomes (Aus-
tria, Hungary and Bavaria).

THE INDIAN POSITION

Need for Differentiation :—The Indian position, as we
have already pointed out, makes no allowance for differ-
entiation ; both earned and unearned incomes being treated
in an exactly similar way by the Indian income-tax. Con-
sidering the long period for which the Indian tax has
existed in our country it is strange that such an obvious
reform has not yet been introduced. It is high time that
this defect of the Indian tax should be rectified by the
introduction of differentiation.

Form of Differentiation :—The first thing to be deter-
mined in any scheme for the introduction of differentiation
is the form it should take : whether earned incomes should
be taxed at a lower rate or whether unearned incomes
should be made to pay at a higher rate. In this connec-
tion, we must remember that we have already recommend-
ed the introduction of children allowance. Besides, as we
shall see in the following section, the present rates of the
tax are not sufficiently high for certain levels of income
and we have therefore proposed some increase in the
rates for certain grades of income.

Under these circumstances, it is desirable that differ-
entiation should take the form of a higher levy on un-
earned income. Looking to the fact that in England un-
earned incomes pay at a rate about 18 per cent. higher
than earned incomes, we might fix the additional charge on
the Indian unearned incomes at 10 per cent. of the tax levi-
ed from equal amounts of earned income. Thus, if a certain
amount of earned income pays 10 per cent., an equal

20+
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amount of unearned income should pay 11 per cent. by
way of income-tax.

Should Differentiation be restricted to incomes below
a certain level? :—The second point to be considered is
whether this higher taxation by way of differentiation
should be limited to unearned incomes below a certain
amount. Foreign practice favours the limitation of differ-
entiation ; but its theoretical grounds are not so clear. An
earned income remains an earned income whatever be its
amount ; similarly an unearned income cannot change its
nature because it is greater in amount. Besides, the limi-
tation of differentiation to incomes below a certain level
will defeat the very object of differentiation, as a consider-
able portion of the Indian unearned incomes belong to per-
sons with large estates. The higher rate should therefore
apply to all unearned incomes irrespective of amount.

Is Corporate income unearned? :—The third thing to be
considered is the meaning that is to be attached to un-
earned income. So far as income from securities, landed
property and agricultural rents are concerned, they are
undoubtedly derived from capital and form unearned in-
come ; similarly income from salaries, pensions and pro-
fessional emoluments are clearly the result of labour and
do not form unearned income. The real difficulty is with
regard to income from companies. In a sense, it is un-
earned looking to the fact of limited liability and the pas-
sive part taken by the shareholders in earning that in-
come ; in another sense, it is earned as there is a great risk
of loss of capital. From a strictly theoretical point of
view, this should be treated as a mixed income. But,
considering the general desirability of encouraging the
joint-stock company movement in India, we may treat
corporate income as ‘‘Earned’’ for purposes of the Indian
Income-Tax.

A Scheme of Differentiation :—QOur scheme can thus
be summed up—unearned incomes should pay in addition
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to the tax ordinarily payable by them 10 per cent. more
of such amount, so that under our scheme an unearned
income of Rs. 20,000 will pay the amount payable by an
earned income of Rs. 20,000 plus 10 per cent. of such
amount. Thus, if the amount of income-tax payable by
an earned income of Rs. 20,000 comes to Rs. 2,000, then
the income-tax payable by an unearned income of equal
amount namely Rs. 20,000 will amount to Rs. 2,000 plus
Rs. 200 equal to Rs. 2,200. This higher rate should not
be restricted to incomes below any particular level, but
should apply to all unearned incomes irrespective of their
amount ; corporate income should not be treated as un-
carned.

Before passing on to discuss the progression of the tax
we must consider certain objections that are usually level-
led against any scheme for the introduction of differentia-
tion in the Indian system. The objections are (1) that it
would discourage capital investment.' (2) that it is not
financially worth while, there being little unearned income
in India.? (3) that it would needlessly complicate the
administrative machinery and prove unworkable in prac-
tice. *

(1) Differentiation as Discouragement to Capital :—We
are told that India is an industrially ill-developed country
and in great need of capital. Differentiation will involve

1Vide evidence of Mr. S. S. Iyer, Lecturer in Economics, Madras,
T. E. Vol. III, p. 83.

2CI. “Mr. Gaskell (Commissioner of Income-Tax, U. P.) “I do not
think that so far as the U. P. are concerned, it would be of any ad-
vantage trying to distinguish between earned and unearned incomes.
The unearned would be a very small proportion especially when that
is the sole income’, T. E. Vol. III, p. 55. Also of Mr. Middleton
(Commissioner of Income-tax, Bihar and Orissa) ‘““The Indians are
apparently not by nature investors and instances of a man investing
his savings or inherited wealth and living on the interest are very
rare’. Vol. V, p. 183.
3Vide Mr. Gimson (Commissioner of Income-Tax, Assam) “Further ex-
perience in the working of the income-tax scems to me to be necessary
before such refinements are introduced into the country.” T. E. Vol. V,
p- 383
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a higher rate of tax on income from capital, which means
that incomes from capital are put at a discount as con-
trasted with other incomes. This will result in a great
discouragement to capital investment ; it might prevent
the industrial development of the country, retard the
growth of its wealth, and thus reduce its per capita incone.
If this argument were correct, there is no doubt that how-
ever justified differentiation might be on theoretical
grounds, it could not be advocated in practice. But it is
not true. The unearned incomes we are proposing to tax
at a higher rate include only incomes from securities,
landed property and agricultural rents. They do not in-
clude income from companies, and consequently joint-
stock enterprise will not be discouraged. There 1s no
need, therefore, to fear that the industrial development of
the country will be adversely affected by differentiation.
As regards securities, the safety of capital afforded by in-
vestment in Government and Municipal securities is suffi-
ciently great to off-set the disadvantage of the higher
tax payable by them. As regards income from house
property, great harm will not result even if differentiation
results 1n discouragement of investment in property.' As
it is, land is not very productive in India and there is a
false social prestige attaching to its possession which
creates an artificial hunger for land. The savings of the
middle classez are more urgently required for industrial
development. In view of all these factors, we need not
take this objection seriously.

(2) Differentiation as yielding lttle additional re-
venue :—It has been asserted that there is little unearned
income in India and any proposal to tax it will result in a
very small amount of revenue. It may be pointed out that
advocates of differentiation base their claims on its con-

1Cf. Mr. Bhatnagar ‘It is desirable to encourage the investment
of capital in industry and trade rather than in landed property’. T. E.
Vol. 1V, p. 358.
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formity to the doctrine of ability to pay. The amount of
revenue raised by the taxation of unearned income is not
a very material factor in considering the introduction of
differentiation. Even assuming that financial considera-
tions do matter, there is a sufficient amount of unearned
income in India which will be taxed under our scheme.
Out of the 225 crores of Indian taxable income, in 1926-
27 about 24 crores were derived from securities and pro-
perty.' If we add to this, 15 crores of permanent zemin-
dary income which will be taxable under our scheme, ¢ and
also assume an income of Rs. 2 crores from the landlords
of Central Provinces, there will be roughly 40 crores of
unearned income in India. This is not a small amount to
justify the objection referred to above.

(3) Administrative Considerations :—Another objec-
tion frequently raised is that differentiation will prove un-
workable in practice. Our scheme for the introduction
of differentiation, however, makes due allowance for this
factor by not recommending the system of deductions from
assessable income, which might have greatly increased
the work of giving refunds. Our scheme is based on
lines similar to that of New Zealand and Australia ; instead
of deducting a part of the tax payable by earned income,
we have recommended that the tax payable from unearn-
ed incomes be uniformly increased by 10 per cent. At
the same time, it will not be difficult to realise this higher
rate in practice ; because, even as it is, our income-tax

1The figure of income from securities is taken from Return III A.
No figures are given of income from property. Figures of tax col-
lected from property are available (Return A). Even these cannot
yield an accurate result of the taxable income, as no figure of the
distribution of property by income grades is available. The highest
rate of income-tax is 18 pies and the lowest rate 5 pies in the rupee.
If we assume that on an average the rate works out at 9 pies per
rupee, property income may be roughly ecxpected to reach Rs. 14.64
crores. Adding to it g.10 crores of income from securities, we get an
unearned income of Rs. 23.74 crores or nearly 24 crores.

2Vide chapter VI in which we have recommended the taxation of agri-
cultural income from permanently settled estate.
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system divides incomes into schedules which are more or
less based on the fact of income being earned or unearned.
For example, schedules 2 and 3 relate to incomes from
securities and landed property ; and rents from agricul-
tural lands might be classed under a separate schedule.
As we are going to propose that the super-tax should
begin at Rs. 30,000 instead of at Rs. 50,000 as at pre-
sent, the higher rates on unearned income can be deducted
at source for incomes below Rs. 30,000 ; as for incomes
above that amount, the tax can be realised direct from the
assessee.

Thus under our system, income-tax will be levied under
7 schedules, 4 consisting of earned income, and 3 of un-
earned income.! This will effectively meet the adminis-
trative difficulties attendant on the working of the principle
of differentiation.

Conclusion —We have examined the objections
against the taxation of unearned incomes at a higher rate,
and we have seen that in spite of these objections our
scheme is desirable as well as practicable. It 1s difficult to
estimate the exact yield from this higher taxation of un-
earned incomes, because no statistics are available regard-
ing the distribution of incomes from landed property.
Looking, however, to the fact that the income from se-
curities and agricultural rents is concentrated in the hands
of persons with incomes of more than Rs. 50,000,? and
also considering that the highest effective rate of income
and super-tax is to-day about 30 per cent. we may say
that, on an average, these incomes will yield a net addition

I'The ‘earned income’ schedules will be salaries, business income, pro-
fessional earnings and other sources. The ‘unearned’ income schedules
will be, securities, property and agricultural rents.

2 Out of the 73 lakhs of tax realised from securities only, 6 lakhs were
refunded as belonging to persons with income below Rs. 50,000; a
good deal of the security income is therefore concentrated in the hands
of persons with large incomes. As regards income from agricultural
rents, we already pointed out in Chapter VI that a small number of
zemindars hold a large amount of income.
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of 1.5 per cent. of what they are yielding to-day.' This will
amount to Rs. 60 lakhs, a not inconsiderable figure. Apart
from this increase in revenue, the proposed reform will
place our tax on a more equitable basis, and also bring it
into line with the progressive income-tax systems of the
world.

GRADUATION

In chapter 111, we have already given the schedule of
rates of the present income and super-taxes. The super-
tax is really an additional levy of income-tax and need not
be separately considered, except so far as the form of its
graduation is concerned. In discussing the rates of the
tax with reference to the amounts of income, we shall
first examine the form of graduation, then analyse the
rates of the tax with reference to general principles of
progression, as well as the practice abroad, and finally
suggest changes, if any.

THE FORM OF GRADUATION

The Present position described and examined :—The
income-tax proper is levied by way of six rates, beginning
with five pies in the rupee on an income of Rs. 2,000 and
reaching the maximum of eighteen pies in the rupee on an
income of Rs. 40,000 and over.? These rates however

1If all persons owning unearned income were liable at the highest rate,
the additional tax realisable from differentiation will be 10 per cent.
of what they are ordinarily paying to-day, or 3 per cent. of their
income. Every owner of unearned income, however, will not be liable
at the highest rate, though a number of zemindars will be liable. We
may therefore roughly assume that, on an average, unearned incomes
will be liable at half the highest effective rate, in which case the addi-
tional tax would be 1.5 per cent. of their income instead of 3 per cent.
And 60 lakhs is 1.5 per cent. of 40 crores.

2 Amount of Income. Rate in the Re.
2,000 5 pies
5,000 6 .,
10,000 9 4
15,000 10 ,,
20,000 1z,
30,000 15
40,000 18,
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are not levied on the successive doses of income ; each
rate is applicable to the entire income of the person who
comes under its category, e. g. if an individual gets an
income of Rs. 22,000 he will pay 12 pies in the rupee,
not merely on the excess of his income over Rs. 20,000,
but on every rupee of his income. These involve what
are known as ‘Jumps’ in the graduation, the effective
rates of the tax rising very sharply without a correspond-
ing rise in the amount of the income. The whole situa-
tion is clearly revealed by graph I.

These ‘jumps’ undoubtedly interfere with the fair pro-
gression of the tax; as for example, in the illustration
given above, the individual whose income is Rs. 22,000
pays on his entire income at 12 pies in the rupee, while
the one with Rs. 19,999 pays only at the rate of 9 pies.
It is difficult to accept the inference that, by an increase
of only Rs. 200, the individual gets a higher taxable capa-
city of 3 pies in the rupee on his entire income. Indeed
the position was such that owing to these sudden jumps,
the individual with the higher income was, after payment
of the tax, actually in a worse position than the one with
the lower amount of income. Thus an individual with an
income of Rs. 10,000 had to pay Rs. 469 while an indivi-
dual with an income of Rs. 9,999 paid only Rs. 312. So
that after payment of tax their net incomes were as
under :—

Before payment of tax After payment of tax
Rs. Rs.
10,000 less 469 9531
9,999 less 812 9687

This glaring anomaly was removed by the adoption of
the following device. Section 17 of the Indian Income-
Tax Act provided that where, by reason of his total in-
come reaching or exceeding a certain limit, the assessee
becomes either liable to the tax or liable to pay it at a
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higher rate, the total tax payable by him shall not exceed
the aggregate of the following amounts, namely,

(a) the amount which would have been payable, if his
;;otal income had been a sum of one rupee less than that
mit,

(b) the amount by which his total income exceeds that
sum.

In view of this, in the instance referred to above, the
tax actually payable by the person whose income is Rs.
10,000 will not be Rs. 469 but it will be Rs. 313 only.
(The amount payable by the person whose income is
Rs. 9,999 plus one rupee which is the excess of his in-
come over that of the one whose income is Rs. 9,999.)
Thus, the assessee with the higher income is saved from
being in a position that is worse than that of the one with
the lower income.

“Tumps’’ and the Indian Graduation :—The device,
however, cannot solve the problem of ‘Jumps’; it only
meets the case of those who are immediately above the
grade where the increase in rates takes place, namely,
persons with incomes just above Rs. 5000, 10,000,
20,000, and so on. But these persons form only a small
fraction of those that are similarly affected. As can be
seen from Graph I, the jump is still there as strongly as
before, and all persons with intermediate incomes between
these steps are vitally affected, e. g. the individual whose
income is 10,163 pays at the rate of 9 pies while the indi-
vidual with 9,999 pays at the rate of 6 pies in the rupee.
Such sharp differences in the amounts paid cannot be
traced to similar sharp differences in the amounts of in
come, which is the real determining factor of ‘ability’.
"As a matter of fact, such payments definitely conflict with
the individual’s ability to pay, and cannot be justified on
strict theoretical grounds. This is, therefore, a funda-
mental defect.

The value of the doctrine of ability lies in regulating the

21%
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individual’s payments in accordance to his ‘ability’ ; and
the predominant factor in this ‘ability’ is the amount of
his income. As we have explained elsewhere, the rates
of the tax rise with the increase of income, because the
marginal utility of the last rupee of income decreases with
the increase of income. Strictly speaking, therefore, a
theoretically perfect income-tax will contain a schedule of
rates that will rise on the successive units of the indivi-
dual’s income. This however is too laborious and compli-
cated a process to be successful in practice, but the rates
should be so fixed as to result, as far as possible, in a
smooth curve of progression. In any case, ‘Jumps’ are
absolutely inconsistent with this criterion.

Forms of Graduation adopted abroad :—There are
three ways in which ‘jumps’ in graduation can be reduced,
smoothened or avoided : (1) the first method is to have a
formula which will increase the rate of the tax with the rise
of every unit of the tax-payer’s income. This method is
followed in Australia, New Zealand and South Africa.®
(2) The second method is to make the categories as large
in number as possible, so that the jumps will be negligible
in amount and spread over many categories. This method
used to exist in the pre-War German states, Austria and
Hungary ; also in Sweden where there was a schedule of
1,146 grades. (3) The third method is to allow a gene-
ral abatement from income, while taxing the excess at an
unvarying rate. This method is found in Great Britain
which allows a fixed abatement of £225 for married tax-
payers.

A Solution of the Indian Problem :—Of these three
methods, the third appears to be the most suitable to

1In South Africa, persons other than companies are taxed at one shilling
in the £, increased by 1/1200th of 1d for every £ in the taxable amount,
subject to a maximum rate of 2s in the 4. Thus, an individual with
4600 will pay on 4200 (he is allowed £g400 as a personal allowance)
at the rate of 1 sh plus 200/1200 d = 1 sh 1/6 d. The rate thus goes
on steadily increasing with increasing income, till the maximum of 2 sh
in the £ is reached on an income of £24,000.
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Indian conditions. This is because the first method in-
volves formulae which are not likely to be understood by
ordinary people. With regard to the second method,
it is only a via media, and instead of removing ‘jumps’,
introduces a complicated system of a large number of
grades. The third is simple to understand ; at the same
time it results in a fairly smooth curve of progression.
We therefore propose that Rs. 2,000 should be allowed
as a personal abatement for all incomes subjected to in-
come-tax ; and instead of the present six rates, there
should be substituted one standard uniform rate. To
remove regression in the lower incomes, it may be pro-
vided that the tax will be levied only at half the standard
rate on the first fifteen thousand rupees of the tax-payer’s
income. In fixing the standard rate, we must consider
what will be the resulting effective rates for incomes be-
low Rs. 50,000. Indian rates for incomes between Rs.
10,000 and Rs. 50,000 are lower than the corresponding
rates in the United Kingdom and Japan ; but the Indian
rates are higher than similar rates in Canada, South
Africa and the United States. The practice of the latter
countries cannot be made an excuse for continuing the
Indian rates at their present low level. The weight of
evidence both official and non- official—given before the
Taxation Enquiry Committee was in favour of an increase
in the rates of the tax for incomes below Rs. 50,000. *
Details of these proposals are given in Appendix VI.
The Taxation Enquiry Committee recommended the in-
troduction of intermediate rates of 9 pies in the rupee for
incomes between Rs. 20,000 and 25,000. % Besides, the
weight of indirect taxation on people with incomes above
Rs. 10,000 is not very appreciable. The standard rate
must therefore be such as will result in an increase of the

1vide T. E. C. Report, p. 200.

2Mr. W. T. Layton, has made a similar recommendation. Vide Vol. II,
Simon Commission’s Report.
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existing effective rates in addition to smoothening the
graduation. This result is obtained if we fix the standard
rate at 2 annas in the rupee.

The following table sets forth in brief the effective rates
of the income-tax—as they are existing to-day and as
they will be under our scheme.

Effective percentage of income taken by
Amount of income way of taxation or effective rate of tax
Present rate Proposed rate
2,052 2.58 nil
4,000 2.58 3.12
6,000 3:12 4.17
8,000 3-12 470
10,000 4-68 5:00
12,000 4.68 5:20
14,000 468 5-36
15,000 4-68 5-42
17,000 4-68 6-25
19,000 6-25 6-91
21,000 6-25 T-44
23,000 6-25 775
25,000 6-25 8-23
27,000 6-25 8.56
29,000 6-25 8-84
30,000 6-3 8:96

Attention is drawn to Graph [ which illustrates the
effective present and proposed income-taxes. The adop-
tion of our method removes the obnoxious ‘jumps’, and
also results in making the rates of tax more suited to the
individual’s ability to pay.

! The present income-tax effectively begins at § pies in the rupee only on
income of and exceeding Rs. 2052. This is due to Sec. 17 of the Indian

Act which tries to meet the problem of ‘jumps’ which has already been
described above.
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GRAPH NO. 1. SHOWING THE EFFECTIVE RATES OF TAX
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The problem of ‘jumps’ does not arise in relation to the
super-tax as its graduated rates are levied on successive
slices or doses of income. As regards the existing pro-
gression of the super-tax, we shall deal with it below when
discussing the progression of the income-tax.

PROGRESSION OF THE TAX

It is not possible to fix any formula of rates which
might be supposed to fulfil the theory of progression.
This was amply proved by several expert witnesses—
prominent among whom was Professor Pigou—before the
British Royal Commission on Income-Tax. The only
factors, then, which should guide us in fixing the rates of
the tax, are the incidence of indirect taxation, the prac-
tice abroad, and finally what appears to be a ‘reasonable’
progression.

As regards the incidence of indirect taxation, no definite
conclusions are possible owing to the poverty of material
which has already been pointed out. However, we may
generally say that the amount paid by way of indirect
taxatlon bears a steadily decreasing proportion to the tax-
payer’s total income. The chief items paid by the richer
classes are customs duties on luxury articles such as motor
cars, watches etc. ; the effect of even this grows inconspi-
cuous after a high level, say, a hundred thousand rupees,
is reached. We must not, therefore, look to indirect taxa-
tion to redress any inequality in the existing incidence of
the Indian tax system. The rates of income-tax must go
on increasing with increasing income. Of course, the
increase cannot be without limit; even from a strictly
theoretical point of view, ability stops rising rapidly after
a high limit of income is reached, while in practice, it is
impossible to tax incomes at an indefinitely increasing
rate.

It has not been found possible to compare the Indian
rates with the income-tax rates of many countries, but we
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shall discuss the Indian rates as compared with the rates
of some foreign countries, namely, Canada, South Africa,
Great Britain, United States of America and Japan. The
detailed table of rates comparing the Indian rates with the
rates of these countries have been calculated generally for
the year 1926, the conversion into rupee being made at
par rates of exchange. These detailed figures are given
in Appendix VII. We shall now add short notes on the
Indian curve of progression as compared with that of other
countries. Attention is invited to graph II, which illus-
trates the courses of the progression underlying these
different income-taxes.

India and the Umted Kingdom :—The Indian taxable
minimum is lower than the English one. Excepting this,
the rates of the British income-tax are uniformly higher
especially for incomes below Rs. 50,000 and for incomes
above Rs. two lakhs. The highest rate is more than
43.75 per cent., which, however, is the last point plotted
on the graph.

India and the United States of America :—In direct
contrast to the United Kingdom, the rates of the United
States of America are uniformly lower than those of India.
The difference is especially sharp for incomes below Rs.
50,000 and for those above Rs. 3,50,000. It must be
remembered that this scale of low rates in America is
due, first, to her great economic prosperity which makes
the tax very productive, and second, to the existence of
concomitant state income-taxes which take away a por-
tion of the individual’s income. The American taxable
minimum is also much higher than the Indian.

India and Canada :—The taxable minimum in the
Dominion of Canada is, as in the United States of Ame-
rica, much higher than the Indian minimum. The rates
of the tax are uniformly lower for incomes below Rs.

1The rates of the Canadian and Japanese income-taxes relate to the
year 1925-26.
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50,000, but display a sharp graduation above that limit,
especmlly for incomes above Rs. 1,50,000. Her hlghest
rate is 41.83 per cent. as contrasted with the Indian 29.43
per cent.

India and South Africa :—Like Canada, South Africa
has also a higher taxable minimum than India, and with
the exception of incomes between Rs. 10,000 and 20,000,
her rates are uniformly lower than Indian rates for incomes
below Rs. 50,000. Thereafter, the rates rise very sharp-
ly, especially for incomes above 1 ,50,000. The highest
rate is 34.91 per cent. as* contrasted with India’s 29.43
per cent.

India and [apan :—The taxable minimum in Japan is
not lower than that in India. The Japanese rates of the
tax show uniform increases over the Indian rates till the
level of Rs. 4,00,000 is reached. This increase is very
perceptible for incomes between Rs. 2000 and Rs.
50,000. The Japanese rates rise again for incomes above
Rs. 13,50,000, and finally reach the highest rate of 36
per cent. as contrasted with the Indian rate 29.43 per
cent.

Conclusion :—We give below our conclusions on the
progression of the Indian income-tax as compared with
that of all other countries :—

1. With the exception of Japan, the income-tax is levied
on much lower incomes in India than elsewhere.

2. With the exception of Great Britain and Japan, the
rates of the tax for incomes below Rs. 50,000 are slightly
higher in India. In South Africa, however, the rates are
higher for incomes below Rs. 25,000.

3. With the exception of the United States of America,
Indian rates are uniformly lower than the rates in other
countries on incomes exceeding Rs. 50,000.

4. With the exception of the United States of America
the highest rate in India is much lower than that in other
countries.

22



170 TAXATION OF INCOME IN INDIA

We have already observed that the United States of
America cannot be compared with India, owing to the
existence of additional State income-taxes in the United
States. Besides, if inheritance taxation can be regarded
as a sort of deferred income-tax, and it is so regarded by
many, the effective rates of income-tax in other countries
will be much higher than even those shown in our graph.

A PROPOSED SCHEME OF PROGRESSION FOR
THE INDIAN INCOME-TAX

Taking all this into consideration and looking to the
generality of foreign practice, we may formulate the fol-
lowing income-tax and super-tax rates to replace the
existing schedule :—

1. A fixed abatement of Rs. 2000 to be given on all
amounts irrespective of income.

2. The standard rate of income-tax be fixed at 2 annas
in the rupee ; on the first 15,000 of the individual’s in-
come, however, the tax should be levied at half the stand-
ard rate.

3. The super-tax to begin on incomes exceeding Rs.
30,000 and the following to be the schedule of rates in
the rupee :—

On the first excess of Rs. 10,000 over the minimum 3 pies

On the next excess of Rs. 10,000 ........ Cererranans ..6 pies
3 3 55 50,000  L.iiiiiiiiiiiiiiiieaes 1 anna
9 55 5y 90,000 Liiiiiiiiiiiiieiiees 1 anna 6 ps
i » 5 90,000 ...l ceeeinens 2 As.
9 s 5y 50,000 iiiiiiiiiiiiiaiieans 2 As. 9 ps.
’ ” 5 50,000 .iiiiiiiiiiiiiiienn 8 As. 6 ps.
5 s 5 50,000 ... Ceebeeneaenens 4 As. 8 ps.
s »» s 50,000 ..iiiiiiiiieiieenines5 As
» ” vy 50,000 ..eiriier... ceaees ...5 As. 9 ps.
s » s 50,000 ..ieiiiiiiiiiiiieienan 6 As. 6 ps.
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On the next cxcess of Rs. 50,000 .....vvvvevevennnnn.. 7 As. 6 ps.
9 EX) I} 50,000 ............ esesacacs 8 .AS.
s s sy 50,000 and above ......... 9 As.

The effective rates of income-tax and super-tax as they
are levied to-day and as they will be under the proposed
scheme are given in Appendix VIII. They are illustrated
by means of graph I11.

Objections :—Two possible objections may be raised
against our scheme, viz., (1) that it savours of socialistic
ideas of redistribution of wealth, and will be opposed by
the capitalistic classes, (2) that it may prove administra-
tively unworkable.

As regards the first objection, it should be pointed out
that high rates have the strength of foreign practice be-
hind them. Conservative and undoubtedly capitalistic
countries like Great Britain and Japan tax income at much
higher rates, than those proposed above. This objection
therefore need not be taken seriously.

The second objection appears more plausible. In fact,
on the same ground, the Taxation Enquiry Committee
refused to recommend the introduction of a scheme similar
to that of England. The chief point in this objection is
that it will increase the work of giving refunds. 1t is diffi-
cult to see how this can be so; even to-day the tax is
deducted at source at the maximum rate and involves
giving of refunds to all people with incomes below Rs.
50,000. Under our scheme, the tax will continue to be
deducted at the standard rate of income-tax (which cor-
responds to the present maximum rate). Our standard
rate however applies to persons with incomes above
Rs. 30,000 (where the super-tax begins), and therefore,
the number of people claiming refunds will be actually
less than those under the present position. Other incomes
which are taxed directly to-day will continue to be so
taxed under our scheme.

99+
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The objection that the proposed scheme will be complex
and ununderstandable cannot be really justified by facts.
As we propose no change in the form of graduation as re-
gards super-tax, the objection can only apply to our
scheme of fixed abatement and standard rate of income-
tax. This, it is submitted, will be really more intelligible,
the man in the street taking the abatement of Rs. 2000 as
a sort of personal allowance for the essential expenses of
maintenance. Besides, it removes the keenly felt injus-
tice involved in ‘jumps’.

SUMMARY

We have seen that there are two great defects in the
existing system of income-tax in India. Firstly, there is
no differentiation between earned and unearned incomes.
Secondly, the existing form of graduation with its big
‘jumps’ 1s contrary to the individual’s ability to pay. To
remedy these two defects, we have proposed (1) that un-
earned incomes should pay a 10 per cent. higher tax than
earned incomes. (2) Our second proposal is that the pre-
sent method of six income-tax rates beginning with 5 pies
in the rupee and ending with 18 pies should be abolished,
and in its place a form of graduation on British lines should
be introduced. Rs. 2000 should be allowed as a fixed
abatement, and the standard rate of income-tax fixed at
2 as. in the rupee. On the first Rs. 15,000 of his income,
however, income-tax should be levied only at half the
standard rate. (3) Our third proposal is that the minimum
taxable income for super-tax should be Rs. 30,000 instead
of Rs. 50,000, the rates to rise more sharply than at pre-
sent. The proposed highest rate on the last slice of in-
come will be 9 annas in the rupee as contrasted with the
6 annas of to-day. The proposed scheme will involve no
financial loss, and may probably result in an appreciable
increase of revenue. On administrative grounds, there
seems to be no serious objections.



CHAPTER X

SreEciAL CLASSES OF TAX-PAYERS

We have hitherto dealt with what may be called the
personal aspect of the Indian Income-Tax, the preceding
two chapters being mainly devoted to an analysis of its
incidence on the persons paying it. But the tax is impos-
ed not only on persons but also on associations of persons
such as companies, firms and Hindu undivided familes.
These associations are treated as separate legal and tax-
able entities and may therefore be considered as special
classes of tax-payers. Since all taxation is ultimately
borne by the individual, we shall consider below how far
the income-tax on these special classes is shifted, and
whether the resulting incidence is in harmony with the ge-
neral principle of ability to pay which governs the personal
income-tax. We shall also consider other reforms which
may bring the taxation of these special classes in line with
the fundamental principles of taxation.

COMPANIES
THEORY AND PRACTICE OF COMPANY TAXATION!

Before discussing the taxation of corporate profits in
India, it may not be out of place to consider in brief the
foreign practice regarding such taxation, and correlate it
with the trend of modern theory.

1 The facts in this section have been drawn from the following publi-
cations :—
(1) Income-Taxes in British Dominions.
(2) The Income-Tax in Great Britain and the United States—
Spaulding.
(3) Graduated Income-Taxes in Foreign States (1g913).
(4) 26th Financial and Economic Annual of Japan.
(5) Taxation of Incomes, Corporations and Inheritances in Canada,
Great Britain, France, Italy, Belgium and Spain, by A. Bernard.
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There is no uniformity of procedure in the taxation of
companies abroad, but two distinct principles can be dis-
cerned as regulating their operation. For example, there
are some countries where the Company acts merely as an
agent for its shareholders, collecting tax from the latter on
behalf of the state ; while there are others, where the com-
pany is credited with a specific taxable capacity of its own
and subjected to a separate corporation tax, though some
concession is granted to the shareholder who is also sub-
jected to the personal income-tax. We give below a brief
description of company taxation in several foreign coun-
tries.

Great Britain :—In Great Britain, companies are sub-
jected to the standard rate of income-tax. Such payment
of income-tax by the company is regarded as made on
behalf of the shareholder who is therefore exempted from
the tax on his dividends. If the rate applicable to the
shareholder’s total income is less than the standard rate at
which the company’s profits have been taxed, he is re-
funded the excess tax thus collected on his dividends.
The standard rate of Great Britain corresponds to the
maximum rate of the Indian tax. It is clear that under the
British system, companies are not endowed with any
special taxable capacity, but are merely regarded as agents
for collecting at source the tax due from the shareholder.’

South 'Africa :—It appears that a similar practice is
followed in South Africa. Dividends and debenture inter-
est in respect of which the company has paid the nominal
tax are exempt in the hands of the shareholders and de-
benture holders.

The United States of America :—In the United States
companies have to pay a corporation profits tax at a flat
rate on their total profits. The rate is higher than the high-

11t may be pointed out that before 1924 companies in Great Britain

were subjected to a corporation profits-tax, which corresponds to the
super-tax” imposed on companies in India. The corporation tax was
abolished in 1924, and has not been renewed.
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est normal rate of income-tax, but dividends are not taxed
again in the hands of shareholders. This does not mean
however that the company is regarded as an agent for the
shareholder ; the shareholder, though exempt from the
income-tax on his dividends, cannot claim any refund if
the rate of tax applicable to his total income is lower than
the rate at which the company has paid the tax. The
exemption is thus only a politic concession to the share-
holder, and the company is credited with a separate tax-
able capacity of its own.

Australia :—In Australia, the company is taxed at a
flat rate. The shareholder is not taxed on his dividends
unless his personal rate exceeds the company’s rate of
tax, in which case he has to pay the excess to the state.
The position corresponds in the main to that in the United
States. While shareholders may be called upon to pay
the excess if their personal rate exceeds the company’s
rate, they cannot claim a refund if the reverse is the case.
This necessarily means that it is not the shareholder’s abi-
lity to pay which governs the taxation of companies, but
that a separate taxable capacity on the part of companies
is recognised.

Canada :—In Canada, companies are taxed on their
total profits, while at the same time, shareholders are also
taxed on their income from companies. Canada is thus
the sole instance of a country which logically carries out
the doctrine of the separate taxable capacity of companies.

Some European Countries :—A second method of such
company taxation is found on the continent of Europe—
especially the pre-War German states. The company was
taxed only on that portion of its profits which was in ex-
cess of a prescribed percentage—generally 4 or 5 per
cent. of its paid-up capital. The dividends were also
liable in the hands of the shareholder. In this way, double
taxation was avoided to the extent of the amount (4 or 5
per cent.) exempted from the company tax. The tax
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obviously attempted to reach a peculiar taxable capacity
of companies, which was measured by that part of their
profits which exceeded the normal interest due to the
shareholder.

A somewhat similar system is prevalent in Belgium to-
day. Companies are allowed to deduct from their assess-
able income that portion of it—not exceeding 6 per cent.
of its paid-up capital—which is liable to the personal pro-
perty tax. In this way, double taxation of corporate in-
come is avoided to the extent of 6 per cent. of the paid-
up capital of companies.

Japan :—In Japan companies are not only subject to
the ordinary income-tax, but to an additional special in-
come-tax on that part of their profits which exceeds 1o
per cent. of the average amount of their paid-up capital
and reserves. !

Summary :—OQur study of company taxation shows that
with the exception of Great Britain and South Africa, the
other countries seem to regard companies not only as se-
parate objects of taxation, but as having a specific taxable
capacity of their own. As a matter of concession, most of
these countries (excepting Canada) exempt the individual
trom paying income-tax on his corporate income ; but he
is not allowed to claim any refund if his personal rate is
less than the rate paid by the company. No super-tax
is levied on companies in any of these countries ; instead,
the shareholders are taxed directly on their corporate in-
come. This does not mean that shareholders can escape
super-tax by allowing their corporate profits to lie undis-

1 The actual rates are :—
That portion of income in excess of 10 per cent.
and under 20 per cent. of the capital...... 4 per cent.
That portion of income in excess of 20 per cent.
and under 3o per cent. of the capital...... 10 per cent.
That portion of income in excess of 30 per cent....... 20 per cent.
26th Financial and Economic Annual of Japan, p. 31
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tributed with companies. Provision is made by most of
these countries by which if a reasonable share of the total
profits is not distributed, the income-tax officer can tax
the shareholders on these undistributed profits as if they
had been distributed to them in proportion to their holding
of shares.! We shall now consider whether the practice
referred to above is theoretically justifiable.

It is claimed that companies are separate legal entities,
that they enjoy certain unique privileges, and it is there-
fore proper that they should pay higher taxation. The
answer largely depends on the nature of the tax levied on
a company. If it is levied on its paid-up capital * or its total
turnover or on any such index of corporate life, the tax will
become a part of its expenses of production, and a charge
on its privileges. In such a case, the law should recog-
nise the tax as a business deduction for income-tax pur-
poses.

If, on the other hand, the company tax is of the nature
of an income-tax on corporate income, it is clear that the
determining factor must be its incidence on persons. Ulti-
mately, corporate income belongs to and is received by
persons who may or may not be liable to income-tax. If
the profits of companies are taxed, the real incidence of
the tax is undoubtedly on those who receive corporate
income. Whatever legal life a corporation may have, it
has no real life ; a deduction from its income means a de-
duction from its shareholders’ income. Hence a neces-
sary condition for taxing companies is the provision for the
avoidance of double taxation. Double taxation is not
avoided merely by exempting the shareholders’ corporate
income from income-tax. The incidence of the company
tax on the shareholders’ dividend-income must not be in

any way different from the incidence of income-tax on his

1 Such provisions are found in Canada, Australia, South Africa, New
Zealand and Great Britain.
? And taxes on capital and transfer of shares are found in many Euro-
pean countries to-day such as France, Belgium, Italy and Spain.
23
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other income. This means that there should be a provi-
sion for refund to the tax-payer if his personal rate is
lower than the company rate, and for payment of the ex-
cess to the State if his personal rate is higher than the com-
pany rate. Where company taxation is not accompanied
by such a scheme, the incidence of taxation becomes un-
equal, corporate income being differentiated adversely as
against other income ; and as poor persons may have cor-
porate income as well as rich persons, it may probably
result in making the tax system regressive.

It is clear, then, that from a theoretical point of view—
whatever may be the foreign practice—corporations as
such have no special taxable capacity. The individual’s
ability to pay on his corporate income is in no way differ-
ent from that determined by his total income. Any levy
of a company tax unaccompanied by a scheme of refunds
thus differentiates against one particular part of the tax-
payer’s income, and indisputably conflicts with his ability
to pay. England and South Africa, as we have seen in
the preceding section, recognise the truth of the principles
enunciated above by treating companies as agents. As
regards the other countries, the very fact that they exempt
dividends from a second levy of income-tax shows that
they do not completely believe in the theory on which their
company taxation is apparently based.

COMPANY TAXATION IN INDIA

The Present Position :—The Indian income-tax is im-
posed on the total corporate profits of companies at the
maximum rate of 18 pies in the rupee. They are also
subjected to a super-tax of one anna in the rupee on their
profits in excess of Rs. 50,000. Companies with incomes
below Rs. 50,000 are exempt from the super-tax.

So far as the procedure for assessment is concerned,
companies are treated like normal individuals ; the princi-
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pal officer of the company has to send in a signed return
of income accrued during the previous year ; he is also
liable to be called upon to produce accounts and other
relevant documents in support of his return. In case he
fails either to send a return or submit accounts when called
upon to do so, the company is deprived of the right of
appeal.

So far as income-tax is concerned, the company is em-
powered to deduct tax at the maximum rate from its divi-
dends before they are paid to the shareholders. The
principal officer of the company has to issue along with
the dividend warrant® a statement specifying the amount
deducted by way of income-tax on the dividend and the
rate at which it was deducted. The person who receives
the dividend when filling in his personal return, has to
enter not only the actual amount he received but also
the amount deducted by way of income-tax ; the dividend
paid plus the tax deducted forms his income from the
company, and is taken into account in determining the rate
of his tax. He is, however, exempt from income-tax on
the dividend element of his income, as it has already been
taxed at source. But if the rate of tax applicable to the
individual’s total income is less than the maximum rate,
(at which the tax is deducted on these dividends by the
company) he can apply for a refund of the excess tax thus
paid, and the State is bound to give him relief. There is
thus no doubt that so far as the payment of income-tax
is concerned, the company acts as an agent for its share-
holders. It is obvious that the tax is not levied on the
companies as such, but is only a convenient expedient for
taxing the shareholder’s income.

The payment of super-tax by companies stands on an
entirely different footing. The flat rate of one anna in the

1 To make things clearer it may be provided that in addition to the
certificate of payment of income-tax, no company should be allowed to
issue its dividends income-tax free. This will clearly bring home to
the shareholder the fact of his dividend-income being taxed at source.

23*
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rupee is levied on the company as such, and is assessed
on its total profits. It is not allowed as a business deduc-
tion. The shareholders are not exempt from super-tax
on the dividend received, and at the same time they are
not allowed to claim any refunds of the super-tax paid by
the company. In fact, these dividends are subject to
double taxation, once to the flat rate of the company
super-tax, and a second time to the graduated rate of the
personal super-tax.

We may, here, notice another case of double taxation.
Certain companies hold shares in other companies ; the
latter companies are taxed on their income, and the share-
holding companies are again subjected to super-tax on the
income which they receive from the taxed companies.
In this way the holding companies are requlred to pay
double super-tax on their corporate income.

Briefly speaking therefore, companies in India are sub-
ject to the maximum rate of income-tax along with a flat
rate of super-tax on their total income. When paying
income-tax, the companies act as agents for their share-
holders ; when paying super-tax they are supposed to act
for themselves.

CRITICISM AND SUGGESTIONS REGARDING
COMPANY TAXATION IN INDIA

Income-Tax on Companies :—There is no criticism to
make on the Indian Income-tax as at present imposed on
companies ; it 1s levied in accordance with the theory we
have enunciated above, the companies being in effect
treated as taxing agents at source of the corporate income
of their shareholders.

1The injustice of this position has been frequently pointed out by the
Associated Chambers of Commerce in India, and latterly, the Federa-
tion of Indian Chambers of Commerce and Industry. It has at last
managed to attract the attention of the Finance member who in his
budget spcech for 1930-31 promised to reform the position as early as
possible.
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Super-Tax on Companies :—The super-tax on com-
panies is levied on an entirely different basis. We have
seen that while companies are subjected to super-tax on
their total profits, corporate income is again subjected to
super-tax in the hands of the individual. Whether this
constitutes double taxation is a question of great contro-
versy. It is asserted with vigour that the company super-
tax 1s entirely distinct from the personal super-tax, and
that it reaches only the taxable capacity of the company ;
and that therefore there can be no double taxation.' The
company gets certain privileges? and pays for them by way
of this super-tax. If this argument was correct, the tax
would not have been imposed on the profits of the com-
pany ; and even if so imposed, it would have been allowed
as a business deduction. The fact that such a deduction is
expressly prohibited, makes it clear that the argument is
not carried to its logical conclusion.

Moreover, if we look at the company super-tax from a
historical point of view, we find that there is no basis
for asserting that it is a tax on their special privileges.
When the super-tax was first introduced in India in 1917,
companies were subjected to the graduated rate on the
personal scale on their undistributed profits, their distri-
buted profits, in the shape of dividends, being taxed,
directly from the assessee. In 1920, as a result of the agi-
tation carried on by the mercantile community, the compa-
nies were relieved from the graduated tax on their
undistributed profits, and made liable to a new super-tax
at a flat rate of one anna in the rupee on their total profits
in excess of Rs. 50,000. The new super-tax was a sort
of compromise ; instead of getting their undistributed pro-
fits taxed only once but at the high graduated rates, the

1 This is the official view, vide Sundaram’s Law of Income-Tax in India,
p. 186.

2 The privileges enjoyed are :—(1) Limited liability, (2) Corporate finance,
(3) Freedom of transferring and selling shares, (4) Publicity of audit
etc., (5) Right of shareholders to enforce liquidation.
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companies were now taxed on their total profits, but at a
flat rate of one anna in the rupee. It is thus abundantly
clear that, far from being any return for special privileges,
the super-tax on companies is only a modified attempt at
taxing undistributed corporate profits which generally
evade the personal tax. The present super-tax is levied
on total profits, instead of merely on the undistributed
portion, because the rate is flat and rather low, as compar-
ed with the high graduated rates of 1917.

It can be asserted, therefore, that the present super-tax
on companies is not based on any special ‘ability’, it is
in effect an additional rate of income-tax on distributed
corporate income. It follows that unless its incidence is
similar to that of the personal super-tax, that is, unless
it is accompanied by a concurrent provision for refunds
when the tax-payer’s personal rate is lower than the com-
pany rate, the tax will undoubtedly be in the nature of
double taxation. The Indian super-tax on companies
makes no provision for refunds to those who are not
liable to a personal super-tax of one anna ; it also makes
no provision for excess payment tax on their undistributed
corporate profits by those whose personal rate is higher
than one anna. In other words, undistributed corporate
profits are taxed at a low flat rate, without any reference
to the personal rate of the shareholder who owns those
profits ; at the same time, distributed corporate profits pay
two super-taxes, in addition to the income-tax legitimately
due from them. The existing super-tax on companies,
therefore, involves double taxation of corporate profits.

We shall now consider how this double taxation affects
the general incidence of the income-tax. Individuals who
pay the tax on corporate profits pay on the whole a much
larger amount than those whose incomes are derived from
other sources. For example, persons with equal amounts
of income will pay unequal amounts of tax under certain
conditions. If we take as an illustration two persons
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whose incomes are Rs. 12,000 each, one deriving his
income entirely from dividends, and the other entirely from
other sources, the incidence of income-tax will work out
as under :(—

Description Aﬁzz?-fe(’f Tax paid | Rate of tax!
Person whose income is en- Rs. Rs.
tirely received from other
sources . . . . . . 12,000 562-8-0 4.5 p. c.
Person whose income
is entirely received from
companies . . . . . 12,000 1812-8-0 10-9 p. c.

The example chosen is of course an extreme one, but
effectively illustrates the great injustice brought about by
the company super-tax in certain cases.

The second effect of this double taxation on the inci-
dence of income-taxation in this country is to destroy the
fair progression of the tax, especially as regards persons
receiving corporate income. To revert to the same illus-
tration, a person with an income of Rs. 12,000 pays tax
at an effective rate of 0. 9 per cent. merely because his
income is derived from companies ; whereas another per-
son whose income amounts to Rs. 50,000 pays only at
the rate of 9.4 per cent. simply because he has no corpo-
rate income. The net result of the super-tax on com-
panies is thus to vary the rate according to the proportion
which the individual’s corporate income bears to his total
income. This is entirely opposed to the theory of ability
to pay which varles the rate of tax in accordance with the
amount of a person’s income. Since the very justification

1 The detailed figures work out as under :—

On Rs. 12,000 at the normal rate of g pies in the rupee, 562-8-0.
On Rs. 12,000 at the company super-tax of one anna in the rupee,

750-0-0
Total tax paid by a person whose income consists solely of dividends,
Rs. 562-8-0 plus Rs. 750-0-0=Rs. 1312-8-0.
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of taxation of income is the doctrine of ‘ability’, it is
abundantly clear that anything which conflicts so violently
with ‘ability’ ought not to exist in a scientific system of
income-taxation.

Extent of the Grievance :—The problem is not a theo-
retical one claiming mere academic discussion. It is not
possible to ascertain accurately the number of persons
who, though not liable to the personal super-tax on ac-
count of their incomes being below Rs. 50,000, are still
compelled to pay this additional super-tax on their corpo-
rate profits. From official figures! it appears that in 1927-
28, 29,519 persons got refunds of excess tax collected at
source on their income from companies. As the tax is
deducted at the rate of 18 pies, it is clear that there are at
least 29,519 recipients of corporate profits with their total
income below Rs. 50,000. These figures of refunds do
not represent the total number of recipients of corporate
profits, whose total incomes are below Rs. 50,000 ; be-
cause the tax-payer is given the option either to claim the
refund or get the excess tax set off against the tax due
from him on his other income. If we assume that tax-
payers exercising this privilege number as many as those
claiming refunds,? then, the total number of persons re-
ceiving corporate incomes (other than those whose in-
comes are above Rs. 50,000) amounts to 59,038. All
these persons pay, in effect, the company super-tax of one
anna in the rupee on their corporate profits.

While thus persons not liable to super-tax pay super-
tax on their dividend income, persons liable to super-tax
pay on their distributed corporate profits at a uniformly
higher rate of one anna in the rupee. Thus the double
taxation extends not only to individuals with small incomes
but also to the richer assessee with incomes above

1Vide, All-India Income-Tax Report, 1927-28, Return III.

2 They are probably more, as most tax-payers subject to income-tax have
other incomes in addition to corporate profits.
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Rs. 50,000, so far as their distributed corporate profits are
concerned.

THE EXEMPTION OF COMPANIES WITH
INCOMES BELOW RS. 50,000

There is no reason why companies with incomes below
Rs. 50,000 should be exempt while companies with in-
comes above that amount should be subject to tax on the
excess above that limit. The exemptions and abatements
are not based on any well thought out idea of the ultimate
incidence of the tax ; for there is nothing to prevent rich
persons holding shares in companies with incomes below
Rs. 50,000. The exemption is based on the false analogy
of companies being equated to persons and probably re-

sults in a comparative maldistribution of the tax-burden.
Poor persons who may not even be subject to the income-
tax or if subject, might be liable only at a low rate, pay
the company super-tax if their corporate income is derived
from companies with large incomes ; conversely, persons
with big incomes do not pay this company super-tax if their
incomes are derived from companies whose annual profits
are below Rs. 50,000. Though the company super-tax
is in itself not justifiable, this exemption further aggra-
vates its injustice at the expense of persons with small
incomes.

HOLDING COMPANIES AND SUPER-TAX

One more grievance arising out of the existence of this
super-tax on companies is to be found in the case of what

VIn their case, however, they pay only onc anna on their undistributed
corporate profits while their personal rate may be much higher. This
again makes for different treatment to similarly situated persons; for
example, if the company on whose dividends the assessec is paying
super-tax entirely distributes its profits, the assessee pays on it his
personal super-tax and the company super-tax. If on the other hand
the company keeps a large amount of its profits undistributed, then the
assessee pays on it only one super-tax and that too at the flat rate of
one anna. The net result is that persons who receive dividends from
companies which distribute all their profits pay at a higher rate.

24
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are known as holding companies. A holding company
is a company which from motives of efficiency splits up its
business, and conducts it through the machinery of other
companies, the first company controlling the second by
holding most of its shares. A prominent instance of such
a holding company is Steel Brothers, Limited, who own
half the shares of the Indo-Burma Petroleum Company,
who in turn are shareholders in the Attock Oil Company,
Limited, of Rangoon. The income which Steel Brothers
receive from these subsidiary companies pays the com-
pany super-tax thrice, once through the Attock Oil Co.,
again through the Indo-Burma Petroleum Co. and also
directly through themselves. There are other cases in the
country of holding companies ultimately paying a super-
tax of more than 2 to 4 annas on their corporate profits.
A request was made to the Indian Government to exempt
holding companies from such double payments of company
super-tax ; the request was negatived, Government stat-
ing that each subsidiary company enjoyed the advantages
of corporate capital and limited lability, and consequently
there was no anomaly in each of them paying the tax.’
We have already pointed out how companies have no
special tax-paying ability. It is obvious therefore that
the imposition of super-tax on corporate income three or
four times is clearly a case of double taxation. This bur-
den is in addition to its inequitable incidence on income-
tax paying persons. It may be argued that holding
companies are but stepping stones to combinations and
monopolies, and hence taxing them twice is justifiable.
Apart from the question of the desirability or otherwise of
monopolies, it should be remembered that as the law
stands to-day there is nothing to prevent the formation
of holding companies. If monopolies are to be discourag-
ed, it should be done by direct legislation—possibly on

! For the whole correspondence, Vide, Appendix G. 4, B. C. C. 1921.
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the lines of the American Trust Legislation—and not by
this invidious double taxation.

SUPER-TAX AND UNDISTRIBUTED CORPORATE
PROFITS

We have hitherto been discussing the double taxation
caused by the super-tax on companies. This double taxa-
tion, with all its incidental effects, however, arises only
when the company distributes its profits. So long as the
profits are undistributed, the rate of tax paid is only one
anna in the rupee ; as a matter of fact, whereas non-cor-
porate income pays super-tax at the graduated personal
rate, the undistributed income of companies only pays the
tat rate of one anna. Thus business concerns owned by
individuals are handicapped in their competition with joint-
stock companies, the latter being better able to extend
their business as their reserves are comparatively lightly
taxed as compared with the former.*

Besides, the exemption of corporate undistributed pro-
fits from the personal super-tax results in a great loss of
revenue. * There is nothing in the Indian Company Law
to prevent the formation of private companies which are
really one man companies ; and, similarly, nothing pre-
vents a shareholder of a public company owning the
majority of shares and thus practically becoming its own-
er. The result is that wealthy individuals subject to the
personal super-tax find it convenient either to start private
companies or acquire control of public companies, and
then let their corporate profits remain undistributed. It
is true that if these are eventually distributed in the form

1 This factor is recognised in Australia, individual busincssmen being
allowed rcbate of tax on 15 per cent. of their business income at a rate
equal to the excess of the rate paid by them over the rate at which
companies are taxed.—Income-Tax in British Dominions, p. 246.

2 This is borne out by the bill now before the Assembly which aims at
taxing such undistributed profits.

24*
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of dividends, they will be subject to the personal super-
tax. To avoid this, undistributed profits are often capital-
ised, and issued in the shape of bonus shares ; or the ex-
tension of the company’s business results in an increased
value of the original shares, which the shareholders can
easily realise by sale. Again, the companies, after ac-
cumulating undistributed profits for a long while, can
subsequently go into voluntary liquidation ; the undistri-
buted profits will then be distributed in the shape of the
capital assets of the company and the shareholders can
thus escape the personal super-tax.

Summary :—Summing up the results of our analysis
of company taxation in India, we find that the position
deserves no criticism so far as the income-tax is concern-
ed. It is the super-tax which is open to the following
objections :—

First, the super-tax on compames is a clear form of
double taxation of the tax-payer’s income in so far as it
consists of distributed corporate profits ; and in the ab-
sence of refunds, it violates the principle of ability to pay.

Second, it makes the tax system unequal, and inter-
feres with the proper progression of the tax. In this way
also it is opposed to the doctrine of ability to pay.

Third, while the super-tax on companies is itself not
justifiable, its injustice is aggravated by the meaningless
exemption of companies with incomes below Rs. 50,000.
The exemption is made on a false conception of the com-
pany as a real person, and should be immediately
abolished.

Fourth, imposition of super-tax on holding companies
as well as on their subsidiary companies is another instance
of double taxation, and cannot be justified.

Fifth, while the poorer shareholders suffer double taxa-
tion on their corporate income, the richer shareholders
escape the personal super-tax on part of their corporate
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profits by allowing them to remain undistributed and by
capitalising them in course of time.

On all these grounds therefore, it must be concluded
that the Indian tax on companies as existing to-day is
not justifiable. Historically considered, it is a substitute
for the graduated taxation of undistributed profits. As it
stands to-day, it does not fulfil that function, while its
incidence definitely conflicts with the individual's ability
to pay.

Suggested Reforms:—It is recommended therefore
that the super-tax on companies should be abolished ;
distributed profits of companies should be liable to the
personal super-tax as at present. Concurrently with this
reform, provision should be made to tax the undistributed
profits of companies on the lines followed by the British
Income-Tax system.

IMPENDING LEGISLATION ON COMPANY
TAXATION!

It is interesting to note that there is a bill pending before
the Indian Legislative Assembly which seeks to tax the
undistributed profits of those companies which are pre-
dominently owned and managed by less than 5 persons.
In such cases, the company is to be exempted from the
flat rate of super-tax, but its undistributed profits are to be
directly assessed in the hands of the shareholders, as if
they were distributed—according to their holdings and
shares. When the company denies such liability, elaborate
provision is made for reference to a Board of Referees with
a non-official majority and a non-official president. These
provisions are not to apply to subsidiary companies and
companies in which the public are substantially inter-

ested.® The scheme is very partial, and will differentiate

IThe amended bill along with the report of the Select Committee is
published in Part V, Gazette of India, dated 2nd March 1929.

2 The evidence of such substantial interest is to be found in 25 per cent.
of the shares being owned by members of the general public as alse
quotation of the share in the general share market.
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between different companies, unless the company super-
tax is completely abolished. Again, the exclusion from
the scheme of companies in which the public are sub-
stantially interested practically nullifies the effect of the
provision. At the same time, there is no reason why
public companies should be made to pay the company
super-tax with all its injurious effects, while the income
from private companies should pay super-tax at rates suit-
ed to the shareholder’s personal ability. The scheme is
thus a half-hearted and partial attempt to solve the pro-
blem. It must be again emphasised that any attempt to
tax the undistributed profits of companies must be pre-
ceded by the repeal of the company super-tax.

We have already recommended that the undistributed
profits of companies should be charged to income-tax on
the British model.! Our suggestion, however, proceeds
on the assumption that the super-tax on companies will
be abolished. If a reasonable share of the profits are not
distributed, the Income-Tax Officer should be given dis-
cretionary power to tax the company’s undistributed pro-
fits as if they were divided and received by the
shareholders in accordance with their holdings of shares.
This will prevent companies from hoarding enormous re-
sources of undistributed profits, at the same time it will
not penalise their building up of reasonable reserves. In
cases where the company feels itself unjustly treated, it
may be allowed to appeal against the Income-Tax
Officer’s decision to the New Board of Tax Appeals that
we suggest in a later chapter. The Income-Tax Officer
should also be given power to scrutinise the details of
companies ; and if he finds either that the private company
is a one-man concern, or that the public company is chiefly
controlled by one person and his dependents, he should
treat it as a family-corporation and subject them to super-
tax on the whole of their profits both distributed and un-

1'The British system has been explained in an appendix.
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distributed. This will prevent rich assessees from evad-
ing super-tax on their corporate income.

The reforms suggested above will also meet the other
cases of injustice in incidence arising from the super-tax
on companies. The abolition of the company super-tax
will automatically do away with the exemption of Rs.
50,000 for companies. It will also prevent double taxa-
tion of holding companies. In other words, the abolition
of the company super-tax accompanied by suitable provi-
sions for taxing undistributed corporate profits will result
in placing Indian company taxation on an equitable basis.

PARTNERSHIPS

The Present Position :—For purposes of the Indian
Income-Tax, firms are divided into two classes viz.

1. Registered firms.

2. Unregistered firms.

Registered firms are firms the partners of which have
registered with the Income-tax officer a regular deed
specifying the respective shares of each of the partners.
These partnerships are treated like companies for pur-
poses of income-tax, being charged at the maximum rate,
while the partners are allowed refunds if their personal
rates are less than the maximum. Registered firms are
not subject to super-tax, but the partners are directly as-
sessed to super-tax in respect of their income from such
firms. As’in the case of companies, registered firms have
also no taxable minimum and all of them are subject to
income-tax.

Unregistered firms are partnerships, the partners of
which have not deposited with the Income-tax officer any
statement regarding their respective shares. They are
treated just like individuals for purposes of income-tax and
taxed at the personal rates without any provision for re-
funds ; at the same time, the partners of unregistered
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firms, though exempt from income-tax on their incomes
from such partnerships, have yet to include it in their total
income which will determine their personal rate. Un-
registered firms with incomes below Rs. 2000 are exempt
from income-tax, but the partners are taxable in respect
of their income from such firms.

Unregistered firms are also subjected to the graduated
personal super-tax. These firms are treated just like
individuals, and are exempt if their incomes are below
Rs. 50,000. On the excess above Rs. 50,000, they
pay super-tax at the graduated personal rates. Partners
of unregistered firms are not personally liable to super-
tax in respect of their income from such partnerships ;
this income is not included in the return of their total in-
come, and therefore is not taken into account in calculat-
ing their personal rate of super-tax on their other income.

Thus under the present law, registered firms and un-
registered firms—both partnerships—are treated on two
widely different bases. Registered firms are treated like
companies, and though liable to income-tax, it is clearly
understood that they are merely agents for collecting at
source the tax due from the partners. Unregistered firms,
on the other hand, are treated like individuals, being liable
to both income-tax and super-tax at personal rates.

INCIDENCE OF THE TAXATION OF
PARTNERSHIPS

Registered firms :—No remarks are necessary as re-
gards the taxation of income derived from registered
firms. Though liable to income-tax, it is clear that
accompanied as the taxation is with provisions for refunds,
registered firms are only agents for collecting at source
the tax on the partner’s income. They are not subjected
to super-tax.

Unregistered firms :—Unregistered firms, on the other
hand, are treated just like individuals, and subjected to
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tax at the graduated personal rates. It is obvious, that
as there are no provisions for refunds of excess payments,
great injustice may naturally follow from this procedure ;
for example, let us assume the existence of an unregis-
tered firm getting an income of Rs. 20,000 having two
partners A and B, of whom A has a total income of
Rs. 50,000 and B Rs. 8,000. Let us also assume that
A’s share of the profits of the firm is Rs. 14,000 and
B’s share Rs. 6,000. On the present scale of rates, the
position relating to their respective payments of tax will
be as under’ :—

193

Total tax payable T tuall
if income had been ax actually | pifference in Difference
Income Grade solely trom other paid Amount in Rate
sources
Rs. Rs. Rs. Rs.
A: 50,000 4,688 3,987 — 751 —1.5 p.c.
B: 8,000 250 344 + 94 +1.8 p. c.

It is clear from this table that not only does the income-

tax on unregistered firms differ in its incidence from that of
the general income-tax, but also that the difference is in
the direction of regression. The poorer partners of un-
registered firms pay at a higher rate than is warranted by
their total income ; conversely, the richer partners pay
at a lower rate than is warranted by their total income.
Thus the tax payments are directly in contrast with the in-

dividual’s ability to pay.? It is impossible to ascertain the
! Tax paid by the unregistered firm we eee wee ... Rs.og37
Share of A in the tax ... 2372¢w 656

Share of B in the tax ... e e e 281

Tax paid by A on his other mconu 3000

Tax paid by B on his other income 63

Total tax paid by A 3937

Total Tax paid by B 344

?This conclusion is unavoidable, unless we make the rather improbable
assumption that the partners of such unregistered firms have no other
income, and also that their shares of the income from such firms are
absolutely equal.

25
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number of unregistered firms as the income-tax returns do
not give any such details, but looking at the fact that 300
unregistered firms paid super-tax in 1926, there must be
a considerable number of firms paying only income-tax.
The injustice caused by treating them as individuals is
therefore undoubtedly real.

The official explanation for this special treatment of un-
registered firms is the desire not to put them to the trouble
of claiming refunds, assuming that the partners of most of
them would otherwise have to do so. As stated above,
it is impossible to ascertain how far this object is carried
out ; but it appears strange that in spite of the inducement
offered by this special treatment, so many registered firms
evidently refused to succumb to the temptation as can be
seen from the figures given below. In 1926-27, out of
the registered firms assessed to income-tax, 942 persons
claimed refunds as having their incomes below Rs.
50,000."' If we assume each firm to have four partners,
then more than 52 per cent. of the partners of registered
firms applied for refunds. It is clear therefore that busi-
ness men prefer to remain partners in registered firms,
and be taxed at the maximum rate with provision for re-
funds rather than convert their partnership into unregis-
tered firms, and thereby secure the doubttul privilege of
being taxed at graduated personal rates. Thus, the taxa-
tion of unregistered firms results in a heavier incidence
on poorer persons while letting off the rich ones lightly.

When we analyse the incidence of the super-tax on
unregistered firms, we find still stronger support for our
view that the tax is partial to those with greater ability to
pay. For purposes of income-tax, partners of unregister-
ed firms are required to include their partnership income
in their total income, so that at least on their other in-
come, the rate of the tax may have direct reference to

1 Compiled from Return III, All-India Income-Tax Report and Returns,
1926-27.
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their ability to pay. As regards super-tax, on the other
hand, while the unregistered firms continue to be treated
as individuals and are exempt on their first Rs. 50,000,
the partners of such firms are permitted to exclude their
income from such partnerships from their total income.
In other words, individuals pay super-tax on their part-
nership income at the partnership rate, and on their other
income at a rate determined with reference to only the
amount of their other income. This benefits the richer
tax-payer in two ways ; first, he can get his business divid-
ed into numerous unregistered firms, each of which will
be exempt on its first Rs. 50,000 ; the rate of tax paid by
each of these firms will be much less than its real rate,
which is the one which would apply to their collective
income, as they all belong to one person. Second, rich
individuals whose income is derived from unregistered
firms not only pay at a lower rate on their partnership
income (as in the income-tax), but owing to the exclusion
of such profits from their total income subject to super-
tax, the super-tax paid by them even on their other in-
come is at a lower rate, than that warranted by their total
ability to pay.

In this way, the treatment of unregistered firms as in-
dividuals, though they are associations of more than one
person, results in making the income-tax on such partner-
ship income regressive. It presses hard on the poorer
partners, making them pay more than their due, while
taxing the richer ones at much less than their real ability
as determined by their total income. Undoubtedly the
taxation of unregistered firms on the same lines as indivi-
duals conflicts with the doctrine of ‘ability to pay’, on
which alone the income-tax can be based.

THEORY AND PRACTICE OF TAXATION OF
PARTNERSHIPS

From a theoretical point of view, there is no doubt that

as partnerships mean more than one individual, any tax

25*%
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levied on them should result in the same incidence of
taxation on the partners as will be caused by a general
income-tax. If the taxation of partnerships brings about
any other result, it is certainly not consistent with the
individual’s ability to pay. In practice, the truth of this
contention is recognised by most foreign countries. Thus,
in the Dominions, though partnerships are liable to send
in returns of income, the partnership itself is not subjected
to income-tax, the partners being directly assessed in
respect of their income from such partnerships.' The
United States of America follows a similar practice.?
Great Britain follows a slightly different method. Partner-
ships are required to send in returns of their incomes,
specifying the shares of the partners. The partners in
turn are also required to make separate returns of their
income. The two returns are considered together and the
personal rate of each of the partners is determined after
consideration of the total income from all sources of each ;
the partnership is then assessed in respect of the tax pay-
able by the partners on their partnership income.® The
partnerships are thus not taxed at the maximum rate ; and
there is no necessity for any refunds.

Super-tax is not levied on partnerships in any of these
countries. The income from the partnerships are of
course assessed directly to super-tax in the partners’

hands.

1In South Africa, partners are liable to make a joint return, but are
liable to tax in their individual capacities only. In Canada, persons
who are carrying on business in partnership are liable for income-tax
only in their individual capacities. In Australia, partnerships are liable
to furnish a return of the partnership income, but they are not liable
to income-tax, the partners being assessed directly. In New Zealand
partners are required to make a joint return but cach is assessable as
an individual. Vide Income-Taxes in British Dominions, pp. 65, 114,
252 and 355.

2 Partnerships are required to send in returns of income, but the partners
are liable only in their individual capacity. Spaulding, Ibid., p. 111.

8 Vide Spaulding, Ibid., pp. t10-111.
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THE INDIAN POSITION: CRITICISM AND
SUGGESTIONS FOR REFORMS

The classification of partnerships into registered and
unregistered firms and the different treatment accorded to
them is peculiar to the Indian law ; similarly the levy of
super-tax on unregistered firms is also peculiar to India.
‘The weight of foreign practice is undoubtedly against the
Indian system. The All-India Income-Tax Committee of
1921 saw the absurdity of the Indian position, and re-
commended that the distinction between registered and
unregistered firms should be abolished, and that all part-
nerships be taxed at the maximum rate with suitable pro-
vision for refunds.’ They also recommended that if the
individual partners file their statements of personal income
at the same time, they were to be assessed directly at the
appropriate rate. 'They were besides in favour of the abo-
littion of the super-tax on unregistered firms with appro-
priate provision for the levy of super-tax at source on the
income of non-resident partners. The recommendations
of the Committee on this particular point, were turned
down by the Select Committee of the Legislative
Assembly. The latter Committee restored the original
distinction and also subjected unregistered firms to super-
tax. The reason they gave for this course was their fear
that taxation at the maximum rate would cause great
hardships to the poorer partners of unregistered firms, and
that the hardships inflicted on the smaller assessees would
outweigh the merits of the proposed abolition of the dis-
tinction. * We have already seen that this particular ad-
vantage claimed for the Indian system does not exist as
a matter of fact. On the other hand, the system operates
in favour of the richer assessees, who, by creating un-

1 Vide Report of the All-India Income-Tax Committee, para 9.

2Cf. ‘*“We have come to the conclusion etc......amount of income’’—
Select Committee Report on clause 2 (14) of the Indian Income-Tax
Bill 1922, Sunderam, p. XCV.
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registered firms, can obtain an exemption of Rs. 50,000
on each firm, and can also get their rates modified. On
the other hand, the alternative scheme we propose to out-
line below provides for just that advantage to the poorer
assessees which does not exist under the present
system.

We recommend that the present distinction between
registered and unregistered firms should be immediately
abolished. No partnership should be treated any longer
as an individual, and the present super-tax on unregis-
tered firms should be repealed. Partnerships should, as at
present, be compelled to send in returns of their income,
and should also be asked to specify the shares of their
pattners. The British system of taxing the partnership
at the personal rate of the partners should not be adopted,
as it will disclose to the partners each other’s income. '
If the personal returns of the partners show the whole of
their partnership income (which can be ascertained by
comparison with the partnership’s return) the partners
should be assessed directly in respect of that income.
This will meet the case of the smaller assessees, who will
then be taxed only at their appropriate rates. It is also
in accordance with the practice of the United States and
the British Dominions and has the further advantage of
obviating the necessity for refunds.

HINDU UNDIVIDED FAMILIES

In view of the difficulties that have arisen regarding
the taxation of Hindu Undivided families, we propose to
consider this class of tax-payers under the following
heads :—

(@) The Hindu Joint Family.
(b) A historical survey of the taxation of Hindu

1 The weight of evidence before the British Royal Commission on Income-
Tax was against this particular element of the British system of taxing
partnerships. '
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Undivided families.

(c) The present position.

(d) The real incidence of the taxation of joint fami-
lies.

(e) Criticisms and suggestions for reform.

THE HINDU JOINT FAMILY

The Undivided Family is an institution peculiar to the
Hindu community.' The family in India does not consist
merely of the father, mother and unmarried sons ; it in-
cludes, in addition, married sons with their wives and
children, the father and grandfather of the head of the
family ; and also nephews, cousins, and other relatives
living with the family. It is not an uncommon thing to
find Hindu families with more than 15 to 20 members all
living together.

(1) Members of the Jomnt Family :—The property of
such an undivided family is joint; in other words, the
right of sharing in its proceeds is vested not in any one
member of the family but belongs to all its members who
are co-partners in the property. Every member of a
Hindu family is, however, not necessarily a co-partner ;
only those who are three generations next to the holder
in unbroken male descent can be coparceners ;* in other
words, only the sons, grandsons and great-grandsons of
the holder of the joint property can claim joint ownership
in the estate.

(i) Nature of the Joint Family :—The nature of such
ownership is a thing unique to Hindu Law. The owner-
ship of the coparcenary property is in the whole body
of the family. There is community of interest, and

1Cf. Mr. Mulla in the preface to his ‘“‘Hindu Law”’. Also ‘‘other countries
do not possess Hindu undivided families, and it is in this country that
we have Hindu undivided families which are now sought to be
made liable for the purpose of assessment’’. A. Debates, Vol. II, Part
11, p. 2007.

2 Vide Principles of Hindu Law, Mulla, pp. 210-221.
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unity of possession between all the members of the
family.! No one member of the family can claim any
specific share of the joint property. Consequently no
member is entitled to any definite share of the income from
the property. The entire income of the joint family be-
longs to the common purse, and is available for the use
of all the members ; the interest of any one member is a
fluctuating interest, being enlarged by deaths in the
family, and liable to be diminished by births in the
family. As these two factors are both uncertain as to the
time and frequency of their occurrence, it is absolutely
impossible to predicate any fixed proportion for each of
the members on a partnership basis. The only thing that
the members have definitely got—apart from partition
after which the family will cease to be joint—is joint pos-
session of the family property, and the right to be main-
tained at the expense of the joint income.

(i) Number of Coparceners :—The number of such
coparceners is a thing impossible to assert with definite-
ness. If we assume a normal Hindu family to contain
two sons, and if we further assume A to be the holder of
the joint property, then A will have to share the income
of the joint property with the following 14 copar-
ceners :—

A
1 2
(Sons)
3 [4 3 16
(Grandsons)
7 8 9 10 11 12 13 14

(Great-Grandsons)

It must be pointed out, however, that every Hindu un-
divided family need not have 14 coparceners. The actual

1 Quoted in Ibid., p. 243.
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number may probably be less. It is true that some mar-
riages may result in no children, others may not be pro-
ductive of male children ; while others may be productive
of more than two male issues. We may assume that
roughly, the number of coparceners of a Hindu joint
property may vary from 5 to 10 persons. It must be
noted that the number of coparceners refers to those who
have a right to share in the property ; it is certainly not
identical with the dependents whose number is much
larger.' The coparceners need not be adults ; any mem-
ber, provided he satisfies the condition set forth in the
preceding table, can claim a share of the property. It
does not matter if such claimants are minors, babies in
arms or even children in their mothers’ wombs. ? The
cstates are managed by the father or in his absence the
senior male member of the family who is called Karta.
He has considerable discretion in managing the property
and provided he spends its income only for family purpos-
es, is not under any obligation to economise or save,
as a paid agent would be.?*

(iv) Coparcenary Property :—W e shall now explain the
essential conditions for a property to be coparcenary.
Such a description is necessary as Hindus are not for-
bidden from holding ‘separate property’. Joint Hindu
property can be of two types: (1) Ancestral; and (2)
separate property of members thrown into the common
Coparcenary stock.

Ancestral Property :—Property, if self-acquired, can-
not be coparcenary so long as the original holder is alive ;
after his death, however, it descends to his son, and then

1A Joint Hindu Family consists of all persons lineally descended from
a common ancestor and their wives and unmarried daughters...... A
Hindu coparcenary is a much narrower body than the joint family”
Mulla’s Hindu Law, p. 210.

2‘A son who was in his mother’s womb at the time of partition is
entitled to a share, though born after partition, as if he was in existence
at the time of partition.”” Ibid., p. 31%. ‘

2 Ibid., pp. 245-246.

26
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becomes coparcenary and has to be shared with his sons,
grandsons and their sons. This is not confined only to
immovable property. In Hindu law, a business is a dis-
tinct heritable asset.' If a Hindu dies, leaving his busi-
ness to his sons, and if the sons instead of partitioning the
property decide to carry on the business jointly, then such
business is joint family property, and the income from
such business is joint family income. ?

Separate Property transferred to Coparcenary Pro-
perty :—Property, even if self-acquired by the members
of the joint family, can become coparcenary property if
either such earnings are the direct result of a use of the
family property,* or if the members voluntarily throw it
into the common stock with the intention of abandoning
all claims upon it. For example, if five brothers live to-
gether and pool their separate earnings, the income is to
be treated as joint family income.

(v) Partition :—The joint family ceases to be joint as
soon as the property is partitioned or the shares of the
income defined and set apart for the different members.
Otherwise, the presumption is that a family, once joint,
continues to be joint.

(vi) Conclusion :—Thus the Hindu undivided family is
an association of many individuals related to one another
by ties of blood, living together, and owning property
jointly. It is a separate legal unit; and its fundamental
feature is its oneness—the fact that the joint family in-
come belongs to all the members of the joint family re-
garded as one, and not in any defined individual
proportions.

1 Mulla’s Hindu Law, p. 238.

? Such Hindu trading family firms are treated very differently from
ordinary registered firms. Ibid. pp. 239-241.

31f a joint family sends one of its members to England to pass the
Indian Civil Service examination and meets his expenses, the income
of this member is not his separate property but forms part of the joint
family income.
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A HISTORICAL SURVEY OF THE TAXATION
OF HINDU UNDIVIDED FAMILIES

As we have seen above, the Hindu undivided family is
for all legal purposes one unit. The income-tax law
decided to treat it in the same manner, and taxed Hindu
undivided families on the same basis and scale as indivi-
duals ; the members of these families were of course ex-
empted from tax on their income from such property, but
there was no scheme of refunds if the member’s rate was
lower than the family’s rate. This did not result in great
injustice for, till 1916, there was practically no gradua-
tion in the tax. After 1916, the rates rose sharply on a
progressive basis, and were again raised in 1921, and
finally consolidated in 1922. In spite of the change in the
position, Hindu joint families continue to be treated as
before, on the same basis as individuals, and taxed at the
personal rates.

It i1s when we come to the imposition of super-tax on
the Hindu joint families that we find that the law pays
attention to their peculiar nature. When the super-tax
on incomes above Rs. 50,000 was first introduced in 1917,
the Hindu undivided families were placed on the same
position as companies, and partnerships. ' Companies were
taxed to super-tax only on their undistributed profits ; on
a similar analogy, Hindu undivided families were sub-
jected to tax only on that portion of their income which
was not paid or finally allotted to their members.? Just as
shareholders of companies were directly assessed to super-
tax on their dividends, similarly, members of Hindu un-

1Vide Report of Select Committce on the Bill—Appendix V, Sunderam’s
Law of Income-Tax in India.

2 Total income was defined as meaning ‘‘Income accruing in the previous
year from all sources except that in the case of a Hindu United Family,
so much of the joint income of such family as had been actually ex-
pended or paid for the maintenance and other expenses of any member
of such family or paid or finally allotted to any such member’’.—The
Super-Tax Act, 1917.

26%
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divided families were also directly assessed in respect of
their joint family income. In short, Hindu undivided
families were, so far as purposes of super-tax were con-
cerned, regarded as associations of individuals, and treated
just like companies.

There was thus the anomaly of the Hindu joint family
being treated as an individual for purposes of income-tax,
and as an association for purposes of super-tax.

The super-tax was revised in 1920. The companies
were then, as already explained, relieved of the graduated
super-tax on their undistributed income, and subjected to
a flat rate of one anna in the rupee on their total profits.
The Hindu undivided families were deprived of the con-
cessions given by the 1917 Act, and treated on the same
basis as individuals, even for purposes of super-tax. Indi-
viduals receiving joint family income were exempted from
super-tax on such income.

To sum up, the Hindu families have been uniformly
treated as individuals for income-tax purposes ; as regards
super-tax, they were for a time (1917-20) treated as as-
sociations, but are now treated as individuals. Since
1922, Hindu undivided families are treated as single indi-
viduals for the purposes of both income-tax and super-
tax.

THE PRESENT POSITION

The present position with regard to the taxation of
Hindu undivided families is as follows :—

The Income-Tax Act specifically lays down that a
“‘person’’ includes a Hindu undivided family.! In other
words, for purposes of both income-tax and super-tax,
Hindu undivided families are treated just like individuals,
and taxed at graduated personal rates. There is no pro-
vision for refunds if the individual’s personal rate is less

1 Section 2 (g), Income-Tax Act, 1922.
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than the joint family rate ; nor is there any provision for
the individual to pay the excess to the state if his personal
rate is higher than the family’s rate. Members of joint
Hindu families are not only exempted from personal liabi-
lity in respect of their joint family income, but such income
is completely excluded from the consideration of his per-
sonal rate. For example, if a member of a joint family
has a total income of Rs. 50,000, Rs. 30,000 of which
is received from the joint family, the joint family pays tax
on the 30,000 ; and on the remaining Rs. 20,000 the indi-
vidual pays not at the rate applicable to Rs. 50,000, but
only at the rate applicable to Rs. 20,000. Thus a member
of a joint family pays tax on his separate income at a rate
which has no reference to his total income. Besides, a
special concession is shown to joint Hindu families, the
taxable minimum for super-tax in their case being Rs.
75,000.

THE REAL INCIDENCE OF THE TAXATION OF
JOINT FAMILIES

As Hindu joint families are treated on the same basis
tor both income-tax and super-tax, we need not separately
analyse the incidence of both these taxes ; the conclusions
of the one apply equally to the other.

The first fact to be remembered in discussing the inci-
dence of taxation of joint families is that, though legally,
members of a Hindu joint family form part of a single
unit, yet in actual practice there are many families who do
not live jointly. This fact makes a great difference. We
shall therefore deal separately with these two types of
Hindu families, viz.,

(1) Families joint in estate as well as in living.
(2) Families joint in estate, but not in living.

(1) Families joint in estate as well as in living :—Such

an undivided Hindu family not only forms a single tax-
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able entity, but even for living, it is one single unit. All
the members live together, and none of the members re-
ceive individually any specified shares of the joint income.
The Karta handles the whole of the family income, and
is at liberty to spend it provided he does so for purposes
of the family. Apparently, then, the law does not ignore
facts when 1t taxes such a family as an individual. But it
does ignore one essential factor, that the manager of a
Hindu undivided family has, unlike an ordinary individual,
to spend without any option a portion of the family income
on maintaining the coparceners. The coparceners have
a right of maintenance and can enforce it in a court of law.
The expenditure so incurred by the Karta is a necessary
expenditure, for which an allowance should be made.
This is not done, and therefore, the present system of
taxing such Hindu undivided families leads to taxation of
necessary expenditure, which may be said to fall on the
‘gross’ income of such families.

(2) Families joint in estate, but mot i Living :—As
distinguished from joint families, the members of which
live together, there are joint families who own property
jointly, but whose members live apart, only receiving the
joint family income in certain informally agreed shares.
The law treats these families as individuals, and there are
no provisions for refunds. The following consequences
arise from the taxation of these joint families as indivi-
duals.

(a) Individuals with incomes below Rs. 2,000, who are
totally exempted from the ordinary income-tax, are yet
taxed on that portion of their income which is derived
from such Hindu undivided families. The extent of this
grievance becomes greater, the higher the rate at which
the undivided families pay tax. For example, if a Hindu
undivided family pays tax at a rate of one anna in the
rupee, and if a part of its income is distributed among
persons whose total income is below Rs. 2,000, these
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latter persons pay tax at this high rate, though under the
ordinary income-tax law they would be totally exempt.

(b) Where the personal rate of the tax payable by the
beneficiary of joint family income is less than the rate
paid by the joint family, the individual pays at the higher
rate on his joint family income.

(c) Where the personal rate of the tax payable by the
beneficiary of joint family property is higher than the rate
at which the joint family is taxed, the individual pays at
a lower rate on his joint family income than warranted
by his “‘ability’’

(d) The exclusion of the individual’s joint family income
in determining his personal rate of tax makes him pay at
less than his real ability even on his other income.

To sum up, the incidence of the taxation of such
Hindu undivided families is totally different from the in-
cidence of the normal income-tax. Poorer persons pay
at a higher rate on their joint family income, while richer
persons pay at a lower rate not only on their joint family
income, but on their other income as well. In other
words, the income-tax, though levied on a progressive
scale on the joint family, becomes regressive on the shares
of such joint family income. It also unnecessarily differ-
entiates between joint family income, and other income,
the net effect being against joint family income in the case
of the poorer assessees, and in its favour in the case of the
richer assessees.

CRITICISM AND SUGGESTIONS FOR REFORMS

From the foregoing discussion, it is clear that the doc-
trine of ability to pay is not the determining factor in
the taxation of income from Hindu undivided families.
On the other hand, some Hindu undivided families are
taxed on their gross income, while in the case of the

others the incidence of income taxation is in direct con-
trast with the individual’s ability to pay.
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This aspect was not entirely ignored when the Income-
Tax Acts were being passed. To the report of the Select
Committee on the Income-Tax Bill of 1918, Mr. B. N.
Sarma added a minute of dissent, protesting against the
treatment accorded to the Hindu undivided tamily.* His
contention was that ‘‘the tax payable by an undivided
family should be payable by several members of the family
entitled to a share of such income as if the family became
divided on the date on which the income became taxable’’.
Mr. Sarma was not successful in converting the Imperial
Legislative Council to his views. Similarly, in 1917,
when the Super-Tax Act was passed, Pandit Malaviya
wrote a minute of dissent, suggesting that ‘‘the taxable
income of a Hindu undivided family should be calculated
after deducting so much of the joint income of the family
as would not be liable to assessment under this Act if
all the members ot the family had been divided on the date
of assessment’’. He also pleaded that the total tax pay-
able by such a family should not exceed the total amount
that would have been paid by the members if the family
had been divided.? His attempt was also unsuccessful.
Again, in 1922, Dewan Bahadur Rangachariar tried to
secure some special deductions for the joint family. Gov-
ernment contemptuously threw out his suggestion. More
recently, Pandit Thakurdas Bhargava unsuccessfully mov-
ed an amendment to the Finance Bill which was in effect
similar to that moved by Mr. Sarma ten years ago.

From the attempts made by these non-official members,
it is clear that the universal remedy suggested was to
treat the family as divided; in other words, while the
Hindu undivided family should continue to be a unit of

1 “The provisions of the Act in assessing Hindu undivided family will
tend to disruption of the joint family system and are unfair to the
members of such families......The taxation policy of Government griev-
ously interferes with the family system of the Hindus.” Vide Select
Committee Report on Income-Tax Bill, 1918.

2 Vide Select Committee’s Report on the Indian Super-Tax Bill, 1917.
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taxation like a company or a registered firm, the total tax
payable by it should not exceed the amount that each
member would pay on his share at rates adjusted to his
individual total income. The law was asked to recognise
the undivided family as a legal person, who represents
many real individuals, and the institution was to be used
as a machinery for taxing at source the members’ joint
family income.

This suggestion is theoretically very attractive, as it
will adjust the tax paid by each member to his real ability,
and thus bring the income-tax on Hindu undivided families
into line with the general income-tax. But there are two
strong objections that can be levelled against the scheme.

Firstly, the scheme treats the Hindu undivided family
as a mere association of individuals formed on the same
basis as a company or registered firm. This assumption
entirely ignores the real nature of this peculiar Hindu
institution. As we have already described, the income of
the Hindu joint family does not belong to any member
nor can it be divided in specified proportions among the
members. So long as the family continues to be joint,
its income is one, and it belongs to all. ‘Community of
interest’ and ‘unity of possession’ are the essential features
of the joint family ; the coparcenary extends to four gene-
rations, and may include persons of all ages, from old men
of ninety to babes in arms. It is thus difficult to predicate
the shares of the members; the difficulty is increased
when, as often happens, some of the coparceners are
minors. Not only is it difficult to ascertain the shares of
the members, but the very idea of sharing is also foreign
to the nature of the family. The manager of the joint
tamily spends its total income, and so long as he spends it
only for purposes of the family, he is within his rights.
This is the case, even when the other coparceners are
adults, so that, the joint family income far from being

shared, is spent by one person. In view of this the treat-
27
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ment of the joint family on the same lines as a company
ignores facts.

Secondly, any scheme of refunds or relief will be found
to be almost hopeless to carry out in practice for families
which are joint in living. We have already seen how it is
administratively impracticable to make an allowance on
account of dependents ; it becomes much more difficult to
fix the rate of the tax with reference to each coparcener’s
total income. Some of them will be minors ; others may
not be in actual receipt of income ; and a fraudulent tax-
payer can easily escape his true liability by ostensibly di-
viding the income into many shares. It is, therefore, im-
possible to treat the Hindu undivided family as an
association, and tax its income effectively. DBesides, the
division of the family income into shares is a sign of the
dissolution of the joint family, and it is unfair on the part
of the state to interfere with the continuance of a social
institution by means of tax-measures. '

These objections are applicable in their entirety only
to Hindu families which are joint in living as well as in
estate. Where the members of the family live apart and
receive income from the joint estate, the family behaves
somewhat on the lines of an association of individuals.
[t is no longer one unit though spiritually it may continue
to be so. The injustice of treating such a family as a
single person immediately becomes patent. We may,
therefore, justifiably apply to such families the same me-
thods of taxation as are applied to companies. They
may be taxed at the maximum rate, and refunds allowed
to members whose personal rates are less than the maxi-
mum. Such a system will bring the taxation of these
Hindu undivided families into line with the individual’s
ability to pay. To avoid the creation of fraudulent sharers
of the joint family income, it may be provided that the

LCf. Pandit Malaviya's Minute of Dissent to the Select Committee’s
Report on the Indian Super-Tax, 1917.
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proportion of the shares returned for income-tax purposes,
shall be regarded as holding good also for purposes of
partition.

This treatment, however, cannot be applied to those
Hindu families which are joint in living as well as in
estate. The objections outlined above apply with full force
to the application of any such scheme to these families.
This does not mean, however, that the position should
be left undisturbed. The income of such a joint family,
though it may not be divided among its members, has
much more necessary expenditure laid on it, for the co-
parceners of the property have the right of maintenance
on the income. It may be provided, therefore, that such
a joint family, though continuing to be treated as an
individual, should be taxed only on the excess of its in-
come over what is necessarily spent on the maintenance of
its coparceners. Such a maintenance allowance should
not exceed Rs. 1000 for adults and Rs. 250 for minors. '
To prevent fraud, it may be provided that any person for
whom an allowance is claimed as a coparcener will be so
treated for purposes of partition as well. The excess of
the joint family income over this expenditure will be its
taxable income ; allowances for children and marriage
should not be given in the case of such families, unless the
allowances claimed are on behalf of persons who are
themselves not coparceners and who are yet the relatives
of coparceners. This will prevent duplication of allow-
ances.

Members of these families should be allowed, as at
present, to exclude their joint family income from the
computation of their personal rate, as they are really not
in receipt of the joint family income. Members of the

I'"The maintenance allowance is taken at Rs. 1000 because when persons
live together, the expenditure per head is on an average less than when
they live apart. Rs. 250 is taken as allowance for minors as cor-
responding to Rs. 250 recommended as allowance for children in Chapter

VIIL
27*
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other type of undivided families, however, who are not
joint in living, do receive their joint family income sepa-
rately and should be made to include it in their total in-
come for purposes of calculating their personal rate.

In this way the income-tax on joint families will be
based on a correct understanding of their true position as
taxable units.

SUMMARY

The Hindu undivided family is a unique institution by
which certain relatives, called coparceners, enjoy in com-
mon without separate shares a joint family income. In
some cases, the members live together, with the manager
receiving and spending the money ; in some others, the
members live apart with the income distributed to differ-
ent members. Under the present Income-Tax Law, they
are treated just like individuals. The result is that taxa-
tion of these families falls upon the poorer members pretty
severely, but lets off the richer ones lightly. The remedy
proposed is to treat those joint families where the mem-
bers live apart as registered firms, taxable at the maximum
rate but with suitable provisions for refunds ; in the other
case, of joint families living together, they should con-
tinue to be treated as individuals, as the income of the
concern is received and spent by one person namely the
Karta or manager ; but they should be allowed to deduct
from their taxable income the necessary expenditure spent
on the maintenance of the coparceners.

The scheme is not administratively impracticable. FEvi-
dently minute details of the Hindu undivided families are
known to the Income-Tax Department.! The number of
such families is not given in the official report ; but on
the basis of certain calculations explained in Appendix

TReturn IVA of the All India Income-Tax Report shows the knowledge
of these details.
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,! it may be said that the number of Hindu joint families
paying the tax in the year 1926-27 amounted to 37,476.

GENERAL REMARKS ON SPECIAL CLASSES OF
TAX-PAYERS

During the course of this chapter, we have surveyed
the three special classes of tax-payers who are subjected
to both income-tax and super-tax. We have seen that
except with the regard to the income-tax on companies
and registered firms, the position is open to the gravest
of objections. Corporate income, income from unregis-
tered firms, and joint family income are treated differen-
tially, as contrasted with the other incomes of the indivi-
dual. The incidence of taxation on thesc special classes
of tax-payers often tends to be regressive ; it presses hard
on the poorer people ; it lets off lightly the richer ones.
The chief reason for this difference in incidence arises
first, from the treatment of the unregistered firm and the
joint family as one individual, though they represent more
than one person, and from the treatment of companies as
if they had a separate taxable capacity whereas they have
not ; second, from the practice of allowing the individual
to exclude his income from unregistered firms and joint
families from his total income for computing his personal
rate, because of which his other income pays at a lower
rate than warranted by his ‘ability’.

We have therefore recommended that so far as com-
panies, registered and unregistered firms are concerned,
they should be treated as associations of individuals and
taxed at the maximum rate with suitable provision for
refunds. None of the institutions referred to above should
be individually subjected to super-tax; the super-tax
should be collected in the case of such incomes directly
from the assessee who receives it. As regards those

1 The Appendix also contains details of earlier years.
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Hindu undivided families which are joint in living as well
as in estate, they should continue to be taxed as individuals
and subjected to both income-tax and super-tax ; but the
tax must be levied only on the excess of their income over
their necessary expenditure for the maintenance of the
coparceners.

These measures will automatically effect the removal
of the special concession given to income derived from
such special classes of tax-payers, viz., their exclusion
from the computation of their total ‘income’. The bene-
ficiaries from such special classes will then pay tax on
their entire income at the rates applicable to their total
income, and hence their ability to pay. In this way the
existence of classes of tax-payers other than the individual
will not in any way alter the incidence of income-tax, but
will produce results similar in effect to those produced by
the income-tax on persons. In other words, the taxation
of the special classes of tax-payers will be in accordance
with the ability to pay of the individuals who are repre-
sented by these special classes.



CHAPTER XI
THE PROBLEM OF DOUBLE TAXATION

The almost universal adoption of income-tax as a
national fiscal weapon by different countries of the world
has resulted in the peculiarly modern problem of double
taxation, which has attracted world-wide attention. It is
therefore appropriate that a separate chapter should be
devoted to this problem with special reference to Indian
conditions. We shall discuss the subject under the follow-
ing six heads :—

1. The meaning of double taxation.

The theoretical position.

The Indian position.

A critical examination of the Indian position.
Objections to the abolition of the existing relief.
Conclusion.

(0,19, B "R SR N

THE MEANING OF DOUBLE TAXATION

Double taxation literally means paying tax twice on the
same income. This, however, cannot be taken as a proper
definition. We cannot assert that the mere fact of being
taxed twice subjects the income to double taxation ; for
example, if a resident of the country pays two taxes on
his income by way of Provincial and Central income-
taxes, as is the case in countries like Australia and the
United States of America, he cannot be said to be doubly
taxed, for the two entities which tax him form but parts
of the one Governmental machinery of the country ; and
taxation of the individual’s income is a matter of mutual
arrangement between these allied taxing authorities.
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Similarly we cannot say that there is double taxation
in cases where the individual pays two different taxes such
as income-tax and customs duties, or income-tax and salt
duty. If the taxes are all levied by the same Government,
they are only different means for realising the individual’s
total tax contribution. In our discussion of the double
taxation caused by the super-tax on companies, we gave
a different meaning to the term. We employed it in the
sense of taxation of the same income more than once for
the purposes of one particular kind of tax. In this chapter
we are concerned with the international aspect of double
taxation, and shall therefore adopt the meaning usually
given to it in foreign countries. When taxes are levied
by different governments on the same income double taxa-
tion may arise ; in this chapter we are concerned with the
problems arising out of such a situation.

As we have alrcady observed, income-tax is generally
an essential item in the financial systems of the world.
It is levied on all incomes originating in the country, as
well as on the entire income belonging to the residents
of the country. This wide scope results in obvious compli-
cations. To take an extreme instance, if an individual re-
sides in country A, and derives all his income from country
B, he will then have to pay income-tax on his total in-
come once in country B, where his income originates,
and again in country A where he has his residence. This
example illustrates clearly what we mean by double taxa-
tion. Double taxation does not arise if the individual
derives all his income from the place where he resides.
This, however, is not always the case, especially because
of the growth of international commercial and industrial
enterprise, and the persistent search of capital to find
newer and more fruitful fields of investment. Modern
income is a thing widely diverse in its origin ; and the
place where the income arises is not necessarily identical
with the place where the owner of that income has his
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residence. Though the grievance of double taxation does
not widely exist in the exact form given in our illustra-
tion, yet there are many cases where, as a result of the
joint adoption of the principles of origin and residence,
the individual pays income-tax to two different countries,
though only on parts of his income.

THE THEORETICAL POSITION

In this section, we shall enquire into the validity of
double taxation, discuss the hardships it causes to indivi-
duals, and finally examine the solution, if any, offered by
economic theory.

Is double taxation justifiable? :—Double taxation of an
individual’s income by two or more distinct sovereign
authorities has certainly got its theoretical justification. If
an individual resides in a country, he is under certain
economic obligations to the state which protects his pro-
perty. The same is true of the country from which he
draws his income. Thus an individual owes economic
allegiance to the state where he lives as well as to the
state whence he gets his income ; and there is no reason
why the state should not tax the person who is under its
economic obligation.’

Hardships of Double Taxation :—N otwithstanding its
theoretical validity, double taxation in practice causes
great hardships to the individuals whose incomes come
under its scope. Those whose incomes arise abroad have
to pay on the same aggregate sum more by way of taxa-
tion, than those whose incomes are derived from the very
country where they have their residence. Thus the indi-
vidual with a “‘foreign’’ income is penalised as compared

1Cf. The Conimittee of experts appointed by the League of Nations to
go into the problem of double taxation found its theoretical validity
in the doctrine of economic allegiance. ‘‘Any individual pays to the
state under whose economic allegiance he is and economic allegiance
is to be found not only in the place where the income originates but

also where its recipient resides.”’
28
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with the one with a ‘‘domestic’’ income. Such a treat-
ment. seems rather unfair to the adventurous section of
the community which seeks to bring home wealth from
abroad.

The Seligman Committee’s Solution' :—The commit-
tee of experts appointed by the League of Nations to
enquire into the problem of double taxation consisted of
Professors Seligman, Bruins, Einaudi and Sir J. C.
Stamp. The committee elaborated the doctrine of eco-
nomic allegiance, under the following heads :—

(a) Origin.

(b) Situs.

(c) Enforceability.
(d) Domicile.

By origin they meant the place where the yield is physi-
cally or economically produced ; by situs, the place where
the final results like the complete productxon of wealth
are actually to be found ; by enforceability, the place where
the rights to handing over these results can be enforced ;
and finally, by domicile, they meant, the place where the
wealth is spent, consumed or otherwise disposed of.?
They, then, proceeded to classify all income on the basis
of these factors, finally grouping them under the two
heads of domicile and origin. The result of their re-
searches are reproduced below.?

1 We have called it the Seligman Committee’s report as even among
that group of distinguished fiscal experts, Prof. Seligman is easily
the most distinguished figure. Our nomenclature is strengthened by
the fact that recently, Prof. Seligman has written a most notable book
on the problem of double taxation.

2 Report on Double Taxation, League of Nations, pp. 22-26.

3 Ibid., p. 39.
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Predominant Element
Category of Wealth

Origin ’ Domicile
Land ... ... ... ... X
Mines, Oil Wells, ete. X
Commercial Establishment... X
Agricultural Machinery ... X
Money, Jewellery, Furniture ... X
Vessels ... oo wvr or an ol X
Mortgages! ... X
Corporate Shares... X
Corporate Bonds ... X
Public Securities... X
General Credits ... ... ... ... X
Professional Farnings ... X

Criticism of the Seligman Commiuttec’s Report :—In a
recent publication? Prof. Seligman has elaborated the
scheme formulated by the Committee of which he was so
prominent a member. While the work is undoubtedly a
real contribution to the theory of public finance written
in the author’s lucid style, it does not meet the objections
which we outline below, and does not go much beyond
the recommendations of the Committee.

There are several grounds on which the report may be
criticised. In the first place, the Committee themselves
are not very optimistic about the validity of their conclu-
sions. They confess that ‘‘to allocate the exact propor-
tion of economic allegiance to origin or domicile in each
particular category is well nigh impossible’’.* The clas-
sification which they have attempted in spite of this asser-

! Income from mortgages has residence as its predominant element, but
if it is considered as property, the predominant factor is origin.
? Double Taxation and International Fiscal Co-operation.
3 Report on Double Taxation, Ibid., p. 39.
28*%
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tion is based on the crude method of assigning items
which have a predominant element of origin to the place
of origin, and of assigning the item with a predominant
element of residence to the place of residence. Besides,
they admit the relative impracticability of their method
and opine in favour of the reciprocal exemption of non-
residents by every country. Their elaborate analysis
therefore cannot be taken as the basis for framing any
practical measures for the alleviation of the hardships of
double taxation. As a matter of fact, their conclusions
were not accepted by the Committee of technical experts
which met to consider their report at the instance of the
League of Nations. The technical experts recommended
the adoption of the principle of origin with some modifica-
tions in the case of the schedular income-taxes, while as
regards personal income-taxes, they agreed that the bur-
den of relief should lie with the country of domicile. As
we shall see later their conclusions virtually agree with
the principle enunciated by us for the solution of the pro-
blem of double taxation.

Even from the theoretical point of view, the Commit-
tee’s recommendations are open to objection. The dis-
tinction they have drawn between ‘situs’ and ‘enforce-
ability’ appears very thin, because the place where the
income is to be found in its final form is generally the place
where the rights can be enforced. There may be
exceptions to this rule, but exceptions are no reason why
‘enforceability’ should have been classed as a separate
factor and given such significance. Moreover, wherever
such enforceability exists, the state takes its toll by means
of stamp duties. This is an additional justification of our
belief that ‘enforceability’ should not play any part in
determining relief from double taxation. The analysis
itself seems to have too much fineness for practical use,
and Prof. Griziotti’s distinction between the production of
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income and its consumption appears much more reason-
able.!

The Committee treads on slippery ground when in its
zeal for an original classification, it asserts in a priori
tashion that ‘‘what each country would lose in the one
case it would roughly gain in the other’’. Such a state-
ment, we need hardly add, is unwarranted, as its truth
depends entirely upon the circumstances of every country,
and cannot be made the subject of a general statement
without detailed statistical enquiries. On these various
grounds, therefore, we have to reject the classification
formulated by this Committee as not suitable for practical
purposes. Moreover, as we shall notice later, while the
committee have dealt with economic allegiance, they have
entirely ignored the significance of citizenship in determin-
ing relief from double taxation.

A correct theoretical assignment of the economic alle-
giance of income is therefore not possible, unless each
particular income is made the object of a separate study
by practical experts well versed in business. Instead of
vainly attempting to discover a theoretical solution of the
problem, we shall now undertake the much more fruitful
task of finding a remedy for the hardships entailed in
practice by double taxation.

The Principle on which relief from double taxation
should be based in Practice :—Before framing any scheme
of relief from double taxation, the primary thing to be
determined is the question whether the proposed relief
should be granted to doubly taxed income or doubly
taxed individuals. Though all income is ultimately
received by persons, doubly taxed income is not
necessarily identical in respect of nationality with
doubly taxed individuals. For example, if an English-
man living in England owns shares in a jute com-

I He recommended the criterion of ‘origin’ in the former and of ‘domi-
cile' in the latter case. See Seligman’s Double Taxation and Interna-
tional Fiscal Co-operation, p. 151.
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pany in India, and makes a profit of say, Rs. 20,000, he
pays income-tax on it both to the Indian and British
governments. In this case, the individual taxed doubly
is an Englishman, while the income doubly taxed is
Indian. Conversely, if an Indian receives income from
England, he pays income-tax on it to both the British and
Indian Governments. In this case, the individual doubly
taxed is Indian, while the income doubly taxed is English.
This distinction between doubly taxed income and doubly
taxed persons is indeed fundamental, as upon it depends
the enunciation and working of a right scheme of relief
from double income-tax. Leaving theory apart, the
practical question we have to ask is—continuing our
example of the Englishman with incomes derived
from India—whether India is prepared to give relief
to doubly taxed Indian income, which means in
effect relief to an Englishman, or a foreigner; or is
India desirous of restricting such relief to doubly taxed
[ndians alone which means the grant of relief to Indian
nationals. If the State decides for restriction of relief to
doubly taxed Indian income, it will leave unredressed the
hardships of Indians with foreign income while redressing
that of the foreigners with Indian income ; if, on the other
hand, it is in favour of relief to only doubly taxed Indians,
it will meet the grievance of all nationals, while leaving
those of some foreigners unredressed. On the other
hand, it is also open to the State to give relief to both
doubly taxed Indians and doubly taxed Indian income.
Before deciding on the proper principle on which double
income-tax relief should be based, it may be of interest to
note the following considerations.

(1) The duty of every state lies essentially to its citi-
zens. Its business is primarily to redress the grievances
of its own citizens. Any hardship suffered by foreigners
should call for relief from the countries whose nationals
they are. No state has any right to spend its revenue in
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relieving non-nationals, unless such relief is absolutely
necessary from the point of view of expediency, for ex-
ample, a steady import of foreign capital.

(2) Even if every country grants relief only to its own
citizens, foreigners will not suffer in practice, as they will
obtain relief from their own countries. If every country
restricts such relief to its own citizens, the problem of
double taxation is automatically solved as every doubly
taxed person will receive relief from his country. This
will necessarily mean that all doubly taxed income obtains
relief.

(3) As a matter of fact, several advanced countries are
already following this principle of restricting double in-
come-tax relief to their own nationals. Even the technical
experts of the League of Nations recommended that in
the case of personal income-tax, remission should be
granted by the country of domicile which practically
means the same thing as restriction of relief to nationals.
Such a course is already practised in the United States of
America, Canada, Italy and Belgium.®

We may conclude, therefore, that a country should
grant relief only to its own nationals and residents. Such
a grant of relief is a duty which all countries owe to their
nationals, and if all countries perform this duty, the pro-
blem of double taxation will cease to vex politicians.

THE INDIAN POSITION

It will be convenient to treat this section under the fol-
lowing heads :—

1 Both the United States and Canada allow their citizens to deduct from
the income-tax due to them the amount paid already to other countries.
In Italy, the law provides that *‘the Minister of Finance may exempt
from income-tax Italian joint stock companies for their income derived
from branches established in foreign countries, it such income is already
taxed in the country where the branch is situated’.  As regards Bel-
gium, “‘income arising out of the profits of trade or business realized
and taxed abroad is taxed at one-fourth of the normal rates’. Bernard’s
Taxation of Incomes, Corporations and Inheritances in Canada, Great
Britain, France, Italy and Belgium, pp. 133 and 181.
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(a) Double taxation by two or more taxing authori-
ties in India.

(b) Double taxation by two or more taxing authori-
ties in the British Empire.

(c) Double taxation by two or more taxing authori-
ties outside the Empire.

Double Taxation in India :—We have already observ-
ed that if in addition to the Central income-tax, the Pro-
vinces also levy income-tax, they do not create double
taxation. As a matter of fact this position does not arise
in India. The same thing, however, cannot be asserted
of the income-taxes levied by the Indian States. When
an Indian pays income-tax both to an Indian State and
the Indian Government, he is undoubtedly suffering from
double taxation according to the terms of our definition.

There are 32 Indian States levying income-tax to-day,
the most prominent among them being Baroda, Mysore
and Travancore. Details of the States levying income-
tax are given in the Appendix XI attached to this chapter.
[t has not been found possible to get at the details of the
income-tax legislation of all these States. With the ex-
ception of exemptions and rates of tax however, the in-
come-taxes of almost all these States are based on the
system prevailing in British India. It is sufficient for our
present purpose to note that most of these States tax all
income received within their borders, without any regard
to the place whence the income is derived.! The natural

P*“*Save as hereinafter provided, this Regulation shall apply to all in-
come (profits and gains as described in or comprised in section 4) from
whatever source it is derived, if it accrues or arises or is received in
Travancore, or is under the provisions of this Regulation, deemed to
accrue or arise or to be received in Travancore.” The Travancore In-
come-Tax Regulation, S. 3, cl. (1).

“Save as hereinafter provided this Regulation shall apply to all in-
come, profits or gains as described or comprised in section 6 from
whatever source derived accruing or arising or received in Mysore or
deemed under the provisions of this Regulation to accrue or arise or
to be received in Mysore.”” Mysore Tncome-Tax Manual, Part [, section
4, cl. ().



THE PROBLEM OF DOUBLE TAXATION 225

result is that persons resident in British India and deriving
income from any of these States have to pay double tax
on it if they receive it in British India ; conversely persons
residing in these states and deriving their income from
British India pay double tax on it if they receive it within
the state. One of the States—Mayurbhanj—goes so far
as to tax the entire income of its subjects irrespective of
their residence, and the origin of their income.! This
makes the net for double taxation even wider.

This double taxation resulted in great hardships to
Indians engaged in business both in the States and in
British India. This is not an unusual thing, as with all
their difference in political status, British India and
‘Indian’ India form one integral economic unit. Repre-
sentations were made from early times to the Indian Gov-
ernment to remove this defect, and as a result,? the
amount of income-tax paid to Indian States was allowed
as a deductible business expense in British India.

This concession, however, only touched the fringe of
the problem. A person who paid income-tax both in
British India as well as in one or more of the Indian Stat-
es, was in a substantially worse position than his compeer,
who had an equal amount of income, but derived it only
from British Indian sources. In the year 1922, when the
Income-Tax bill was before the Legislative Assembly,
Rao Bahadur Rangachariar moved an amendment to
section 49 to provide for relief from double income-tax
with regard to income taxed both in British India and in
Indian States.® The amendment was withdrawn on an

1*‘Any income, made by the State subject outside the State.”

% Vide page 10, Punjab Annual Report, 1915-16, p. 10.

3 The amendment ran :—“If any such person proves to the satisfaction of
the Income-Tax Officer that he has paid income-tax for that year in
respect of the same part of his income in any Indian State or elsewhere
in the British Empire, he shall be entitled to a refund of the sums
so paid which however shall not exceed one-half of the Indian rate of
tax”. L. A. D. Part II, Vol. II, pp. 2027-2030.

29
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assurance given by Government that executive instruc-
tions would be issued to provide for such relief.

The promise materialised four years later, and on the
1st of July 1926, Government issued a notification’ pro-
viding for partial relief for such double taxed income. The
notification provided that when a person who has paid
British Indian income-tax on any part of his income, has
also paid on the same part of his income State income-
tax in any part of the States, mentioned in the said noti-
fication, he shall then be entitled to a refund from the
Indian Government of a sum representing half the rate
of the State tax levied on his income. Such relief is not
to exceed half the Indian rate of tax. The State, in return,
refunds to the double taxed person the other half of the
State tax. * Thus, in effect, an Indian having his income
taxed both in British India and Indian States will pay
only the higher of the two income-taxes. Under present
conditions, this means that a resident in British India re-
ceiving income from Indian States will really pay only
the British Indian rate of tax ; thus he will not be penalis-
ed as compared with his brother, who receives his income
solely from British Indian sources.

Double Taxation in the British Empire —We shall
first consider the case of income taxed both in Great Bri-
tain and British India and then discuss the double taxa-
tion of income as between India and the Dominions.

India and Great Britain :—Great Britain, as we have
already seen, taxes income on the basis of both ‘origin’
and ‘residence’. The scope of her income-tax is thus
comprehensive. India, on the other hand, though partial
to income from salaries and securities receivable abroad,
rigorously taxes income from business carried on in India,
without any regard to the place where such income is re-
ceivable. The natural result is, that in many cases, there

1Vide Appendix XI.
2 Cf. Income-Taxes in British Dominions, p. 231.
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is double taxation of the same business income by the
British and Indian Governments. When one remembers
the huge volume of British capital invested in India, and
the considerable share that Britishers have of Indian com-
merce and industry, it is easy to realise that the problem
of double taxation is pretty serious so far as these incomes
are concerned. Indeed even so far back as 1898, Sir
John Baden-Powell pointed out the evils of double taxa-
tion in the House of Commons. *

The Bengal Chamber of Commerce addressed a memo-
rial to the Viceroy in 1902 pointing out the hardships they
had to endure from double taxation, and submitted that
all income which was subject to the payment of the Indian
income-tax should, to the extent of that tax, be relieved
from the payment of income-tax in England. *

The Bombay Chamber accorded their support to the
Bengal Chamber and the Madras Chamber followed suit
in 1905 ; * but apparently nothing was done in the matter.
With the rapid and almost world-wide increase of income-
tax rates following the War, the problem of double taxa-
tion assumed greater importance. The question of double
taxation was therefore specially referred to the British
Royal Commission on Income-Tax. The Royal Com-
mission appointed from among themselves a special com-
mittee to deal with the problem ; they were assisted by
representatives from the different Dominions and India.*
The Committee laid stress on the theory of Imperial
Unity, and concluded that relief should be provided equi-
valent to the lower of the two taxes imposed on the indivi-
dual. They agreed that the relief should be apportioned
on the following basis : firstly, that in respect of incomes
taxed both in the United Kingdom and in a Dominion,

1Quoted in the Bengal Chamber’s Memorial, Appendix, B. C. C. 1902.
2 Appendix, B, B. C. C. 1902.
3p. 8, B. C. C. 1905.

4See pp., 168-173, Royal Commission on Income-Tax. The Indian re-
presentative was Sir James Meston.
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there should be deducted from the appropriate rate of the
United Kingdom Income-Tax (including super-tax), the
whole of the rate of the Dominion income-tax charged in
respect of the same income, subject to the limitation that
in no case should the maximum rate of relief given by the
United Kingdom exceed one-half of the rate of the United
Kingdom income-tax (including super-tax), to which the
individual tax-payer might be liable ; and secondly, that
any further relief necessary in order to confer on the tax-
payer relief amounting in all to the lower of the two taxes,
should be given by the Dominion concerned. The re-
commendations of the Royal Commission on this matter
were accepted in toto by the British Government and em-
bodied in their Income-Tax Law by section 27 of the
Finance Act, 1920.' The Indian Government became
a party to this arrangement, and their share of the agree-
ment was carried out by means of section 49 of the Indian
Income-Tax Act, 1922. This section provides that where
any person, who has paid Indian income-tax on any part
of his income, proves to the satisfaction of the Income-
Tax Officer that he has also paid the United Kingdom
income-tax on the same part of his income, and has ob-
tained relief under section 27 of the English Finance Act
1¢If any person who has paid, by deduction or otherwise, or is liable
to pay, United Kingdom Income-Tax in any year of assessment on
any part of his income proves to the satisfaction of the Special Com-
missioners that he has paid Dominion income-tax for that year
in respect of the same part of his income, he shall be ~en-
titled to relief from ‘United Kingdom’ income-tax paid or payable by
him on that part of his income at a rate thereon to be determined as
follows :—(a) If the Dominion rate of tax does not exceed one-half of
the appropriate rate of United Kingdom tax, the rate at which relief
is to be given shall be the Dominion rate of tax. (b) If any other
case the rate at which relief is to be given shall be one-half of the
appropriate rate of United Kingdom tax.”’

“For the purpose of this section, the expression ‘The appropriate
rate of United Kingdom tax’ means the rate at which the claimant
for the year to which the claim relates has borne or is liable to bear
United Kingdom income-tax and where the claimant is liable to the
United Kingdom super-tax a rate equal to the sum of the rates at

which he has borne or is liable to bear United Kingdom income-tax
and super-tax respectively for that year.”” F. A. 1920, 5. 27, (1)
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1920, he should be entitled to a refund of a sum equal
to the difference between the Indian rate of tax and the
rate at which he has obtained relief from the British Ex-
chequer. The maximum rate of relief thus allowable by
India is restricted to one-half of the Indian rate, for ex-
ample, if an individual has an annual income of Rs. 5
lakhs on which he pays both the British and Indian taxes
at the 1926-27 rates, the British tax would work out at
42.51 per cent. and the Indian tax at 26.25 per cent. The
British Law grants the individual refund of the Indian tax
to the extent of half the British rate or 21.25 per cent.
The remaining portion of the Indian tax amounting to
5 per cent. of the income is refunded by the Indian Trea-
sury. In this way, in the final analysis, the individual is
taxed only at the higher rate on his total income.

India and the Dowminions :—While the same income
taxed in both Great Britain and India thus gets the benefit
referred to above, there is no similar arrangement with
regard to income which may be doubly taxed by India
and one or more of the self-governing Dominions? of the
British Empire. This is not true with reference to all
the individuals who come under the operation of such
double taxation. The law of New Zealand specifically
exempts its citizens from being taxed on income that has
already paid tax in any other part of the British Empire ;
similarly, Canada allows its subjects to deduct from their
income-tax, any amount that they may have already paid
as income-tax in any other part of the British Empire.
Hence Canadians and New Zealanders may enjoy Indian
income and yet will not suffer double taxation. In this
way nationals of the Dominions who derive Indian income
are not subjected to double taxation. It is only Indians,
who derive their income from any other part of the Bri-
tish Empire who suffer. Many Indians have an exten-

1To this list, Ceylon must be added, an income-tax having been recently
promulgated by Ordinance in that colony.
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sive trade in South Africa. They have to pay income-
tax on it not only to the South African Government but
also to the Indian Government. In this way though the
income doubly taxed is South African income, the persons
who suffer by such double taxation are Indians.

India and Countries outside the Empire :—With regard
to income doubly taxed in India and any other country
of the world, the position is similar to that at present exist-
ing between India and the Dominions, because there
are no provisions for relief from double income-tax. Ex-
cept in some neighbouring Asiatic countries and the
Federated Malay States, however, the problem is no
more than a theoretical one so far as India is concerned.
But in relation to these few countries, the problem does
exist. Many Indians derive an appreciable income from
the French Indo-China, Saigon, Federated Malay States
etc. Dewan Bahadur Rangachariar pleaded for their
relief from double taxation in the Legislative Assembly.
The Government treated his request sympathetically but
no action has been taken so far in the matter.

Conclusion :—Summing up the present position, we
may now observe that as regards income doubly taxed by
British India and Indian States or by British India and
the United Kingdom, the individual is relieved from
double income-tax ; his effective payment amounts only
to the higher of the two taxes levied upon him. The cost
of the relief is, so far as Indian States are concerned,
equally shared ; while with regard to United Kingdom,
the first charge is on the British exchequer to the extent
of one-half of the British rate, the remaining being given
by India up to a limit of one-half of the Indian rate. As
regards income doubly taxed by British India and one of
the Dominions or British India and a foreign country the
position is different, there being no allowance whatsoever
by way of relief from double income-tax to Indian
nationals.
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A CRITICAL EXAMINATION OF THE INDIAN
POSITION

Let us re-state the Indian position with particular re-
ference to incomes and individuals doubly taxed. As
regards relief from double income-tax between British
India and Indian States, the income given relief to is
clearly Indian in the sense that it arises in India ; while
the persons given relief are also Indians.' This is not
the case, however, with reference to the relief from double
income-tax between Great Britain and British India.
Very few Indians possess income arising in Great Britain,
and the amount thus received is by no means considerable.
On the other hand, many Englishmen possess income aris-
ing in India; even if their number be small, the total
amount of income affected is undoubtedly large.* This
means that ‘Indian’ income receives relief under the pre-
sent system, the main personal beneficiaries being
Englishmen. As regards British India and the Dominions
or British India and the rest of the world, no provision for
relief is made by the Indian Government. Indians with
incomes from these countries suffer all the rigours of
double taxation.

Applying the principles enunciated by us in an earlier
section to the preceding brief survey, we may now con-
clude that the relief given to income doubly taxed by
British India and the Indian States is perfectly legitimate,
as the beneficiaries are mainly Indians. The financial loss
to the state is also not very appreciable, amounting to
only Rs. 120,000 in the year 1927-28, the first
year for which returns are available. '

1Foreigners paying both the Indian income-taxes can also claim relief
under this system. But this happens rarely in practice, as such foreign-
ers are mostly Englishmen who can obtain relief more easily under
Section 27 of the British Finance Act, 1920.

21t has been recently estimated by the London Financial Times that
the total amount of British capital invested in India comes to nearly
4583 millions.

3Return No. I-A, All India Income-Tax Report and Returns 1927-28.
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The grant of relief to income taxed both in India and
the United Kingdom is open to serious objections. In
actual practice, there are only a few Indians who benefit
by Section 27 of the British Finance Act, while a good
number of Englishmen benefit from section 49 of the
Indian Income-Tax Act. The income relieved from
double taxation is Indian; the persons relieved are not
Indians. This is most inconsistent with the true principles
of relief from double income-tax, as Indian revenues are
spent to relieve the distress of foreigners. Besides, the
loss of revenue resulting from this relief shows a steady
increase as indicated by the following figures of refunds
under section 49. !

In Lakhs of Rs.

1922-28 3
1928-24 41
1924-25 47
1925-26 92
1926-27 106
1927-28 97

The amount of tax thus refunded has more than doubl-
ed itself during these years. It should be further remem-
bered that it will continue to grow, for with every fall in
the British rate, and every rise in the Indian rate, the
burden of relief thrown on the British exchequer (measur-
ed by half the British rate) becomes less, while the burden
on the Indian Treasury will show a corresponding increase
till the maximum of one-half the Indian rate is reached.
We may, therefore, conclude that the existing relief given
by India to incomes doubly taxed in India and the United
Kingdom is undesirable, as the relief accrues mainly to
foreigners. It should, therefore, be abolished.

As regards income doubly taxed by India and the
Dominions or India and a foreign country, we are not

1 Compiled from Returns 1-A, All India Income-Tax Report and Re-
turns, 1925-26, 1926-27 and 1927-28.
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concerned with giving relief to the nationals of other
countries who are subjected to Indian taxation. But as
we have seen, there are Indians receiving incomes from
South Africa, Saigon, French Indo-China, Federated
Malay States, etc. who are subjected to double taxation. !
If the scope of the tax is extended as proposed in Chapter
IV, to cover the total income of residents, the hardships
of these Indians will be further increased.? In this case,
it is Indians who suffer from double taxation. This is an
unfair handicap which it is the duty of the Indian Govern-
ment to remove. We have suggested the lines on which
relief should be given in such cases in the concluding
section of this chapter.

OBJECTIONS TO THE ABOLITION OF THE
EXISTING RELIEF BETWEEN INDIA AND THE
UNITED KINGDOM

As our proposals involve a great disturbance of the
status quo, they are likely to provoke the opposition of
vested interests. We shall therefore discuss below the
objections that may be levelled against them.

The only legitimate ground for objection can be that of
economic expediency. It will be said that the conse-
quent double taxation of Britishers may result in prevent-
ing the free flow of British capital into India. As a mat-
ter of fact, it was asserted by Sir Percy Thompson, a
member of the Indian Taxation Enquiry Committee, on
the authority of the League of Nations Committee on
Double Taxation, the taxation of foreigners will recoil
on the head of the borrowing country, and result either in
a discouragement of foreign capital or in a higher rate of
interest. The force of this contention whatever may be
its general truth, is much weakened with reference to
India when we remember the following facts.

1Vide chapter 1V.
2 The recent Income-Tax Amendment Bill (Bill 32 of 1931) further
strengthens our case for relief to such Indians.
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(1) Section 27 of the British Finance Act 1920, does
not make the grant of relief conditional on reciprocal ar-
rangements by the Dominions. As a matter of fact, with
the exception of Australia and British India, the other
Dominions have not adopted this particular provision.
Hence, even if India does not grant relief, British capital-
ists will continue to get refunds of the Indian Income-tax
paid by them to the maximum extent of one-half the Bri-
tish rate ; therefore, the hardship suffered by them will
not be to the full extent of the lower (to-day the
Indian) tax, but only that portion of it which is in excess
of half the British rate. They will not therefore be much
discouraged from investing their capital in India.

(2) Even this inconsiderable amount of double taxation
will be more than compensated for by the higher profits
that British capital can and does realise in India. Many
of the jute, tea and banking companies working in India
are financed and managed by Britishers ; and the rate
of interest realised by them in the form of profits is much
higher than the market rate. Even if we allow for the
slight double taxation referred to above, it is obvious that
the profits which British capital can realise in India are
greater than what it can realise in the United Kingdom,
so that in spite of the extra burden, it will pay them to
continue investing in India.

(3) Great Britain has surplus capital which it is difficult
for her to invest profitably in her own industries. As
has been recently proved in the columns of the London
Economist, Great Britain exports a considerable amount
of capital annually even to-day. The field for such export
is very limited, as next to India come the South Ameri-
can republics. Revolutions are more frequent in South
America, and more menacing to foreign capital as they
are generally violent. India offers much better security,
and will therefore continue to attract British capital in
spite of the slight double taxation involved.
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(4) British capital already invested in India is very con-
siderable, and no part of it already invested in business is
likely to be withdrawn as a result of the abolition of relief
from double income-tax. Besides, the very fact that Bri-
tish capitalists have invested large amounts of capital in
Indian commerce and industry, compels them to continue
adding to the capital reserves of their business concerns.
This has to be done, even if the yield is lower than be-
fore ; otherwise their business will suffer in competition,
and in course of time their original capital will disappear.
Thus, in spite of double taxation, a part of British capital
will, by the very nature of things, continue to be invested
in India.

(5) Great Britain has to-day largely lost her pre-war
position as the greatest creditor country of the world.
The United States of America has become the new
capital supplying centre, and Indian requirements of
foreign capital may be met as much by America as by
the United Kingdom ; American capital has this additional
advantage that the United States exempts its citizens
from ‘“‘any income, war profits, and excess profits taxes
paid or accrued during the taxable year to any foreign
country or to any possession of the United States’’.'
We may therefore reasonably hope that America will be
in a position to supply a good part of India’s future re-
quirements of foreign capital.

(6) Finally, even assuming for a moment, that abolition
of relief from double income-tax would immediately stop
the flow of British capital, we need be in no special fear.
India possesses huge reserves of capital,? and given a
proper banking organisation can meet her own require-
ments. Besides, it must be remembered that foreign capi-
tal creates strong vested interests and claims differential

1 Section 222 (a) Revenue Act, 1926.
2 ‘‘India possesses a vast store of dormant capital awaiting development

and in order to make this available for investment banking facilities
must be increased’’. External Capital Committee Report, p. 15.
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treatment, and is often a menace to the political advance-
ment of the borrowing country. Recent events in India.
bear out the truth of these remarks. !

To sum up, the removal of the existing relief given
by section 49 will not lead to complete double taxation
of the Indian income of Britishers. The actual amount
of double taxation suffered will be the excess of
the Indian rate of tax over half the British rate.
This will be more than made up by the higher
yield of profits realised from India. Again, the extensive
character of the British capitalists’ commitments in India
makes necessary further additions to them. Even if the
flow of British capital is discouraged, India has enough
capital to tide over the situation. Besides, British capital is
not such a great blessing when one remembers its reac-
tionary influence on Indian politics. Finally the capital
market of the world has shifted to New York, and con-
sidering the additional fact that the United States allows
its citizens to deduct the amount of foreign income-taxes
from the United States tax, it is quite reasonable to ex-
pect large amounts of American capital to flow to India.
We may therefore dismiss the argument of higher interest
on foreign capital and restriction of the flow of British in-
vestments.

It may be argued that British companies, though in-
corporated in the United Kingdom, really have their
physical assets in India, and are therefore Indian in
character. Consequently, it may be added that relief
should be given to them by the Indian Government. This
argument is really a plea for the perpetuation of the pre-
sent relief. If we examine the figures of refund under
section 49 we find that more than g5 per cent. of the

1Cf. Mr. Chartre’s speech at the Annual mecting of Associated Chambers

held at Calcutta in December 1928. A similar tendency is visible in
the Memorandum submitted by the Association to the Simon Com-
mission.
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amount refunded has been given to companies the share
of individuals being not more than 5 per cent.!

Whatever legal life a company may have, its real life
is represented by its shareholders. The doctrine of
‘residence’ therefore cannot be properly applied to com-
panies. If it is to be applied at all, it should be on the
basis that a company is resident at the place where the
large majority of its shareholders reside. Tested by this
criterion, British companies in India can by no means
claim to be Indian residents.

We may therefore conclude that there are no legitimate
objections to the abolition on the Indian side of the exist-
ing relief from double income-tax between Great Britain
and India.

CONCLUSION

As a result of the preceding discussion we have come
to the following conclusions :—

1. That no relief should be given by India to income

doubly taxed by India and Great Britain.

. That the present relief given to income doubly taxed
by British India and the Indian States is salutory.
3. That the absence of relief to Indians subjected to

double taxation on their Dominion and foreign in-

come is unsatisfactory, and therefore provision

should be made to relieve them from such double
taxation.

It is desirable that all the provisions for relief from

double income-tax should be brought together under one

(8]

1Refunds under Section 49 in lakhs of Rs.

Year Companies Individuals Total
1922-23 3 0.2 3.2
1923-24 33 16.0 49.0
1924-25 42 5.0 47.0
1925-26 84 8.0 92.0
1926-27 101 5.0 106.0

Returns I-A and IV-A, All India Income-Tax Report and Revenue
1925-26 and 1926-27.



288 TAXATION OF INCOME IN INDIA

separate section in the Income-tax statute ; we suggest
that section 49 of the Indian Income-Tax Act should be
repealed and the following substituted in its place.

““On satisfying the Income-Tax Officer that a part of
his income has paid income-tax in a country other than
British India, the assessee should be allowed to deduct
from the tax payable on that portion of his income the
amount already paid as tax abroad, provided the rate of
relief thus afforded does not exceed half the Indian rate
of tax’’.

The relief is limited to one-half the Indian rate, because
the fact of an individual’s foreign investment being foreign
is a prima facie evidence of higher profits. Besides, ex-
cept in Great Britain, the countries from which Indians
derive income do not impose very high income-taxes.
Companies should be granted relief, only if a majority of
their share-holders reside in India and only to the extent
of the shares thus held. Rules may be made under the
Act for prescribing the mode of obtaining relief.



CHAPTER XII

SOME ADMINISTRATIVE PROBLEMS

As we have already pointed out elsewhere, the impor-
tance of administrative machinery in the successful work-
ing of any income-tax system cannot be over-emphasized.
We have seen that, as a matter of fact, defective adminis-
trative machinery was mainly responsible for the failure
of the Indian Income-tax during the period 1860-1875.
The slow increase in the yield of the tax after its perma-
nent introduction in 1886, brought home to the
Government of India the need for improving the admi-
nistrative machinery even from a strictly financial point of
view. The War, however, intervened, and it was not
till its close in 1918 that the administrative system was
thoroughly overhauled. The old haphazard method of
leaving the assessment and collection of the tax in the
hands of the already overworked land revenue officials
was now replaced by a separate department directly under
the Government of India. The immediate result of the
change was an increase in the collections ; many persons
who had hitherto evaded the tax were now brought under
its operation. We give below a brief description of the
existing administrative machinery.

THE ADMINISTRATIVE MACHINERY

The Central Board of Revenue :—At the head of the
income-tax machinery of India is the Central Board of
Revenue, corresponding to the Board of Inland Revenue
of Great Britain, and created by the Central Board of
Revenue Act of 1924. It consists of two civilian mem-
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bers and a secretary. The Board does not take any
part either in the actual assessment of the tax-payer or in
the collection of the tax or even in the hearing and disposal
of tax appeals. It is really a superintending body, co-
ordinating the activities of the different Provincial Income-
Tax Departments, and securing uniformity among their
procedure with regard to the assessment and collection of
the tax. In matters concerning the principle of the tax, the
Board is the supreme guiding body ; thus the percentages
of income allowed for depreciation are fixed by them ;
as also the computation of mixed incomes such as those
of tea companies. They also frame rules for the calcula-
tion of ‘notional’ incomes wherever the real income is not
ascertainable, as is largely the case with regard to non-
residents. They also fix the mode of assessing certain
special tax-payers such as insurance companies. The
forms of income-tax returns, of applications for refunds
etc. are issued by them and they publish an annual report
entitled ““The All India Income-Tax Report and Re-
turns’’ which contains the main income-tax statistics for
the year, both central and by provinces—preceded by a
brief critical introduction.

Commissioners of Income-Tax :—Below the Central
Board of Revenue are the different Commissioners of
Income-Tax, who are the heads of the different Provincial
Income-Tax Departments. The Commissioners do not
take any active part in the assessment of the individual’s
income. Their functions are largely supervisory. They
check the work of the Income-Tax Officers and revise
them wherever necessary. Though they do not frame
the initial assessment, they can call for the relevant
papers and review them, thereby effecting a revision of
assessment. As regards the imposition of penalties, they
constitute the appellate authority immediately above the
Assistant Commissioners. They are also empowered to
refer questions concerning income-tax law to the High
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Court, either at their own instance or at the instance of
the assessee.

Assistant Commissioners :—Below the Commissioner
of Income-Tax are the Assistant Commissioners who
number more than one in most of the provinces. The
Assistant Commissioners act mainly as appellate authori-
ties and hear appeals on questions of assessment, and their
decisions are final except when they enhance the assess-
ment. They do not ordinarily take part in the assessment
of the tax-payer, though cases are sometimes found in
which they act both as assessing and appellate authorities.

Income-Tax Officers :—Next in order of seniority come
the Income-Tax Officers who form the real backbone of
the system. Assisted by their subordinates, who are
known as Deputy Income-Tax Officers in some provinces
and Examiners of Accounts in others, these officers carry
out the bulk of the assessment in the province. They
examine the returns of incomes filed by the assessees ;
and demand whenever necessary the presence of the as-
sessees in person or by deputy to explain the returns.
They scrutinise the accounts of the assessee and other
relevant documents, and where these are not a sufficient
index of the assessee’s income, they institute guarded
inquiries into his personal circumstances. Where no in-
formation is available they have to assess at discretion
under section 23 (a) of the Indian Income-Tax Act. They
are thus the vital part of the system, and on them lies the
responsibility for framing the assessments. They are
also responsible for the timely collection of the tax.” Ap-
peals against their judgment lie to the Assistant Commis-
sioners.

CRITICISM OF THE ADMINISTRATIVE MACHINERY

The foregoing description of the administrative machin-
ery clearly shows that the work of assessment as well as
31
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of appeals lies entirely in the hands of officials. From the
first stage to the last, the public have no share in the
work. This feature of the Indian administrative system
has attracted popular attention, and Government have
been blamed for not associating non-officials with the offi-
cial machinery, either in the work of assessment or of
appeals. It has been suggested that Boards of Appeal
should be created consisting of members elected by tax-
payers, to co-operate with the Income-Tax officials in the
work of assessment. The question was first raised in the
Imperial Legislative Council in 1914. It was again taken
up by the Hon. Mr. B. N. Sarma in 1918. In 1921,
the Bengal Chamber of Commerce, in their evidence be-
fore the All India Income-Tax Committee, pleaded for
the creation of a non-official Board of Appeals to which
matters of fact could be referred.! In 1922, when the
present Income-Tax Act was before the Assembly, the
Hon’ble Mr. Husseinally moved an amendment to as-
sociate non-officials with the officials in the work of assess-
ment. * His amendment roused the strong opposition of
the representatives of the mercantile community and was
subsequently rejected.

This persistent demand for non-official association was
based on the following considerations. Firstly, it was
claimed that non-officials have full knowledge of local
conditions, and their co-operation would ensure a relative-
ly greater accuracy in the assessment. Secondly, such
co-operation would command public confidence in the jus-
tice of the assessments, and act as a check on the
inquisitorial methods of the Income-Tax Officers. Before
these premises can be accepted, however, it must be re-
membered that an effective knowledge of local conditions
can be secured only if the non-official assessors were drawn

1Vide the evidence of the Chamber before the Taxation Enquiry Com-
mittee, T. E. Vol. V, p. 337.

2 Vide Legislative Assembly Debates, 1922, Vol. II.
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from the same class as that of the assessees. Such a proce-
dure will however result in the exposure of the assessees’
business secrets to possible rivals in the same trade, and
this possibility forms the basis of the fierce opposition of
the mercantile community to the introduction of any such
scheme.? It would also violate one of the cardinal prin-
ciples of income-tax, viz., that the amount assessed on
any individual tax-payer shall remain confidential between
the State and the individual tax-payer. It should also be
borne in mind that association of non-officials with the
work of assessment has been tried in India and found
wanting, * as the usual tendency for such non-official as-
sessors has been to under-assess the rich and over-assess
the poor. The nominal existence of non-official collabora-
tion in assessment which, it is claimed, is a characteristic
feature of the British system is not a very powerful argu-
ment either, in view of the admission of the British Royal
Commission on Income-Tax that really speaking, it is
the Inspector of Taxes who does the entire work of as-
sessment.® It may be added that this question of non-
official collaboration in the work of assessment was made
the subject of a special investigation by the Government
of India in response to a resolution passed by the Imperial
Legislative Council. The results were published in the
form of a resolution from which it may be relevent to
quote the main conclusion. The resolution runs*:

‘“The Government of India have received the views
of local Governments and administrations on the subject
and have found that the proposal has been widely can-
vassed and unhesitatingly condemned by practically all
who were consulted. The general conclusion arrived

1 The Bombay representatives amongst whom was the Hon’ble Sir Man-
mohandas Ramji, were most vocal in their protests.

2 Vide our criticism of the Panchayet and Sialkot systems, chapter II.

3 Vide Section VI, Part IV, Report of the Royal Commission cn Income-
Tax.

4 Quoted in Appendix G, B. C. C. Report 1915.
31*
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at is that the creation of formal Advisory Boards would

not improve the accuracy of assessment and would tend

to make the tax more unpopular’’.

In view of the several considerations outlined above,
we conclude that, at present, it is not desirable to asso-
ciate non-officials with the regular official machinery in the
work of assessment.

With regard to appeals, however, the position 1s en-
tirely different. Under the existing Indian law, Income-
tax Officers have considerable powers of discretion, and
can assess the tax-payer arbitrarily in case he does not
submit returns. Complaints have also been made that
Income-Tax Officers reject accounts summarily, not be-
cause they consider them wholly unacceptable, but just
because they contain one or two items which are not per-
missible deductions. Moreover., under our proposed
scheme for the taxation of undistributed corporate profits,
the powers of Income-Tax Officers will be enlarged still
further. All this points to the need for some authority to
whom appeals may lie against the decision of Income-
Tax Officers even on matters of fact. In several foreign
countries, there exist special appellate authorities not ordi-
narily connected with the Income-Tax Department to
whom appeals lie on matters of fact. For example, there
are the American Board of Tax Appeals, the British
General Commissioners, and the German Finanzericht
and Reichsfinanzhof. It may therefore be accepted as a
general principle that appeals should be provided even on
questions of fact to an independent authority. The
authority generally proposed is the High Court. The
Indian High Courts, however, are generally overworked,
and are not equipped with that technical knowledge which
is necessary for deciding matters of income-tax assess-
ment. Appeals to the High Court would have the addi-

1Vide evidence of Lala Sukbir Sinha, Member, Council of State, T. E.
C. Vol. III, pp. 401-402. "
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tional objection of giving undesirable publicity to the tax-
payer’s personal affairs. It is, therefore, not desirable
that appeals on questions of fact should lie to the High
Court, and in this conclusion we have the weight of Bri-
tish practice to support us. In the alternative, the other
popular proposal is that appeals should lie to some elected
representatives of the tax-payers. This proposal is open
to the serious objection of the exposure of the assessee’s
trade secrets to their trade rivals. The best via media
between a pure official hierarchy and a democratically
elected body of tax-payers would be the creation of
Administrative Courts of Justice. These institutions are
very popular on the Continent of Europe ; and under the
new federal regime in Germany, the highest appellate
authority on income-tax matters is the Reichsfinanzhof,
which is composed of officers of the greatest authority and
knowledge in financial matters who enjoy the same in-
dependence as judges.' We therefore propose that a Cen-
tral Board of Tax Appeals should be created with power
to hear appeals against the decisions of Assistant Commis-
sioners of Income-Tax, and this body should be composed
of members who are recruited from expert lawyers, attor-
neys and accountants. They should be salaried officers,
quite independent of the Income-Tax Department. Their
decisions must be binding on questions of fact, but not
on questions of law, for which the existing provision for
appeal to the High Court should be continued. To en-
sure the confidence of the mercantile community in the
honesty of the Board, it may be provided that some of
its members shall be selected by Government from a
panel consisting of nominees of the different Chambers
of Commerce and similar associations. We believe that
such a system will create confidence in the minds of the as-
sessees about the validity of their assessment. It may

1Vide ‘Direct Federal Taxation in Germany and its Administrative Re-
form’ :—Manchester Guardian Reconstruction Number, 1922.
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also be provided that all proceedings of the Board shall be
treated as confidential.

OTHER PROBLEMS

In addition to this principal reform, there are also
several minor factors which may be noted. There are a
number of incomes to which the principle of deduction at
source may profitably be extended, e. g. the interest on
treasury bills, pensions and salaries paid by foreign gov-
ernments or Indian States and received in British India,
the annuities other than those paid by Government
or private employers, such as annuities under a will or of
an insurance company, and interest on debentures issued
by firms, associations, clubs or individuals. Interest on
mortgages should be charged in the hands of the owner,
due provision being made to enable him to shift it on to
the lender.

A suggestion has sometimes been made that there
should be a standardised form of account according to
which the tax-payer should be asked to keep his accounts.
This is impossible, especially in a country like India where
the assessees are often illiterate, and themselves do not
know what their real income is.! The Income-Tax Depart-
ment may, however, issue a standard form of accounts,
and tax-payers may be invited to keep their accounts in
that form. When this is tried for a few years, it will be
then time for us to consider the proposal of making com-
pulsory the keeping of accounts in a standardised form.
There is some consolation, however, in the fact that the
Indian assessee is gradually getting accustomed to the
procedure of the income-tax department, as can be seen
from the following table?:—

1vVide evidence of Messrs. Gimson and Gaskell—Commissioners of In-

come-Tax, Vols. IIT and V. T. E. pages 384 and 55 respectively.

2 Compiled from Return VIII, Central Board of Revenuc Reports, 1924-
26.
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Percentage of accounts Percentage of accounts
Years produced to accounts submitted on which assess-
demanded ment could be based
1924-25 71-8 60-3
1925-26 78-1 61-2
1926-27 76-2 64-9

We do not propose to give a description of the various
methods by which fraudulent tax-payers evade their tax
payments. We may point out however that evasion of
tax is the worst form of theft, resulting in an increased
taxation of other people. The only way to check evasion
is, apart from the growth of administrative efficiency, the
creation of a sound public opinion, which would condemn
such practices without reservation.

SUMMARY

1. Non-officials should not be associated with the official
machinery so far as assessment is concerned. But appeals
on matters of fact should be heard by a specially consti-
tuted Court of Administrative Justice to be called the
Central Board of Tax Appeals.

2. The principle of taxation at source should be ex-
tended to several other sources of income.

3. It is not advisable to make compulsory a standardised
form of accounts, but the experience of the last three years
shows that a relatively larger number of persons submit
accounts, and out of these an increasing percentage are
assessed on the basis of their accounts.

4. The only way to deal with fraudulent tax-payers is,
apart from increase in the efficiency of the administrative
machinery, to have a healthy public opinion.



CHAPTER XIII

Economic CONDITION AS REFLECTED IN
INCOME-TAX STATISTICS

The utility of income-tax statistics of any country in
the analysis of the economic conditions of its people is
universally admitted.! It is therefore appropriate that in
a work which attempts a scientific study of the Indian
Income-Tax, there should be a chapter devoted to an
analysis of available statistics in order to throw some light
on the economic conditions of the people. For example,
we may try to ascertain the general historic trend in the
national income, both in the aggregate and per capita.
We may also analyse its distribution and trace tendencies.
We may then discuss the figures of income-tax collections
from the point of view of sources, and finally attempt a
classification of the different provinces in terms of econo-
mic prosperity as seen through income-tax statistics. We
shall divide this chapter into the following four sections :—

(1) Growth of the number of income-tax-payers and

their total income.

(2) Distribution of income among income-tax-payers.

(3) Income-tax statistics classified by sources.

(4) Income-tax statistics classified by Provinces.

Before entering into a detailed discussion of the four
topics mentioned above, we must mention certain con-
siderations of a general nature concerning the available
statistics. As our object is primarily a comparison of real
values over a long period of years, we have to re-shape
the income-tax statistics and use them subject to certain
modifications.

The first fact to be noticed is the relative inaccuracy of

1Sir J. C. Stamp’s “British Incomes and Prosperity’’ is a work almost
entirely devoted to such a treatment of British income-tax statistics.



ECONOMIC CONDITION 249

the statistics, due partly to an inefficient administrative
machinery, and partly to an easy conscience on the part
of some of the tax-payers. This problem of evasion
exists everywhere, and it is difficult to give it accurate
statistical recognition. Under normal circumstances, an
income-tax machinery grows in efficiency with time and
accounts for a part of the increase in collections, thereby
vitiating a real comparison of economic conditions between
the two periods. This difficulty did not arise in India
till after 1919, for, prior to that, the land revenue officials
administered income-tax and their efficiency never showed
an appreciable increase. It was only after 1919, when
special income-tax departments were created for all the
provinces, that evasion became difficult ; the large number
of new assessees discovered after this year are obviously
persons who had hitherto been evading the tax. We shall
again refer to this fact in a subsequent section of this
chapter.

The second point to be borne in mind is the steady fall
in the value of money that has been taking place in
India—in common with the rest of the world—for the last
forty years. For example, the prices of commodities have
increased enormously during the last forty years, with a
consequent decrease in the real value of money. For
purposes of analysis and comparison, therefore, we can-
not take the nominal increase in the figures of tax collec-
tions and taxable income as evidence of real income. The
nominal figures will have to be weighted by a regular
price index more especially if they are to be used as
indices of changes in economic conditions. This will en-
sure equality in the real value of every rupee of the tax
collected, and of the amount of income assessed in every
one of these years. Corresponding to this is the popula-
tion index number, which must be used when considering
the question of a real increase in the number of tax-
payers.

32
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The third point to be noted is that the figures of as-
sessees, collections, and taxable income given below all
relate to persons with annual incomes of and exceeding
Rs. 2,000. It is true that in 1886, persons with incomes
of and exceeding Rs. 500 were charged to income-tax ;
the taxable minimum however, was raised to Rs. 1000 in
1903 and subsequently to Rs. 2,000 in 1919. It is ob-
viously impossible to make any intelligible comparison, if
figures relating to assessees with incomes below Rs. 2,000
are taken for the years prior to 1919. Hence the figures
dealt with relate only to assessees with incomes of and
exceeding Rs. 2,000.

Finally, it may be pointed out that only summary
figures are used in the body of this chapter. For detailed
statistics, the reader’s attention is drawn to the Ap-

pendix XII.
GROWTH OF THE NUMBER OF INCOME-TAX-PAYERS
AND THEIR TOTAL INCOME

The following table sets forth quinquennial averages
of the number of assessees, their gross taxable income and
the average income per assessee for the last 40 years ' :—

Table No. 1.
Period Number of Gr_oss taxqble Income per
(financial years) asscssecs 18';:;:‘2% gls. asls&s'm
1886-1890 43,062 35,62 6519
1891-1895 61,512 41,82 6832
1896-1900 69,285 47,72 6794
1901-1905 77,837 54,09 6949
1906-1910 92,576 68,62 7401
1911-19156 1,11,617 85,67 7656
1916-19192 1,58,706 1,36,53 8427
1922-1926 2,91,146 2,21,28 7824

U For details, Vide Table I, Appendix XII.

2 Owing to reorganization of the administrative machinery, the Income-
Tax Provincial Reports do not contain the required figures for the
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Number of assessees :—The table reveals an uniformly
steady increase with few jumps in the number of assessees
for the six quinquennial periods following 1886 ; between
1916 and 1919, however, there is a sharp rise, the number
of assessees increasing by more than 40 per cent. The
post-war quinquennial period shows an even more arrest-
ing growth, the assessees increasing by about 100 per
cent. over their number during the War period. Com-
pared with the figures for the first period, (1886-90), the
number of assessees in the final period (1922-26) has
increased by about 600 per cent. The obvious inference
would be that there is a remarkable growth of prosperity
in India and that well-to-do people are rapidly increasing
in number. This obvious conclusion, however, has to be
greatly modified in the light of the fo]lowmg facts +—

(1) The real value of a monetary income of Rs. 2,000
to-day is much less than what it was either in the period
1886-90 or the period 1911-15. The average weighted
index number!' of prices was r1o for 1886-1890 and 261
for the years 1922-26; if we can express the money in-
comes of 1922-26 in terms of the money incomes of 1886-
9o, we may say that an income of Rs. 843 in 1886-90
meant much the same thing as an income of Rs. 2,000
means to-day. If we make an allowance for the fact that
the index number used by us is not a chain index number,
and that its base is as distant as 1873—when some items
might have been included which are now unimportant and
some items might have been excluded which are now im-
portant—we may roughly assume that an income of Rs.
1,000 in 1886-90 meant the same real income in terms of

years 1920-21. They are not published in any Government Report.
Efforts were made to obtain these figures from the Central Board of
Revenue, but the Board could not see their way to grant our request.
Hence the period 1916-17 to 1919-20 contains only 4 years and is not
a quinquennial period.
1The period index numbers used throughout this chapter are the
Government of India weighted index Nos. taken from Index numbers
of Indian prices 1861-1926.
32%
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purchasing power as an income of Rs. 2,000 does in 1922-
26. Therefore, if there is to be any real comparison be-
tween the number of tax-payers in 1886-90 and 1922-26,
we must add to the former figure the number of assessees
whose income were or exceeded Rs. 1,000. This revised
figure comes roughly to about 1,38,000 ;! comparing this
to the 221 thousand assessees of 1922-26, we find that the
real increase of persons whose purchasing power equals
to and is above Rs. 2,000 of to-day, comes only to 60
per cent., and not 600 per cent. as may appear at first
sight from Table I. In other words, during the course of
40 years, Indian residents whose real incomes were equal
to a nominal income of Rs. 2,000 to-day, have increased
in number, by 60 per cent. only.

This figure of 60 per cent. will have to be further cor-
rected in the light of the increase in population ; otherwise
there can be no real comparison. In 1886-90, there were
627 tax-payers out of every ten lakhs of population as
against 895 in 1922-26. The increase is therefore only
43 per cent.

A part of even this increase must be due to the growth
of administrative efficiency which made evasion difficult
and increased the number of tax-payers, especially after
1919. The Provincial Income-Tax Reports of the years
1919-22 speak enthusiastically of such increases.” Allow-

1 The actual figures are :—
Assessees with incomes of and over Rs. 1,000

1886-87 1,17,547
1887-88 1,34,741
1888-89 1,41,199
1889-90 1,46,574
189091 1,49,759
Average 1,38,104

Compiled from statistics of British India, Finance and Revenue,
1911-12, Vol. 1V
< Cf. Many assessees whose incomes were below Rs. 2,000 are now
included 1n the category of persons with incomes of Rs. 2,000 and over.
The change is in part due to better methods of assessment.
**Scores of instances can be quoted showing how the special town
surveys by these agencies led to the discovery of assessees who had
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ance will have to be made for this factor, if we want to
consider the real increase during the last forty years, of
persons whose annual purchasing power equals Rs. 2,000
of the present day.

It is difficult to allow accurately for this factor, but we
shall not be wrong if we assume that 10 per cent. of the
increase during the period 1886-1926 is due to adminis-
trative efficiency. This figure comes to 830, and will
have to be added to the 1,38,000 who were actually pay-
ing the tax in 1886-9o. The real increase therefore is
from 632 out of ten lakhs of population in 1886-g0 to 895
in 1922-26, or of 42 per cent.

We summarise below our conclusions regarding the real
increase in the number of income-tax payers.

Table No. II.

Nominal increase 516
Increase as weighted by the index number of prices ... 60
Increase as corrected by the price as well as population

index number 13

Increase as corrected by the price and population index
numbers as well as after making an allowance for
administrative efficiency or the Real Increase 42

hitherto escaped notice’’.—Punjab Annual Report 1919-20; for some
provinces the figures of increasc under assessees are not available, but
they may be gauged to some extent by the rapid increase in collections
owing to the new machinery.

Commenting on the rapid increase of tax collected in Rangoon,
the F'inancial Commissioner wrote *‘The incrcase in Rangoon (of Rs. 18
lakhs) is almost entirely due to the more efficient working of the
office”.—Burma Annual Report, 1918-19.

Also cf. The Financial Commissioner’s comment on the rapid increase
of revenue during the years 1919-20 to 1922-23. ‘‘Speaking gene-
rally, this enormous growth of income-tax revenue is partly due to
the general improvement in the machinery of administration”.—C. P.
Annual Report, 1922-23.

In the Punjab, owing to the appointment of special officers the assess-
ment increased by the following percentage :—

Ambala 77 per cent.; Jullundar 71 per cent.; Lahore, §8 per cent.;
Rawalpindi 56 per cent.; Multan 77 per cent. ;—Punjab Annual Re-
port, 1919-20.

Commenting on the rapid increase of revenuc in Bombay, the Income-
Tax Report remarks ‘‘The increase is not entirely due to the greater
prosperity of trade and industry, other factors contributing to the rise
are...the improvement of the procedure and of the machinery for assess-
ing and collecting the tax”. Bombay Triennial Report, 1917-20.
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As noticed above, the number of assessees per every
ten lakhs of population amounted during the period 1922-
26 to 895 ; in other words, hardly one out of every 1000
persons in India have ‘incomes’ of or exceeding Rs. 2,000
a year. It is, of course, true that we have not made any
statistical allowance for persons who may still be evading
the tax. Even if we assume in a most extravagant man-
ner, that for every individual who pays the tax, one person
evades it the grim fact of Indian poverty cannot be lightly
brushed aside ; because this will mean that 998 persons
out of every 1000 have incomes below Rs. 2000, and
Rs. 2,000 is certainly not wealth but just ensures suffi-
ciency for a family of four persons. It is pointed out by
those who ardently believe in the unmixed blessings of
British rule that the income-tax statistics are misleading,
as they do not include agriculture, the great Indian indus-
try which maintains more than 70 per cent. of our popu-
lation. We have already seen that only a few agricul-
turists have incomes exceeding Rs. 2,000, and even
among these, the major part of their income is concen-
trated in a few hands. The Statutory Commission of
1930 estimates a probable yield of Rs. five crores from
the taxation of agricultural incomes ;' this is less than 30
per cent. of the amount realised in 1926 by the taxation
of only industrial, commercial and salaried incomes. Tt
is clear, therefore, that the exclusion of agriculture from
income-tax statistics does not vitally alter their character
as an index of general economic condition, or the appalling
poverty of the masses of the people.

We have to conclude from an analysis of the growth
of the number income-tax-payers that India is a dread-
fully poor country, in which there are only a few well-to-
dlo persons, and that the rate of their increase is painfully
slow.

1 Vol. 11, Recommendations, p. 257.
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Gross taxable income and Income per Assessee :—
Column 3 of Table I gives figures of gross taxable income
which apparently shows an enormous increase. If we
correct the figures according to changes in the price level,
we get the following results :—

Table No. III.

Period I‘; 32?;:] Income as cx}rrec'tegul’)g _thg. Quinqn;)eennial
(financial years) (in lakhs of Rs.) Mem(gi:: ‘l)ak‘}T: lg f Rs.)":ch:r;::lgxn T
1886-1890 35,62 35,62
1891-1895 41,83 37,40
1896-1900 47,08 38,93
1901-1905 54,10 46,13
1906-1910 65,82 16,24
1911-1915 85,67 53,54
1916-1919 136,53 61,27
1922-1926 221,28 84,78

There is an increase of nearly Rs. 50 crores during the
period. If these figures are used as an index of the growth
of economic prosperity in the country, we should take
account of the fact that the figures for the last period in-
clude the incomes of those whose incomes were equal to
only Rs. 1000 in 1886-1890. We will also have to make
an allowance for the amount of income taxed in 1922-26,
which had evaded such taxation in 1886-go. If we make
allowance for both these factors, we find that the taxable
income of comparable tax-paying classes in India increas-
ed from Rs. 47,12 lakhs in 1886-90 to Rs. 84,78 lakhs
in 1922-26; in other words, taxable income in the final
period showed an increase of 80 per cent. over that in the
first period. Even these figures, however, give us no
valid ground for drawing conclusions regarding economic
progress, as it is the average income or the income per
capita which is a real index of economic conditions. This
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latter figure is, as corrected by population index numbers,
Rs. 3,394 in 1886-90 as against Rs. 2,928 in 1922-26.

Conclusion :—W e can now summarise the results of our
enquiry into the growth of the number of income-tax-pay-
ers and their taxable income. The following table gives
the index numbers of such increases :—

Table No. IV.

Description 1886-00 1922-26
Number of Assessees ... ... ... 100 142
Amount of Taxable Income ... ... 100 180
Income per Assessee ... ... ... 100 88

The figures given in the preceding table are a sufficient
commentary on the economic condition of this nation dur-
ing the last forty years. The income per head shows an
actual decrease, while the number of assessees shows an
increase which is remarkably small as compared with the
length of the period over which it has taken place.
Among the income-tax-payers of India, then, there is a
phenomenon akin to overpopulation, the sharers of the
income increasing faster than the amount shared per

head.?

DISTRIBUTION OF INCOME AMONG INCOME-
TAX-PAYERS

The following table gives the percentage which the
assessees in different income grades bear to the total
number.? The figures are for quinquennial periods.

1We do welcome an increase in the number of well-to-do persons, but
there would have been economic progress of a more notable character
if such increase had been accompanied by an increase in the income
per head as well.

2 See Appendix XII for the actual figures of assessees in the different
income grades for these years.
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Table No. V.

PERCENTAGE OF ASSESSEES IN DIFFERENT INCOME GRADES
TO TOTAL NO. OF ASSESSEES.

g et oo | s |l | olee | e | s | soom
nancial years) 4999 9999 19999 20999 39999 49909 a‘;‘;‘zc
1886-1890 69-11 | 19°00 | 7-82 l 20 79 *39 -87
1891-1895 6891 | 19°02 | 822 | 198 -85 *39 *83
1896-1900 70°95 | 16°76 | 8°18 ' 202 *80 “40 ‘80
1901-1905 6898 | 1926 | 7°94 | 1-92 72 *37 *83
1906-1910 6890 | 19°48 | 7°85 | 1-93 74 ‘36 ‘94
1911-1915 68°08 | 20°26 | 7°85 | 183 70 *36 92
1916-1919 656°26 | 21°57 | 842 | 2-31 75 41 | 1°98
1922-1926 64°36 | 21°55 | 946 | 2-41 *88 47 -87
J

Assessees in different Income-grades—their relative
distribution :—The main fact that emerges from the pre-
ceding table is the sharp change which has taken place
in the relative distribution as between the 30 years pre-
ceding 1916 and the 10 years following it. In the former
period, the number of assessees in each income grade
bears a more or less constant proportion to the total num-
ber. ! For instance, assessees with incomes between Rs.
2,000 and Rs. 5,000 formed 69 per cent. of the total
number, while assessees with income between Rs. 5,000
and Rs. 10,000 kept somewhere about 19 per cent. ; simi-
larly, assessees with incomes between Rs. 20,000 and
Rs. 30,000 formed about 2 per cent. of the total, while
the other grades also remained stationary.

It is only after the year 1915, following the outbreak
of the War, that there began to take place a definite
change in the distribution of assessees in the different
grades. The persons whose incomes were between Rs.

1We have not taken note of the changes in the value of money during
these years because they equally affect all income grades and it is the
proportion of their distribution in which we are interested.

33
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2,000 and Rs. 4,999 fell down from 69-11 per cent. to
64-36 per cent. during 1922-26 ; those with incomes be-
tween Rs. 5,000 and Rs. 9,999 showed an increase,
rising from 19 per cent. during 1910-11 to 21-55 per cent.
during 1922-26. Persons whose incomes were between
Rs. 10,000 and Rs. 19,999 show a sudden rise from 7-82
per cent. in 1915 to 9+46 per cent. during 1922-26. The
increase in this class is undoubtedly appreciable. Persons
with incomes between Rs. 20,000 and Rs. 29,999 were
decreasing in the period prior to 1916 but show a sudden
rise in the recent years, reaching 2-41 per cent. during
1922-26 as contrasted with 1-83 per cent. during 1911-
16. In this case also, the increase is appreciable. Per-
sons with incomes between Rs. 30,000 and Rs. 39,999
after having shown a similar tendency to fall in the years
before 1916, show a steady rise during the next 10 years
reaching -88 per cent. during 1922-26. Persons with
incomes between Rs. 40,000 and Rs. 49,999 remain
steady or slightly decrease in their proportion during the
early period ; in recent years they increased and reached
-47 per cent. during 1922-26, as contrasted with -39 per
cent. during 1911-16. Persons with income of Rs. 50,000
and over grow steadily throughout the period, except
during the final years of the period, 1922-26. After
1916-19, there was a sharp fall in the percentage of these
persons from 1-28 to -87. It may be pointed out that the
actual number of these millonaires does show an increase
from 1628 to 1464, though there is a decrease in its per-
centage to the total number of assessees. This latter fact,
however, is easily explained by the great increase in the
total number of assessees which took place during the
period 1922-26.

Assessees in different Income grades—figures of ab-
solute increase :—We shall now consider the absolute
increase in each of those grades, and then compare the
rates of such increase. The following table gives quin-
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quennial figures of the index number of increase in each
of these grades for the years 1886-1926.

Table No. VI.

ASSESSEES IN INCOME GRADES AND THE INDEX NUMBER
OF THE INCREASE IN THEIR NUMBER

Period Persons having their income between
(financial Rs. 2000 | Rs. 5000 | Rs. 10,000 | Rs. 20,000 | Rs. 30,000 | Rs. 40,000 | Rs. 50,000
years) Ran and and and and and and
. 4099 | Rs. 9999 | Rs. 19,999 | Rs. 29,999 | Rs. 39,999 | Rs. 40,999 above

1886-1890 100 100 100 100 100 100 100
1891-1895 116 117 120 115 126 122 114
1896-1900 131 113 134 128 129 136 131
1901-1905 148 150 150 141 136 144 143
1906-1910 175 180 176 168 165 168 193
1911-1915 209 226 213 193 186 206 229
1916-19191 227 273 259 27 228 262 360
1992 1996 502 612 652 648 600 670 546

Taking these grades one by one and arranging them in
the order of their increase, we get the following results :—

Table No. VII.

183690 | 102226
Persons with incomes between Rs. 40,000
and 50,000 ... ... 100 670
Persons with incomes between Rs. 10,000
and 19,999 . 100 652
Persons with incomes between Rs. 20,000
and 29,999 ... ch ceh eee eer aee eee 100 648
Persons with incomes between Rs. 5,000
and 9,999 T ces  ses 100 612
Persons with incomes between Rs 30,000
and 39,999 100 600
Persons with incomes of B.s 00,000 and
upwards ... ... .. .. 100 546
Persons with incomes between Rs. 2000
and 4,999... cii el wer wee e eee e 100 502

1As we have already observed, no figures are available for the years

191g-20 and 1920-21.

33+*
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Conclusion :—The figures of absolute increase in the
number of income-tax payers taken side by side with the
increase in their proportion to the total assessees shows
a definite tendency in their distribution. Persons with
incomes between Rs. 2,000 and Rs. 5,000 decreased from
69-11 per cent. of the total to 64-36 per cent., incomes in
the highest grade remaining constant at -87' per cent.
Thus the lowest grade, while showing the least ‘absolute’
increase, actually decreases in relation to the total number.
The assessees in the highest grade, while showing the
next least ‘absolute’ increase, remains relatively constant.
Intermediate grades, however, generally show an increase
both absolutely, and relatxvely to the total number. If
we assume for a moment that persons in the lowest grade
are poor, (poor in a relative sense), that persons in the
intermediate grades are the middle classes, and that per-
sons in the highest grade are richer classes we may then
assert that the prevalent tendency is for a decrease in both
the poor and the rich classes, and an increase in the middle
classes. It is, of course, not true to say that Rs. 2,000
represents poverty ; but our conclusions are correct at
least with regard to income-tax paying persons. If equal
distribution of wealth is a worthy ideal, then we may say
that the greater increase in the middle classes shows that
Indian conditions slightly tend towards the realisation of
that ideal so far as persons with incomes above Rs. 2,000
are concerned.

1Vide Table IV of this chapter.
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INCOME-TAX STATISTICS CLASSIFIED BY
SOURCES
The following table gives the relevant figures :—

Table No. VIII.

QUINQUENNIAL FIGURES OF PERCENTAGE OF TOTAL TAX
CONTRIBUTED BY SOURCES.

Periogeg?:)anCial Salaries | Securities | Property Business ! LS:{;E%EM sgxtrhceers

1886-1890 297 58 . 35 555 4°3

1891-1895 296 55 4°1 559 44

1896-1900 29°1 5°0 42 57°0 44
1901-1905 29°0 5°1 4°3 56°1 4°2 13
1906-1910 28°5 5°0 7 56°6 40 1°2
1911-1915 27°8 5°0 53 56°2 4°4 13
1916-1919 20°2 6°1 4°6 639 33 19
1922-1926 20°8 5°0 4°7 63°5 2:3 30

|

Income-Tax Collections by Sources—Historical :—
Analysing these figures historically, we can trace two
distinctly perceptible tendencies. Firstly, the proportion
of the tax contributed by ‘salaries and pensions’ to the
total amount collected shows a steadily decreasing per-
centage. From about 29+6 per cent. which they occupied
during the first two quinquennial periods (1886-1895),
they have fallen to 20.8 per cent. during the period 1922-
26. Secondly, in direct contrast to salaries, the amount
of tax contributed by ‘business’ shows a steadily increas-
ing percentage, rising from 55-5 during 1886-1890 to
63-5 during 1922-26. The percentage contributed by
‘securities’ does not show any appreciable variation, but
we may generally say that it shows a slight decrease dur-
ing the whole period. The tax realised from house pro-
perty shows an increase, but in a vacillating manner, hav-
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ing fallen after 1913 ; that from professional earnings
shows a relative decrease.

The decrease in ‘salaries’ is mainly explained by the
rapid growth of the total collections and, especially, those
from business. This latter increase is an index of the
gradual industrialization of the country that is now taking
place, while the fluctuations in the tax collected from
income of house property seems to indicate a relative
under-assessment in their case. The decrease in the tax
from professional earnings is explained in a manner simi-
lar to that in ‘salaries’ ; both these heads of income had
obtained full representation in 1886-90 while business in-
comes grew much more rapidly after that period, thereby
decreasing the former’s relative importance.

Income-Tax Collections by Sources—recent posi-
tion :—The following table gives the percentage of the
total tax contributed by these different sources of income
during the period, 1922-26.

Table No. IX.

Source of Income Percentage Contribution
Business ... ... .. ... 635
Salaries 20°8
Securities ... ... ... ... 50
Property ... ... .. .. 47
Professional earnings ... 23
Other sources ... ... ... 37

Business and salaries jointly contribute more than 34
per cent. of the total tax, as against the 10 per cent. yield-
ed by securities and house property. If the former two
can be classed as ‘earned’ income, then ‘unearned’ income
plays only a small part ; and this is, as it should be, from
the point of view of economic democracy. The obvious
importance of industry and commerce is seen even more
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clearly if we add to the 63+5 per cent. directly contributed
by it another 10 per cent. as its share in income under
‘salaries’.  While this indicates the extreme dependence
of the income-tax on industry and commerce from the
fiscal point of view, it is no sign of rapid industrial deve-
lopment. The percentage share of business in the taxable
income may be high, but the taxable income itself is low
and shows but a gradual rise. Taken in conjunction with
this fact, the income-tax figures clearly prove the gradual-
ness of the industrial progress of this country.

INCOME-TAX STATISTICS CLASSIFIED BY
PROVINCES

The following table reveals the number of assessees per
1,00,000 and the tax paid per head of the population in
the different provinces during the year 1926-27 :—

Table No. X.

Tax per head of

Provinces Assessees for 1,00,000 A population

Rs. As. Ps.

Bombay ... ... ... ... 348 1—13— 3
Bengal ... .. .. .. 90 1— 38— 9
Madras ... ... ... ... 90 0— 5— 4
U. P. 52 0— 2—10
Punjab ... ... .. .. 124 0— 5— 6
Burma 194 1— 9— 17
Bihar and Orlssa 41 0— 2— 0
C. P. and Berar ... ... 96 0— 4— 7
Assam 73 0— 8— 8

The figures of tax per head given in column 3 of the
preceding table represent the taxable income of the pro-
vinces, while the figures of assessees given in column 2
represent the number of taxable persons resident in the
particular provinces : It has to be decided, however, as
to which of these would more correctly represent the eco-
nomic status of the provinces. Obviously the figures of
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tax per head are not the correct criterion, for the income
of ‘companies’ swells the taxable income, increases collec-
tions and thereby raises the incidence per head for the
province, though the shareholders may be resident all
over India. Two specific instances are the provinces of
Burma and Benga! with the high incidence of Rs. 1-9-7
and Rs. 1-3-9 respectively arising mainly from the taxa-
tion of jute, coal and oil companies operating within their
limits. As we cannot arbitrarily equate the companies
into persons and as we can get no information as to their
residence, we shall use only the figures of assessees as an
index of the economic status of the different provinces.
If we arrange the provinces in order of prosperity, we
get the following result :—

Table No. XI.

Income-tax payer
Provinces per 1,00,000 of the
population

Bombay ... ... ... ... 348
Burma... ... ... .. .. 194
Punjab... ... ... .. .. 124
C. P. and Berar... ... ... 96
Madras... ... ... ... ... 90
Bengal... ... ... .. .. 90
Assam ... ... .. oo .. 73
U.P. ... o r n 52
Bibhar and Orissa ... ... 41

1 The importance of this factor in vitiating the value of the figures of
incidence per head of the population can be seen from the following

table : —
Income-Tax collections from companies (in lakhs
of Rs.)

Madras 23
Bombay 52
Bengal 172
U. P. 17
Punjab 6
Burma 75
Bihar and Orissa 0.5

7

Assam ) 16
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The number of assessees is, however, not a conclusive
evidence of prosperity. A province with a lower propor-
tionate number of assessees might have more super-tax
payers than one with a larger proportionate number of
income-tax paying assessees. 1he following table gives
the order of economic prosperity from the point of view
of super-tax payers only :—

Table No. XII.

Percentage of super-tax payers
Province resident in each Province to the
total number

Bombay ... ... ... .. .. 30°32
Bengal 2277
Burma 17°02
Madras ... ... ... ... .. 12°39
Punjab 633
U. P. 419
Bihar and Orissa ... .. ... 3°81
C. P. and Berar ... ... ... 239
Assam 0°85

This order differs from the one arrived at from the
general figures of income-tax payers. Before stating our
final conclusions, however, we may also examine the per-
centage share of each province in the income-tax collec-
tions under each source. We omit ‘salaries’ from this
review, as collections under this head in every province do
not entirely represent the share of each, owing to exist-
ence of ‘salary circles’, and the accompanying deduction of
tax at source by the Accountant General. The following
table sums up the percentage share of each province in
the total income-tax collections from different sources of
income :—

34
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Table No. XIII.

Percentage share in income-tax collection from
Provi
ovinee . . ae Professional
Business Securities House Property Earnings
Bengal... ... ... 31°0 136 236 | 20°1
Bombay ... ... 19°5 46°8 387 i 299
Burma ... ... ... 17°8 23 95 : 79
Madras... ... ... 10°8 34 7°0 i 118
Punjab... ... ... 52 31 7 ‘; 87
U.P. ... ... .. 49 2°4 54 ! 97
C. P. and Berar 34 0'3 2°1 ‘( 33
Bibar and Orissa 30 05 23 i 65
Assam ... ... ... 2°5 0°07 0°3 I 07
CONCLUSION

The following are the results of the preceding tabulation
and analysis of provincial income-tax statistics which en-
able us to determine the relative economic prosperity of
the different provinces.

(1) With the exception of the tax contributed by busi-
ness incomes, Bombay heads the list. She has got the larg-
est number of income-tax paying persons per one lakh of
population ; at the same time she has the highest percent-
age of persons with incomes above Rs. 50,000. That she
is the largest investing province of India is clearly
proved by the fact that almost 50 per cent. of the income-
tax on securities was realised from Bombay. In property
income as well as professional earnings, she gives the
largest share of the total Indian collections. It 1s only in
business that she is surpassed by Bengal ; this fact being
explained by the greater development of joint-stock enter-
prise in that province.

(2) Apparently, Bengal comes next in order of econo-
mic prosperity because she heads the list of provinces in
Income-tax collections under business, and comes next to
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Bombay in the percentage of collections under property,
securities and professional earnings. Next to Bombay,
she has the largest percentage of persons with incomes
above Rs. 50,000, but she has only go assessees per
1,00,000 of population as contrasted with 194 of Burma,
and 124 of the Punjab, and 96 of C. P. and Berar. This
means that Bengal, though more developed than other
provinces industrially and commercially, is on the whole
poorer than Burma and Punjab. It may also be noted
that her taxable income is concentrated in fewer hands so
that she has a larger number of millionaires.

(3) Next comes Burma with 194 assessees per 1,00,000
of population. In this, Burma is next only to Bombay.
She has also a good proportion of millionaires with 17
per cent. of the total number for the whole country. She
1s also well developed from the point of view of business
and property income, coming next to Bombay and Ben-
gal. Indeed, looking to the fact that she has more well-
to-do people as compared to her population than Bengal,
and also remembering that economic status is essentially
linked with individuals, we must place Burma next to
Bombay in the matter of economic prosperity.

(4) It is very difficult to choose between Madras and
the Punjab for the next place. It is true that the Punjab
has more well-to-do people as compared to her population,
but Madras has a higher percentage of millionaires and a
greater share of income from business, securities and pro-
tessional earnings, while the Punjab has a slightly greater
share of property income. Weighing these factors to-
gether, we submit that both Madras and the Punjab
should be put in the fourth place with the odds slightly in
favour of the Punjab.

(5) It is very difficult, too, to arrange the other provin-
ces in a correct order of economic prosperity. While the
Central Provinces and Assam have more well-to-do people

as compared with their population, the United Provinces
34+
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and Bihar and Orissa have more millionaires. Further,
the United Provinces has a greater share of income
from business, securities and professional earnings. We
may therefore roughly say that the United Provinces , and
the Central Provinces and Berar, are on an equal level,
with the balance slightly in favour of the Central Pro-
vinces. As regards Bihar and Orissa and Assam, we will
place Assam higher than Bihar and Orissa, as she has
more well-to-do people in relation to her population.

If we arrange the provinces according to their relative
economic prosperity we get the following result :—

(1) Bombay

(2) Burma

(3) Bengal

(4) Punjab and Madras

(5) Central Provinces and United Provinces

(6) Assam

(7) Bihar and Orissa.



CHAPTER XIV

CoONCLUSION

During the course of the preceding chapters, we have
first traced briefly the history of the Indian income-tax,
and then have discussed its provisions in detail from the
standpoint of economic principles as illustrated and modi-
fied by their practical application abroad. Our analysis
of the Indian system both historically and as it exists at
present, reveals an entire absence of any background of
theory or principle. From start to finish, the Indian in-
come-tax savours of considerations of expediency. It was
introduced in 1886 to meet a pressing demand for addi-
tional revenues ; similar reasons prompted the introduction
of progressive rates in 1916 and that of a new adminis-
trative machinery in 1918. An unfortunate decision of
the Madras High Court necessitated a revision of income-
tax statute in 1922 and led to the passing of the Indian
Income-Tax Act of that year. Since then, every year
has seen the incorporation of at least two or three amend-
ments to the law, introduced according as particular cir-
cumstances demanded. At no time in the history of the
Indian income-tax has any attempt been made by Govern-
ment to examine the fundamental principles underlying
its levy or to analyse its incidence ; such improvements as
have been made from time to time are of a piecemeal
character, and do not show that well-thought out policy,
which one would normally expect to be the basis of an
income-tax imposed by a civilized government. In other
words, in regard to the Indian income-tax, Govern-
ment has followed a policy of drift, allowing the system
to be altered according to the needs and circumstances of
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the moment, without reference to the reactions of each
such change on the other parts of the system. The in-
come-tax system of this country is, therefore, a curious
medley of conflicting provisions, which fail to stand the
test of modern income-tax theory, and the practice of
foreign countries.

Our detailed examination of the Indian income-tax has
enabled us to suggest a series of changes which, if adopt-
ed, would so alter our system as to place it on a scientific
basis, and make it conform to modern principles of income-
taxation. The chief criterion we adopted for this examina-
tion is the doctrine of ability to pay as enunciated and
elaborated by Sir J. C. Stamp in his ‘‘Fundamental Prin-
ciples of Taxation’’. This theoretical test has been sup-
plemented by reference to foreign practice. Considera-
tions of national benefit and the larger interests of the
country have also been taken into account in framing
proposals for the reform of the Indian income-tax system.
We may now briefly review the chief results of our
investigations.

The scope of the Indian income-tax is vague, ill-defined
and unreasonably narrow in several respects. For ex-
ample, some incomes arising in the country, such as inter-
est on sterling securities and pensions payable abroad, are
exempted from the income-tax ; at the same time, others
received in the country such as incomes from all sources
received from abroad three years after their first acquisi-
tion, are also allowed to be enjoyed untaxed. There
seems to be a great confusion of thought underlying the
present scope of the tax, the two concepts of ‘origin’ and
‘residence’ existing in a mutilated form, supplemented by
an ingeniously convenient concept of receivability. We
have therefore recommended that such an unsatisfactory
state of affairs should be terminated at once, and the scope
of the tax so extended as to include all incomes arising
or received or receivable in this country without any am-
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biguity. This recommendation is contingent upon suit-
able provision being made for relief from double income-
tax to Indian sufferers.

As regards the existing exemption of agricultural in-
comes, it has been pointed out that such a course is justi-
fiable only if and so far as the incidence of land revenue
is the same as that of the income-tax. But land revenue
does not fulfil the tests of the income-tax. It gives no
exemptions, and its rate is uniform irrespective of the size
of the income, so that its incidence is actually regressive.
The evil 1s much worse in the case of the permanently
settled estates, where the land revenue partakes of the
nature of a purchase-price and leaves untaxed a vast
amount of unearned increment. The proper solution
would be an immediate removal of the exemption of agri-
cultural incomes, accompanied by a simultaneous abolition
of the land revenue paid by temporarily-settled estates
and holdings. Such a procedure may not be immediately
practicable on grounds of the loss of revenue involved
thereby. It is therefore suggested by way of a compro-
mise, that while permanently settled zemindari incomes
should pay the full income-tax in addition to land revenue,
the temporarily-settled agricultural incomes should pay
only that amount of income-tax, which is necessary to
supplement the incidence of the land revenue to bring it on
a level with the incidence of the income-tax on non-
agricultural incomes.

The present Indian system fails to distinguish clearly
between gross and net income. For example, certain es-
sential items of expenditure such as depreciation allow-
ances on rented buildings, and obsolescence allowances on
intangible capital are not allowed as deductible items from
the assessable income. Besides, losses are not allowed
to be carried forward against future profits with the result
that where the income of the business fluctuates between
profit and loss, the tax tends to fall on capital. We have,
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therefore, recommended certain changes that will make
“‘net’’ income the basis of assessment, the most important
of our recommendations being that losses should be allow -
ed to be set off against the profits of future years.

The Indian income-tax system reveals even more glar-
ing defects when examined from the point of view of
justice in taxation. There are certain personal elements
in the concept of income which must be considered when
taxing it. For example, apart from the amount of income,
the way in which it is earned and the way in which it is
spent effectively affect the individual’s ability to pay,
and the Indian income-tax seems to ignore the existence
of this factor. We have therefore suggested the grant of
an allowance of Rs. 250 per child to be deducted from the
individual’s assessable income, necessary safeguards
against abuse being provided by limiting the allowance
to a maximum of six children, and making it conditional
upon proof of the child’s regular attendance at a school.
We have also recommended that unearned incomes should
pay an amount of tax which should be 10 per cent. higher
than that paid by earned incomes.

As regards graduation, we saw that the Indian system
suffers from the fundamental defect of “‘jumps’’, the
changes in the rate of the tax being disproportionate to
changes in the amount of income. In addition to this funda-
mental defect in the very form of graduation, the Indian
rates undoubtedly need a further steepening. To solve
both these problems, we have recommended that gradua-
tion in the Indian system should now be based on British
lines, and the scale of progression substantially raised.
Thus, under our scheme, Rs. 2,000 will be allowed as a
fixed abatement for all classes of tax-payers, and the first
Rs. 15,000 will be taxed at one-half the standard rate,
the standard rate being fixed at two annas in the rupee.
The minimum income subjected to super-tax should be
reduced from Rs. 50,000 to Rs. 30,000 and the rates
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raised all throughout the schedule, reaching a maximum
of as. g in the rupee as contrasted with the existing as. 6.

We then examined the incidence of the Indian tax on
certain special classes of tax-payers, viz. companies, firms
and Hindu Undivided Families. Companies and firms
are a product of modern industrial conditions and are found
everywhere, whereas the Hindu Joint Family is an insti-
tution peculiar to India. In examining the incidence, we
have emphasised the principle that though special classes
like these may be treated as taxable units for purposes of
administrative convenience, they must be recognized as
associations of individuals, and the incidence of the in-
come-tax paid by them should be similar to that of the
general income-tax on the individual’s personal income.
This principle, however, is not observed by the existing
system. We have therefore suggested several changes
the most important of which are the removal of the distinc-
tion between registered and unregistered firms, and the
abolition of the super-tax levied on companies.

We have also recommended that statutory recognition
should be given to the unique position of the Hindu Un-
divided Families. We have classified these families ac-
cording as they live jointly or otherwise. We have
suggested that the families joint in living should continue
to be treated as individuals, but allowed to deduct from
their assessable income the expenditure necessarily incur-
red in maintaining the coparceners of the joint property.
In the case of families not living jointly, we have recom-
mended that they should be taxed as ordinary associations
so that they will be treated only as the means for taxing
at source the Joint Family income of their members.

We have then considered the problem of double taxa-
tion. The existing system affords relief to income doubly
taxed by Great Britain and India ; but as we have already
pointed out, there are few Indians with ‘British’ incomes,

while there are many Britishers with ‘Indian’ incomes.
35
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The result is that the benefit of the existing relief accrues
mainly to foreigners ; whereas we have laid it down as a
fundamental principle that every country should restrict
relief only to its own nationals. We have therefore re-
commended the abolition of the existing provisions of
relief from double income-tax, and its replacement by a
new scheme of relief which will be restricted to the nation-
als of the country.

We have then considered certain important administra-
tive problems and dealt with the vexed question of the
association of non-officials with the administrative machin-
ery. We have found ourselves unable to favour the
association of non-officials in the work of assessment, but
we have suggested the creation of administrative courts
of justice to which an assessee may be entitled to appeal
on questions of fact. We have recommended that the
other things should be left as they are, and the High
Courts should continue to decide questions of law.

If the suggestions we have made for the reform of the
Indian income-tax system are carried out in practice, on
the one hand it will be based on scientific principles of
‘“‘ability’’ and justice ; and on the other, it shall become
a more powerful fiscal weapon than it is to-day.

We have also tried to analyse the economic conditions
of the people as revealed by income-tax statistics. They
abundantly prove that India is poor and that her economic
progress has not been rapid. It is also found that con-
sidered historically, the richer and poorer assessees are
being slowly overshadowed by those in the intermediate
grades. We then attempted to arrange the provinces in
order of economic prosperity, and arrived at certain inter-
esting conclusions, such as that Bombay is the largest
investing province, that Burma and Punjab come next to
Bombay in the number of assessees per 1,00,000, and
that though Bengal contributes the largest percentage of
tax, she has only go assessees per 1,00,000 as contrasted
with Bombay’s 387.



APPENDIX I
RISE IN THE EXEMPTION LIMIT, 1908.
DEMAND FOR HIGHER EXEMPTION

The question was raised in the Imperial Legislative Council in
the year 1889 and was followed by the definite suggestion that
the minimum should be raised from Rs. 500 to Rs. 1000. The plea
was revived, ten years later, by the Maharajah of Darbhanga.
This demand was not merely confined to the Legislative Council
but also extended beyond its confines. Ever since 1887 the Indian
National Congress—the premier representative body of Indian
public opinion_—had been persistently passing resolutions in favour
of raising the exemption limit. The agitation thus started in 1897
reached its culminating point in 1902 The Government had been
receiving continuous surpluses and yet had made no provision for
raising the taxable minimum. The Honourable Mr. Turner, a
member of the Council, thereupon suggested that the exemption
limit should forthwith be raised to Rs. 1200 per year. His
proposal was greeted with a chorus of approval from the non-official
members—both Indian and non-Indian.!

ANALYSIS OF THE DEMAND

Analysing the arguments of these members, there are revealed

three distinct grounds on which the raising of the minimum was
advocated.

(1) The assessees in the lower grades were mainly clerks and
petty traders—middle class people, burdened with large
families, and obliged to keep up appearances not a little
inconsistent with their earnings. For them the pressure
of the tax was very acute.

(2) The general price level had appreciably risen since the
imposition of the tax and the cost of living had gone

1The Maharajabh of Darbhanga, Messrs. Hardy, Charlu, Siri Ram,

G./K. Gokhale, etc. were among those who enthusiastically supported the

roposal.
Prop 35*
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up. So that the persons with a nominal income of Rs. 500
had their real income much below the statutory level.
(8) The assessees in the lower grades formed 60°, of the total
number, but paid even less than 20%, of the total tax
realised. At the same time, there was no satisfactory
way by which the real income of persons of this class
should be ascertained with accuracy. The petty traders
and such others who came under these grades kept no
accounts. And once they were reported as taxable persons
they seldom escaped payment, for, in the absence of ac-
counts, they could not successfully rebut the presumption
raised against them. Thus, administrative difficulties were
much more in evidence in connection with these assessees.
The popular case was undoubtedly strong, and Government
promised to bear it in mind. Strangely enough, the promise was
kept, the minimum being raised to Rs. 1000 by the Income-Tax
Amendment Act of 1903. The long figcht thus ended in success;
and non-official opinion now received official consecration.!

THE NEw EXEMPTION IN PRACTICE

The class affected by the remission numbered 3,24,044 or
nearly 619, of the total number of assessees; the tax paid by them
amounted to Rs. 38 lakhs, or 199, of the total tax collected. In
the natural course of events therefore the next year ought to have
seen the tax reduced by 109, the assessees by 619),. Actualresults,
however, proved otherwise, and the tax was reduced only by 149,
and the assessees only by 579),.2

LIt was admitted that under these grades, the tax fell largely on petty
traders, clerks and widows in receipt of pensions. The Finance Member also
alluded in euphemistic terms to his fear that ‘it is in the lower categories
of incomes that hardship is perhaps felt in the matter of inquisitorial pro-
ceedings on the part of the assessors.”” F. S. 1903-04.

2In other words:—

Expected decrease in number of assessees......... 3,24,044.
Actual vy ve s 1 eeesrenee 2,89,995.
Expected decrease in amount of Tax ............... Rs. 37,86,997.
Actual . . 5y eeeerenes Rs. 30,04,538.

Statistics of Bnt\sh Indm, Part IV, Table 9 of Income-tax.
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Two possible explanations were offered. One ascribed the un-
expected increase in revenue in 1904 to a ‘natural’ increase in
prosperity and an improvement in administrative machinery.!
The other traced it to an unsatisfactory application of the new
exemption, persons having been included, who ought not to have
been in the lists.? It is the duty of the scientific bhistorian of
the Indian Income-Tax to examine these rival contentions and
attempt an explanation that will be in accordance with facts.

Examining the figures of income-tax Collections from the various
income grades for the years 1902 and 1908, we find that out of
Rs. 7, 84, 164 that formed the total increase in 19038 (over the
corresponding figure of 1902) Rs. 4, 17, 824 were furnished solely
by the lowest grade—the one between Rs. 1000 and 1250. While
thus the bulk of the increased revenue was contributed by the
lowest income class, out of the 80,049 new assessees, a good
majority, viz., 28,407, were again from that same grade. The only
probable conclusion is that a number of persons, who in 1902 had
been returned under Rs. 500-750 or Rs. 750-1000 and who ought
to have been exempted under the new Act were now assessed as
persons with incomes above Rs. 1000.

It was very easy for the Tashildar—in fact it was the line of
least resistance—to thus nullify the effects of the Amendment to
a certain extent, and include persons whose incomes were below
the legal minimum. A historical examination of the figures of
assessees3 and the tax collected under the income grade 1000-1250
further strengthens our conclusion, for with the exception of the

14¢The intended benefit was secured by all classes entitled to it and the
difference between the estimated loss and that which has actually been
incurred may be due to the increasing prosperity of the classes affected
and also to improving administration’’ F. S. 1906—07.

2 The Hon’ble Siri Ram Bhadur asserted that it ‘‘ raises in one’s mind a
very strong suspicion that many persons who ought to have been exempted
have either got no exemption at all or that they have been re-assessed.
F. S. 1906—07.

3We have no All-India figures of appeal for these years; but even the
right of appeal could avail the unfortunate assessees little, for they kept

no accounts and in addition the appellate authority—the Collector— was the
very person who assessed them to income-tax.
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abnormal year 1903-04, they reveal (both before and after the
Amendment) a normal increase of only 2000 in number of assessees
and Rs. 20,000 in amount of tax.!

It can be confidently asserted therefore that the Hon’ble
Mr. Siri Ram's suspicions were nearer the truth than the compla-
cent optimism of the Financial statement of 1904.2 The Govern-
ment evidently recognized the truth of this charge for they issued
executive instructions to the District Officers to see that any
tendency to the undue assessment of persons below Rs. 1000 should
be promptly checked. It is satisfactory to note that the order
was not without effect.?

1The relevent figures are:—

Assessees.
1897-98—51,590
1898-99—53,026
1899-00—54,052
1900-01—53,586
1901-02—56,219

Tax.
Rs. 10,79,840
Rs. 11,083,505
Rs. 11,13,533
Rs. 11,22,783
Rs. 11,85,152

Assessees.
1903-04—86,736
1904-05—88.115
1905-06—89,450
1906-07—90,859
1907-08—91,301

Tax.
Rs. 16,46,126
Rs. 17,09,339
Rs. 17,17,266
Rs. 17,32,001
Rs. 17,68,333

1902-03—58,323 Rs. 12,20,802

Statistics of British India. Part IV (b) 1913—P. 161.

2 Official evidence can be produced in our support of our conclusion
‘““There was undoubtedly a tendency on the part of Tashildars to include in
the new lowest class as many assessees as possible who would otherwise have
escaped taxation. It was inevilable that a certain portion of those formerly
assessed at less than Rs. 1000 should not escape taxation entirely after the
introduction of the Act.”” Punjab Triennial Report —1902-05. Also cf. the
Bombay Triennial Report for the same period which asserted that from more
than one district reports were received that, ‘‘The apprehension is expressed
that there was at any rate in the case of the first asscssments made accord-
ing to the present taxable limits a tendency to include persons, whose in-
comes were formerly estimated to be less than Rs. 1000.""

3 ¢f. Madras Triennial Report— 1911-14.

Bihar and Orissa Triennial Report—1914-17.
Bombay 1905-08.

LR .
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APPENDIX II
STATISTICS OF REVISION AND APPEAL, 1886-1919

The following are the only available figures relating to Revision
and Appeal. They are obtained from the Annual Reports on the
Moral and Material Progress of India for the earlier years when no
triennial reports on income-tax were published, and from the
available triennial provincial reports on the administration of the
income-tax for the later years. It may be pointed out that
Dr. Pagar’s book contains figures only for a period of three years
(1911-18) and that too only for the Province of Bombay.

Table 1. Original demand —number of assessees.
» 2. Revision by Collector —No. of petitions or objections.
3. Revision by Commissioner —No. of petitions orobjections.
4. Final demand—No. of Assessees.
’s 5. Original demand —Amount of tax.
. 6. Revision by Collector—Demand after disposal.
7
8
9

EX)

LR

Revision by Commissioner—Demand after disposal.
Final demand — Amount of tax.

Consolidated statistics of Appeals.

»s 10. Statistics of Appeals—Revision by Collector.

»s 11. Statistics of Appeals—Revision by Commissioner.
s» 12. Percentage of successful appeals by provinces.
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TABLE 9.
CONSOLIDATED STATISTICS OF APPEALS
Percentage of Objections to Percentage of successful
original Demand. Objections to total objections.
1899-1900 21 29
1900-1901 22 23
1901-1902 28 27
1902-1903 20 45
1903-1904 26 27
1904-1905 22 23
19056-1906 20 25
1906-1907 21 19
1907-1908 22 18
1908-1909 21 24
1909-1910 21 24
1910-1911 19 21
1911-1912 19 21
1912-1913 i8 17
1913-1914 18 17
1914-1915 17 24
1915-1916 17 24
1916-1917 144 18
1917-1918 23 17
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TABLE 10.
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STATISTICS OF APPEALS—REVISION BY COLLECTOR

Percentage of objections before
Collector to Total number of

1899-1900
1900-1901
1901-1902
1902-1903
1903-1904
1904-1905
1905-1906
1906-1907
1907-1908
1909-1910
1910-1911
1911-1912
1912-1913
1913-191+4
1914-1915
1915-1916
1916-1917
1917-1918

assessees.
21
22
28
20
26
22

23

22°0
16°0
8°1
80
50
5°0
4°0
5°0
6°0
5°0

37

Percentage of deduction of
Original Assessment by
Collector’s Revision.
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TABLE 11.
STATISTICS OF APPEALS — REVISION BY COMMISSIONER
Percentage of objections before Percentage of reduction of
Commissioner to objections assessment by
before Collector Commissioner’s Revision
1900-1901 27 0
1901-1902 26 °1
1902-1903 19 7
1903-1904 62 ‘8
1904-1905 i3 °t
1905-1906 67 )
1906-1907 63 )
1907-1908 6°7 o
1908-1909 62 3
1909-1910 6°0 *5
1910-1911 70 N "3
1911-1912 0 3
1912-1913 6°2 10
1913-1914 03 6
1914-1915 422 >
1915-1916 475 7
1916-1917 145 '8
1917-1918 0 15
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APPENDIX III

FIGURES OF ASSESSEES, TAX COLLECTED, COST OF
COLLECTION AND NET YIELD FOR THE PERIOD, 1886— (916

Amount of Tax| Cost of v .

Period I?;;' ?l: (‘;\uisae;g:f s collected Collection (X_\etl ’;":h)i
*|  (in lakhs). (in lakhg). | P ‘8kDs).

1886-87 351 157 5.3 134
1867-88 394 140 2.8 137
1888-89 110 149 2.7 146
1889-90 417 155 2.8 152
1890-91 426 158 2.9 156
1891-92 436 161 3.0 158
1892-93 445 166 3.0 163
1693-94 456 171 3.1 168
1894-95 466 179 3.0 176
1895-96 477 182 3.0 179
1896-97 a7 186 3.0 183
1897-98 481 188 3.2 185
1898-99 491 190 3.2 187
1899-00 502 193 3.3 190
1900-01 499 197 3.3 194
1801-02 514 204 3.5 200
1902-03 531 210 3.6 . 206
1903-04* 246 180 3.4 177
180405 243 189 3.1 186
1905-06 249 197 3.4 194
1906-07 256 212 3.6 208
1907-08 262 994 3.9 220
1908-09 268 230 4.0 296
1909-10 276 232 4.1 298
1910-11 218 930 4.2 296
1911-12 289 240 1.4 236
1912-13 304 253 4.6 248
1913-14 322 284 4.8 279
1914-15 339 298 5.0 293
191516 | 343 305 5.3 300

* The minimum exempted was raised from Rs. 500 to Rs. 1000 per annum.

SOURCE: This Table is compiled from figures given in Return
1 and 2 relating to Income-Tax Statistics of British India, Part iv
(a) for 1910-11 and preceding years; the figures for 1911-12 to
1915-16 are gathered from Tables 117 and 118 of the Statistical
Abstract of British India Vol. ii . . . 1917. '



APPENDIX

APPENDIX 1V

298

DETAILS OF DEPRECIATION ALLOWANCE UNDER THE

INDIAN INCOME-TAX ACT.

The percentages of the original cost allowed as depreciation
allowance on various buildings, machinery, plant and furniture are
given below. They are taken from Rule 8, Part II. of the Indian

Income-Tax Manual.

Rate
Class of buildings, machinery, plant or furniture ps;c;:‘lit;%e
cost
1. Buildings? ... ... ... .
(1) First class substantul bulldmgs of selected
materials ... ... ... . ce evs aee 21
(2) Buildings of less substantlal construction * 5
(8) Purely temporary erections such as wooden
structures... cee e . 10
2. Machinery, plant or Furniture?...
General rate ... ... 5

Rates sanctioned for special mdustn(s .
Flour Mills, Rice Mills, Bone Mills, Sugar WorLs,
Distilleries, Ice Factories, Aerating Gas Factories,
Match Factories ... ... ... . ¢ ees
Paper Mills, Ship Building and }"ngmeermg Works,
Iron and Brass Foundries, Aluminium Factories,
Electrical Engineering Works, Motor Car Repairing
Works, Galvanizing Works, Lime Works, Patent
Stone Works, Qil Extraction Factories, Chemical

1 Donble these rates may be allowed for buildings used in industries
which cause special deterioration, such as chemical works, soap and candle

works, paper mills, and tanneries.

2 The special rates for electrical machinery given below may be adopted,
at firm’s (assessee’s) option, for that portion of their machinery.
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Rate
Ciass of buildings, machinery, plant or furniture P:;c::i!;:ie
cost
Works, Soap and Candle Works, Lime Works, Saw
Mills, Dyeing and Bleaching Works, Furniture and
Plant in hotels and boarding houses, Cement Works
using rotary kilns... ... ... ... a0 Lee oL 7
Plant used in coxmectwn with Brick Manufacture
Tilemaking Machinery, Optical Machinery, Glass
Factories, Telephone Companies, Mines and Quarries. 10
Sewing Machines for canvas or leather ... ... 12}
Motor Cars used solely for the purpose of busi-
ness, Indigenous sugarcane crushers (Kohlus or Belnas) 15
Motor taxis, motor lorries and motor buses ... 20
3. Flectrical Machinery cee eee e
(z) Batteries ... ... . e e e . . 15
(b) Other electrical machmery mcludmg elec-
trical generators, motors (other than tramway motors),
switchgear and instruments, transformers and other
stationary plant and wiring and fittings of electric
light and fan installations .. . 7
(¢) Underground cables and wire ... 6
(d) Overhead cables and wires 2!
4. Hydro-Electric concerns ... ... oo oo oo
Hydraulic Works, pipe lines, sluices and all
other items not otherwise provided for in this state-
ment 21
5. Electric tramways ... ... v cie eee wee el
Permanent way
(e) Not exceeding 50,000 car miles per mile of
track per annum ... © ere eee eee ees 6!
(b) Exceeding 50,000 and not exceeding 75,000
car miles per mile of track per annum ... 717

(¢) Exceeding 75,000 and not exceeding 125,000
car miles per mile of track per annum "

8 1/3
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Rate
Class of buildings, machinery, plant or furniture P:;c:::;t;ge
cost
Cars, car trucks, car bodies, electrical equipment and
motors e eee aes s ese ee 7
General plant, machinery and tools ... . 5
G. Mineral Oil Companies.. . .
A. Refineries
(1) Boilers . 10
(2) Prime movers ... 5
(8) Process Plant . 10
B. Field operations ..
(1) Boilers ... ... ... 10
(2) Prime movers ... 5
(8) Process plant ... 73
Except for the following items ...
(1) Below ground—All to be chnrged to revenue
(2) Above ground ... ... ... ... ..
() Portable boilers, dnllmg tools, well head tank
rigs, ete. . 25
(b) Storage t:mks: 10
(¢) Pipe-lines...
(i) Fixed boilers 10
(ii) Prime movers 74
(iii) Pipe line 10
7. Ships
(1) Ocean
(z) Steam ... 5
(b) Sail or tug 4
(2) Inland ... ...
(a) Steamers (over 120 ft . in lcngth) 5
(b) Steamers including cargo launches (120 ft.
in length and under)... ... ... 6
(c) Tug Boats ... ... .. o e 73
(d) Iron or Steel flats for cargo, etc. 5
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Rate
s . . Percentage
Class of buildings, machinery, plant or furniture. on prime
cost.
(e) Wooden cargo boats up to 50 tons capacity 10
(f) Wooden cargo boats over 50 tons capacity 7L
8. Mines and Quarries ... ... e e
(1) Railway siding! (excluding r.nls) cee aee 5
(2) Shafts ... ... ... o a0 o o o] 5
(8) Inclines ... ... ... ... .. . 5
(4) Tramways on the surface (excludmg 1alls) 10

1 Depreciation on rails, used for tramways and sidings, and inclines
where the rails arc the property of the assessee, is allowed at 10 per cent.
under item 2 above (plant used in connection with Mines and Quarries) in
addition to any depreciation allowance on the cost of constructing the tram-
ways sidings or inclines.
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APPENDIX V

BASIS FOR ESTIMATING THE AMOUNT OF INCOME-TAX
REALIZABLE FROM TEMPORARILY SETTLED ESTATES

The number of persons holding more than 500 acres per head
amount in the Bombay Presidency to 8169, out of which 2251, are
residents of Sind. The incidence of Land Revenue per acre
calculated from figures compiled from the Bombay Land Revenue
administration Report 1926-27, amounts to Rs. 1-8-9. Reference
to appendix S. of the Bombay Land Revenue Assessment Committee
Report, shows that the maximum percentage of rent taken by land
revenue did not exceed on an average 29¢),. 1f we take the normal
rate to be 200[., then, the rent realised per acre would amount to
Rs. 7-11-9, or approximately eight rupees. Rent however is only
a part of the cultivator’s profits; we should make an allowance for
his own cost of subsistence and interest on his capital. If we
assume these to be as much as the rent, then the real income
from an acre will be Rs. 16. On this basis, there are 3169 persons
in this Presidency getting more than Rs. 8000/- per year. If we
assume that 500 of these persons to have more than Rs. 30,000/
we can easily realise from them a tax of about thirty lakhs of
rupees. Making allowances for the land Revenue payable, the net
benefit to the state will hardly be more than Rupees ten lakhs.
Mr. Mackay, Settlement Commissioner and Director of Land
Records, Bombay, estimated the revenue at Rs. 20 lakhs. Mr.
Montford, Commissioner of Central Division, estimated it at
25 lakhs. Their figures however do not falsify our estimate, their
methods being just as crude, pages 398 and 437 Vol. VI. T, E.

In the Madras Presidency there are 3635 Pattas (certified
ownership of the land) paying Land Revenue of Rupees over 500
per head:—from them 926 pay more than Rs. 1000/- each. (vide
Madras Land Revenue Report 1918-14.) The Taxation Enquiry
Committee has pointed out (page 77 Vol. 1) that the average
percentage of assessment to rental is somewhere about 17.
Adopting this percentage, and making an allowance for labour

38
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charges and agricultural profits, we may say that the net income
per every rupee of land revenue paid will probably be Rupees
twelve. On this basis, there are about 926 persons with income
exceeding Rs. 12,000/-. When we further remember that more
than one Patta is held by the same person, it will not be rash to
assume that there are about 600 persons with incomes exceeding
Rs. 30,000/-. Probably Rs. 40 lakhs, can be realised from them by
way of income and super-taxes. Making an allowance for land
revenue, we can estimate a net addition of Rs. 20 lakhs.

The tea estates of Assam can safely be estimated to yield
Rupees twenty-five lakhs. (Page 383-4. Vol. V. T. E. Ibid. evidence
of Mr. Grimson, Commissioner of Income-tax Assam.)

From the Central Provinces, it is expected that Rupees 40 lakhs
will be realised. (Vide evidence of commissioner of income-tax;
page 284 Vol. IV. T. E.); but as our scheme contemplates the
taxation of only persons with incomes above Rs. 30,000, and as
land revenue will also be deductible from the income-tax, we
can only hope for about Rupees ten lakhs,

In Burma the total land revenue collected is Rs. 892 lakhs.
(Vide Land Revenue Administration Report for 1926-27.) Accord-
ing to Mr. Smith, Commissioner, North-Western Border division,
Burma, cultivators with more than Rs. 2000/- a year are hardly
more than 19, of the total number. Similar percentage in Bombay
is somewhere above the same level. Persons holding more than
100 acres getting more than a thousand Rupees each formed about
39/, of the total number. We can therefore, assume that the yield
in Burma will also be about five lakhs.

The yield from Punjab will not be very appreciablc.

For the United Provinces there are no figures available and we
can roughly take the yield at Rupees five lakhs.

Bombay... vee eee eee ere eee aee eee eee eee eee 10,00,000
Madras ... .. cii eer wer eee ere eer eee e eee 20,00,000
Assam ... ver eee eee e eee e eee e 25,00,000
Central Provinces ... oo oo oo oo ore oer o 10,00,000
Burma ... .. cee et e ee eee eee eee e 5,00,000
United Provmces v e vee e 5,00,000

Total from all the temporarlly settled provmces Rs. 175,00,000
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APPENDIX VI

STATEMENT SHOWING DIFFERENT SCHEMES OF
PROGRESSION ADVANCED BEFORE THF. TAXATION
ENQUIRY COMMITTEYL

The following statement sets forth the various schemes of pro-
gression proposed by several witnesses before the Taxation Enquiry
Committee. They all suffer from the defect of not providing a
remedy for jumps; and with the exception of Mr. Mountford’s
scheme, the others do not contemplate any changes in the super-
tax rates.

GRADUATION

Khan Wali Muhammad (Commissioner of Income-Tax of C. P.) proposed
the following schedule of rates in place of the existing one.

Income Grade ... Present Rate ... ... Proposed Ratc.
1000~ 1,999 ... Nil ... ... 4 pies.
2000- 3,499 5 pies e 0,
3500~ 7,499 5 and 6 pics .. 6,
7500-12,499 6and 9 ., e 9,
12,500-14,999 9 . e 120,
15,000-19,999 9 - .. 15 ,,
20,000-29,999 e 12 .- .18
30,000-39,999 ... 13 e .91,
40,000 and over ... 18 and 24 ,.

Page 232 Vol. 1V. T. L.

Mr. L. J. Mountford, Commissioner, Central Division suggested the
following scheme, with the first £100 being free from:—

Present Proposed England

£

300 2°6 4 0-68
500 312 6 3:3-12%5
1000 47 7 10°8-18°8
2000 78 10 17 227
5000 11°5 15 28 -30°8
10000 14°6 20 38 -39
50000 329 40 50 -50

and upwards
P. 436 Vol. VI T. E. )
38*
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Mr. H. G. Cocke, M. L. A. suggested the following scale of Graduation
in place of the existing one.

When income is less than Rupees 1500 ... ... ... Nil

s ’ between 1500 and 5000 ... 6 pies in the Rupee

. ., 5000 ... 10,000 .. T 55 4 1

s . 10,000 ... 15,000 ... 9 ,, »

" . 15,000 ... 20,000 ...10 ., .

o . 20,000 ... 30,000 ...13 ,, ,, v

" " 30,000 ... 40,000 ...16 ,, ,,
Over ... ... 40,000 ... 200, 2

P. 411 Vol. 3 T. E.

Mr. Middleton (Commissioner of Income-Tax, Bihar and Orissa)

Rs. 1500- 2499- 3 pies in the Rupee

0 2500- 4999- 5 4, 55
. 5000- 9999- 6 ,, .. .
,» 10,000-14,999- 9 ,, .. o
. 15,000-19,999-12 ,, .. o
v 20,000-29,999-15 ,. . ’
,» 30,000-39,999-18 ,, ,, n

Rupees 40,000 and upwards 24 pies in the Rupee
P. 185 Vol. V. T. E.

Professor Solomon of the Aligarh University suggested the following
scheme of graduation in place of the cxisting one:—

1. Income below Re. 1200 per annum ... Nil

2. .. between 1200- 2430 ,, ,» 3 pies in Re.
3. . . 2400- 3600 ., 5 4 y 9
4. ' .- 3600- 6000 ,, e D ae
5. b . 6000-10,800 ,, o 6 o
6. . . . 10,800-18,000 ,. 5 9 4
7. " . ... 18,000-24,000 ,, 5 12 5,

8. o . . 24,000-36,000 ,. ,, 16 4, .
9. - . e 36,000-60,000 ., gy 24 11

P. 335. Vol. III T. E.
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APPENDIX VII

PERCENTAGE OF INCOME TAKEN BY WAY OF INCOME
AND SUPER-TAXES IN DIFFERENT COUNTRIES

. South .
Gradenof | pugiy | Jrited | Conads | Rt | gapan | Ylked
nion

2062 2°58 3

4999 27568 400 S5

5026 3°12 1°03 5
9999 312 11°00 10°71 5°01 8 06
10163 4°68 11°15 0°71 5°01 8 0°08
19999 4.68 15°50 334 523 95 0°78
20332 6°25 1557 342 5°23 95 0°80
20999 6°25 17°42 543 538 13 1°58
30507 7°81 17°83 5.563 5°39 13 1°62
39999 7°81 1920 7°40 673 13 2°65
40686 937 19°33 7°53 6°95 13 2°69
50000 9.37 20°85 9°30 981 15 3°65
100000 12°50 27°68 15°62 17°39 17 7°89
150000 14°58 31°96 18°94 21°38 21 10'90
200000 16°41 33°93 21°56 25°33 21 1353
250000 1813 3662 2381 29°26 21 15°51
300000 1979 3834 2589 33°18 23 17°02
350000 2143 3973 2768 34°84 23 18°16
400000 23°05 40°63 2930 3487 23 19°01
450000 2465 41°67 30°64 34°88 23 19°68
500000 26.25 42°51 31°82 34°89 23 20°21
550000 2784 43°19 3284 34°90 23 20°71
600000 29°43 43°75 3377 34°91 21°01

This table of rates is prepared from a calculation of the rates of the tax
as given in the British Finance Act 1926, the 26th Japanese Financial and
Economic Annual, the United States Revenues Act (1926) and Income
Taxes in British Dominions. The Japanese rates rise to 36°/, on Incomes
exceeding Rs. 55 lacs and the Canadian rates rise to 41.83°), on incomes
exceeding 15 lacs. The rates of Exchange are taken from page 162.
Spaulding Dictionary of the World’s Currencies.

The amounts of income given in column 1 (on which the rates for the
different countries are calculated) are chosen because they coincide with
the amounts on which the Indian rates of Tax are charged.
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APPENDIX VIII

EFFECTIVE RATE OF INCOME-TAX AND SUPER-TAX
(COMBINED) UNDER THE PRESENT SYSTEM AND THE
PROPOSED SCHEME

Incomes (Rs.) | Present Rate Proposed Rate
2052 2.58 Nil.
1000 2,58 1.56
6000 3.12 3.13
8000 3.12 3.91

10000 4.68 4.38
12000 4.68 5.20
14000 4.68 5.36
15000 1.68 5.42
17000 4.68 6.25
19000 4.68 6.91
21000 5,25 7.44
23000 6.25 .75
25000 6.25 8.23
27000 6.25 8.56
29000 6.25 8.84
30,000 6.30 8.96
40,000 9.37 10.23
50,000 9.37 11.31
100,000 12.50 14.91
150,000 14.58 17.23
200,000 16.41 19.17
250,000 18.13 21.27
300,000 19.79 23.46
350,000 21.43 25.91
400,000 23.05 26.14
150,000 24.65 30.39
500,000 26.25 32.67
550,000 27.84 33.68
600,000 29.43 35.82
650,000 30.77 37.88
700,000 31.92 40.08
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APPENDIX IX

SUPER-TAX ON THE UNDISTRIBUTED INCOME OF
COMPANIES IN GREAT BRITAIN

The first attempt of such a character was made in 1922 by
Section 21 of the Finance Act of that year, which authorized the
Special Commissioners to treat as distributed any undistributed
income of companies when in their opinion, the companies have
not distributed a reasonable porlion of their income, having
regard not only to the current requirements of the companies’
business, but also to such other requirements as may be necessary
or advisable for the maintenance and development of that business.
The Section was to apply to companies whose shareholders do not
number more than 50, whose shares have not been open to public
subscription, and who are under the control of not more than 5
persons. This was replaced in 1927 by subsection 3 of Section
31 of the Finance Act of that year which reads as under:—

“This section shall not apply to any Company which is under
the control of not more than five persons and which is not a
subsidiary company or a company in which the public are sub-
stantially interested.”’

The evidence of substantial public interest was to be found in
not less than 25 per cent. of the shares of such a company being
held by the public, and in such shares being quoted in the official
list of a recognised stock cxchange.

We bave already pointed out the defect of these qualifications.
Though a share may be quoted on the stock exchange, in practice
it may not be available for purchase; and though 25 per cent. of
the shares may be nominally held by the public, in reality the
whole company might be a one-man concern. Under the circum-
stances, we feel that the section if embodied in the Indian Law,
should embrace all companies, discretion being given to the
Income-Tax Officer to decide which companies, by an unreasonable
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building up of reserves, are evading the personal super-tax due
from their shareholders. The Indian Law should contain the
same provisions for appeal which are contained in the British
Law. Similar provision must also be made to tax such companies
when they go into voluntary liquidation. With the modification
suggested above, it is worth while embodying the British portion
of the Law relating to the taxation of the undistributed income
»f companies into the Indian Statute.
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APPENDIX X

BASIS FOR ARRIVING AT THE NUMBER OF HINDU
JOINT FAMILIES ASSESSED TO INCOME-TAX

The following method has been adopted in arriving at the
number of Hindu Undivided Families paying tax.

Return No. IV.-A. of the All India Income Tax Report and
Return gives figures of tax realized from these Families per each
income grade. Thus, in 1926-27, Hindu Undivided Families with
incomes between Rs. 2,500 and 3,000 paid a tax of Rs. 8,52,149.!
The tax payable by a Hindu Undivided Family with an Income of
Rs. 2,500 is, at the rate of 5 pies, Rs. 64-9-4; similarly the tax
payable by a Hindu Undivided Family with an income of
Rs. 8,000 is, at the rate of 5 pies, Rs. 78-0-9. The mean of these
two amounts is Rs. 71-5-0 which is the average tax paid by these
families with incomes between Rs. 2,500 and Rs. 8,000. Dividing
the total tax realized from this grade viz. Rs. 3,52,149 by the
average tax payable, we get the number of Hindu Undivided
Families paying income-tax with their incomes between Rs. 2,500
and 3,000, which is 4,988. The figure of assessees is of course not
completely correct, as some families might have their income just
above Rs. 2,500 and some others just below Rs. 3,000. All the
same, it can be asserted that the figure is fairly accurate.

In a similar way, we have found the number of Hindu
Undivided Families paying tax under each grade, and then
added them up to get the total number of tax-paying Hindu
Undivided Families. The results of our calculations for the four
years between 1928 and 1927 are reproduced in the accompanying
table.

1 Return IV. A. All India Income Tax Report and Returns 1926-27.
39
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HINDU UNDIVIDED FAMILIES

(Assessees in Income Grades)

Income Grade 1923-24 1924-25 1925-26 1926-27
2000~ 2500 5,075 5091 6,305 7,995
2500- 3000 2,980 3,043 3,675 4,938
3000- 3500 2,303 2,366 3,081 4,366
3500- 5000 3,712 3,944 5,209 7,341
5000- 7500 2,815 3,150 4,018 5,744
7500-10000 1,033 1,855 1.825 2,599

10,000-12,500 751 760 1,021 1,543

12,500-15,000 339 360 469 683

15,000-20,000 441 484 592 837

20,000-25,000 380 255 343 476

25,000-30,000 162 141 195 268

30,000-40,000 182 153 226 302

40,000-50,000 80 100 97 133

50,000 & upwards * 264 217 278 251
Total 10,766 21,479 27,014 37,476

Note:—This table is prepared from figures given in Return IV-A,
Reports of the Central Board of Revenue for the years 1923-24 to 1926-27.

The method employed has already been described.

* The figures given for Rs. 50,000 and upwards are taken from table
V-A. which relate to super-tax; and are therefore, strictly speaking figures

of income of Rs. 75,000 and upwards.
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APPENDIX XI

GOVERNMENT NOTIFICATION ON DOUBLE TAXATION
BETWEEN BRITISH INDIA AND INDIAN STATES

This notification issued by the Government of India deals with
the problem of double taxation between British India and the
Indian States.

FINANCE, DEPARTMENT (CENTRAL REVENUES)
NOTIFICATION

Income-tax
Simla, the 1st July, 1926

No. 25. In exercise of the powers conferred by section 60 of
the Indian Income-tax Act, 1922 (XTI of 1922) the Governor-
General-in-Council is pleased to make the following modifications
in respeet of Income-tax, in favour of income on which Income-
tax has been charged both in British India and in one of the
Indian States referred to in the schedule to this notification
(hereinafter called the said schedule) namely:—

1. In this notification

(«) the expression ¢¢State Income-tax’’ means Income-
tax and Super-tax charged in accordance with
the provisions of the Law relating to Income-tax
for the time being in force in the State concerned;

(b) the expression ¢ State rate of tax” means the
amount of State Income-tax divided by the
amount of the larger of the two incomes on
which TIncome-tax and Super-tax respectively
have been charged by the State; and

> and Indian

(¢) the expressions ‘‘Indian Income-tax’
rate of tax have the same meanings as in clauses
(a) and (b), respectively, of section 49 (2) of the
Act.
2. (1) If any person who has paid Indian Income-tax for any

year on any part of his income, proves to the satisfaction of the
39*
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Income-tax Officer that he has paid State Income-tax for the
corresponding year in any of the States mentioned in the said
Schedule, he shall be entitled to the refund of a sum calculated
on that part of his income at a rate equal to half the State rate
of tax.

Provided that the rate at which the refund shall be given
shall not exceed one-half of the Indian rate of tax.

(2) For the purpose of sub-paragraph (1) the Central
Board of Revenue may from time to time determine the year of
assessment in any State which shall be deemed to correspond
with any British Indian year of assessment.

8. FEvery application for refund of income-tax under this
notification shall be made to the Income-tax Officer of the district
in which the applicant is chargeable directly to income-tax or if
he is not chargeable directly to income-tax, to the Income-tax
Officer for the district in which the applicant ordinarily resides,
or if he is not resident in British India.

(i) to the Income-tax Officer of the district or area in
which he was last charged directly to income-tax
when so resident, or

(i) if he has never been so resident, to the Income-
Tax Officer of the district or area where the income-
tax for the refund of which application is made
was deducted.

Such application may be presented by the applicant in person
or by a duly authorised agent or may be sent by post.l

SCHEDULE

1. Baroda. 5. Bahawalpur.
Madras States Agency. 6. Jind.

2. Travancore. 7. Kapurthala.
Central India Agency. 8. Laharu.

3. Dhar. 8A. Maler Kotla.
Punjab States Agency. Bombay.

4. Patiala. 9. Sachin.

1 'The form of the application for relief is omitted from this Appendix.
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10. Akalkot. 18. Makrai.

11. Phaltan. 19. XKawardhs.
United Provinces. 20. Khairagarh.

12. Benares. 21. Korea.

Central Provinces.

22. Nandgaon.
13. Bastar. &

23. Chhuikhadan.

14. Ka-nkcr. Bihar and Orissa.
15.  Raigarh. 24. Mayurbhanj.
16. Jashpur. Punjab.

17. Sarangarh. 25. Baghat.

The following Indian States have made no arrangement for
relief from double income-tax.!

Chhota-Udepur. Indore. Kalsia. Mallerkotta. Mainpur.

1Vide p. 23. Income-Taxes in British Dominions.
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APPENDIX XII

INCOME-TAX STATISTICS WITH REFERENCE TO

Table No.
Table No.

Table No.

Table No.

Table No.

Table No.

Table No.

Table No.

1.
2.

S

3.

ECONOMIC CONDITIONS

Figures of gross taxable income.

Details of income-tax payers with incomes
above Rs. 2,000 arranged in income grades, for
the years 1886-1926.

Quinquennial average of income-tax payers in
income grades for the years 1886-1926.
Collection of income-tax classified by sources
along with the proportion of the tax contri-
buted by the different sources, 1886G-1926.
Table showing the percentages of the total
income-tax realized from the different provinces.
Number of assessees under each income grade
in the different provinces for the ycar 1926-27.
The percentage of the different provinces in
the assessees under each income grade for the
year 1926-27.

Classification of income-tax by sources realized
from the different provinces for the year 1926-27.
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TABLE No. 1.
FIGURES OF GROSS TAXABLE INCOME, NUMBER OF
ASSESSEES, AND INCOME PER ASSESSEE (FOR PERSONS
WITH INCOMES OF AND ABOVE Rs. 2000.) (1886-1926).
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Nymber of Grogs Taxable Income per
1886-87 44,941 33,28,38,336 7406
1887-88 52,567 33,32,39,527 6338
1888-89 54,885 34,69,65,136 6647
1889-90 56.0569 38,25,77,680 6826
1890-91 56,808 38,52,13,862 6781
1891-92 58,573 39,45,84,368 6734
1892-93 59,808 40,45,95,225 6765
1893-94 60,998 40,01,73,164 6585
1894-95 62,891 44,07,86,379 7008
1895-96 65,291 44,67,10,348 6841
1896-97 66,354 45,99,21,000 6931
1897-98 68,995 46,19,94,624 6696
1898-99 69,075 46,79,41,964 6773
1899-00 71,070 47,59,70,496 6693
1900-01 70,932 48.77,82.835 6876
1901-02 72,843 50.71,96,683 6962
1902-03 75,822 51,90,57,551 6846
1903-04 75,933 53,08,33,382 7006
1904-05 80,933 56,12,19,353 6934
1905-06 83,812 58,63,40,888 6996
1906-07 87,375 64,19,43.398 7346
1907-08 90,777 68,56,79,201 7551
1908-09 93,035 70,34,48,077 7560
1909-10 96,048 70,21,66,541 7310
1910-11 95,647 69,25,71,110 7240
1911-12 100,337 77,39,95,187 7714
1912-13 106,323 76,81,09,069 7224
1913-14 112,284 87,45.83.156 7188
1914-15 118,819 91,73,23,161 745
1915-16 120,324 93,93,23,404 7806
1916-17 129,941 88,03,07,90% 6775
1917-18 143,910 108,87,01,641 7565
1918-19 175,185 174,67,60,542 9981
1919-20% 185,791 174,54,42,290 9389
1922-23 273,311 235,77,97,228 8626
1923-24 286,438 236,86,97.063 8269
1924-25 294,492 215,33,78,743 7312
1925-26 297,152 223,12,67,817 7509
1926-27 304,335 ! 2925,27,31,784 7402

As explained in the introduction to the statistical appendix, this table has been cal-

culated from figure of tax realized by income grades g

iven in the different issues of

statistical abstract of British India (Financial Statistics); for the years 1922-26, they are
taken from the All India Income-Tax Report and returns 1925 and 1926.

“The figures of 1919-20 relate to preliminary assessment. No figures are available for
the years 1920 and 1921.
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TABLE No- 5.

TABLF. SHOWING THE PERCENTAGES OF THE TOTAL
INCOME-TAX REALIZED FROM THE DIFFERENT

PROVINCES
@ { - Other Pro-
o 23| =9 S% vinces and
e | 3| B EI2E 8|5 |2 |EE| 28 De;'):art}
E| S| 202l 5| 5|8 |88|ES|gmentso
cg cg = ! o~ | & < :2 &g ovczllmexit
1887-88 23°7125°4|10°7 | 15°2 6°9 | 1°5| 22 144
1888-89 22°4|25°0| 9°8|14°3| 3°6| 6°8 | 1°4 | 2°2 145
1889-90 22'3|25°1|10°1|14°1| 3°6] 7°1 | 1-4 | 2-4 139
1890-91 21°8125°1 (107 {14°0| 37| 7°4 | 1°3 | 23 1470
1891-92 22°0|25°2|10°6|13°2| 4°1| 7°4 | 14| 2°2 136
1892-93 22°5|24°6 109 | 13°6] 4°1{ 7°3 | 14 | 2°4 132
1893-94 21'3| 245 | 11'9 | 13°7| 474} 7°3 | 1°5 | 2°3 131
1894-95 21°5 (2477 {12°113°3| 43| 7°2 | 15 | 2°2 13°2
1895-96 21°6|25°5|12°1|13°2| 4°1 7°0| 1'6 | 2°1 12°8
1896-97 20°9125°6|12°9|12°9| 42| 72| 1'6 | 2°2 12°5
1897-98 20°4|25°1(13°0({12°9| 5°0| 7°5 | 1'6 | 1°9 12°4
1898-99 20°2(25°9{13°412°6| 53| 1°2 | 1*7 | 2°0 11°7
1899-00 19°8126°1|14°2|12°6| 54| 7°2 | 1'7 | 2°0 114
1900-01 19°3126°0 137|129 57| 7°5 | 1'5 | 1'8 1176
1901-02 18°6(27°4|13°9|12°3| 59| 6°9 | 1'5 | 1°7 118
1902-03 18°6[27°7|13°9({12°2| 58| 6°9 | 1*5 | 1°7 117
1903-04 20°1127°3|13°0|11°1| 6°6| 6°5 | 1*4 | 1'6 12+1
1904-05 19°9126°4113°2110°8| 7°2| 6°4 | 1'3 | 2°9 119
1905-06 19°4(23°5(13°1110°5| 7'8| 6°3 | 4°8 | 2'9 11°8
1906-07 21°9(22°9|12'8| 99| 7°3| 63| 4°8 | 23 113
1907-08 21°7|23°0|13°1| 97| 79| 6°1 | 4°9 | 2°6 11-2
1908-09 20°5|24°4|12°8| 9°7| 77| 6°1 | 5°1 | 25 11-1
1909-10 20°2|24°5|13°4| 951 79| 6°2| 52| 2°3 115
1910-11 22°1123°3|13'3|10°5| 82| 6°5| 5°4 | 2°6 83
1911-12 22:3|22°2|13°1(10°0| 8°1| 6°7 | 1°6 | 2°9 | +9 82
1912-13 22°7|21°9113°5( 9°9| 7°4| 69| 16| 29 | 52 7°8
1913-14 23°3(23°3|12°8| 9°3) 8°0| 6°6 | 1°5| 2'9 | 4°8 72
1914-15 22°9|23°3|13'3| 89| 85| 6°6| 15| 29 | 47 73
1915-16 23°7123°2113°0( 9°1| 81| 6°4| 1°5| 35 | 4°6 7°1
1916-17 25°1,30°4)10°4| 7°6| 7°0| 5°4 | 1°2 | 2'3 | 3°6 75
1917-18 28°9129°0|10°3| 6°5| 6°6| 49 | 1°1| 2'1 | 3°1 77
1918-19 33°5130°3| 87| 6°2| 6'8| 34 0°7 | 1°6 | 2°4 6°4
1919-20 31°1132°6) 93| 5°2| 7°2| 86| 0°6 | 21 | 2°5 59
1920-21 30°0|39°2| 7°1| 4°3| 84| 20| 05| 1'7T | 1'8 4°9
1921-22 37°6(29°7| 7°7| 5°1| 6'9| 2°6 | 0°4 | 26 | 19 5°0
192223 43'4)17°9| 7°3| 5°4| 85| 4°2| 05| 3'3 | 32 61
1923-24 28'9132°6| 9°2| 4°8) 81| 4°1| 08| 3°1 | 2°6 58
1924-25 24°9134°2] 8°1| 4°8[10°9} 3°7 | 15| 3°1 | 25 6°1
1925-26 21°7136°7T| 87| 4°9/11°6| 4°0 | 1°2 | 2'3 | 2°3 6°6
1926-27 20°2|34°9 | 83| 47[12°9| 42 [ 22| 25 | 3°6 6°8

» The Province of Bihar and Orissa was created only in 1911.

““ **Other provinces and departments of Government” include North-West Frontier
Province, Delhi, Baluchistan, Ajmer-Merwara, Coorg, Mount Abu, in addition to the
tax realized from the civil and military station, Bangalore and India (Central).
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APPENDIX XIII
RECENT CHANGES IN THK INDIAN INCOME-TAX

Since the original preparation of this book, a number of
changes have been effected in the Indian income-tax system. The
more important of these are three in number and relate to gradua-
tion, Company taxation and administrative procedure.

The Finance Bill of 1980 revised income-tax rates uniformly by
one pie in the rupee. The Finance Bill of 1981 effected more
drastic addition to the rates, substantially altering the curve of
graduation. The new rates of income-tax are as under:—

Annual income Pies per Rupee.
From Rs. 2000 to Rs. 4999 ... cee 6
s s 5000 ,, » 9999 ... ... 9
ss s 10000 ,, ,, 14999 ... ... 12
’s 5 15000 ,, sy 19999 ... 16
w o, 20000 ,, » 20009 ... ... 19
s 5 30000 ,, s 89999 ... cae 28
» sy 40000 ,, ,, 99999 ... ... 25
On incomes of more than Rs. 100000 ... cee 26

The exemption limit for super-tax has now been reduced from
Rs. 50,000 to Rs. 80,000 for individuals and unregistered firms,
the exemption for Hindu Undivided Families remaining undis-
turbed at Rs. 75,000. The new rates of super-tax are as under:—

For Hindu Undivided Families:—
Rate per Rupee.
On the first 45 thousand rupees

in excess of 80,000 Nil.
On the next 25,000 1 anna 8 pies
For individuals and unregistered firms:—
On the first 20 thousand rupees
in excess of 80,000 9 pies
On the next 50,000 1 anna 38 pies
41
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For individuals, Hindu undivided families
and unregistered firms:—

On every rupee of the next 50,000 eee 1 anna 9 pies
’» » s 50,000 eoe 2 annas 8 pies
s »s s 50,000 ces 2 annas 9 pies
” » 5 50,000 8 annas 8 pies
” " sy 00,000 .. 8 annas 9 pies
3 ) 5 50,000 4 annas 8 pies
s » sy 50,000 4 annas 9 pies
” 2 »s 50,000 5 annas 8 pies
' ’ , 50,000 5 annas 9 pies
On every rupee of the remainder of
such excess 6 annas 3 pies

The maximum rate of super-tax has thus been increased by
8 pies in the rupee. The super-tax on companies remains
unchanged at one anna in the rupce.

Act XXI of 1930 effects an important change by the addition
of section 21-A which gives power to the Income-Tax Officer to
assess individual members of such firms, associations and companies
as are suspected of having been formed or being used for the
purpose of evading or reducing the liability to tax of the members
thereof. Whenever the firm or association is a one-man concern,
the Income-Tax Officer has power to direct that income-tax be
not levied on the firm or association, and thercupon the individual
member will become liable to both income and super-tax on his
income from such a concern at his personal rates. In the case of
a company, similar measures are to be taken when the company
is under the control of not more than five persons and has
accumulated reserves beyond its reasonable needs. The provisions
are not to apply to subsidiary companies and to companies in
which the public are substantially interested, the evidence of
such interest being the holding of 25 per cent of the shares by
the public, and dealings in the same in any stock exchange in
British India. These measures are not accompanied by a repeal
of the company super-tax on such companies.

It is also provided that appeals against the order of any Income-
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Tax Officer under the new Section 21-A shall be to a Board of
Referees which shall not be revised by the Commissioner of
Income-Tax. The Board shall consist of not less than three and
not more than five persons, of whom not less than one-half shall
be non-officials having business experience, and one shall be a
judicial officer of not less than ten years’ standing.

41*
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