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Issues in Designing a System of Income Tax 
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ABSTRACT 
 

Among the various indices of ability-to-pay taxes, income is regarded, by far, as the most 

appropriate. This is borne out by the popularity of income taxes the world over. Income 

tax is levied on the annual income of various taxable entities, mainly individuals and 

companies. For operating an income tax system successfully, fiscal authorities, 

particularly in developing countries, are required to resolve various issues to make it 

compatible with the socio-economic objectives of government policy. This paper 

examines general policy issues relevant for designing and reshaping a suitable income 

tax system. 
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1.0 The Concept of Income 
 

 To operate an income tax system, it is necessary to define as to what constitute 

income. Though widely accepted as the appropriate base for taxation, the concept of 

income is nebulous. In spite of the voluminous literature on the subject, there is no 

universally accepted single definition of income. In the income tax laws of most 

countries, income is exemplified rather than defined. For example, Section 2 (24) of the 

Indian Income Tax Act, 1961, describes various receipts as income which include, inter 

alia, the following: profits and gains, dividends, voluntary contributions received by a 

charitable trust, value of any perquisite or profit in lieu of salary, any capital gains, 

winnings from lotteries, crossword puzzles etc. Apart from the aforesaid receipts, any 

other receipt is taxable under the Act if it comes within the general and natural 

connotation of the term income. Thus, the law brings under charge various types of 

income which may be classified as follows: (a) income received, (b) income deemed to 

be received, e.g. annual accretion to the account of an employee participating in a 

recognised provident fund, dividend declared by a company but not yet received by  
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individual shareholder, (c) income accrued, and (d) income deemed to have accrued. 

Income is said to be received when it reaches the assessee. It is said to accrue or arise 

when the right to receive the income becomes vested in the assessee. In short, the 

description of the term income in Section 2 (24) is inclusive and not exclusive. 

 Traditionally, income is defined in terms of two alternative approaches: (a) 

source theory of income, and (b) net accretion theory of income.  

Source Theory of Income: According to source theory, defended by Adolf Wagner 

among others, only those receipts should form part of taxable income which arise from a 

permanent source and therefore ensure regular flow of the receipts. Thus, non-recurrent 

receipts such as lottery prizes, gifts received, and capital gains should be excluded from 

the taxable base. Since irregular incomes are substantial in modern economies and reflect 

an enhanced ability-to-pay on the part of recipients, the source theory has few takers and 

it is as good as discarded. 

Net Accretion Theory of Income: It defines income as net accretion to economic 

power between two periods of time. This comprehensive definition of income for tax 

purposes takes into account the following forms of income: (a) cash income, e.g. wages, 

dividends, and  interest received, (b) accrued income like interest credited (instead of paid), 

appreciation in the value of assets (capital gains) which continue to be held, (c) imputed 

income, such as imputed rent from owner-occupied residence or fringe benefits (like 

subsidised or free accommodation available to company executives), (d) transfer incomes 

which are received by  taxpayers from other parties including the government. Pensions and 

alimony payments are good examples of transfer incomes. Although transfer incomes are not 

included in national income, they are part of the net accretion theory. An equitable tax 

system should include all forms of income stated above in the tax base. 

 

1.1 Practical Difficulties in Computing Income 

Theoretically, it is possible to define income comprehensively. However, 

practical difficulties arise in measuring many of the elements included in the above 

definition. Various forms of imputed and accrued incomes pose serious measurement 

problems. 

 Income Received in Kind: When remuneration for services of a factor is paid in 

kind rather than in cash, evaluation problems arise. For example, free meals and 

transport facilities provided by the employer add to the real income of the employees and 

hence form part of the net accretion theory. Such benefits are elements of indirect wages. 

If benefits in kind are not subject to taxation, it would encourage employers to pass on 

remuneration to their employees in large doses of income-in-kind rather than cash 

payment. The employees can reduce or avoid their tax liability through these means.  
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 Hence, tax laws of most countries take into account perquisites and fringe 

benefits while determining the tax base. Should benefits received in kind be evaluated at 

their cost to the employer or in terms of the benefit accruing to the employees? Should 

all types of benefits-in-kind be included in the taxable base? These are questions without 

clear-cut answers. For example, the income tax law of India includes perquisites like 

rent-free accommodation in the definition of salary but exempts from tax, perquisites in 

the form of medical facilities provided by the employer. 

 Imputed Income: Another difficulty relates to imputed income which arises 

when a taxpayer is himself the producer and the consumer of a given commodity or 

service. Imputed income is income that is not in the form of money such as lodging and 

boarding received in exchange for services rendered. Although no market transaction is 

involved yet the taxpayer enjoys a certain amount of consumption. There are two 

difficulties with imputed incomes: (a) they accrue in kind, and (b) they are not the result 

of a market transaction. 

 Self-consumption enjoyed by the people allows them to economise on 

consumption expenditure in the market. A major item of imputed income which tax laws 

generally take into account relates to imputed income of owner-occupied houses. The 

owner could have rented his house to a tenant and earned taxable income. The rental 

income foregone represents consumption on the part of the owner occupying his house. 

Exemption of the services of a house in which owner lives rent-free will be 

discrimination in favour of occupying owners and against tenants. Imputed income from 

owner-occupied houses is computed on notional basis taking into account the actual rent 

of houses of similar size, location, and quality. 

 Minor items of imputed income are generally ignored by tax laws, e.g. home-

grown agricultural products (fruit and vegetables) which are not marketed but self-

consumed. It is difficult for tax authorities to obtain their cash worth and include them in 

the taxable base. Self-consumption of agricultural produce is widespread in poor 

countries. It is neither desirable (on equity considerations) nor practicable (on 

administrative grounds) to tax such imputed incomes. 

 If one is to stretch the argument, many more items will have to be included in 

the tax net including the self-use of household durables.  Further still, imputed income 

from the wife’s services to the family should also be included in the taxable base. As 

Vickrey (1947, p.45) has remarked, “If two housewives were to do each other’s work for 

pay, the income under present laws would be greater than if they each do their own 

work.” The domain of imputed incomes is ambiguous and stretchable to ridiculous 

limits. Tax administrators are the better judges to draw the dividing line taking into 

account ground realities of the situation. The sheer inability to measure most types of 
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non-market sources of income leads to their exclusion from the taxable base. It can cause 

distortions by encouraging taxpayers to substitute non-market for market activities. 

 Accrued Income: Several problems arise in computing accrued incomes for tax 

purpose. For example, how to treat the accrual of income in the form of a share in the 

undistributed profits of a company. 

 Capital Gains: Capital gains are a part of taxable income according to the net 

accretion theory. However, it does not distinguish between realised and unrealised 

capital gains. While most income tax systems include realised capital gains in the tax 

base, none perhaps does so as regards unrealised capital gains. Since physical assets of 

business and household are not traded continually, it is difficult to compute their market 

value from year to year for the purpose of calculating capital gains. Likewise, financial 

assets (like unquoted shares) pose problems of valuation. 

 Nominal and Real Income: Yet another limitation of the net accretion principle 

is its failure to distinguish between nominal and real income. Income is considered as an 

appropriate measure of an individual’s ability-to-pay. Should this ability be viewed in 

nominal or real terms? If in real terms, then it requires indexation of income. 

 In view of the limitations mentioned above, the net accretion principle is far 

from being fully implemented by any income tax system in the world. The actual income 

tax system deviates, in varying degrees, from this definition due to administrative and 

policy considerations. 

 Thus, it is indeed very difficult to reduce the concept of income to a precise and 

unambiguous definition. In practice, guidance is sought from judicial pronouncements 

on the subject. Income tax laws of different countries normally exemplify rather than 

define income.
1
  

 

2.0 Residential Status 

 

 In the tax laws of most countries, income which is subject to charge of tax varies 

according to the residential status of a taxpayer. There are elaborate rules for ascertaining 

the residential status of an assessee. Generally, a resident taxpayer is charged to income 

tax on his world income, subject to a double taxation relief in respect of foreign incomes 

taxed abroad. However, a non-resident is charged income tax only on incomes received, 

accruing, or arising in that country. In India, Rules determining the residential status of 

an assessee for income tax purpose are contained in sections 5 and 6 of the Income Tax 

Act, 1961. 
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3.0 Exemptions (Tax-free Incomes) 

 

 Exemptions (or exclusions) are those items which are explicitly and statutorily 

freed from the scope of a tax and therefore remain untaxed. They may be termed as non-

taxable gross receipts. Several considerations weigh on a government to declare a host of 

receipts exempt, either fully or up to specified limits, from the scope of taxation. 

 Income tax laws of most countries describe incomes that are exempt from the 

purview of income tax, i.e. tax-free incomes. These exemptions serve various socio-

economic objectives through the medium of tax policy. In developing countries, 

agricultural incomes are generally exempt from income tax owing to administrative 

difficulties of reaching out to widely dispersed small and marginal farmers who in most 

cases are illiterate. Incomes of charitable and religious trusts are generally exempt from 

taxes. 

 However, if the number of exemptions is very large, it will narrow the tax base 

besides making the law complex. In India, section 10 of the Income Tax Act, 1961 

describes incomes that are completely or partially exempt from income tax. 

Tax Holiday Schemes: These schemes are extensions of the provisions which 

exempt certain incomes from the purview of income tax. Tax holiday schemes are 

incentives targeted at new firms and are not available to existing units. Under a tax 

holiday scheme, new enterprises are allowed a period of time free from the burden of 

income tax, subject to certain conditions. 

 

4.0 Heads and Nature of Income 

 

 Income tax is generally a composite tax on the aggregate of incomes from 

various sources. However, income is first computed under different heads of income and 

then aggregated. From the aggregated amount certain deductions are made to arrive at 

taxable income. Various heads of income are generally mutually exclusive. If any 

income falls under one head, it cannot be considered under any other head. The method 

of computing income and the permissible deductions differ with each head of income. 

The aggregate of income under these heads may be termed as gross total income. The 

heads of income are intended to indicate the class of income to which different rules of 

computation are applied. 

In India, section l4 of the Income Tax Act, 1961 prescribes five broad heads under 

which the income of an assessee is classified for purposes of computation of total 

income and the charge of income tax. These are: salaries, income from house property, 

profits and gains of business or profession, capital gains, and income from other sources.  
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4.1 Soft-to-tax and hard-to-tax incomes 

In every country, there are some soft-to-tax and hard-to-tax sources of income. 

Wages and salaries are properly recorded and therefore it is easy to assess and collect 

taxes on them through the Pay-As-You-Earn system. Similarly, income from securities 

paid through banks can easily be subjected to deduction at source. 

 Contrarily, the three hard-to-tax classes of the non-corporate sector are: (a) 

unincorporated commercial and industrial units, (b) self-employed professionals, and (c) 

rich peasantry. The problem of taxing the first two categories relates to accounting 

difficulties while in the case of third category, it is essentially the lack of political will. 

Non-reporting and under-reporting of income is quite sizeable in these sectors. The 

growing small business sector is a tax haven. It is very difficult to enforce a reliable 

system of book-keeping to assess earnings of this sector. Pragmatically, a system of 

lump sum taxation may be tried in place of taxation of profits. 

 

4.2 Earned versus unearned income 

Earned income (or employment or labour income) is derived from actual work or 

service performed and includes wages, salaries, and income from professions. Unearned 

income (or capital or property income) is derived from investment, rent etc. 

 Should tax laws distinguish between earned and unearned income in order to 

accord a favourable treatment to the former? Lenient treatment of earned income is 

justified on various grounds. Employment earnings represent returns on current efforts 

whereas capital income is often the result of inherited wealth, monopoly power, capital 

gains, gambling wins, and property received through gifts and marriages. 

 Earned income is more uncertain than investment income. A human being is a 

depreciating asset which ceases to earn on retirement or death. Uncertainty of the human 

asset also arises from possible chances of suspension, dismissal, premature retirement 

from service, illness, unemployment, and accident. Contrarily, physical and financial 

assets have a tendency to appreciate in value with the passage of time, particularly in a 

growing economy. Uncertainties associated with business income are less grievous and 

can be insured against by making gilt-edged investments. 

 Possession of property, besides being a source of monetary return, confers 

certain other benefits on the possessor, e.g. ability to dissave, security, and 

independence. It may also be argued that expenditure incurred in connection with 

earning income from employment (including expenses on education and training) is far 

more than that incurred in obtaining investment income. Therefore, it is unjust to treat 

the fruits of one’s own labour and windfall profits equally.
2
  

 J.E. Meade Committee Report (1978, p. 372) on The Structure and Reform of 
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Direct Taxation advanced the following four arguments as to why earned income should 

be treated softly vis-à-vis other income for tax purposes.   

1. Earned income is less permanent than investment income.  

2. Earned income involves a sacrifice of leisure which is absent in the case of income 

from property, particularly from inherited property.  

3. Earned income is the creation of a taxpayer’s own skill, ability, and effort while 

unearned income may accrue through the luck of inheritance.  

4. Prestige, security, independence and influence, generally associated with the 

ownership of wealth, are absent in the case of earned income. 

 It is also well-known that labour earnings are recorded more systematically and 

in most cases tax is deducted at source, leaving no scope for malpractice in tax payment. 

As Vito Tanzi (1969, pp. 51-52) has observed, “Income taxes on wages and salaries 

cannot be evaded, or at least it is much harder to do so, which provides a good ground 

for a lighter treatment of these incomes. In fact, if they are treated in the same way as 

other incomes, and if the assumption is true that taxes on them are difficult to evade, 

then a de jure non-discriminatory treatment of these incomes would amount to a de facto 

discrimination.”  

 It is not surprising that tax laws of many countries provide for relatively lenient 

tax treatment of earned income, e.g. earned income tax credit in the United States. Some 

economists argue that the distinction between earned and unearned income is misleading 

because to the extent that property embodies past labour, the income from it is not 

unearned and should not be taxed at a higher rate than earned income. 

 

4.3 Income averaging 

Income may arise either as a regular flow, e.g. salary of a college teacher or as 

an irregular flow like earnings of a theatre artist, gambling or lottery gains. All such 

accretions represent taxpaying capacity of the recipient and therefore should form part of 

the tax base. However, fluctuating incomes are discriminated against under a progressive 

rate schedule because high marginal rates apply in years of high income. Contrarily, 

stable income is free from fluctuating marginal rates and hence favourably treated. 

 Tax systems generally make direct or indirect (proxy) provisions of averaging of 

incomes over several years. These provisions may take the form of higher rebates, and 

higher deductions from income for those whose incomes are subject to fluctuations. 

 

4.4 Clubbing of income 

      An assessee may attempt to reduce his tax liability either by transferring his 

assets in favour of his family members or by arranging his sources of income in such a 
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manner that tax incidence falls on others whereas benefit of income, directly or 

indirectly, is derived by the assessee himself. To counter such practices of tax avoidance, 

tax laws of many countries contain provisions under which income of other persons is 

included in an assessee’s income. In India, sections 60 to 65 of the Income Tax Act, 

1961, deal with instances where an assessee may attempt to reduce his tax liability either 

by transferring his assets in favour of his family members or by arranging his sources of 

income in such a manner that tax incidence falls on others, whereas benefit of income, 

directly or indirectly, is derived by the assessee himself.  

In other words, certain incomes are included in the assessee’s total income, though 

such incomes legally belong to other persons. In India, sections 60 to 65 of the Income 

Tax Act, 1961, deal with instances where an assessee may attempt to reduce his tax 

liability either by transferring his assets in favour of his family members or by arranging 

his sources of income in such a manner that tax incidence falls on others, whereas 

benefit of income, directly or indirectly, is derived by the assessee himself. 

 

4.5 Loss set off 

It is a legal provision allowing counterbalancing of losses in one category of 

activity against profits of another kind of activity within the same taxable year.  In the 

income tax laws of most countries, income chargeable to tax is computed under different 

heads. The aggregation of gross total income is relatively easy if income under each head 

and from each source is positive. However, loss may be sustained in one or more sources 

under one or more heads of income. Therefore, in the computation of gross total income 

of an assessee, appropriate adjustments are made of the losses suffered by him. Such 

adjustments are made in two ways: (a) inter-source adjustment in the same assessment 

year and (b) inter-head adjustment in the same assessment year. Provisions of (b) are 

applied only if a loss cannot be set off, fully or partly, under (a).  

 Loss set off (called horizontal compensation) is a common feature of income tax 

systems the world over though the conditions for it differ from system to system.  

 

4.6 Loss carry forward 

It is a legal provision permitting business assessees to use losses of one year to 

offset profits of succeeding years. Under a system of income tax based on net principle, 

losses of income should attract same considerations as gains. In other words, net gains 

should attract tax while net losses should be considered for negative tax, i.e. a 

government refund. In practice, governments do not go so far to help loss-making units 

but they do provide facilities for carry forward of losses. Loss carry forward (called 

vertical compensation) against future profits amounts to a refund but the taxpayer has to 
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wait for it and this waiting involves loss in terms of interest foregone. 

 Facility for loss carry forward reduces tax-created risks of business and 

investment, mitigates disincentive effects of fluctuating incomes, and thereby promotes 

private enterprise. It can be regarded as a proxy for income averaging provisions. 

 Loss carry forward is a common feature of income tax systems the world over 

though the number of years allowed for the carry forward differ from system to system. 

In India, sections 70 to 80 of the Income Tax Act, 1961 deal with provisions concerning 

set off of losses and their carry forward. 

 

5.0 Tax Incentives  

 

 These are provisions in tax laws which encourage individuals and corporations 

to undertake activities desired by the government. 

 Almost all tax systems incorporate provisions which exclude certain items and 

deduct others from the tax base. These provisions may take the form of exemptions, 

deductions, allowances, and tax credits. Tax incentives (or tax preferences) reduce the 

amount of tax which would otherwise be payable by a taxable entity. These tax 

preferences are referred to as tax incentives. Broadly speaking, items which erode the 

normally accepted base of a tax may be treated as tax incentives. These are called tax 

expenditures by Surrey. 

 

5.1 Forms of tax incentives 

Tax incentives are generally given in the following two forms: (a) deductions 

from gross total income, and (b) tax credit. 

 Deductions: Deductions mean all amounts which are eligible for subtraction 

from gross taxable income. Tax laws generally specify which sums are allowed as 

deductions from gross total income in order to arrive at the final amount on which a 

given set of rates is to be applied. In certain cases, tax laws clearly specify expenses 

which are disallowable as deductions. 

 Tax Credit: Tax credit (or tax rebate) is a legal provision permitting taxpayers to 

deduct specified sums from their tax liability. A tax credit differs from a deduction 

because the former is subtracted after the total tax liability has been calculated whereas 

the latter is subtracted from the income subject to tax. 

 The form in which a tax incentive is given has implications of its own. Let us 

consider a tax concession given as a deduction from gross income rather than a credit against 

tax liability. The value of a deduction from gross income is less at low income levels and 

more at high income levels if a progressive rate schedule is applied. However, if the 
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concession is granted as a credit against tax, the benefit will be equal for all taxpayers. 

For example, a taxpayer who is in the 40 percent bracket of individual income tax 

reduces his total tax burden by Rs. 1,000 if he is allowed a tax credit of Rs. 1,000. 

However, his tax burden is reduced by Rs. 400 if he is given a deduction of Rs. 1,000. 

Apparently, a tax credit of a given amount is more valuable to a taxpayer than a 

deduction of the same amount. 

 

5.2 Rationale for tax incentives 

Tax incentives, an integral part of tax systems the world over, are designed to 

promote a wide spectrum of socio-economic objectives. If judiciously used, they can 

become an effective tool of economic change on desired lines. 

 Individuals: Tax incentives related to individuals promote equity. Examples in this 

category are exemption of an initial slice of income from tax, and allowances related to 

dependants. Two individuals with equal incomes may have to support families of different 

sizes and it would be justifiable to extract less from the individual with a larger family size. 

However, these considerations are more relevant at low income levels. Apart from equity, 

promotion of individual savings, contributions towards charitable purposes are other 

commonly promoted objectives. Tax incentives for these purposes are usually in the form of 

deductions from taxable base or tax credits against savings/investments in specified channels. 

 Business Organisations: Tax incentives related to business sector are meant to 

induce business enterprises to undertake activities which they would otherwise shirk. 

Thus, these incentives are designed to encourage investment in general or in preferred 

industries or in preferred geographical areas (industrially backward regions). Such 

incentives take a variety of forms such as investment allowance, accelerated depreciation 

of fixed assets, and exemption of profits from tax for specified initial years of business 

(tax holiday). 

 General Purpose Incentives: These are meant to provide flexibility to the tax 

system to deal with changing market situations. They are used as a corrective mechanism to 

stabilise demand, production, and profits of different industries. Thus, tax incentives may be 

given to boost sluggish demand for idle-capacity industries. Similarly, incentives are given 

for the promotion of sports, cultural and social welfare organisations. Tax incentives are also 

given to promote exports, scientific research, and desired type of technology (e.g. labour-

intensive technology in labour surplus economies). Thus, a tax system, apart from raising 

revenue, may be used to promote activities deemed vital by society, though it is controversial 

as to which activities are vital and require governmental support. 
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5.3 Problems created by tax incentives 

Tax incentives are often criticised for distorting economic activity. Incentives 

cause post-tax pattern of returns to diverge from pre-tax pattern and therefore lead to an 

allocation of resources different from the efficient equilibrium which the market is 

supposed to generate. 

 Tax incentives erode the taxable base and thus shrink government revenues. 

They introduce complexity into the tax system. Incentives require definitions of the 

eligible activities which in itself complicates tax legislation. By complicating tax laws, 

incentives increase the possibilities of tax evasion and litigation which in turn may 

adversely affect tax collections. 

 In case of individual assessees, tax incentives distort the incidence of a tax 

among different taxpaying classes and hence obscure its evaluation from equity angle. In 

fact, tax incentives distort the pattern of tax burden suggested by statutory rates. More 

specifically, tax incentives reduce  effective tax rates below the statutory ones. Thus, 

statutory or nominal rates can be misleading when the redistributive effect of progressive 

rates is considered. 

 Tax incentives to a particular industry, which are often the result of persistent 

representation and pressure tactics, may lead to a chain reaction, i.e. similar demands by 

other industries, causing unsettling effects on producers, consumers, and the 

administration. 

 

5.4 Alternatives to tax incentives 

Tax incentives involve sacrifice of tax revenue and hence need to be devised 

carefully. The revenue foregone is similar to a subsidy or a grant to a taxable entity and 

hence akin to government expenditure. For example, there is no fundamental difference 

between an outright subsidy payment to a new industrial undertaking set up in a 

backward area and foregoing tax revenue on account of tax concession to it. However, 

outright subsidy payments attract public attention more readily than tax concessions 

(hidden subsidies) which lie scattered in the cobwebs of frequently changing tax laws. 

Thus, activities which deserve budgetary support should preferably be encouraged 

through expenditure programmes rather than the nebulous medium of tax incentives. The 

alternatives to tax incentives are: direct subsidies, government loans at subsidised 

interest rates, and foreign exchange facilities.  

 However, when support through tax concessions becomes necessary, their economic 

effects should be properly evaluated, i.e. whether the cost in terms of revenue foregone is 

justified by the likely benefits. In other words, a tax incentive should be appraised in the same 

way as any other item of public expenditure. The loss of revenue must be estimated on net 
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basis because some increase in revenue may be attributable to stepped up economic activities 

due to tax favour. To what extent the intended positive effects (increased savings, investments, 

production etc.) of tax concessions are realised and to what degree they offset the negative 

effects (loss of revenue, equity distortions), are complex questions requiring rigorous empirical 

analysis. 

 

6.0 Taxable Entities 

 

 It means persons or units of assessment chargeable to tax under a tax law. 

Though the list of taxable entities differs from country to country, individuals and 

companies are the two main taxpaying entities under most tax laws. In India, under the 

Income Tax Act, 1961, there are the following seven units of assessment:  

1. An individual. 

2. A Hindu Undivided Family (HUF). 

3. A company. 

4. A Firm. 

5. An association of persons or a body of individuals whether incorporated or not. 

6. A local authority. 

7. Every artificial juridical person, not falling within any of the preceding categories. 

 

7.0 Basic Personal Exemption 

 

 Income tax laws of almost all countries conventionally grant exemption of a 

given portion of income which does not reflect tax paying capacity of a person.  There 

are two considerations for this exemption.  

 Tax bite into income, barely sufficient for a minimum standard of living, is immoral.  

 It is administratively difficult to deal with low income earners.  

 For example, if the basic personal exemption is Rs. 2,00,000, then a taxpayer 

with an income of Rs. 2,50,000 remains taxable on Rs. 50,000 and a taxpayer with Rs. 

3,50,000 on Rs. 1,50,000.  In fact, the first slice of net income of Rs. 2,00,000 is subject 

to a zero tax rate irrespective of the level of an assessee’s income.  This has the effect of 

scaling down the progressive rate schedule by one bracket. In case of a proportional tax, 

the average tax rate is less than the proportional rate depending upon the level of income. 

For instance, if a 25 percent proportional rate applies to X, Y and Z with incomes of Rs. 

2,00,000, Rs. 2,50,000 and Rs. 3,50,000 respectively, the average tax rate amounts to 0 

for X, 5 percent for Y, and 10.7 percent for Z. 

 What should be the level of basic personal exemption? It is a value-laden issue 
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without a straightforward answer. The cut-off point for initial deduction as a multiple of 

per capita income varies from country to country. 

 

8.0 Rate Structure 

 

 Once income has been exemplified or defined in a particular manner, and 

deductions, tax credits etc. have been allowed, the next question is at what rate the remaining 

income should be taxed. There is a direct conflict between equity which requires a 

progressive rate schedule and efficiency which calls for low marginal rates. The trade-off 

between equity and efficiency has been examined in the literature on optimal taxation but no 

conclusive results have emerged. 

 

8.1 Global, Schedular and Dualistic patterns of taxation 

A taxpayer may receive income from various sources. Are the different sources 

of income to be treated alike for applying a set of tax rates? If yes, the system will be 

called global in nature. In other words, the global principle of taxation does not 

distinguish between different sources of income. Income from all sources is pooled for 

the purpose of applying tax rates. However, if various sources of income are subject to a 

series of separate taxes, the system is called schedular in character. If the system 

combines the features of both global and schedular patterns, it becomes dualistic or 

composite in nature. The superiority or suitability of a pattern depends on the nature of 

an economy (developed or underdeveloped), objectives of tax policy being pursued in a 

country, and the efficiency of the tax administration.
3 

The present system of income tax in India is, broadly speaking, global in nature in 

that it does not discriminate between different sources of income. Income from various 

sources is pooled together for determining tax liability. However, elements of schedular 

system (under which different sources of income are taxed differently) exist insofar as 

agricultural income is excluded from the tax base, and long-term capital gains, though 

included in the definition of income, are given special concessions. 

 

8.2 Slab versus step rates 

       Under a slab system of income tax rates, tax on each slab of income is 

calculated separately and then added up. In other words, marginal or bracket rates are 

imposed on successive slabs of income. This is different from the step system of rates 

under which all persons in a particular bracket bear the same effective rate on every 

monetary unit of their income.
4
 Apparently, the slab system of rates is the widely used 

system the world over. 
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8.3 Progressive, proportional and regressive rates 

Taxes are also classified according to the manner in which the rate of tax varies 

with income. Thus, there are progressive, proportional, and regressive taxes.  

 Progressive Taxes: A tax schedule is said to be progressive if the ratio of tax to 

income increases as one moves up the income scale. Progressive taxes are more 

equitable because they are levied according to the ability-to-pay. They are a means to 

redistribute income power as they place the main burden of taxation on upper income 

groups. Progressive taxes not only reduce the absolute but also the relative gap between 

two taxpayers. For example, if 40 percent rate applies to taxable income of Rs. 80,000 

and 20 percent to taxable income of Rs. 40,000, the post-tax incomes of the two 

individuals are reduced to    Rs. 48,000 and Rs. 32,000 respectively. The gap in absolute 

terms is narrowed from   Rs. 40,000 to Rs. 16,000 and the relative distance is also 

reduced from 2:1 to 1.5:1. 

 Besides equity considerations, tax progressivity is helpful for stabilisation 

policies. Under a progressive income tax, the revenue is elastic if all incomes grow 

proportionately. Information on the degree of progression is useful to quantify the 

automatic stabilisation characteristics of a tax system. The opponents of progressive tax 

hold that too great a degree of progression discourages effort and risk-taking. 

As already noted, a tax schedule is said to be progressive if the ratio of tax to income 

rises as one moves up the income scale. This definition is simple and generally agreed 

upon. However, problems arise when degree of progressivity (or regressivity) is sought 

to be measured. The numerous measures suggested and used in the literature for the 

purpose may be divided into two categories: (a) local measures of progressivity and (b) 

global measures of progressivity.  

 The local or point-wise indices measure the degree of progression at specific points 

of income or income ranges. Way back in 1948, R.A. Musgrave and Tun Thin suggested 

four alternative measures of the point-wise degree of progression, viz. average rate 

progression, marginal rate progression, liability progression, and residual income 

progression. 
5
 Such measures vary at different points on the income scale and therefore are 

not helpful in ascertaining the overall or global progressivity of an entire tax schedule. To 

tide over this problem, several scholars have suggested summary measures of tax 

progressivity.  

 Among the wide variety of summary indices suggested and applied to tax data of 

different countries, the two better known belong to Daniel Suits and Nanak Kakwani. 

Their indices are inspired by and related to the Lorenz-Gini methodology and measure 

overall tax progressivity in terms of deviations from proportionality. 
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Proportional Taxes: A tax schedule is said to be proportional if the ratio of tax 

to income remains constant as one moves up the income scale.  A proportional rate 

does have redistributive effects but not as sharp as a progressive rate. For example, a 30 

percent flat rate which applies to taxable incomes of Rs. 80,000, and Rs. 40,000 reduces 

the post-tax incomes of the two persons to Rs. 56,000, and Rs. 28,000 respectively. The 

gap in absolute terms is narrowed from Rs. 40,000 to Rs. 28,000 but the relative distance 

remains unchanged at 2:1.  

 Regressive Taxes: A tax schedule is said to be regressive if the ratio of tax to 

income declines as one moves up the income scale. A regressive tax increases the 

relative gap between two individuals but keeps the absolute distance unchanged. For 

example, if a fixed amount tax of Rs. 500 is levied on taxable incomes of Rs. 2,000 and 

Rs. 1,000, the post-tax incomes of the two individuals are reduced to Rs. 1,500 and Rs. 

500 respectively. The gap in absolute terms remains unchanged but the relative distance 

is increased from 2:1 to 3:1. 

 A tax which is technically proportional in terms of the tax base can often be 

considered regressive in terms of the taxpayer’s income. Thus, an excise duty of Rs. 2 

per kilogram of sugar will entail a tax burden of Rs. 4 each on Mr. A and Mr. B if they 

each buy 2 kilograms of sugar. Prima facie, the tax may appear proportional but if it is 

related to their differing income levels, it will turn out to be regressive. In percentage 

terms, the amount of tax imposes a larger burden on the poor man than on the rich man, 

aggravating inequalities of income. Indirect taxes are often regressive though it is 

difficult to measure the degree of regressivity.   

 

8.4 Level of Rates 

How progressive should be the schedule of tax rates? What should be the 

marginal rate of income tax? These are questions which defy easy and acceptable 

answers. Joseph Pechman (1986, p. 310) has explained the nature of this dilemma and its 

solution in the following words, “The first order of business should be to make the 

personal income tax a progressive tax in fact as well as in name. My use of the term 

‘progressive’ should not be interpreted as a synonym  for punitive. Excessively high tax 

rates on incomes do have undesirable effects on work, saving and investment incentives. 

They also encourage taxpayers to use legal and sometimes extra-legal means of avoiding 

them. But there are two sides to this coin. Proliferation of special tax favours to 

particular groups for whatever reason narrows the income tax base, which in turn 

requires the use of higher rates to raise needed revenues. Taxpayers who cannot take 

advantage of these special provisions find that they are paying much higher taxes than 

others with equal incomes, and they demand and frequently get equal treatment. This 
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leads to further erosion of income tax base, which leads to the use of regressive tax 

sources when revenue needs become urgent. The way out of this dilemma is to reverse 

the cycle of erosion of the income tax base. With a comprehensive definition of income 

for tax purposes, it should be possible to raise needed revenues from the income tax with 

reasonably moderate rates.” 

 Thus, the question of desirable degree of rate progression is related to the 

definition of income and also to the value judgement of society. 

 

8.5 Nominal and effective rates 

  Rate of tax approved by the legislature is termed as nominal (or statutory) rate. 

It can be misleading when one takes into account exclusions, deductions, allowances, tax 

credits, and tax evasion. These erosions in the tax base considerably reduce the average 

tax rate below the statutory one. It is possible to derive a set of average rates by 

expressing tax amounts as a percentage of taxable income. The average rate (called 

effective rate) is considered more relevant in considering redistributive effect of rate 

progression. 

 

9.0 Advance Tax Payment and Withholding Tax 

 

9.1 Advance Tax Payment 

      It is a system under which assessees are required to pay tax in advance on 

incomes which they expect to earn during the current financial year. Advance tax, 

payable in instalments during the financial year itself, is adjusted against the tax liability 

determined after proper assessment. Under Section 208 of the Indian Income Tax Act, 

1961, it is obligatory to pay advance tax in every case where the advance tax payable is 

Rs. 5,000 or more. 

 

9.2 Withholding Tax 

This is a system of collecting income tax whereby money is periodically 

deducted by the employers, financial institutions, and others from wages of employees, 

returns on securities, and other payments. Thus, intermediaries (or third parties) do the 

job on behalf of the government as regards assessment of the taxable base and the 

collection of tax thereon. 

 Generally, a fixed percentage is withheld from the payment made and the same 

is deposited in government’s account. At the time of filing the return of income, the 

taxpayer encloses withholding tax receipts and in case of overpayment he can claim 

refund of tax. 
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 Tax withholding system (also called tax deduction at source or Pay-As-You-Earn) 

satisfies the canon of convenience both for the fiscal authorities and the taxpayers. It is 

beneficial for the government because it reduces the possibility of tax evasion, ensures 

prompt tax payment, and simplifies tax collection. It does not allow any lag between the time 

of receiving income and the time of tax payment. For the taxpayer, it is an instalment plan of 

taxation and hence convenient. 

 However, tax withholding involves additional paper work on the part of tax 

deductors. It also adds to the burden of taxpayers who have to obtain tax deduction 

certificates from deductors, fill additional tax forms, and wait for refunds.   

There are provisions under various sections of the Indian Income Tax Act, 1961 

regarding tax deduction at source (TDS), e.g. deduction of tax from salaries (section 192). 

Other incomes covered under the scheme of TDS include fees for professional/technical 

services, interest, dividends, rent from real estate, commission from insurance, sale of lottery 

tickets, winnings from lotteries, crossword puzzles and horse racing etc 

 

10.0 Tax Treatment of Companies 

 In most countries, a company is regarded as a separate entity for the purpose of 

income tax. Tax levied on the earnings of a company (or corporation) is called corporate 

income tax. Total income of a corporation is arrived at with reference to its profits 

shown in its profit and loss account. To such profits (or losses) are added those expenses 

which, though actually incurred by a corporation, are disallowed, partially or wholly, 

under the law. From this total, the amount of tax concessions is deducted to arrive at the 

taxable income of a corporation. Rate structure of corporation tax may be progressive or 

proportional depending upon the tax policy of a country. 

 

10.1 Issues in corporate income tax 

Various questions arise regarding the tax treatment of corporation profits. 

1. Should corporations be taxed at all on their profits? A tax on the profits of corporations 

is a common feature of industrial societies. Absence of corporation tax would encourage 

business firms to form corporate entities to avoid personal income tax by retention of 

profits. 

2. Should corporation tax discriminate between retained and distributed profits? Under one 

scheme known as split rate method, distributed profits may be taxed at a lower rate than 

retained profits. However, such a distinction causes complexity in tax laws. Therefore, 

corporation profits are generally taxed without making a distinction between retained 

and distributed profits. 

3. There is a view that corporation profits should be distributed among the shareholders and 
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then taxed at the shareholders’ level (under the individual income tax) instead of at the 

corporation level. The taxes due to shareholders on dividends may be withheld at the 

corporation level to be credited subsequently under the individual income tax. In 

practice, most countries tax corporation income separately resulting in double taxation of 

corporate earnings. Tax laws often contain provisions to mitigate this kind of tax 

duplication. 

 

10.2 Interaction between corporate and individual income tax 

Corporation tax is related with individual income tax in, at least, three ways. 

1. Under the classical system (as prevalent in the US), a corporation is viewed as a 

separate entity distinct from its shareholders and therefore taxed in its own capacity. 

The liability of a corporation is divorced entirely from that of  the shareholders so 

that dividends are taxed twice, first as income of the corporation, and subsequently 

as income of the shareholders. 

2. Under the full integration system (or full dividend imputation system), a corporation 

is not seen as a separate entity from its shareholders. The corporation tax is treated as 

a withholding tax which is credited in full to shareholders. This credit is used against 

personal income tax, which is due on their imputed share of corporation profits.  

Under the partial imputation system, a shareholder is given credit against some part 

of his own personal tax liability. Australia introduced a system from July 1, 1987 

under which franked dividends paid out of income already subject to corporation tax 

carry a credit to individual shareholders. Originally, the system represented a full 

integration of the corporation and personal tax regimes because corporation tax rate 

and maximum personal tax rate were same (47 percent) and therefore no personal tax 

was ever payable on franked dividends. However, following a reduction in the rate 

of corporation tax to 39 percent, a taxpayer subject to the top personal rate of 47 

percent is now subject to additional tax on dividends. Hence, the integration is 

partial instead of full as was the case initially. 

3. Then, there is the split rate system which lies between the above two extremes. Under it, 

relief is provided through a lower tax rate on corporate distributions than on retained 

profits.  

 

11.0 Tax treatment of small business (Presumptive Tax)  

 

In every country, there are some soft-to-tax and hard-to-tax sources of income. 

Wages and salaries are properly recorded and therefore it is easy to assess and collect 

taxes on them through the Pay-As-You-Earn system. Similarly, income from securities 
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paid through banks can easily be subjected to deduction at source. 

 Contrarily, the three hard-to-tax classes of the non-corporate sector are: (a) 

unincorporated commercial and industrial units, (b) self-employed professionals, and (c) 

rich peasantry. The problem of taxing the first two categories relates to accounting 

difficulties while in the case of third category, it is essentially the lack of political will. 

Non-reporting and under-reporting of income is quite sizeable in these sectors. The 

growing small business sector is a tax haven. It is very difficult to enforce a reliable 

system of book-keeping to assess earnings of this sector. Pragmatically, a system of 

lump sum taxation may be tried in place of taxation of profits. 

 Presumptive tax relates to the use of appropriate indicators of income, wealth etc. 

instead of the actual records of these tax bases. In the case of income tax, a presumptive tax 

is imposed on the basis of an estimated taxable income. Presumptive income is exogenously 

determined. The base for the presumptive income tax is fixed and does not depend on the 

behaviour of individual entrepreneurs. In essence, a presumptive income tax works like a 

lump sum tax and therefore does not impose marginal tax burden on actual income. Varying 

methods of presumptive taxation are in operation in Israel, Argentina, Chile, and Columbia. 

The French forfait system is a typical example of presumptive taxation. 

 The chief advantage of presumptive taxation is its simplicity, both for tax 

collectors and taxpayers. Thus, it is cost-effective for the administration. Its simplicity 

encourages tax compliance. Presumptive taxation particularly suits developing countries 

with a large unorganised business sector consisting of small retail establishments, and 

self-employed professionals. It is easy to administer this tax which can become an 

effective source of revenue. In addition, it promotes horizontal equity. 

 The French forfait system is a typical example of the assessment technique used 

for small commercial and industrial units. It has the following ingredients:  

 The taxable profit of a given business unit is agreed upon mutually between the tax 

authorities and the assessee.  

 The assessment remains valid for a limited number of years.  

 The taxpayer is required to submit a set of simple facts to the authorities, namely the 

amount of his purchases and sales, the value of his inventory, the number of 

employees, and wages paid. Such obligations are less demanding than those facing 

taxpayers who are assessed directly on their actual income and must produce 

comprehensive accounts of their transactions.  

The chief advantage of presumptive taxation is its simplicity, both for the tax 

collectors and the taxpayers. It is, therefore, cost-effective for the administration. The 

simplicity attribute may also encourage tax compliance. Presumptive taxation 

particularly suits the developing countries with a large unorganised business sector 
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consisting of small retail establishments, and self-employed professionals. It is easy to 

administer this tax which can become an effective source of revenue. It also promotes 

horizontal equity. 

 

12.0 Tax Treatment of Family Income 

  

A rather controversial issue in designing income tax pertains to the treatment of 

incomes of spouses. If a husband and wife each earn a taxable income of Rs. 80,000 and 

Rs. 60,000 respectively, should the tax be assessed on the income of each of them 

separately or on the pooled income, i.e. Rs. 1,40,000? Under a progressive rate schedule, 

the combined tax liability of the couple will be less if their incomes are separately 

assessed rather than jointly taxed. A proportional tax system would make no difference 

whether the two spouses are taxed separately or jointly. 

 Separate taxation of the earnings of each spouse encourages marriages, causing a 

negative demographic effect in overpopulated countries. It also suffers from an 

individualistic view of life, a philosophy contrary to the social and cultural ethos of 

many societies. On the other hand, joint taxation puts unreasonable burden on two-earner 

families. Many governments have refrained from joint taxation of incomes fearing a 

backlash from women at the time of elections. 

 As a compromise, two procedures are generally followed to tax the incomes of a 

couple: (a) splitting method and (b) quotient method. 

Splitting Method: Under it, tax liability of husband and wife is determined 

amounting to twice the tax due on half of their combined income. For example, if a 

husband and wife each earn a taxable income of Rs. 80,000 and Rs. 60,000 respectively, 

the joint tax liability would be twice the tax on Rs. 70,000. 

Quotient System: Under this system, the incomes of husband and wife are 

aggregated and then subjected to a rate schedule which differs from the schedule for 

single persons. Let us suppose a basic tax rate of 20 percent operates on an income above 

Rs. 40,000 and rises to 30 percent when taxable income exceeds Rs. 55,000. A quotient 

of 1.5 would imply that a couple would pay 20 percent tax on joint income in excess of 

Rs. 60,000 and reach the 30 percent rate only when their income is above Rs. 82,500. 

Clearly, the effect of this system depends on the figure which is chosen as the quotient. 

Thus, a quotient of 1 amounts to simple aggregation of the two incomes. A quotient of 2 

ensures that no couple loses and most gain a tax advantage by marriage, whatever their 

incomes. The more unequal their incomes, the larger the tax benefit. This system of 

taxation operates in France. 
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13.0 Adjusting Income Tax for Inflation 

 

     Distortions in income tax system caused by the combination of inflation and progre 

ssive rate schedule are now explained. Corrective measures to mitigate such distortions are 

also suggested.  Income tax law in most countries is defined in terms of monetary units with 

progressive rates. Combined with progressive rate schedule, inflation has a tendency to 

increase real tax burden and change its incidence across taxpaying classes. This, in the 

ultimate analysis, impairs the equity attribute of a tax system. 

 

13.1 Inflation defined 

A significant rise in the general price level in a country over a long period of 

time is called inflation. It is the opposite of price stability. In economics, price stability is 

not used in a rigid sense to mean price fixity. A modest increase of 2 to 3 percent per 

annum in the price level is compatible, sometimes even desirable, in the context of 

economic development. However, when the general price rise is appreciable, say in 

double-digit figure, and experienced over a long period of time, it gets the dreaded name 

inflation. 

 Changes in the level of prices are measured by means of index numbers. The 

index of prices includes a wide variety of goods and services which are essential for life. 

Since the relative importance of different goods in the family budget is not the same 

therefore each commodity included in the index is assigned a weight in accordance with 

the proportion of family expenditure on that commodity. The prices of different 

commodities multiplied by their respective weights give the aggregate for the year 

chosen as the base. This is then compared with the similar aggregate of prices in some 

subsequent year for purposes of comparison. The base year is changed from time to time 

to accommodate new products and reflect current economic conditions. 

 

13.2 Inflation-induced distortions 

If the money income of an individual grows at the same rate as inflation, he 

might be pushed into the tax orbit although his real income remains constant. How 

inflation distorts the tax code approved by legislators may be understood by an example. 

Suppose an individual with a total income of Rs. 40,000 per annum has no tax liability 

and the income in excess of Rs. 40,000 is subject to tax at the rate of 10 percent. 

Allowing for a price rise of 10 percent in period II over period I, the money income of 

the individual would be Rs. 44,000 in period II if his income increases proportionately 

with the price rise.
6
 As a result, he will become liable to pay tax of 10 percent on income 

above Rs. 40,000. With tax liability amounting to Rs. 400, his post-tax income falls to 
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Rs. 43,600 whose real value in terms of period I is only Rs. 39,636. Although no change 

takes place in the tax structure and the real income, the individual is made to part with 

Rs. 400 in money terms or Rs. 364 in real terms. All this happens quietly through fiscal 

illusion. 

 By the same token, inflation may push an assessee from a lower to a higher 

income and tax bracket. In the case of a proportional tax, the marginal rates of tax remain 

the same for all income brackets and therefore real tax burden remains constant in the 

event of a rise in money income. In practice, however, the rates are not proportional but 

progressive. Since the marginal tax rates increase with rising money income, individuals 

when forced into higher income slab with higher rate are obliged to make higher tax 

payments reducing their net of tax income in real terms. 

 Real burden of taxes increases not merely because of the progressive rate 

schedule but also because of the changing real values of exemptions and deductions 

designed in nominal fixed amounts. Assuming a proportional tax for all income brackets, 

the taxpayers will be worse off in real terms if the amount of exemptions and deductions 

does not increase or increases less than proportionately to the rate of inflation. 

 Another important effect of inflation on the tax rate schedule is to shrink the real 

width of tax brackets. The width of the tax brackets generally increases with increasing 

incomes and becomes an open-end class ultimately. As against this, rate differentials 

become narrower at higher tax brackets. Thus, individuals with higher incomes are 

insulated against the effects of inflation because either they remain in the same tax 

bracket or if at all they move to a higher tax bracket, the rate differential is not 

significant. Taxpayers whose incomes are already subject to maximum rate of tax are 

fully protected against the effects of inflation. 

 Inflation and progression in tax rates affect each level of income to an extent that 

depends on the rate of progression at that income. This means inflation-induced tax 

increases are highest not at incomes where the marginal tax rates are highest, but at 

incomes where marginal tax rates increase most sharply. Thus, it is clear that inflationary 

tax increases fall most heavily on low-income taxpayers with incomes just below or 

above the exemption level where width of income brackets is small but marginal tax 

rates increase rapidly. It is this class of taxpayers which needs protection against 

onslaughts of inflation. 

 It should particularly be noted that by increasing the money income of the low-

income groups, inflation pushes these groups into the tax net. When an individual is 

pushed into the taxpaying category, he finds his marginal rate of tax suddenly jumping 

from zero to say 10 percent. The hike is generally larger than that experienced by 

individuals moving from a lower to a higher slab in the wake of inflation.
7 
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 In brief, inflation, by upsetting the initial tax code given by the legislators, 

impairs the progressivity of tax structure. It changes the decisions of the law makers 

effectively and irresponsibly without public debate. Real income tax rates increase 

during inflation although the formal tax structure remains the same. Moreover, changes 

in the real tax rates, induced by inflation, are of a permanent nature. After a while, 

further price rise may stop but the shift introduced by inflation in real income tax rates 

will stay on for subsequent period.  

 

13.3 Corrective measures 

  To mitigate (or offset) the unintended tax burden induced by inflation and the 

resultant anomalies in the distribution of tax burden the following measures may be 

adopted. The purpose of these adjustments is to ensure that each level of income is taxed 

in real terms at approximately the same rate as originally intended, i.e. in the base year. 

In other words, the objective is to preserve the tax structure in real terms rather than 

monetary terms. The original tax code may be taken to reflect a socially desired 

distribution of tax burden and if it is to be maintained through time, the need for an 

adjustment mechanism appears to be justified in equity terms. If, however, the initial 

situation becomes unsatisfactory, it would seem preferable to make any desired changes 

explicitly rather than to rely on the ambiguous influence of inflation. 

Periodic Adjustments: To deal with the distortionary effects of inflation, 

governments usually make adjustments to exemptions and brackets at the beginning of a 

current year on the basis of inflation experienced in a previous period. The difficulty 

with this procedure is that frequent periodic changes in income tax laws are likely to 

cause legal complications and procedural problems. Efficiency of tax administration is 

reduced as the officers have to spend considerable time keeping themselves up-to-date 

with changes in law. Moreover, such adjustments are irregular and may not eliminate the 

effects of inflation to ensure continuance of the given real tax burden and its distribution. 

Automatic Adjustment Schemes: Alternatively, automatic adjustment schemes may be 

adopted to protect incomes against the problems created by the combination of inflation and 

progressivity in income tax rates. Such schemes, in one form or the other, have been adopted 

in many countries to combat distortionary effects of inflation on tax structure.
8
  

 Under one type of scheme, known as the real income adjustment scheme, tax 

structure is left untouched but taxpayers are allowed to adjust their income by some 

inflationary factor. For this method, the procedure could be as follows. Tax structure is 

defined in terms of constant rupees, i.e. base year (say 2010-11=100). Current income of 

the taxpayer is expressed in terms of the base year prices. Tax liability is computed in 

terms of base year income. By multiplying base year tax liability by the ratio of the price 
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index of the taxable year to the price index of the base year, tax liability in terms of 

current prices is obtained. In simple words, this scheme involves calculation of tax on 

real income in some base year and the determination of the current liability by 

converting this amount to current prices. 

 Schemes have also been devised under which tax rates are altered through 

indexation while keeping income brackets unchanged. Rates and brackets are defined by 

law, and each year the government has to declare the proportions to which these basic 

rates apply. In other words, having defined the basic rates in law, the effective rates are 

fixed annually when the government establishes a coefficient of adjustment. 

 Under yet another scheme, adjustments are made in the tax structure only for 

inflation above a certain level. For example, the income tax indexation law of California 

in the United States, which incidentally was the first state to enact such a law in 1978, 

allows adjustments in the tax rates only for inflation above the first 3 percent level. Such 

a scheme, called partial indexation, may mitigate effects of inflation but it does not 

eliminate them. Partial indexation of this type fails to deal with slow inflation. After 

several years of moderate inflation, the tax structure could seriously get distorted. Also, 

the more even the inflation over the years, the less will be the benefit to taxpayers. For 

example, if the rate of inflation is 3 percent per annum for two consecutive years, no 

adjustment will be made. However, if it is zero in one year and 6 percent in the other 

year, the adjustment will be of the order of 3 percent. 

 Corrective measures to offset the adverse inflationary effects are required 

particularly when inflation persists for longer periods. Introduction of some form of 

automatic inflation adjustment scheme will require legislative approval only once and 

will be more equitable and in conformity with the basic philosophy underlying 

progressive taxation. This kind of adjustment will not only stabilise incomes of 

individuals in real terms but also government revenues.
9 

 There are few relatively weak arguments against indexation. For example, it is 

argued that indexation neutralises the built-in-flexibility which is a desirable characteristic of 

a progressive tax system. Rise in tax revenues automatically moderates growth in aggregate 

demand and thus contributes to stabilisation. This argument may hold good in the initial 

stages of inflation but loses significance when high rates of inflation persist for longer 

periods. A stage may come when taxpayers will demand increases in money wages not only 

to offset the decrease in the value of money but also to nullify the effects of inflation on tax 

burden. Inflation adjustments, by preventing tax-push inflation, may promote, rather than 

impair the stabilisation function of a tax system. 

 Inflation indexing schemes, though technically sound, may appear to be radical 

measures in developing countries. The acceptability of such schemes will depend upon 
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proper understanding of the relationship between inflation and taxes. 

 

Endnotes 

 

1. For a masterly analysis of the various concepts of income, see Nicholas Kaldor, An 

Expenditure Tax (London: George Allen and Unwin Ltd. 1955), Appendix to Chapter 1. 

2. One may argue that apart from the tax on return from it, capital itself may be subjected to 

wealth tax, gift tax, and estate duty. However, in most countries these taxes are not levied 

and wherever they are levied, the revenue is insignificant. 

3. For a comprehensive and comparative study on this subject, see Sylvain R.F. Plasschaert, 

Scheduler, Global and Dualistic Pattern of Income Taxation (Amsterdam: International 

Bureau of Fiscal Documentation, 1988). 

4. Before 1939, income tax in India was levied at step rates and super-tax at slab rates. See 

Government of India, Ministry of Finance, Report of the Taxation Enquiry Commission 

(Chairman: John Mathai), 1953-54, Volume II, p. 8. 

5. In many countries (e.g. in India) company profits are subject to a proportional rate of income 

tax. Hence, companies remain immune from inflationary increases in real tax rates. 

6. Salaries of most people in the organised sector are linked directly or indirectly with some 

form of price index. 

7. Some studies have shown that low income families are most adversely affected in terms of 

tax burden during inflation. See for example, George Vukelich, “The Effects of Inflation on 

Real Tax Rates”, Canadian Tax Journal, Volume 20 (July-August 1972), pp. 327-42; 

Charles J. Goetz and Warren E. Weber, “Inter-temporal Changes in Real Federal Income Tax 

Rates, 1954-70”, National Tax Journal, Volume 24 (March 1971), pp. 51-63; Anil K. Puri, 

“An Analysis of the California Experiment in Partial Income Tax Indexation”, National Tax 

Journal, Vol. 33, No. 2, June 1980, pp. 203-208. 

8. Different variants of the automatic adjustment scheme have been introduced in a host of 

countries: Chile (1954), Brazil (1961), Iceland (1966), France (1968), Denmark (1969), 

Netherlands (1971), Argentina (1972) and Canada (1974). For details see, Petrei, Amalio 

Humberto, “Inflation Adjustment Schemes under the Personal Income Tax”, IMF Staff 

Papers, Volume 22, 1975, pp. 539-563. Also, Vito Tanzi, Inflation and the Personal Income 

Tax: An International Perspective (Cambridge University Press, 1980), Chapter 3. 

9. Effects of inflation on government revenues have not been discussed here. However, it is 

clear that under a progressive rate schedule coupled with inflation, the real revenues of a 

government will rise if there are no changes in the law. Introduction of some indexation 

scheme may deprive a government of a convenient invisible method of increasing revenues. 

To compensate for this loss, it may have to make additional tax efforts of an explicit nature. 

This alternative may not be politically expedient because the opposition of taxpayers is 

greater as their awareness of a tax is greater. However, a long-drawn hide and seek with 

taxpayers, particularly in democracies, is likely to prove counter-productive. 
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