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Tax and spend (olease)

Excessive taxation can dull incentives and hinder grow th  But 5o apparently does too
Iittle. G ovemm entsw ith m eagertax revenues can’tprovide basic public goods. W or=e
yet, Iow tax revenues I poor countries offen result fiom defects I the tax collection
systam s (@ather than low tax 1ates) thatalso prom ote unproductive enterprise.

The case of di lustrates the in portance of a w ell-designed tax system . For nstance,
I the city of Bangalore, hfom ation Technology com panies have builtw orld class

cam puses replete w ith m anicured Jaw ns and high speed data com m unication netw orks.

O utside the verdant cam puses how ever lie open sew ers and uncollected garbage. The
1oads are 1 a state of acute disrepair, or have neverbeen properly construicted in the first
place. So w hereas technology com panies instantaneously transam it terabytes of data
1=m ote contnents, the Jocal transgportation of goods and people seem s t© proceed atan
alm ostm edievalpace.

Bushhesses In B angalore min captive bus services, contract w ith private syppliers for
drnking w aterand nsall genemtors to nsulate them selves friom ntenuptions n
electricity supply. O utside the city, w here electricity is availbble only a few hoursaday,
businesses have t© ®=ly entirely on theirown supply.

The sate can’t fix the sham bles because it isbroke. The dian govermm ent’sdebt
exoceads 70 percentof GD P so m ore than half its tax receipts go o payhg nterest.

The debt isn’t the consequence of excessive goending In the pasthow ever. The dian
govermm ent’s expenditires am ountto about15% of GD P . A verage govermm ent
goending n the OECD isarmund 40% of GD P; the South K orean num ber- the low estof
any A san OECD country — isabout24% . Rather, the Tndian governm ent’s financial
difficultdies derive from the tax side. The tax t GD P mtio In Thdia is n the single digits -
about half that n K orea and the otherA sian tigers.

Low tax collections reflecta badly designed and adm nistered tax system . The atesand
niles forpersonal and corporate ncom e taxes appear reasoreble by intermnational
standards. N onetheless, the Thdian govermnm ent collects lncom e taxes am ounting o only
about 3.7 percent of GD P, w hich is abouthalf the K orean rum ber.

A griculture acoounts forabouta quarterof GD P ; how ever, even w ealthy fam ers’ don't
have to pay taxes. Exportoriented com panies in the sofiw are and other industries enjpy
tax holidays on theirprofits, although theirem ployees do pay taxes on theirpersonal
Tnoom es. And, n soite of the reasonable rates, Bx evasion, especially by business ow ners
isw despread.
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Th part, cheating occurs because the governm ent hasn 't Inivested In personnel or i the
system s to detect tax evaders. And evaders w ho do get caught, don’t face pil tim e and
can oftenbribe theirw ay outof trouble.

M ore subtly, the tax evasion of “direct” taxes on their incom es and profits reflects the
m ess In the system of “Indirect”’ taxes levied on the production and consum ption.

Excise taxes acoount forover 60 percent of the hdian governm ent’s indirect taxes, w hich
n tum rEpresent the sam e proportion of its total tax reoeiots. The basic excise tax has
been fixed at16% of the value of a firm ‘s output. Then there are a variety of
oconcessions, exem ptions and surcharges. For nsance a “ooncessional duty ate” of 8 per
cent is evied on categories like food products, m atches, cotton yam and com puters. An
additional “special excise duty” SED ) of 8 percent is Jevied on products that include
polyester filam ert, cars, airconditoners and tires. An “additional excise duty” (AED’,
notto be confused w ith ‘SED ‘) is Jevied on “goods of special in portance” ke sugar,
tobacco and textiles.

Som e goods, lke cam ent, and are taxed by w eight orby volum e rather than by their
value.

Exem ptions are num exous and com plex: For nsance, businesses w ith lessthan Rs. 10

m illion In toal revenues don’thave t© pay excise axes. N ordo businesses located in
cerain troubled orbackw ard arras. O verall, the exem ptions fall under 70 broad
categories, subdivided into 259 entries, 52 conditbions and 7 lists, w ith each list containing
num erous iEm s.

The exem ptions Invite abuse. Fora price, bw 1anking officials w ho have considerable
discretion in applyng the conditions, can e persuaded t© reach favorable nterpretations.
G oods taxed athigh 1ates e g. polished granite) are 0ld as goods taxed at low er rates
eg.unpolished granie). A bushessw ih Rs.20 m illion n salesw ill record sales of Jess
than Rs.10 m illion. O ritm ay opeate m ultple unisw here each unithas sales of ess
than R s10 m illion and, ostensibly, differentow ners.

The evagion of excise taxes ism ore contagious than the evasion of taxes on profits and
comes. Ifone fim evades excise taxes, @nd the tax @te ishigh com parad to pre-tax
profitm argins n the industry), its com petitors also have t© cheat;, just In orderto survive.
I contrast, ifa fitm evades Hirect' corporate incom e taxes, survival does not require its
com petitors to do the sam e thing. And as evasion Increases, govermrm ents vy
‘additional” or “special” duties, w hich leads to furtherevasion.

Collections of direct taxes also suffers. The bribe paid to the excise tax collector fora
favorable classification, the difference betw een the value of polished and unpolished
granite, and the underreportng of tue revenues, creates “black” fimdsw hich cannotbe
declared on ncom e-tax retums.



Th addition to in pairing the ability of the sate to provide basic public goods, schem es to
evade indirect taxes also discourage businesses from adopting m ore productive
technologies. Low percapita noom es in hdia derive from  the poorproductivity of is
workforce. And in proving productivity requires technologies that involve large scale
operation. Butbecause ndirect taxes are m ore eagily avoided orevaded by operating

m any sm allunits stead of one lJarge unit, econom des of scale cannothbe ealized. I's

w orth noting that In the softw are Industyy w here allunits are exem pt from indirect taxes,
Thdizn com panies do operate atefficient scale.

Could India em ulate the exam ple of China, where the ationalization of Indirect texes in
1994 setthe stage fora greatboom ? O rare coalition govermm ents In a vigorous
dem ocracy incapable of such reform ?

Theproblem certainly has desp historical roots.

B efore the B ritish andved, milers collected revenues through a com bination of tax

fam ing, trbute and pillage. Thisw as also the case In m any parts of Europe. But

w hereas Europe subsequently esablished tax system s suited foran advanced econom y
Thdia did not.

B ritish colonial governm ents n lhdia had a stronger deological aversion to lncom e taxes
than did dem ocratic governm entsback hom e. And, the pidful provision of public goods
did notdem and a broad tax base. hstead, the colonial govermm ent relied on custom s
duties on goods that landed ata few ports and exc ise duties on goods produced by a
relhtively an allm anufacturing sector. Ratesw ere generally high and highly variable.
For instance in 1931, the general tariff on in portsw as setat 31 25% , the rate on luxury
item sat50% and on sugar, 190 % .

A fier Independence, elected govermnm ents soughtm ore revenue © pay for exparded
public services. Tncom e taxes rates w ere raised to atnear confiscatory levels, but
Joopholes and poorenforcem entm eant that the governm ent continued to rely onan
Tcreasing hodgepodge ofcustom s and excise duties. Through the 1980s, this proportion
w as about 80 per cent.

Th the lastdecade how ever the tax system has been considerably inproved. W th m ore
sensible rates, the share of direct noom e taxes has nearly doubled. Conversely, the

1=m oval of protectionist tariffs has r=duced reliance on custom s duties. Excise taxes have
at leastpartially been r=form ed. A though the system is 1l rife w ith exem ptions, the
num berof excise tax mates has been reduced fiom 100 to three; and, som e of the
distortions have been m oderated through the introduction of “value added principles” .

Rem arkably, these reform s follow ed the end of one-party mile by the Congress party, h a
period during w hich the country has been govemed by a succession ofcoalitions.

A pparently there has been a broad consensus for tax reform s. Evenbusiness ownersw ho
adm it to evasion say they w ould w elcom e a system w here they allhad to pay thelr taxes.



Lastyear the BJP-led goverrm ent introduced legislhtion, w hich w as nearly unanin cusly
approved by Parliam ent, m andating sharp reductions in the budgetdeficit. I then
appointed a Tasgk Force to form ulate the necessary changes In tax and spending policies.
This July, the Task Fore proposed maising taxes @ther than cutting spending), through,
am ong other things, rem oving m ost Indirect tax exem ptons. By then, the BJP-coalition
had been replaced by a Congress-led coalition. The new govemm enttoo seem s to have
favored the Task Foroe’s proposals. If India ‘s muiling and opposition parties follow
through, they w illgo a long w ay to sustaining the country’s econom ic growth and in
dispelling the idea that dem ocracies cannot do w hat!'s needed for developm ent.



