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SECTION1
Introduction

1.1 Rationale

Over the last decade, budget analysis has
proved to be a very useful strategy for civil
society actors in India, especially in their ef-
forts pertaining to governance accountability.
Numerous civil society groups in the country
have started engaging with budget analysis
and at various levels of governance (such as,
the Union Government, State Governments
and institutions of local self governance), with
the primary objective of improving the devel-
opment outcomes of one or more of the disad-
vantaged sections of the population. However,
most such initiatives have been restricted
only to the expenditure side of the budget. The
revenue side of the budget has been largely
unexplored until now.

Hence, it is extremely important to demystify
the revenue side of the budget, in particular
the policies and practices pertaining to taxes.
We may note here that the magnitude of tax
revenue collected in India has been lower than
that in several developed countries as well as
some of the developing countries; as a result,
the overall public resources available to the
government in India for making investments
towards socio-economic development and
other purposes have been inadequate in com-
parison to several other countries. Conse-
quently, the magnitude of public expenditure
in India has been lower than that in several
developed countries as well as some of the
developing countries.



Taxation plays an intricate and pivotal role in
the growth and advancement of any nation.
The objectives of taxation policy of any coun-
try are akin to the general economic and social
policy of the same. While the economic objec-
tives of taxation include simplicity, efficiency,
fairness and revenue sufficiency of the gov-
ernment, the social objectives incorporate the
principles of transparency, representation of
citizens, accountability and proper regulation
(both social and economic). Being a major
and vital source of revenue, a sound taxation
system is imperative for the public finances
of a country and improving citizen participa-
tion (Cobham 2007; Fjeldstad 2008) whether
that is in any stage of the progressive pro-
cess, developing, developed or transitional.
It has been argued, for instance by Bird and
Zolt (2003), that taxes are necessary both
to finance desired public spending in a non-
inflationary way and ensure that the burden
of paying for such spending is distributed in
a fair manner. The other fair goals of taxation
include revenue generation, wherein several
short term measures such as provision of the
basic necessities for sustenance, socio-eco-
nomic goals and the long term measures such
as the broader development perspectives, can
be addressed by revenue generation. Other
than this, redistribution is the second role of
a tax system. Redistribution of income allows
a given society to achieve human develop-
ment gains by lifting its poorest citizens out
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of the shackles of poverty and thereby reduce
inequality. Cobham (2005) states that, “re-
pricing economic alternatives is another
important purpose of taxation”. Specifically,
taxation can be governments’ main tool to
influence the behavior of their individual and
corporate citizens. Levying taxes on pollution
can in effect help in negating the negative ex-
ternality that results out of it. Finally "rep-
resentation" is important so that stakeholder
groups, and especially ones who represent
low-income or marginalised groups, have their
say in tax policy (Ayee and Joshi 2008), so that
policy-making is not skewed only towards the
powerful lobbyists. Finally Avi-Yonah (2003)
states that "regulation" plays a key role as
the government via the tax system can also
monitor the activities of multinational compa-
nies, of professional and self-employed per-
sons, and agricultural workers, to take some
examples of sectors that may fall outside the
tax net if given exemptions, or being part of
the informal economy. Regulation was the im-
petus for installing the corporate tax regime in
the USA, to control the activities of the "robber
barons", the large industrial groups in the turn
of the 19™ century USA.

Tax systems around the world have undergone
significant reforms in the last twenty years
due to the varying ideologies and levels of
development. In this study, we have tried to
evaluate the existing regimes of taxation in the
developed as well as developing economies
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along with a detailed comparison with that of
India, which is yet a developing country with
low incidence of taxation.

1.2 Scope

The study intends to evaluate the existing tax
structure in India in comparison to some of
the developed countries as well as a few de-
veloping countries. For this purpose, the fol-
lowing countries have been selected: Malay-
sia, Mexico, South Korea, Japan, USA, UK and
Canada. In some cases, we have also looked
at the tax system in China. The time period
covered in the study is from 2000 to 2008;
though in some cases, we have included data
since early 1990s for the Indian tax system.

1.3 Objectives

Our first objective is to assess the significance
of tax revenue for the fiscal policy space avail-
able to the government in India and other
select countries. Secondly, we try to assess
the overall magnitude of tax revenue as com-
pared to the overall size of the economy for
select countries. Thirdly, we try to assess the
marginal tax rates in the income and corpo-
rate taxes prevailing in India and other select
economies. Fourthly, we compare the costs
incurred on tax administration in these coun-
tries. Finally, we compare the progressivity of
the tax systems in select countries.

An International Comparison of Tax Regimes

1.4 Methodology

The study incorporates data from various
sources. Data for India has been obtained
from the Indian Public Finance Statistics
(2008-09) and (2009-10). Data for USA, UK,
Japan, South Korea, Mexico and Canada have
been obtained from the OECD Revenue Sta-
tistics (1965-2008). For Malaysia, data has
been attained from the Ministry of Finance,
Government of Malaysia. Data on the Chinese
counterpart have been taken from the State
Administration of Taxation (SAT) for years
2004 to 2006. Due to unavailability of compa-
rable data on the Chinese tax system for the
other years, only three years (2004 to 2006)
have been incorporated in this analysis. The
study has paid adequate attention to the is-
sue of comparability of the tax revenue figures
for the select countries, in particular on the
need for capturing total tax revenue for every
country selected.

1.5 Limitations of the Study

The study covers select countries, only a cou-
ple of which are developing countries. How-
ever, limited availability of comparable data
on taxes for different countries (especially the
non-OECD countries) has been the main rea-
son for this limitation.
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SECTION 2
Fiscal Space and Tax

Revenue

he fiscal space for the government in a

country like India depends significantly

on the overall magnitude of tax revenue,
it being a sustainable source of government
funding. Among the other major sources of
revenue for the Government in India, non-tax
revenue, accounting for 14 percent (approx) of
total revenue in the form of revenues accrued
from state owned enterprises, interest pay-
ments, disinvestment proceeds and borrow-
ing constitute major components. However,
the last two sources of funds are one-off pay-
ments and are not sustainable in the long run.
Too much dependence on any of these three
sources of funds could imply a number of se-
rious concerns. Hence, tax revenue plays a
very important role for the overall fiscal policy
space available to the government.

Box 1: FRBM Act

The Fiscal Responsibility and Budget Manage-

ment Act was enacted by Parliament in 2003

to bring in fiscal discipline and the government

had notified the FRBM Rules in July 2004.

Key features included:

< Revenue Deficit has to be reduced to nil in
five years beginning 2004-05

< Each year, the government is required to
reduce the revenue deficit by 0.5 percent of
GDP.

< Fiscal Deficit to be reduced to 3 percent
of GDP by 2008-09 or a reduction of 0.3
percent of GDP every year.

< These requirements have been relaxed on a
couple of occasions in the last few years.

< However, the 13" Finance Commission has
required both the Centre and the States to
pursue these targets again from 2010-11.




In the context of the fiscal policy space of the
government, the significance of tax revenue is
much more in the era of Fiscal Responsibil-
ity and Budget Management (FRBM) Act. This
is because the FRBM Acts for the Centre and
States have mandated elimination of Revenue
Deficit and significant reductions in Fiscal
Deficit in the Union and State Budgets.

Figure 1 gives an estimate of the depen-
dence of the study countries on tax revenue
for financing their government expenditures.

Generally the major sources of revenue of
any government include tax revenue, non-tax
revenue and foreign borrowing. Of these, tax
revenue is the best possible source of financ-
ing government expenditures in an equitable,
sustainable and non-inflationary manner. De-
pendence of an economy on non-tax revenue
and foreign borrowing might have certain ad-
Verse macroeconomic consequences.

In Figure 1, two data points corresponding to
years 2006 and 2007 have been incorporated.

Figure 1: Extent of Govt. Expenditure Financed by Tax Revenue
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Source: OECD Revenue Statistics 2009; Ministry of Finance, Govt. of Malaysia; Indian Public Finance Statistics, 2008
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The extent of government expenditure fi-
nanced by taxes is comparatively low
in India as compared to the developed
countries of Canada, UK, USA and Japan.
While this share (of government expenditure
financed by tax revenues) goes up to 90 per-
cent in case of South Korea, it has been close
to 80 percent in Canada, UK, USA and Japan.
However, in India, this share has been less
than 70 percent. Thus, we need to question
the policy priorities in India pertaining to re-
source mobilization.

m 10
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SECTION 3

Tax-GDP Ratio -
A Comparison Across

Countries

a cause for concern since long. Particularly

after liberalization, there was a slump in
the gross central taxes due to reduction in
the rates of customs duties! and excise?. This
was specifically done to open the economy
to worldwide competition and enable foreign
countries to utilize the advantages of terms of
trade. But the net result was that the tax-GDP
ratio for India registered a sharp decline dur-

I ndia’s low level of tax-GDP ratio has been

1 Customs duty is an indirect tax which is levied on goods of inter-
national trade. It is a kind of consumption tax. It is of two types:
Import duties are levied on imports and export duties are levied on
export of goods

2 Anexcise is an inland tax on the production and sale of a specific
good within the territory of the country.

ing the 1990s and in the early years of the
present decade. Figure 2 illustrates the tax-
GDP ratio of India since 1990s.

The magnitude of Total Tax Revenue in India fell
sharply from 16 percent of the GDP in 1989-90
to 13.8 percent of the GDP in 2001-02, before
it started recovering gradually from 2002-03.
During this period, while the magnitude of the
States’ Own Tax Revenue increased marginally
from 5.36 percent of the GDP in 1989-90 to
5.59 percent of the GDP in 2001-02, the mag-
nitude of Central Taxes fell noticeably from
10.62 percent of the GDP in 1989-90 to 8.21
percent of the GDP in 2001-02.



Figure 2: Tax-GDP Ratio of Total Taxes
(Centre and States) in India

taxas (%) of GOP

Source: Indian Public Finance Statistics, 2009-10, Govt. of India

The decline in the magnitude of Central Taxes
over the 1990s was rooted in some of the ma-
jor policies taken by the Central Government
during the era of economic liberalization. The
reduction of customs duties under the policy
of trade liberalization and the subsequent re-
duction of excise duties (to enable domestic
producers in India to get the same advantage
as those in other countries from which India
imported commodities) led to a significant de-
cline in the magnitude of indirect taxes, which
fell from 13.7 percent of the GDP in 1989-90
to 10.6 percent of the GDP in 2001-02. The
collections from direct taxes increased from
2.3 percent of the GDP in 1989-90 to only 3.2
percent of the GDP in 2001-02, which was
mainly because of the inability of the Central
Government to increase collections from di-
rect taxes significantly in an era of rational-
ization (that is, reduction) of direct tax rates.
As a result, the tax-GDP ratio for the country
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registered a sharp decline during the 1990s
and in the early years of the present decade.

During the period 2002-03 to 2007-08, the
collections from direct taxes improved no-
ticeably from 3.56 percent of the GDP to 5.7
percent of the GDP, which was not only due
to the improvement in tax administration in
the country but also because of the skewed
process of growth of the Indian economy that
generated more surpluses for the private cor-
porate sector. Likewise, the collections from
indirect taxes went up from 11 percent of the
GDP in 2002-03 to 12.43 percent of the GDP
in 2007-08 (BE), and the increase in collec-
tions from Service Tax contributed significant-
ly in this regard. As a result of these improve-
ments, the magnitude of Total Tax Revenue in
India increased from 14.5 percent of the GDP
in 2002-03 to 18.14 percent of the GDP in
2007-08 (BE).

However, it has been pointed out in the context
of the increase in the magnitude of direct tax
revenue that, over the last decade, the share
of the private corporate sector’s surplus has
increased very fast, and hence the govern-
ment should have collected much greater
magnitudes of tax revenue through corporate
and personal income taxes. Likewise, the rev-
enue collected through service tax too should
have been much higher than what the govern-
ment managed to collect.

The recent economic crisis (of 2008 and 2009)
had a disparaging impact on the tax-GDP ratio

An International Comparison of Tax Regimes



of India, specifically on the central taxes,
while the State tax-GDP ratio remained more
or less unaffected. The magnitude of total tax
revenue in India continues to be far below
the levels of tax revenue collected in several
other countries as compared to the size of the
country’s economy), and it is inadequate from
the point of view of the magnitude of public
investment needed in the country. Figure 3A
compares the overall tax-GDP ratio of the
study countries.

Figures 3A: Tax-GDP Ratio (Including SSCs)
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A significant proportion of the tax revenue of
the OECD countries comprises of the social
security contributions (SSCs)3. Taking this into
consideration we give comparisons based on

3 Social security is basically a protection provided in old age, dis-
ability, unemployment etc. for which the employees are taxed from
their incomes. It is a type of PAYE (Pay as you earn) tax, which is
regressive in nature.

An International Comparison of Tax Regimes

the tax-GDP ratio including the SSCs and ex-
cluding the same. Figures 3A and 3B highlight
the low tax revenue of India as compared to
the other countries selected.

Figures 3B: Tax-GDP Ratio (Excluding SSCs)
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Figure 3A shows the tax base in the study
countries including the social security con-
tributions (SSCs). These SSCs contribute a
significant amount of tax revenue in the de-
veloped countries. The low tax base of the de-
veloping countries is evident from the graph.
The SSCs are not included in the GDP calcula-
tion of the developed countries. Thus for parity
considerations, we exclude the social security
contributions in the tax-GDP calculation in
Figure 3B. Nevertheless, the tax-GDP ratio
in the developing countries including India is
much lower compared to the select developed
countries.
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SECTION 4

Marginal Tax Rates* and
VAT - A Comparative

Analysis

ax rates play an important role in the

determination of tax revenue in any form

of government. In this context, the Laf-
fer Curve hypothesis (by Arthur Laffer) argues
that beyond a certain tax rate, higher rates
shrink the tax base to such an extent that rev-
enues ultimately decline, thereby proposing
an inverted U shape to the curve. The rates
of income and corporate taxation have been
reduced over a period of time in India, which
partly indicates the adherence of our policy-
makers to the Laffer Curve hypothesis.

Box 2: Laffer Curve

Laffer curve, proposed by Arthur Laffer supposes
that, for a given economy, there is an optimal
income tax level to maximize tax revenues. If the
tax rate is fixed below this level, raising taxes
will increase tax revenue, and if the tax rate is
fixed above this level, raising taxes will actually
lead to decrease in tax revenues. The theory has
never been proven to hold true, but it forms the
basis of the agenda to cut corporate taxes in
particular.

4 Marginal rate is the rate that applies to the last rupee of the tax base. The tax structure is said to be progressive if the marginal rate increases

with increase in the income.




However, the hypothesis that tax rates being
brought down further in India will lead to rev-
enue augmentation is unsubstantiated. The
Laffer Curve hypothesis has no evidence for
developing countries like India. The following
tables compare the marginal rates of personal
income and corporate income taxation in the
select countries.

4.1 Corporate Taxation

Indian companies are subject to a corporate
income tax® of 30 percent. An education cess®
(EC) of 2 percent and a Secondary and Higher
Secondary Cess (SHEC) of 1 percent applies
on the tax payable, resulting in an effective
rate of 33.99 percent. But long term capital
gains are subject to an effective tax rate of
22.66 percent. Certain tax incentives apply to
a broad range of industries, including export
oriented undertakings, industrial undertakings
in the free trade zones and technology parks,
research companies, mineral oil production,
news agencies and waste processing busi-
nesses. In UK, the main rate of corporation
tax is 28 percent. But for small companies,

5 Corporate tax refers to a tax imposed on entities that are taxed at
the entity level. These taxes are direct taxes as they are levied on
the corporate profits.

6 InIndia, it is supposed to be a tax on tax or a surcharge which is
applied on a specific commodity or service and the revenue that is
raised from it is also meant to meet certain specified objective.

An International Comparison of Tax Regimes

the tax rate is 21 percent for profits up to
GBP 300,000. Certain tax deductions apply
for research and development. The effective
federal rate of tax on corporations in Canada
is 28 percent, following certain deductions. In
addition to this, a provincial tax rate applies,
which varies across jurisdictions. Tax deduc-
tions are provided for scientific research. Pre-
scribed financial institutions are also exempt
from tax. USA has a highly graduated system
of corporate tax rates ranging from 15 percent
to 35 percent. Tax incentives are available for
research and development, certain domes-
tic production activities and preservation of
natural resources. Taking all the national and
local taxes into account, Japan generally lev-
ies an effective statutory rate of 42 percent
for companies with paid-in capital of up to
100 million yen and 41 percent for compa-
nies having paid-in capital of more than 100
million yen. Korea has quite moderate rates
of corporate taxes, the rates being 11 percent
and 12 percent for taxable amount of 200 mil-
lion won (KRW). Mexico charges a flat rate of
28 percent on corporate income, surtaxes and
surcharges being absent.

Table 1 shows the highest rates of marginal
corporate taxation which applies to the study
countries.
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Table 1: Highest Marginal Rates of Corporate Taxation

1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
India 35 | 385|395 | 377 | 36.7 | 35.8 | 36.6 | 33.7 | 339 | 33.9
China 33 33 33 33 33 33 33 33 30 25
South Korea 30.8 | 30.8 | 30.8 | 29.7 | 29.7 | 29.7 | 275 | 275 | 271.5 | 27.5
Malaysia 28 28 28 28 25 28 28 28 27 26
Mexico 35 35 35 35 34 33 30 29 28 28
UK 31 30 30 30 30 30 30 30 30 28
Canada 446 | 446 | 42.1 | 386 | 36.6 | 36.1 | 36.1 | 36.1 | 33.5 33
USA 40 40 40 40 40 34 40 40 40 40
Japan 48 42 42 42 42 42 | 40.69 | 40.69 | 40.69 | 40.69

Source: World Development Indicators, World Bank

4.2 Personal Income Taxation

India follows a moderately graduated per-
sonal income tax’ regime with marginal
rates varying from 10 percent to 30 percent.
The exemption limits are higher for female
and senior citizens. In UK, the personal in-
come tax rates vary from 10 percent to 40
percent. The numbers of income tax slabs
are higher in Canada. Individuals pay in-
come tax at graduated marginal rates, rang-
ing from 15 percent to 29 percent. There is
higher number of tax slabs in China with
graduated marginal rates, ranging from
5 percent to 45 percent. The presence of
higher number of tax slabs in China results

7 Apersonal income tax is a tax on the individuals on the basis
of ‘pay as you earn’ (PAYE). This is a direct tax in which the
individual has to pay the tax directly to the government. The tax
burden is not shared.

m 16

in bracket creep and tax evasion. USA has
the provision of filing joint and individual
returns with graduated rates ranging from
10 percent to 35 percent. Japan has six
graduated tax slabs with rates varying from
5 percent to 40 percent. Republic of Korea
has moderate rates of income taxation,
ranging from 6 percent to 35 percent. Pro-
gressive taxation follows in Malaysia, with
rates varying from 1 percent to 27 percent.
Federal Republic of Mexico has income tax
rates ranging from 1.92 percent to 28 per-
cent, subject to withholding taxes.

Table 2 shows the highest rates of marginal
income taxation which applies to the study
countries.

An International Comparison of Tax Regimes



Table 2: Highest Marginal Rates of Personal Income Taxation

2003 2004 | 2005 | 2006 | 2007 | 2008 | 2009
India 30 30 30 30 30 30 30
China 45 45 45 45 45 45 45
South Korea 36 36 35 35 35 35 35
Malaysia 28 28 28 28 28 28 27
Mexico 34 33 30 29 28 28 28
UK 40 40 40 40 40 40 40
Canada 29 29 29 29 29 29 29
USA 35 35 35 35 35 35 35
Japan a0 50 50 50 a0 50 50

Source: World Development Indicators, World Bank

4.3 Value Added Taxation (VAT)

Value Added Taxation® was introduced in India
in 2005 to eliminate the cascading effect of
multiple sales taxes. This tax is generally lev-
ied on the supply of goods and services within
States in India. The general rate in India is
12.5 percent. Zero rates apply to the export
of certain goods. Certain supplies of goods
are exempt from VAT, e.g. books, periodicals,
electrical energy, milk, prawns, fish, rice and
wheat. Figure 4 shows the comparative rates
of VAT in select developed and developing

8 VAT is a tax on the estimated market value added to a product or
material at each stage of its manufacture or distribution. The tax
burden is passed on to consumers. It is a kind of consumption
tax.

An International Comparison of Tax Regimes

countries. Apart from UK, the other developed
countries register quite low rates of VAT. The
rate of VAT in India is quite high compared to
that of Korea and Malaysia. USA, on the other
hand has no VAT, but has different sales tax
on final purchases levied by the State govern-
ments.

VAT being an indirect tax, generally imposes
an indirect tax on consumption and hence
taxes the poor and the rich alike, leading to a
decrease in the progressivity of the tax struc-
ture. Thus, reducing the rates of VAT without
hampering the macroeconomic stability will
be beneficial for the Indian economy. The
marginal income and corporate rates being
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moderate, those might not be reduced further, but the implementation of graduated corporate

rates is likely to influence the existing tax structure.

Box 3: Cascading Effect of Sales Tax

The cascading effect problem can be more clearly understood through an illustration: Let us assume there are three producers in
an economy — A, B and C.

Sales Tax
Producer/Manufacturer Cost of input Value of output | Taxrate | Selling price including tax rate | Tax Burden
(in Rs.) (in Rs.) (in Rs.)
Producer A - 100 10% 110 (100+10% of 100) Rs. 10
Producer B 110 150 10% 165 (150+10% 0f150) Rs. 15
Producer C 165 200 10% 220 (200+ 10% of 200 Rs. 20
Value Added Tax
Producer/Manufacturer Cost of input | Value of output | Value Addition | Tax rate | Selling price including | Tax Burden
(inRs.) (in Rs.) (in Rs.) tax rate (in Rs.)
Producer A - 100 - 10% 110 Rs. 10
Producer B 110 150 50 (150-100) 10% | 155 (150+10% of 50) Rs. 5
Producer C 155 200 50 (200-150) 10% | 205 (200+10% of 50) Rs. 5

of the product.

Thus in VAT, B will pay tax on only Rs 50 i.e., value added by him. It does not matter whether a product passes through 10 or 20
stages or even 100 stages, as every producer will pay tax only on 'value added' by him to the product and not on the selling price

Figure 4: VAT Rates in Select Countries
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Source: KPMG Corporate and Indirect Tax Survey, 2009
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SECTION 5
Tax Administration

hile we are arguing on the efficiency

of tax system, another parameter in

this regard is the concept of com-
pliance cost’ and tax collection charges®.
Generally, the costs associated with taxation
are administrative costs, avoidance costs and
compliance costs. One of the works of Slem-
rod, Whiting and Shaw (2006), dedicated to
the Tax Implementation Issues, emphasize on
the importance of administrative and compli-
ance costs of taxation. According to them, if
all taxpayers were scrupulously honest, an
administrative system would be required to
provide information about tax liabilities and

9 A compliance cost is expenditure of time or money in conforming
to government requirements such as legislation or regulation. For
example, in case of filing a tax people have the extra burden of
having to keep detailed records of all input tax and output tax to
facilitate the completion of tax returns. This may necessitate them
having to employ someone skilled in this field, which would be
regarded a compliance cost.

10 Tax collection charge is the cost borne by any government to col-
lect all kinds of taxes.

to record payments. But, of course, not all
taxpayers are honest. Because of that, no
government can announce a tax system and
then rely on taxpayers’ sense of duty to re-
mit what is owed. Thus, according to them,
paying taxes must be made a legal responsi-
bility of citizens, with penalties attendant on
noncompliance. In one such analysis, James,
Dasgupta, Everest-Phillips and Valliancourt
(2009) identifies that the major goals of ef-
fective Tax Administration are to (i) educate
taxpayers about taxes and their tax obliga-
tions, (ii) help honest taxpayers comply, and
(i) enforce compliance on tax evaders. Table
3, gives a brief idea of the costs of tax collec-
tion per hundred units of tax revenue. Though
in most of the developed countries apart from
USA, the trend is not clear, India along with
South Korea and Mexico shows decreas-
ing costs of tax collection, as is clear from
Figure 5.



Table 3: Administrative Cost Per Hundred Units of Tax Revenue

Administrative costs / net revenue collections (percent)

2000 2001 2002 2003 2004 2005 2006 2007
India 0.69 0.70 0.66 0.62 0.56 0.50 0.44 0.45
iz::: 0.80 0.85 0.85 0.82 0.86 0.81 0.79 0.71
Malaysia - - - - - 1.2 1.14 1.29
Mexico - - 1.44 1.41 1.29 1.18 1.06 0.95
UK 1.10 1.06 1.11 1.04 0.97 1.10 1.12 1.10
Canada 1.07 1.08 1.2 1.33 1.17 1.31 1.35 1.22
USA 0.43 0.46 0.52 0.57 0.56 0.52 0.47 0.45
Japan 1.42 1.54 1.66 1.67 1.58 1.69 1.56 1.53

Source of basic data: Indian Public Finance Statistics, 2008-09; Country survey responses, annual reports of revenue bodies, also reprinted in

Comparative Information Series (2008), Tax Administration in OECD and selected non-OECD countries.
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Figure 5: Tax Collection Charges in India
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In this context, we also take into account the
burden of tax administrative costs on the ag-
gregate Gross Domestic Product of the coun-
try. Due to lack of sufficient information, we
incorporate the data of six study countries in
Table 4.

Table 4: Tax Administration Expenditure as a

Percent of GDP
Tax Administration Expenditure as
(%) of GDP

2005 2006 2007
India 0.08 0.08 0.08
Korea 0.12 0.12 0.12
Mexico 0.09 0.09 0.09
Canada 0.22 0.23 0.21
Japan 0.14 0.14 0.14
USA 0.08 0.08 0.08

Source of basic data: Indian Public Finance Statistics, 2008-09;
Country survey responses, annual reports of revenue bodies, also
reprinted in Comparative Information Series (2008), Tax Administra-
tion in OECD and selected non-OECD countries.

Table 4 gives a representation of the more or
less constant burden of administrative expen-
diture on the national output of India, while it
illustrates a decreasing trend for the other de-
veloped countries. In the present context of In-
dia, it is difficult to draw immediate inference
with regard to whether higher expenditure in
tax administration is better. Had the country
possessed a very efficient and comprehensive
tax administration, then perhaps lower expen-
diture would have been better. However, as
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the Comptroller and Auditor General of India
points out, India’s tax administration is not
effective. So, for India, a higher expenditure
would have been better.

The Compliance Audit, 2009, of the Comp-
troller and Auditor General of India provides
a review of the tax administration prevalent
in India. Several observations of the audit are
listed below.

< The Tax-GDP ratio had reduced from 6.6
percent in 2007-08 to 6.3 percent in
2008-09. But for every unit growth in GDP,
direct taxes had grown only by 0.6 percent
in 2008-09, thereby reversing the trend
in tax buoyancy!'. Thus, the deceleration
in tax collection was sharper than that of
GDP.

<+ As pointed out in the audit, the taxpayer
base had grown rapidly over the last five
years from 271.8 lakh taxpayers in 2004-
05 to 326.5 lakh taxpayers in 2008-09, in-
dicating a growth rate of 20.2 percent. But
in 2008-09, the number had declined by 3
percent, the decline being sharper among
corporate assesses. It had also noted that
the department concerned was not utiliz-
ing the mechanisms including inspection
and survey, information sharing with other
tax departments to widen the tax base.

11 Buoyancy is measured by the ratio of percentage change in tax
revenues to percentage change in GDP.



< The Filing Rate and Non-Filing Rate!? have
still not been done in India, which is being
assessed in modern tax administrations.
The Permanent Account Number (PAN)!3
allotted to a taxpayer, is the unique identi-
fication number that helps track individual
tax compliance. There were 807.9 lakh
PAN cardholders as on 31 March 2009, of
whom only 326.5 lakh assesses had filed
their return of income relevant to the fi-
nancial year 2008-09. This gap of 481.4
lakh assesses was higher than the corre-
sponding figure in 2007-08. Therefore, the
Board should identify the reasons for large
scale stop filing or non-filing.

K
»

The effective tax rate for companies was
22.2 percent in 2007-08, being sub-
stantially lower than the statutory rate of
33.9 percent. The audit had also pointed
out that the tax concessions have been
availed mostly by large companies.

K
»

84 percent of the tax collection came
through voluntary compliance, thereby
moving towards international practice of
greater reliance on self-assessment in tax
administration.

12 ltis defined as the percentage of the taxpayer population with a
filing requirement that filed timely returns and the amount of un-
paid taxes due from delinquent and non-filed returns respectively.

13 PAN is issued by the department, but the front-end of the process
has been outsourced to UTI Technology Services Ltd. (UTITSL) and
the National Securities Depository Ltd. (NSDL) with effect from 1
July 2003.
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With regard to the efficiency of tax collection,
the department had achieved greater effi-
ciency in completion of scrutiny assessment
cases, thereby bringing down the pendency
cases from 54 percent in 2006-07 to 44 per-
cent in 2008-09. On the issue of computeriza-
tion of the Income Tax Department, the Per-
formance Audit 2009 of the Comptroller and
Auditor General of India broaden our overview
of the performance seen in the same. In the
context of the e-TDS system of the Income Tax
Department for electronic filing of returns of
the tax deducted at source started in 2005,
CAG assesses the extent of utilization of all
the software features, the efficiency and ac-
curacy of processing, adequacy of security
measures and the level of data integrity. With
regard to this, the audit had noticed cases of
imperfect external interface with other related
modules. It was also noticed that the data
accuracy could not be ensured in the e-TDS
system as the authorities responsible for data
entry were outside the control of the Income
Tax Department. The Audit had also noticed
that there was delay in development of the e-
TDS application and the networking system.

Some specific recommendations of the Audit
with reference to the Income Tax administra-
tion are listed below:

< There is urgent need to ensure better link-
age with the various external interfaces.

An International Comparison of Tax Regimes



» The accuracy and validation of the data
has to be ensured to increase data integ-
rity and greater reliability.

» Data backup should be taken and tested
regularly for retrieval along with proper
security measures.

» There is also need to fix the time limit for
processing of e-TDS returns so that bet-
ter tax compliance is ensured and thereby
loss of revenue is minimized. The network-
ing system also needs to be strengthened
to enhance the processing of the e-TDS
returns.

In the context of administrative reforms in
the Indirect Tax system, the Audit addresses
system deficiencies associated with Central
Excise, Service Tax and Customs.

.

< The payment of duty through CENVAT
rather than by cash is excessive indicating
possible misuse of CENVAT credit facility.
Hence suitable measures have to be un-
dertaken to counter this problem.

< Further, many products escape from
stockyards without paying cutting and
bending duties, resulting in loss of indirect
tax revenue. Thus there is need to amend
the procedures needed for regulation.

14 Value Added Tax in India was initiated at the Central level for a
particular group of commodities through the Modified Value Added
Tax (MODVAT) scheme on March 1, 1986. It was converted to
Central Value Added Tax (CENVAT) in 2002.
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< Audit has further observed that in certain
cases the production declared on which
duty was paid was substantially lower
than the declared capacities. Thus the
government is required to set up an in-
ternal control for proper monitoring of the
investigation units.

With regard to proper administration in the
service tax, the observations and recommen-
dations of the Audit are as follows:

< The internal control mechanism existing
in the department to bring unregistered
service providers into taxable arena was
ineffective and inadequate. Hence a large
number of unregistered service providers
are escaping thereby leading to a sub-
stantial amount of tax evasion.

*

Further the government needs to continu-
ally monitor the data on assessee base
and revenues collected and investigate
the reasons for decline in revenue from a
particular service despite increase in the
registered tax base, to ensure that the de-
cline is not due to tax evasion.

< Additionally, the internal control mecha-
nism to verify the correctness of the re-
turns filed was inadequate and several
cases of short levy of service tax by sup-
pression of the value of services.

With regard to the recommendations in the
purview of customs, the suggestions of the
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Audit are:

< Deficiencies were observed in the design,
application and validation control of the In-
dian customs electronic data interchange
system (ICES). Accordingly, there is urgent
need to review the business rules mapped
in the system.

< Wastage of resources was also noticed as
the data available in the system was not
utilized and manual processes were used
instead. Hence the system needs to be
modified so that all business processes
are done through the system instead of
doing it manually.

The Audit has also revealed some systems
as well as compliance weaknesses relat-
ing to grant of project import benefits and
finalization of project import cases. Hence
there is urgent need of effective monitor-
ing of cases related to project imports.

.
»

Thus, the recommendations of the CAG report
indicate that the Indian taxation system re-
quires improvement relating to administrative
transparency and costs of tax collection.
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SECTION 6

Progressivity of the Tax
Structure in India
vis-a-vis Select

Countries

here have been many discussions re-
Tgarding the indicators of measuring the

extent of progressivism of any countries’
tax structure. Regardless to say, one indicator
of the same is the composition of the direct
and indirect taxes in the country. Direct taxes
are levied on the income of individuals and
corporations i.e. the tax payer directly pays
the tax to the government without sharing the
tax burden. On the other hand, indirect taxes
are regressive®® in nature, taxing the poor and

15 Tax structure is said to be progressive if the marginal tax rates
increase along with the increase in taxable income amount.

the rich in the same manner. Hence, a tax
structure is said to be progressive!® if people
with higher incomes pay a higher proportion
of their income in taxes. Hence a country’s
dependence on direct taxes tends to measure
the level of tax progressivity in the system.
In reality, marginal rates do not always ma-
terialise due to factors like tax evasion, ex-
emption, avoidance and the outcome of a tax
system thus depends on all sorts of factors in
addition to the nominal tax rates.

16 Tax structure is said to be regressive if the marginal tax rates
decrease along with the increase in taxable income amount.



6.1 Shares of Direct and Indirect Taxes

The following table provides a comparison of the direct and indirect taxes in the countries of
India, South Korea, Malaysia, Mexico, Japan, USA, UK and Canada.

Table 5: Composition of Tax Revenues

I:]nc(:)i:j:uTZL Corporate Tax Prc}[;irty SSC Tzzedssoennizz:s Payroll Tax | Total
Taxes as percent of Total Tax Revenue

INDIA 12.4 20.9 0 0 65.9 0 99.2
CANADA 374 11.0 9.9 14.4 23.6 1.9 98.2
USA 38.1 10.9 11 23.3 16.6 0 99.9
UK 30.1 9.4 126 | 18.4 29.2 0 99.7
JAPAN 19.5 16.8 8.9 36.4 17.9 0 99.5
MEXICO 27.7 1.7 15.3 52 1.4 98.1
KOREA 16.7 15.1 128 | 20.8 31.3 Negligible | 96.7
MALAYSIA 12.2 33.8 NA 0 27.1 0 96

Note: The comparison pertains to the year 2007
Source: Author’s calculations based on OECD Revenue Statistics (1965-2008); Indian Public Finance Statistics (2008-09), Govt. of India; and
Ministry of Finance, Govt. of Malaysia

The composition of the tax structure of the study countries reflects the reality that developing
countries depend primarily on the revenue accrued from indirect taxes for the functioning of the
economy. The Social Security Contribution in Japan is the highest, thereby accounting for this

regressive element in its tax structure. Whereas in USA, UK, Canada and Japan, revenue ensued
from direct taxes comprises of 60 percent, 52.1 percent, 58.3 percent and 45.2 percent respec-
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tively, the statistics for India is a meager 34.1
percent. This reflects the extent of regressiv-
ism in India’s tax structure. But since liber-
alization, India’s dependence towards direct
taxes is steadily increasing in comparison to
indirect taxes. Figure 6 highlights this view.

Figure 6: Trend of Direct and Indirect Taxes
in India

tax as (%) of total tax revenue

Source: Indian Public Finance Statistics 2008-09, Govt. of India

The share of revenue from the major direct
taxes viz. corporation tax and income tax has
increased since liberalization, the rate of in-
crease being higher for corporation tax, indi-
cating the importance of the corporate sector
in functioning of the Indian economy. On the
other hand, the rates of two major indirect
taxes i.e. customs duties and central excise
were slashed in the liberalization era. On the
States’ side, the dip in the revenue occurred
due to decrease in the rates of sales tax, the
principal contributor to State revenue, owing
to tax competition among the States to pro-
mote trade and industry.
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6.2 Share of General Consumption
Taxes

For the purpose of this study, we have incorpo-
rated sales tax!” and VAT as general consump-
tion taxes. It is to be noted that consumption
taxes are generally regressive in nature as
they tax the poor and the rich alike. The lesser
the composition of these taxes, the more pro-
gressive is the tax system. The following table
shows a brief comparison of these taxes in the
study countries.

Table 6: Composition of General
Consumption Taxes

1990 | 1995 | 2000 | 2005 | 2007

As percent of total tax revenue
India 20.8 | 204 | 239 |23.2| 193
Canada 14.1 14 142|149 136
USA 8 8 7.6 8 7.7
UK 16.9 19 |18.1 186 | 18.2
Japan 4.4 9.4 9.1 | 95 | 88
Mexico 208 | 169 | 18.7 | 19.1| 204
Korea 19.7 | 189 | 17 |17.5| 158
Malaysia | 11.5 | 11.7 | 127 | 95 | 6.9

Source: Author’s calculations based on OECD Revenue Statistics
(1965-2008), Indian Public Finance Statistics (2008-09), Govt. of
India and Ministry of Finance, Govt. of Malaysia

Table 6 demonstrates the huge revenue col-
lected in India from the consumption taxes.

17 Asales tax is a consumption tax charged at the point of purchase
of certain goods and services.
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This regressive element is highly evident from
the data. On the other hand, the Federal Govt.
of USA and Japan levies comparatively low
taxes on general consumption, VAT being ab-
sent in the former. In the countries studied,
apart from Malaysia, the other developing
countries have already introduced VAT, which
has reduced the distortionary effect of mul-
tiple taxes.

From the discussion, it is evident that progres-
sivism in the Indian Tax system is far below
the international levels. The obvious implica-
tions of which have been identified below:

< High revenue accrued from indirect taxes
in India implies that a vast percentage of
the young population in India (in the age
group 20 to 24) end up paying higher tax-
es instead of availing the social benefits of
education, health etc. On the other hand,
a lower percentage of the population at
the higher end of the age pyramid ends up
paying less direct tax.

< The economic problem of income inequal-
ity in the country is aggravated by the re-
gressive nature of the Indian tax structure.

< India loses a huge volume of tax revenue
due to its low corporate tax base and high
tax exemptions in the corporate sector.
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< As previously pointed out in the reports of
Comptroller General of India, tax adminis-
tration in India is inefficient coupled with
lack of computerization and unskilled tax
officials.
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SECTION 7
Concluding Remarks

rom the discussion, it is evident that
Fthe progressivity of the tax structure in

India is far below the international lev-
els. Also, the country needs to significantly
increase its tax-GDP ratio for adequate re-
source mobilization. In terms of the tax rates
in personal income and corporate tax, we
found that India already has moderate rates
and graduated slabs. Thus, at present there
may be no strong rationale for reducing the
tax rates further.

The efficiency of tax administration in India
is apparently being judged by the decreasing
trend of costs of tax collection per unit of tax
revenue, though the critical review in Perfor-
mance and Compliance Audit of the Comptrol-

ler and Auditor General (CAG) of India insists
on certain reforms to be undertaken in the
direct and indirect tax administration coupled
with increase in transparency of the same.

As regards India’s tax system, we need to look
into the problem of huge magnitude of tax
revenue being foregone every year due to a
plethora of exemptions in the Central Govern-
ment tax system. The total magnitude of tax
revenue foregone due to exemptions/ deduc-
tions/ incentives in the Central Government
tax system has been estimated (by the Cen-
tral Government’s Finance Ministry) to be Rs.
5.02 lakh crore in 2009-10. What it implies is:
a liberal estimate of the amount of additional
tax revenue which could have been collected



by the Central Government in 2009-10, if all
exemptions/ deductions/ incentives (both in
direct and indirect taxes) had been eliminat-
ed, stands at a staggering 8.1 percent of GDP.
Not all kinds of tax exemptions/ deductions/
incentives can be eliminated; however, there
could be a strong case for removing those
exemptions which are benefiting mainly the
privileged sections of population.

We also need to evaluate India’s tax system
and tax policies from the perspective of gender.
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Infact, it would also be pertinent to demystify
the diverse implications of the country’s tax
system and tax policies for the underprivi-
leged sections of the population. Apart from
this, we also need to assess the Direct Tax
Code (which is going to be implemented soon)
and evaluate to what extent this is likely to
usher in a new tax regime of transparency and
greater compliance.
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